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LETTER OF TRANSMITTAL 


SECURITIES AND ExcHANGE COMMISSION, 
Washington, D. C., August 7, 1939. 
Sir: I have the honor to transmit herewith the first two chapters 
of Part Three of the Commission’s report on the study of investment 
trusts and investment companies made pursuant to Section 30 of the: 
Public Utility Holding Company Act of 1935. 

Part One of this report, dealing with the origins of these organiza- 
tions, was submitted by the Commission to the Congress under date 
of June 10, 1938, and has been printed as House Document No. 707, 
75th Congress. Part Two, which is a statistical survey of investment 
trusts and investment companies, was submitted to the Congress on 
March 10, 1939, and has been printed as House Document No. 70, 
76th Congress. A report on investment trusts in Great Britain, the 
first of a number of supplemental reports, was submitted to the Con- 
gress on June 26, 1939, and has been printed as House Document. No. 
380, 76th Congress. 

Part Three deals with the abuses and deficiencies in the organiza- 
tion and operation of investment trusts and investment companies. 
Chapter I of Part Three discusses :the background of investment 
trusts and investment companies in relation to their abuses and defi- 
ciencies. Chapter II sets forth in detail the histories of various in- 
vestment companies illustrative of the effect of the practices and 
weaknesses of investment companies upon investors and covers the 
histories of the following investment trusts and investment com- 
panies: Bond and Share ‘Trading Corporation; Burco, Inc.; Central- 
Illinois Securities Corporation ; Chatham Phenix Allied Corporation, 
later known as Securities Allied Corporation; Continental Securities 
Corporation; Eastern Utilities Investing Corporation; First Income 
Trading Corporation ; General Investment Corporation, formerly The 
Public Utility Holding Corporation of America; Insuranshares Cor- 
poration of Delaware; Iroquois Share Corporation; Oils & Industries, 
Inc.; Petroleum Corporation of America; Reynolds Investing Com- 
pany, Inc.; the group of companies of which control was acquired 
by Wallace Groves, including Chain & General Equities, Inc., 
Granger Trading Corporation, Interstate Equities Corporation, and 
Yosemite Holding Corporation; the investment trusts and companies 
controlled by Donald P. Kenyon; and investment trusts and invest- 
ment companies sponsored by C. D. Parker & Co., Inc., of Boston, 
including Railroad Shares Corporation, Seaboard Utilities Shares 
Corporation, and Utilities Hydro & Rails Shares Corporation. 

The study and report were under the general supervision of Com- 
missioner Robert E. Healy, with Paul P. Gourrich, former technical 
adviser to the Commission, as director of the study, the late William 
R. Spratt, Jr., as chief of the study, David Schenker as counsel, and 
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L. M. C. Smith as associate counsel. Mr. Justice Douglas, former 
Chairman of the Commission, whose resignation from the Commis- 
sion was submitted on April 14, 1939, Paul P. Gourrich, former direc- 
tor of the study, whose resignation from the Commission was sub- 
mitted on March 31, 1939, and William R. Spratt, Jr., former chief of 
the study, whose death occurred on June 20, 1938, did not participate 
in the preparation or consideration of Part Three. 

Collaborating on the preparation of Part Three, which was under 
the immediate supervision of David Schenker and L. M. C. Smith, 
were: E. G. Blumner, Emanuel Bublick, H. S. Carver, Harry Heller, 
C. E. Shreve, Rella Resnick Shwartz, and Alfred Berman, J. P. 
Devine, L. M. Greene, and Ambrose Selig of the legal section; D. B. 
Cooper, B. K. DuBois, Ruth M. Fielding, R. C. Gilles, and William 
Parker of the economic and analysis section; A. J. Breslin, Benjamin 
Levy, and F. J. Manno of the accounting section; and Morris Bailkin, 
together with A. L. Traister, D. Virginia Arner, Samuel Blitman, 
Milton Drexler, Nathan Rubinstein, and Helen K. Steiner of the 
statistical and editing section. In addition to those public examina- 
tions conducted by members of the staff of the investment trust study, 
certain public examinations in connection with Part Three were con- 
ducted by the following members of the Legal Division of the Com- 
mission: J. J. Boland, Carlile Bolton-Smith, D. J. Dempsey, M. R. 
Kroopf, and C. S. Stern. Collaborating on particular portions or 
aspects of Part Three were the following members of other divisions 
of the Commission or former members of the staff of the Commis- 
sion: Frances A. Doolittle, E. J. Fruchtman, J. P. Goode, and W. H. 
Mack, attorneys; P. R. Friend and Philip Young, analysts; and Karl 
Aal, C. M. Kollin, W. D. Moran, and M. P. Touhey, accountants. 

By direction of the Commission: | 

Ropert E. Hrary, Acting Chairman. 


Tur PRESIDENT OF THE SENATE. 
Tue SPEAKER OF THE Housb oF REPRESENTATIVES, 
Washington, D.C. 
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Part THREE 
Chapter I 


BACKGROUND OF INVESTMENT COMPANY 
INDUSTRY IN RELATION TO ABUSES 


I, INTRODUCTION 


This part of the over-all report of the Commission deals primarily 
with the abuses and deficiencies in the organization and operation of 
the various types of management investment companies,’ the most 
important category of investment trusts and investment companies.? 
The abuses and deficiencies which are peculiar to other types of invest- 
ment companies—fixed and semifixed trusts, installment investment 
plans and companies issuing face amount installment certificates— 
will be presented in detail in the respective supplemental reports 
covering these types. This part of the report is not primarily con- 
cerned with the economic and social purposes which the properly 
organized and honestly and competently managed investment trust or 
investment company may serve. Thus it does not treat with the 
useful functions which such organizations may be able to perform for 
various economic strata of our population, for the capital markets, for 
industry, for representation of minority stockholders in portfolio 
corporations or for other sectors of the national economy. ‘These 
subjects will be dealt with elsewhere in the report. 

Before discussing in detail the various abuses, deficiencies, and 
problems in connection with the organization and activities of man- 
agement investment companies, certain aspects of the background of 
investment companies which are relevant to the existence of these 
malpractices and weaknesses will be described. To that end this 
chapter will first sketch chronologically certain of the more important 
features of the general development of investment trusts and invest- 


1 This category includes management investment companies proper (diversified invest- 
ment companies which are popularly regarded as investment trusts) and management 
investment-holding companies (companies which more or less concentrated their invest- 
ments in particular corporations, often for the purpose of participating in their control). 
These companies may be further classified as leverage companies (companies with more 
than one class of security outstanding) and nonleverage companies (companies with only 
one class of security outstanding). Management investment companies proper may also 
be either open-end (companies whose shareholders have the right to require the redemption 
or repurchase of their shares by the company or its representative) or closed-end (com- 
panies whose shareholders do not possess the right to compel such repurchases). For a 
more detailed discussion of the characteristics of the various types of investment com- 
panies, see Pt. One, Ch. II, pp. 21-33 (House Doc. No. 707, 75th Congress). 

2See Pt. Two, Ch. II, Table 17, p. 112 (House Doc. No. 70, 76th Cong.) wherein it is 
indicated that management investment companies possessed approximately 97% of the assets 
of the industry at the close of 1929 and 92% at the close of 1936, and constituted about 88% 
of the total number of investment companies at the end of 1929 and 63% at the end of 1936. 
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ment companies, will then indicate some of the more important statis- 
tical aspects of the industry, and finally will briefly review the extent 
and nature of the public recognition of the existence of vital problems 
in connection with the industry. 

The examples of individual investment companies presented in this 
chapter were selected merely because of their size, importance, and 
pertinence to the development of the entire industry and are not here 
employed as illustrations of practices involving abuse. 


II. GROWTH OF THE INVESTMENT COMPANY INDUSTRY 
A. Period, 1927-1929 


Many of the problems which have confronted the investment com- 
pany industry had their origin in the years 1920-1929, for it was dur- 
ing that period that the majority of investment companies in operation 
today were organized,’ their structures largely determined, and many 
of their managers placed in power. During that period there were 
engendered the various deficiencies, inequitable structures, and pat- 
terns of improper practices which have prevailed and still persist im 
many investment companies today and which constitute a continuing 
threat to the safety and preservation of a large part of the public funds 
invested in these organizations. 

The years ending with 1926 have already been discussed and treated, 
for the purposes of this report, as the formative period of the invest- 
ment trust and investment company development in this country.‘ 
This period was followed by three years in which these organizations 
achieved substantial importance in our national economy through an 
unprecedented growth in number and size. The first of these three 
years constitutes the beginning of the period of the Commission’s more 
detailed study. 


1. NATURE OF GROWTH 


The same general ‘economic conditions which fostered the creation 
of practically all of the present types of investment companies by the 
end of 1926 were not only still present in the three subsequent years 
but many existed in a more pronounced form. Corporate profits were, 
roughly, $7,500,000,000 for the year 1926, declined to $6,500,000,000 in 
1927, and rose to over $8,700,000,000 for the year 1929. While the 
index of industrial production rose only 10% and national income 
somewhat less from 1926 through 1929, both the index of common 
stock prices and the volume of trading in such stocks on the New York 
Stock Exchange more than doubled.> The accelerated growth of 
investment companies in these three years thus occurred against the 
background of a stock.market boom which ran ahead of many of the 
other aspects of industrial and financial development. It was under 
such extraordinary conditions that the investment company movement 
reached its peak of expansion. 


3 Pt. Two, Ch. II, Table 16, p. 111 (House Doc. No. 70, 76th Cong.). 

+For discussion of period prior to 1927 see Pt. One, Ch. III (House Doc. No. 707, 75th 
Cong.). 

5¥or selected statistical data indicating the trend of industrial and financial develop- 
ment in the United States from 1900 to 1929 see Pt. One, Ch. III, Table 1, p. 57 (House 
Doc. No. 707, 75th Congress). 
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As might be expected, this stock market boom was exploited in the | 
formation of investment companies and in the distribution of their 
securities by numerous sponsors who were attracted by the substantial 
profits obtainable in connection with the launching and operation of 
such companies. The direct and indirect sources of profit and patron- 
age to the sponsor of an investment company were numerous, continu- 
ous, and of great variety. With the absence of a substantial profes- 
sional class of persons engaged primarily in the business of investment 
management, individuals with a wide variety of backgrounds entered 
the field of investment company sponsorship. Brokers, investment 
bankers, security dealers, investment counselors, salesmen of securities 
and other merchandise, market traders, commercial bankers, utility 
financiers, financial promoters, industrialists, professors, economists, 
lawyers, accountants, and persons engaged primarily in numerous 
other industries or professions sponsored investment companies and 
actively promoted public interest in these organizations by the use 
of general publicity, elaborate advertising, and a variety of other 
means. The promotion of investment companies was materially accel- 
erated by the fact that no substantial personal investment on the part 
of the sponsors was requisite for the creation of investment companies, 
and by the fact that specific statutory restraints and government regu- 
lation and supervision of these organizations were virtually absent. 

Economic and psychological conditions had already predisposed the 
investing public to participation in the relatively new investment 
enterprises in the period before 1927, but apparently their greatest 
effect came in the succeeding three years. The popularization of the 
investment company as a medium of investment in a diversified port- 
folio of securities, particularly common stocks, manifested itself in a 
substantial increase in the number of individual security holders. 
Thus, in the two years 1928 and 1929, the total number of known 
common and preferred stockholders in management investment com- 
panies increased practically ninefold from approximately 55,000 to 
almost 525,000.° 

By 1929 investment companies were literally being formed at the 
rate of almost one each business day, with 265 new companies being 
created in this one year alone.” Out of a total of approximately 1,200 
investment companies in this country whose dates of organization are 
known to the Commission, almost 600, or approximately one-half, 
were organized in the three years 1927 through 1929, and each of 
these years exceeded the preceding year in the number of new com- 
panies organized. Furthermore, the bulk of the sales of their own 
security issues by investment companies over the entire period of the 
study took place in these three years, with a concentration in 1929 of 
almost half of the total sales for the period 1927 to 1936.° Thus, 
yearly sales of these issues increased sharply from almost $400,000,000 


6 Pt. Two, Ch. V, Table 114, p. 377 (House Doc. No. 70, 76th Cong.). During these same 
two years the total number of shareholders in fixed and semifixed investment trusts and 
companies issuing face amount certificates increased from 115,000 in 1927 to 270,000 in 1929. 
(Id., Table 113, p. 374.) 

7Pt, Two, Ch. II, Table 16, p. 111 (House Doc. No. 70, 76th Cong.). 

8 Ibid. The same trend is indicated by the tabulation of the number of companies in ex- 
istence at year-ends. While there were only 161 investment companies in existence at the 
end of 1926, yet there were 677 in existence at the end of 1929, and the largest number 
in existence at any year-end was only about 50 more, at the end of 1930. (Ibid.) 

® Pt. Two, Ch. III, Table 59, p. 186 (House Doc. No. 70, 76th Cong.). 
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in 1927 to over $3,000,000,000 in 1929, when it is estimated they repre- 
sented more than a third of all reported nonrefunding corporate 
capital issues.1° From total assets not exceeding $700,000,000 at the 
end of 1926, the industry expanded to the extent that its total assets 
had a market value of about $7,000,000,000 at the end of 1929, and 
reached a peak of probably over $8,000,000,000 before the break in the 
market in that year. These figures for total assets of the industry in 
_ 1929 compare with total assets of below $2,000,000,000 by the middle of 
1932, and not more than $2,800,000,000 at the end of 1937.1? 

The development in the investment company movement prior to the 
end of 1929 was heavily concentrated in certain types of companies. 
New capital in the investment company field from 1927 through 1929 
was raised largely by the sale of securities of closed-end companies, 
that is, by closed-end management investment companies proper and 
management investment-holding companies.’ By far the largest 
number of closed-end management investment companies in exist- 
ence at any time were organized prior to the end of 1929, and prac- 
tically all of them were formed prior to the end of 1930.14 While 
the three largest open-end investment companies in existence today 
were organized prior to the end of 1929,1° the sale of the securities of 
all open-end management companies up to that time was relatively 
insignificant as compared with sales by closed-end companies.*® The 
sale of the securities of closed-end management investment companies 
proper and management investment-holding companies declined 
sharply in 1930 and practically ceased thereafter,” although at the 
end of 1936 these groups still possessed nearly 75% of the assets of the 
industry.? 

In the extensive marketing of investment company securities prior 
to the end of 1929, sponsors were not only engaged in securing addi- 
tional financing of existing investment companies but often formed 
hew investment companies of a size and with a rapidity which have, 
to the present, not been equaled. In particular, houses of issue, 
brokers, and security dealers sponsored and undertook the distribu- 
tion of the securities of investment company after investment com- 
pany, these types of sponsorship accounting, on the basis of assets, 
for over 60% of management investment companies proper in 1929.2° 
Accompanying this expansion there was a growing trend toward con- 
centration in the industry, with over 50% of the assets of closed-end 
management investment companies proper being owned by 10% of 
the companies in that category.?° 


10 Thid. 

41 Pt. One, Ch. III, pp. 85 and 86 (House Doc. No. 707, 75th Cong.), and Pt. Two, Ch. II, 
pp. 30-2 (House Doe. No. 70, 76th Cong.). 

12 Pt. Two, Ch. II, p. 32 (House Doc. No. 70, 76th Cong.). On the other hand, at the end 
of 1936 these total assets of the industry exceeded $4,300,000.  (Ibid.) 

13 Pt. Two, Ch. III, Table 60, p. 190 (House Doc. No. 70, 76th Cong.). 

4% Pt. One, Appendix A (House Doc. No. 707, 75th Cong.). 

1 These companies are Massachusetts Investors Trust, Incorporated Investors and State 
Street Investment Corporation. (Pt. Two, Ch. II, Table 6, p. 56 (House Doc. No. 70, 76th 
Cong.), and Pt. One, Appendix A [House Doc. No. 707, 75th Cong.].) 

16 Pt. Two, Ch. III, Table 60, p. 190 (House Doc. No. 70, 76th Cong.). 

17 Tpid. 

18 Pt. Two, Ch. II, Table 17, p. 112 (House Doc. No. 70, 76th Cong.). 

19 Pt. Two, Ch. II, Table 25, p. 124 (House Doc. No. 70, 76th Cong.). 

201d., Table 23, p. 1:22. 
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The increase of capital in existing investment companies, as well as 

the rapid formation of new subsidiary or affiliated companies, is illus- 
trated by the activities of Central States Electric Corporation. This 
corporation, which was controlled since 1922 by Harrison Williams 
through his common stock holdings,** had expanded, through appre- 
ciation of its holdings and the raising of new capital, from a $6,000,000 
company at its organization in 1912? to a company with ap- 
proximately $50,000,000 of gross assets at the end of 1927.°° Yet in 
the succeeding year and three-quarters, from January 1, 1928, through 
September 1929, this company individually, joitly with, and through 
others brought about the sale of approximately half a billion dollars 
of security issues of its own and of affiliated companies. Of these 
securities, approximately half was sold directly to the public and the 
other half was sold to companies affiliated with the various spon- 
sors.2* These affiliated companies themselves had substantial amounts 
of securities outstanding in the hands of the public. This distribu- 
tion involved, among other things, the successive formation of four 
new investment companies, with only a few months intervening be- 
tween each new organization, and each new company was larger than 
the preceding one. American Cities Power and Light Corporation, 
the first new company, was created in October 1928 with approxi- 
mately $40,000,000 of assets shortly after organization;** Electric 
Shareholdings Corporation was formed in March 1929 with nearly 
$49,000,000 of assets at organization; °° and Shenandoah Corporation, 
upon its organization in July 1929, raised $102,500,000 2” by an issue 
which was reported to have been oversubscribed seven times.*® Addi- 
tional amounts of capital stock were issued by Shenandoah Corpora- 
tion in early September 1929,7° in connection with its sponsorship 
and acquisition of control of Blue Ridge Corporation, which was 
formed in August 1929 with approximately $142,000,000 of capital.*° 
Since Central States Electric Corporation and its affiliated companies 
held 26% of the common stock of the North American Company as 
of September 30, 1929, Mr. Williams was able, as controlling stock- 
holder of Central States Electric Corporation, to exercise a substan- 
tial influence in a public utility holding company system whose se- 
curities at market were then worth almost a billion dollars.** The 
latter two companies of the system, Shenandoah Corporation and 
Blue Ridge Corporation, were formed not only under-the direct or 
indirect sponsorship of Harrison Williams through Central States 


21 Public Wxamination, Central States Electric Corporation, at 12393-6 and Commission’s 
Exhibit No. 1205. 4 

22 Central States Electric Corporation’s initial and sole asset upon organization in 1912 was 
a block of 44,036 shares of Cleveland Electric Illuminating Company, purchased at a cost of 
$5,724,000. (Id., at 12260-6.) The stock of Cleveland Electric Illuminating Company was 
its principal asset until 1922. (Id., at 12289—-90, 13310-11.) 

23 Op. cit. supra, note 21, Commission’s Exhibit No. 1206. 

*%Td., Commission’s Hxhibit No. 1233. 

2Td., at 12404-5 and Commission’s Exhibit No. 1233. 

26 Thid. 

27Td., at 12405. 

%1d., at 13443. 

29Td., at 12866-7 and Commission’s Exhibit No. 1233. 

30 Ibid. 

31Td., Respondent’s Exhibit A. 
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Electric Corporation, but also of Goldman, Sachs & Co.,®? a brokerage 
and investment banking firm of New York City, through a newly . 
formed investment company, The Goldman Sachs Trading Corpora- 
tion.*? , 

The Goldman Sachs Trading Corporation, which marked the en- 
trance of Goldman, Sachs & Co. into the investment company field, 
had an equally extraordinary expansion in scarcely more than a year 
from its incorporation on December 4, 1928, during all of which time 
#t was under the complete control of its sponsor.*? Goldman, Sachs 
& Co., the sponsor, purchased the entire initial issue of 1,000,000 
shares of the capital stock of The Goldman Sachs Trading Corpora- 
tion at $100 per share for $100,000,000,** redistributing 90% of these 
shares through a selling group to the public at $104 per share for a 
total of $98,600,000, and retaining 10% of these shares as an invest- 
ment of the firm.** During the following two months the investment 
company sold 125,000 additional shares of its own stock (1214% of 
the then outstanding stock) on the New York Curb Exchange for 
aggregate proceeds of approximately $15,800,000." By February 21, 
1929, The Goldman Sachs Trading Corporation had consummated a 
merger with Financial and Industrial Securities Corporation, an- 
other investment company,’ the net assets of the new company being 
valued for the purposes of the merger at $235,000,000.2° By July of 
the same year The Goldman Sachs Trading Corporation had joimed 
in the sponsorship of Shenandoah Corporation, referred to above, 
and had made in connection therewith an exchange of its own 
capital stock for the stock of Shenandoah Corporation, thereby add- 
ing $25,000,000 to its outstanding capitalization.*? In addition to 
acting as a joint sponsor of and being a substantial stockholder in 
Shenandoah Corporation, which in turn in August 1929 had spon- 
sored Blue Ridge Corporation,‘t The Goldman Sachs Trading Cor- 
poration had increased its own assets during the summer of 1929 by 
the issuance of some $71,400,000 of additional capital stock. This 
additional capital stock was exchanged for 81% of the outstanding 
capital stock of the American Company,‘? a holding company owning 
over 99% of the common stock of the American Trust Company of 


For formation of Shenandoah Corporation, see id., at 18189-91 and 13418-15; for 
formation of Blue Ridge Corporation, see id., at 18590-3. 

33 Op. cit. supra, note 21, at 13410-12. 

84On the day of incorporation, The Goldman Sachs Trading Corporation entered into a 
management contract with its sponsor, Goldman, Sachs & Co., whereby complete supervision . 
of its affairs was vested in the latter. (Public Examination, The Goldman Sachs Trading 
Corporation, at 15863—4, and Commission’s Exhibit No. 1654.) On April 17, 1933, control 
of The Goldman Sachs Trading Corporation passed to Atlas Corporation. (Public Bxamina- 
tion, Atlas Corporation, Commission’s Exhibit No. 2001 at pp. 321-2.) 

°> Public Examination, The Goldman Sachs Trading Corporation, Commission’s BExhibit 
No. 1655. 

36Td., at 15866 and Commission’s Exhibit No. 1659. 

Hd at 15907. 

38 Financial and Industrial Securities Corporation was formed in December 1925 by 
individuals closely identified with the Manufacturers Trust Company of New York and the 
law firm of Jonas and Neuberger. (Public Examination, Financial and Industrial Securities 
Corporation, at 18895—6 and Commission’s Exhibits Nos. 2098 and 3003.) 

*® Op. cit. supra, note 35, Commission’s Exhibit No. 1681. 

40Td., at 15869. 

#1 See discussion supra. 

#Op. cit. supra, note 35, at 15869 and Commission’s HExhibit No. 1736. For total 
American Company stock outstanding, see id., Commission’s Exhibit No. 1766. 
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San Francisco, California.“* The total gross capital thus raised or 
obtained by The Goldman Sachs Trading Corporation from the time 
of its organization in December 1928 through the summer of 1929 
ageregated approximately $330,000,000.4 Of this amount, about 
$115,800,000 was raised by the issuance of its securities for cash and 
the balance was secured through exchanges of securities and mergers.*° 
Through the sponsorship of The Goldman Sachs Trading Corpora- 
tion and the subsequent participation of that company in the spon- 
sorship of other investment companies, the brokerage and investment 
banking firm of Goldman, Sachs & Co. ultimately obtained sole or 
joint control of capital funds of investment companies aggregating 
nearly one-half billion dollars. This sponsor firm achieved a posi- 
tion of influence in the subsidiary companies of The Goldman Sachs 
Trading Corporation and in companies in which that investment 
company constituted one of the largest stockholders, with total 
resources, including those of the foregoing investment companies of 
approximately $1,700,000,000 at the end of 1929.7 

An even greater expansion in a relatively short period of. time was 
experienced by the group of investment trusts and investment com- 
panies which was commonly known as the United Founders Corpora- 
tion group. At the end of November 1927 this group consisted of 
three investment companies, headed by American Founders Trust, 
with aggregate paid-in resources of about $77,869,000, including 
intercompany holdings of $6,817,000.%% Yet by the end of 1929 the 
immediate group“? had grown to 13 companies, headed by United 
Founders Corporation, with paid-in resources of $686,165,000, includ- 
ing intercompany holdings of $182,338,000.°° Substantially all of 
this capital was raised in the two years 1928 and 1929." By the end 
of 1929 the United Founders Corporation group represented one of 
the largest aggregations of investment company capital falling within 
the scope of the Commission’s study. The market value of the out- 
standing securities of the principal corporations in the immediate 
group, exclusive of many affiliated companies, at that time exceeded 
$1,000,000,000, of which about $717,000,000 was held by the public and 
about $820,000,000 by the companies in the group.” 

In early January 1929 J. P. Morgan and Co., with Bonbright & 
Co., Inc. and Drexel & Co., sponsored The United Corporation,” 


43 Op. cit. supra, note 85, at 16059. 

441d. at 15870. 

45 See discussion supra. 

48 Op. Cit. supra, note 35, at 15876. 

47Td., Commission’s Exhibit No. 1671. 

48 Public Examination, American General Corporation et al., Commission’s Hxhibit No. 
8424-A-1, 

49The Founders group also had a number of affiliated companies. (Id., Commission’s 
Exhibit No. 3400 at p. 4.) 

50 Op. cit. supra, note 48, Commission’s Exhibit No. 3424—C-1. The intercompany hold- 
ings are valued at average issue price for each class of securities. (Ibid.) The gross publie 
contribution was somewhat more than the figures might indicate by reason of profits 
realized upon distribution to the public of issues originally allotted to companies within 
the group. However, the effect of these profits on the net capital raised was diminished 
by reason of the return of capital to the public through reacquisitions of securities in- 
cluded in the intercompany holdings at a cost in excess of average issue prices. 

51 Op. cit. supra, note 48, Commission’s Exhibits Nos. 3424—A—1 and 38424—C_1. 

52 Pt. One, Ch. III, pp. 97-101 (House Doc. No. 707, 75th Cong.). 

88 Report of the Federal Trade Commission upon Utility Corporations, pursuant to S. Res. 
83, 70th Congress, 1st Session, Doc. 92, Pt. 52, p. 492. 
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which eventually became a vast public utility investment-holding com- 
pany. By the close of that year The United Corporation had on its 
books almost $325,000,000 of assets, consisting principally of securi- 
ties.°* These assets had been acquired by the investment company 
either through a series of exchanges of its own security issues with its 
sponsors, other companies, and members of the public for securities 
which became the portfolio of The United Corporation, or had been 
purchased for cash raised by The United Corporation from the sale of 
its security issues to its sponsors and from the exercise of option 
warrants and stock subscriptions by the public.®® 

A number of the larger investment banking and brokerage firms in 
New York, as well as many of the smaller firms in that city, where 
the industry was substantially localized,®* were connected either with 
the financing or the sponsorship and management of investment com- 
panies. Not infrequently an investment banking firm which had 
already sponsored one investment company took advantage of the 
conditions favorable to the creation of these organizations and spon- 
sored and sold the securities of a new investment company. Thus. in 
October 1928, United States & International Securities Corporation 
was formed under the sponsorship of Dillon, Read & Co. with a capital 
of approximately $60,000,000 as a subsidiary of United States & 
Foreign Securities Corporation,®’ an investment company which had 
been formed ** by the same sponsor in 1924 with approximately 
$30,000,000 of capital upon its organization.®® So, too, the investment 
banking and brokerage firm of J. & W. Seligman & Co., which, in 
January 1929 had organized the $50,000,000 Tri-Continental Cor- 
poration, sold its securities,’ and thereafter managed that company, 
in August of the same year sponsored and distributed the securities 
of Tri-Continental Allied Company, Inc., another $50,000,000 invest- 
ment company.** 

Another large New York banking house to organize and sponsor an 
investment company under its own management was Lehman Broth- 


*4* Based upon cost or declared value, the market value at the time being slightly 
greater, as disclosed by The United Corporation’s balance sheet as of December 31, 1929. 
(Id., at 518.) 

55 Wor these transactions in detail see Report of the House Committee on Interstate and 
Foreign Commerce on Relation of Holding Companies to Operating Companies in Power 
and Gas Affecting Control, 73rd Congress, House Report No. 827, Pt. 5, Exhibit K (faeing 
p. 794). 

°6 Pt. Two, Ch. II, Table 27, p. 127 (House Doc. No. 70, 76th Congress). The localization 
of the industry is emphasized by the fact that three-quarters of the total assets of man- 
agement investment companies proper at the year-ends 1928 and 1929 were held in greater 
New York. The extent of the concentration is also reflected by the fact that over one-half 
of the total number of management investment companies proper in the years 1928 and 
1929 were located in greater New York. (Ibid.) 

*T Public Examination, United States & Foreign Securities Corporation et al., at 11734, 
11736-8, and reply to the Commission’s questionnaire for United States & International 
Securities Corporation, Pt. I (Items 1 and 5, and Exhibits B—1 to B-6). 

58 Reply to the Commission’s questionnaire for United States & Foreign Securities 
Corporation, Pt. I (Item 5). 

°°Td. (Items 1 and 5 and Exhibits B-1 to B-5) and Public Examination, United States 
& Foreign Securities Corporation et al., at 11716, 11720-1. 

6 Public Examination, Tri-Continental Corporation et al. at 18518; and summary 
statement supplied the Commission for Tri-Continental Corporation and Tri-Continental 
Allied Company, Inc. (Item I). 

Summary statement supplied the Commission for Tri-Continental Corporation and 
Tri-Continental Allied Company, Inc. (Item II), and Public Hxamination, Tri-Continental 
Corporation et al., at 1852830. 
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ers, which distributed the securities of The Lehman Corporation with 
$100,000,000 of paid-in capital upon organization in September 1929 ° 
after the firm had already been associated with several other invest- 
ment company undertakings.** These other investment company con- 
nections included a participation with Lazard Fréres, investment 
bankers, in organizing General American Investors Company, Inc., 
and Second General American Investors Company, Inc.,°* and in 
offering the security issues of these investment companies, aggregating 
over $30,000,000, from January 1927 to September 1929; °° a partici- 
pation in the $70,000,000 offering of the securities of ‘Selected Indus- 
tries, Inc., in December 1928 and January 1929; °° a participation in 
the offering of a $6,000,000 debenture issue of New York & Foreign 
Investing Corporation in December 1928; ° and a participation in the 
$25,000,000 security offering of American International Corporation 
in January 1929.°° Somewhat similarly, Hayden, Stone & Co., an 
investment banking and brokerage house, joined with Hallgarten & Co. 
in the organization © and offering of $23,000,000 of securities of Hay- 
gart Corporation, an investment company, in November 1928 and 
March and April 1929; 7° acted in May 1929 as syndicate manager in 
underwriting an offering of almost $10,000,000 of the securities of 
The Adams Express Company to its stockholders ™ with the manage- 
ment of which it was closely affiliated; " and participated substan- 
tially in the sale of the $16,000,000 security offering of Sterling Securi- 
ties Corporation in September 1929."° 

The rapid organization and expansion of investment companies, 
although concentrated in New York City, were simultaneously taking 
place in various other parts of the country. In Chicago, for example, 
Field, Glore & Company and its predecessors, investment bankers, 
actively sponsored and distributed the securities of seven investment 
companies within a period of less than a year and three-quarters. In 
January 1928 this firm participated with Bonbright & Co. as the Amer- 


® Public Examination, The Lehman Corporation, at 5314-15. 

6 Td., at 5335-8. 

& Ipid., and Public Examination, General American Investors Company, Inc., at 5714-15. 

65 Public Examination, General American Investors Company, Inc., at 5717, 5737, 5738, 
5742, 5747, and 5771. See also op. cit. supra, note 62, at 5335-6 and reply to the 
Commission’s questionnaire for General American Investors Company, Inc., Pt. I (Exhibits 
III and XV) and Pt. V (Item 41 and Exhibit I). ; 

66 Reply to the Commission’s questionnaire for Selected Industries, Inc., Pt. I (Exhibits 
I-6-A and I-6—B) and Pt. V (Items 35 and 41). Selected Industries, Inc. was incor- 
porated in December 1928 with Lehman Brothers as one of its sponsors. (Id., Pt. I [Items 
j and 5].) 

Oo Reply to the Commission’s questionnaire for New York & Foreign Investing Corpora- 
tion, Pt. I (Item 6—M) and Pt. V (Item 41). New York & Foreign Investing Corporation 
was incorporated in June 1928 with Lehman Brothers as one of its sponsors, (Id., Pt. I 
{Items 1 and 5].) 

68 Reply to the Commission’s questionnaire for American International Corporation, 
Pt. I (Exhibit 15) and Pt. V (Item 41 and Exhibit 22). 

6° Public Examination, The Adams Express Company, at 6891-3. 

7 Ta@., Commission’s Exhibits Nos. 637, 639, 640, and 641 and reply to the Commission's 
questionnaire for Haygart Corporation, Pt. I (Exhibits 2, 3, 4, and 6) and Pt. V (Items 
35, 40, 41, and 45). 

71 Op. cit. supra, note 69, at 6863 and reply to the Commission’s questionnaire for The 
Adams Express Company, Pt. I (Exhibits 3 and 18). 

@21d., at 6854. 

73 Public Hxamination, Sterling Securities Corporation, Commission’s Exhibit No. 15138. 
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ican organizers of Italian Superpower Corporation “ in an original 
public offering of a $20,250,000 debenture issue and a subsequent offer- 
ing of $4,000,000 of debentures in July 1929.7 At the end of Novem- 
ber 1928 this sponsor, then known as Glore & Co.,’° participated with 
others” in the creation of Aviation Securities Corporation,” by dis- 
tributing over $3,000,000 of its common stock.” Within two months 
thereafter, in January 1929,°° this sponsor firm also participated with 
others *' in organizing Tobacco and Allied Stocks, Inc., and in raising 
the $3,000,000 paid-in capital ** with which that investment company 
commenced operations. In the following month, February 1929, this 
same sponsor firm organized and sold the securities of The Chicago 
Corporation ®** with some $59,000,000 of capital at its inception. At 
the beginning of August 1929 another investment company, F. G. 
Trading Corporation, was organized,®° and its paid-in capital of over 
$4,500,000 ®° was raised by Field, Glore & Company, which was its 
sole sponsor. In the same month, under a plan of recapitalization of 
Chicago Investors’ Corporation,®’ Field, Glore & Company made a 
public offering ** of that company’s preference and common stocks 
which netted the investment company $9,975,000.8° Finally, in the 
next month, September 1929,°° Field, Glore & Company participated 
with the Continental Illinois Company,” the security affiliate of Con- 
tinental Illinois National Bank and Trust Company, in the organi- 
zation and sale of the securities of Continental Chicago Corporation 
with a capital of almost $64,000,000.°? 


™ Reply to the Commission’s questionnaire for Italian Superpower Corporation, Pt. I 
(Items 1 and 5). Field, Glore & Company was successor to Marshall Field, Glore, Ward 
& Co., Inc., the original sponsor. (Id., Pt. I [Item 5].) 

7 Reply to the Commission’s questionnaire for Italian Superpower Corporation, Pt. I 
(Exhibits F-1 and F—-2) and Pt. V (Item 41). 

76 Reply to the Commission’s questionnaire for Aviation Securities Corporation, It. | 
(Item 5). 

7 This group included Mander Investment Co. and James C. Willson & Co., security 
dealers, both of Chicago. (Reply to the Commission’s questionnaire for Aviation Securities 
Corporation, Pt. I.) 

78 Organized November 26, 1928. (Reply to the Commission’s questionnaire for Aviation 
Securities Corporation, Pt. I [Item 1].) 

7 Reply to the Commission’s questionnaire for Aviation Securities Corporation, Pt. I 
(Bxhibit 6) and Pt. II. 

 Reply- to the Commission’s questionnaire for Tobacco and Allied Stocks, Inc., Pt. I 
(Item 1). 

81 Also included as sponsors were International Acceptance Bank, Inc. (a commercial 
bank), Colvin & Company, Edward B. Smith & Company (investment bankers), and Joseph 1, 
and Howard 8S. Cullman (tobacco merchants). (Id., Pt. I [Item 5].) 

8 Op. cit. supra, note 80, Pt. I (Exbibits G, I, and O). 

8 Reply to the Commission’s questionnaire for The Chicago Corporation, Pt. I (Item 2-h 
and Exhibit 1-f). 

84Tqd., Pt. I (Exhibit 1-f) and Pt. V (Item 41, b, iii). 

85 Reply to the Commission’s questionnaire for F. G. Trading Corporation, Pt. I (Items 
1 and 5). 

86Id., Pt. V (Item 42). bs 

87 Op. cit. supra. note 83, Pt. I (Exhibit 1-e) and Pt. V (Item 40-d). 

88 Public Examination, The Chicago Corporation, at 9661. 

8 Op. cit. supra, note 83, Pt. V (Item 40). Previously, in November 1928, Chicago 
Investors’ Corporation had been recapitalized under a plan by which it acquired all the 
assets, aggregating approximately $3,000,000, of Northern Investment Company, successors 
to Glore Investment Company. (Ibid. and op. cit. supra, note 88, at 9664.) 

% Op. cit. supra, note 88, Pt. I (Item 1-d). 

CHGk, IP UU (bie &). 

®Td., Pt. I and Pt. V (Item 41, b, iii). 
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In Detroit, the investment banking firm of E. E. MacCrone & Co. 
provided the genesis of two distinct investment company movements. 
Jonathan B. Lovelace, a member of that firm, participated with others 
in sponsoring four investment companies by the process of bringing 
together a group of well-known business men in the different localities 
where each investment company was organized. Thus, The Invest- 
ment Company of America ** was incorporated. in Detroit, Michigan, 
in October 1926, with capital raised at organization and shortly there- 
after of more than $18,000,000; °* two more companies, Pacific Invest- 
ing Corporation °° in April 1927 and American Capital Corporation °° 
in May 1928 were started in Los Angeles, California, with capital 
raised at the end of 1928 of *’ over $43,400,000 and $15,000,000,°* respec- 
tively; and finally, Southern Bonci & Share Corporation * was formed 
in Birmingham, Alabama, in Jaly 1928 with capital #°° of more than 
$3,000,000. In addition, Fref“Y; Presley, originally associated with 
E. E. MacCrone & Co., ge his connection with that firm in order 
to carry out his investmenf, company plans‘ and enlisted the support 
of the Guardian Detydit Company of Detroit, Michigan,'°? and 
affiliated commercial/banks.°? From the middle of 1927 to August 
1929, in conjunctiof#, with these banking interests, he sponsored four 
investment compgypies successively, known as the National Investors 
group, with net Zapital + of some $48,000,000. A projected fifth com- 
pany was abarfdoned late in 1929 by reason of the unfavorable market 
development 106 


2. STIMULATING FACTORS 


tensive distribution of investment company securities in this 
of highly inflated and often artificial market prices is a sig- 
t chapter in the history of the investment company movement. 
rowing public interest in common stock investments was seized 
uponpg by an mcreasing number of agencies for the distribution of 
Invegstment conjpany securities. This trend facilitated the growth of 
the Jinvestment company movement and hence the opportunities for 


period 
nifican 


Reply to the Commission’s questionnaire for The Investment Company of America, 
I (Items I-d and 5). 

Id., Pt. II and Pt. V (Item 41). 

> Reply to the Commission’s questionnaire for Pacific Southern Investors, Inc., Pt. I 
ems 1 and 5). 

% Reply to the Commission’s questionnaire for American Capital Corporation, Pt. I 
tems 1 and 5). 

7 Op. cit. supra, note 95, Pt. Il and Pt. V (Supplemental Items 41 and 42). 

98 Op. cit. supra, note 96, Pt. II and Pt. V (Items 41 and 42). 

°° Op. cit. supra, note 95, Pt. I (Items 1 and 5). 

100Td., Pt. II and Pt. V (Supplemental Item 41). 

101 Public Examination, National Investors Corporation, at 4240-6. 

102 Td., at 4246-7. 

13 Td., at 4252-4, 

104 Replies to the Commission’s questionnaire for National Investors Corporation, Second 
National Investors Corporation, Third National Investors Corporation, and Fourth National 
Investors Corporation, Pt. I (Item 5). See also Pt. One, Ch. III. pp. 112-113 (House 
Doc. No. 707, 75th Cong.). 

1% Replies to Commission’s questionnaire for Second National Investors Corporation, 
Third National Investors Corporation and Fourth National Investors Corporation, Pt. V 
Items 41 and 43—b) and for National Investors Corporation, Pt. III and Pt. V (Items 41 
nd 43—b). This figure excludes the cross holdings in the group. (Ibid.) 

106 Op. cit. supra, note 101, at 4325-8. 
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sponsers to Profit from the organization and operation of such com- 
panies. Thesé sponsors in turn aroused additional public interest by 
promotienal literature and other means, thus creating a self-energiz- 
ing circle: \As tho investment company movement gathered increasing 
momentum in the three years preceding the stock market collapse in 
the fall of 1929, several additional factors stimulated this trend and 
were significant in helping to create unprecedented profits, both 
realized and unrealized, in a relatively short time. 


a Leverage 


The investment company was tasily adaptable to the issuance of 
almost any type or class of security which might appeal to the pre- 
vailing public whim. This was particylarly true of the junior securi- 
ties of investment companies with mote {han one class of security 


outstanding, because of the favorable action of leverage in times of 
rising securities prices.1°% In such times the increase in the asset 
value applicable to the outstanding junior Security issues is propor- 
tionately greater than the increase in the total value of all the assets 
of the investment company, reflecting what is ofte. called the “lever- 
age” of the junior securities. Conversely, in times of declining se- 
curity prices the decrease in asset value of the junior securities in a 
company with more than one class of security outstanc ing is propor- 
tionately greater than the decrease in its total assets. Veverage re- 
sults because the junior securities receive the benefit of al] of any 
increase 1n income and assets once the claims of the senior securities, 
which are limited and fixed in amount, are satisfied. Tire junior 
securities likewise sustain all of any decrease in income an] assets 
before the senior securities. 

Leverage in an investment company was often secured in a neymber 
of other ways: By having leverage in portfolio securities of the invest- 
ment company; by superimposing upon the leverage of the portfolio 
securities the leverage obtainable by the issuance by the investnyent 
company of securities and obligations senior to common stock within 
the capital structure of the investment company itself; 1°* and by the 
process of superimposing or pyramiding one leverage investment, 
company upon another leverage investment company. Thus, with 
the maximum use of various kinds of leverage, a small rise in the 
market price of a common stock held in the portfolio of an inves+- 
ment company at the base of a pyramided leverage system might be 
reflected many times in the asset value, and hence in the market price 
of the common stock of the top company in the investment-company: 
system.*°° 

An illustration of the operation of leverage is found in the increase 
in the asset value of the common stock of United States & Foreign 
Securities Corporation. This investment company “° was organized: 


107 Wor a brief explanation of leverage and its operation see Pt. One, Ch. II, p. 28 (House } 
Doe. No. 707, 75th Cong.). For the comparative market movements of leverage and | 
nonleverage issues see Pt. Two, Ch. IV, pp. 312-14 (House Doc. No. 70, 76th Cong.). } 

08 Tt is this type of leverage which is usually referred to in characterizing investment 
companies as “leverage investment companies.” (See Pt. One, Ch. II, p. 28 (House Doc. 
No. 707, 75th Cong.) j 

10) HF. g., Central States Electric Corporation ; see op. cit. supra, note 21, at 12517-18 an¢j 
Commission’s Bxhibit No. 1208. 

10 Op. cit. supra, note 58, Pt. I (Item 1). 
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in October 1924 with a public subscription of $25,000,000, representing’ 
250,000 shares of first preferred stock (entitled in liquidation to $100 
per Share) and 250,000 shares of common stock. By the payment 
of $5,100,000 the sponsors secured 50,000 shares of second preferred 
stock (entitled on liquidation to $100 per share) and 750,000 shares of 
common stock.“* As a result of the deduction of underwriting and 
selling commissions and organization expenses, the assets of the 
investment company at its inception were not quite sufficient to meet 
the prior claims of $30,000,000 applicable to the first and second pre- 
ferred stocks upon liquidation. Thus, at the time, the common stock 
had no asset value ** and possessed marked leverage possibilities of its 
own, in addition to the leverage provided by leverage common 
stocks in the portfolio."* About four years later, on September 30, 
1928, there had accrued to the common stock about $23,000,000 of net 
asset value,*'® being practically all of the appreciation in the total 
assets of the investment company, while the market value of the com- 
mon stock was even greater by some 25%."7 Thus the asset value 
of this common stock held predominantly by the directors of the in- 
vestment company and members of the sponsor firm ™® by this time 
showed an appreciation equal to approximately three-quarters of the 
original capital investment in the company."*® On the basis of market 
value, the sponsors, still retaining 75% of the company’s voting power, 
had profits of some 450% over their original total investment, while 
the public profited only some 28% over its total contribution. 


b. Trading Activities 


Another important stimulant to the investment company movement 
in the three years 1927-1929 was the extensive trading activ'ty in 


m1 This stock was sold upon a part-paid basis in units of one share of preferred and one 
share of common stock at $100 for each unit. (Public Examination, United States & For- 
eign Securities Corporation et al., at 11720-1.) 

4° Public Examination, United States & Foreign Securities Corporation et al., at 11720-1; 
see also op. cit. supra, note 58, Pt. I, and Hearings before the Senate Committee on Bank- 
ing and Currency, pursuant to S. Res. 84, 72d Cong., and S. Res. 56 and S. Res, Ory, Waxes 
Cong.. Pt. 4, pp. 1641-2. 

us'The underwriting commissions amounted to $1,000,000. (Op. cit. supra, note 58, Pt. I 
{Exhibit B—1].) 

44 Public Examination, United States & Foreign Securities Corporation et al., at 11721-4. 

4% Op. cit. supra, note 58, Pt. II. 

26 ids) Bt. PV (item 28) Table 7A). 

U7 Thid. 

us See discussion supra and op. cit. supra, note 114, at 11721 and 11739. 

> Additional leverage for the common stock of this investment company was obtained 
in the following month, October 1928, by the organization of a subsidiary investment 
company, United States & International Securities Corporation. (Reply to the Commis- 
sion’s questionnaire for United States & International Securities Corporation, Pt. I [Items 
1 and 5]. and op. cit. supra, note 114, at 11734-6.) Substantially the same leverage pat- 
tern was followed as was originally possessed by the first investment company. The public 
subscribed $50,000,000 for the first preferred stock and one-fifth of the common stock with 
certain additional rights, in part-paid units, while the parent investment company—instcad 
of the sponsor firm as before—acquired four-fifths of the common stock (which was in 
effect a bonus) with its subscription to a $10,000,000 second preferred issue. (Op. cit. 
supra, note 114, at 11737.) A $2,000,000 underwriting commission, together with organi- 
zetion expenses, again served to prevent the common stock from having any asset value. 
(id.. at 11742 and reply to the Commission’s questionnaire for United States & Interna- 
tional Securities Corporation, Pt. I [Exhibit B-3].) The leverage possibilities of the com- 
mon stock of the new company at organization thus served to rejuvenate the leverage ratio 
in the common stock of the parent company, which ratio had steadily diminished wth the 
lise in the company’s assets since 1924. 
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inkestment company securities on the stock exchanges and over the 
counter\!2° Whether these trading activities were bona fide stabiliza- 
tion efforts in connection with the public distribution of investment 
company security issues or merely constituted operations designed to 
drive up the market price need not be discussed at this point. How- 
ever, the volume of such trading in investment company securities was 
substantial and the effect was often marked. 

An example of extensive trading activities in investment company 
securities is provided by the purchase and sale transactions with deal- 
ers and with the public in 1929 by Founders General Corporation, the 
distributing affiliate for the United Founders Corporation group of 
investment companies.!2? In that one year Founders General Cor- 
poration purchased over $220,000,000 and sold almost $400,000,000 of 
securities of affiliated companies over the counter and on stock ex- 
changes primarily in connection with the distribution of new issues of 
this system.*”? 

The common stock of The Goldman Sachs Trading Corporation was 
also extensively traded in during most of the year 1929 by that cor- 
poration itself and by its sponsors and their associates. On February 
3, 1929, the management of The Goldman Sachs Trading Corpo- 
ration and Financial and Industrial Securities Corporation had 
concluded negotiations for a sale of all the assets of Financial and 
Industrial Securities Corporation to The Goldman Sachs Trading 
Corporation, which was to be submitted to a vote of the stockholders 
of the respective companies on February 21, 1929.°° On February 4, 
1929, The Golginan Sachs Trading Corporation commenced to pur- 
chase its qwif stock on the New York Curb Exchange,’ and _ be- 
tween the 4th and 7th, inclusive, of February 1929, this company 
had purchased 174,400 shares at progressively higher prices at a 
total cost of approximately $33,350,000 and sold only 4,500 shares 
for total proceeds of approximately $975,000.°° Its purchases 
"120 For a discussion of trading in investment company securities on exchanges, see Pt. 
Two, Ch. IV, 299 et seq. (House Doc. No. 70. 76th Cong.). 

121 Op. cit. supra, note 48, Commission’s Exhibit No. 8737 (p. 173). This distributing 
agency for the entire Founders system was wholly owned by American Founders Cor- 
poration. (Id., Commission’s Hxhibits Nos, 3405 [p. 110], 8404-H-1 and 3404—-E-2.) 

12 Those figures are for the fiscal year ending November 30, 1929. (Op. cit. supra, note 
48. Commission’s Exhibit No. 3580. While this exhibit includes substantially all of such 
purchases and sales, the amounts do not represent the total of such purchases and sales.) 

23The agreement provided that The Goldman Sachs Trading Corporation would increase 
its existing shares, by a declaration of a 100% stock dividend, to 2,250,000 shares and would 
issue a like amount of shares to the Financial and Industrial Securities Corporation stock- 
holders. (Op. cit. supra, note 35, at 16126 et seq. and Commission’s Exhibits Nos. 1679, 
1680.) The purposes of The Goldman Sachs Trading Corporation’s market activities in its 
own stock and its relationship to this merger will be described in a later chapter of this 
part of the report dealing with mergers and consolidations of investment companies. 

14 Until February 7, 1929. trading was coufined to the existing stock of the trading cor- 
poration and the figures used in the text are those for the old stock. Thereafter, the figures 
used in the text refer to the stock of The Goldman Sachs Trading Corporaticn outstanding 
after declaration of the 100% stock dividend on sbares on February 7, 1929, and the 
issuance, on February 21, 1929, of 2,250,000 shares to the stockholders of the Financial and 
Industrial Securities Corporation, 

125 Op. cit. supra. note 35, at 16140—4 and Commission’s Exhibit No. 1665. On February 4, 
5, 6, and 7, The Goldman Sachs Trading Corporation stock closed at new high prices which 
were made by this investment company’s own purchases at the close of the market on each 
of these days. The closing prices for the stock on these days were 178. 179%, 187%, and 
991, respectively. (Id., at 16148-52 and Commission’s Exhibit No. 1665.) 
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constituted over 60% of the total trading on the New York Curb 
Exchange in that stock in those four days,’** and undoubtedly con- 
tributed to the sharp rise in its market price.**’ ‘This stock rose from 
$136.50 per share on February 2, 1929,'°* a price 30% in excess of its 
asset value,!2® to $222.50 per share on February 7, 1929, a price equiva- 
lent to twice its asset value.*° By March 14, 1929, when The Goldman 
Sachs Trading Corporation’s market activities in its own stock had 
terminated, it had accumulated 560,724 shares of its own stock.** or 
12.5% of its then outstanding shares,“ at a cost of $57,021,936,%° a 
sum roughly equivalent to twice the actual underlying asset value of 
these shares.“# A portion of this stock ’*’ was sold to W. C. Du- 
rant,!** who also conducted trading operations in the corporation’s 
stock 87 until July 1929 with the knowledge of The Goldman Sachs 
Trading Corporation, which later shared in certain of Mr. Durant’s 
profits and losses in this connection.%* On September 14, 1929, 
Goldman, Sachs & Co., the sponsor of the investment company, 
organized a group of individuals and corporations to trade 
in the common stock of The Goldman Sachs Trading Cor- 
poration.® During the month of September 1929 purchases in 
this trading account which was operated by Goldman, Sachs & Co. 
accounted for 64% of the volume of trading in that stock on the New 
York Curb Exchange.*#? This account was terminated in December 
1929, and immediately thereafter another account was formed, which 
in turn terminated its activities in March of the following year.’® 
Although The Goldman Sachs Trading Corporation did not itself 
participate in these latter accounts, several of its subsidiaries and 
affiliated companies participated therein and sustained large losses.** 


126 Op. cit. supra, note 35, at 16141-3. 


27 Td., at 16128-3834. 

“8 Tq., at 16137 and Commission’s Exhibit No. 1665. 

#20 Td., at 16157. 

130 Tq., at 16141-4 and Commission’s Exhibit No. 1665. 

1w4i7qd., at 16221-3. Of this block, 98,000 shares were included in the assets of the Finan- 


cial and Industrial Securities Corporation which were acquired by The Goldman Sachs 
Trading Corporation on February 21, 1929. (Id., at 16217 and Commission’s Exhibit No. 
1683.) 


EGE. Rie NG 

B27d., at 16221-3, 

BaTd., at 16249—53. 

vs The remainder of the stock was exchanged for the securities of various banking firms, 


banks, and bank holding companies of the Pacific Coast on which The Goldman Sachs, Trad- 
ing Corporation eventually suffered substantial losses. (Id., at 16726-31 ; and Commission's 
Exhibit No. 1736.) 


a 


130 7d., at 16299 et seq. 

137 Td., at 163884—42, 16325. 

88 Td., at 16324—5. 

109 Td., at 16844 et seq., and Commission's Hxhibits Nos. 1692, 1693. 

40 7d.. at 16370-1. 

w17Td., at 16360 et:seq. and Commission’s Exhibits Nos. 1692, 1693. 

M2 1q.. at 16364—5. These subsidiaries and affiliates were Tucker, Hunter, Dulin & Co., Inc., 
wholly-owned subsidiary of The Goldman Sachs Trading Corporation; Manufacturers 


Trust Company, 62% controlled by The Goldman Sachs Trading Corporation; and Shenan- 
doah Corporation, 40% controlled by The*Géldman Sachs: Trading Corporation. Bach suf- 
fered losses in excess of $1,600,000 on their participations in these accounts. (14., 
Commission's Exbibit No. 1667.) 


16 SECURITIES AND EXCHANGE COMMISSION 
ce. Market Premiums 


A third significant factor in the investment company movement 
prior to the end of 1929 was the fact that most investment company 
securities were selling in the market at premiums above their asset 
values. Influenced by leverage, extensive trading in these securities, 
and other factors, the junior securities of a great majority of closed- 
end management investment companies, in particular, experienced 
rises in market prices exceeding the rise in their asset values. Whether 
these premiums resulted from rising market prices, public speculative 
fever, leverage, trading accounts and pools, misleading accounting or 
excessive valuations, pyramided systems or other causes, the net result 
was to provide a further incentive to the formation of investment 
companies and the sale of their securities. Jurthermore, these condi- 
tions encouraged the creation of investment company systems with one 
investment company pyramided upon another or with cross holdings 
of different investment companies. As a consequence, asset values 
were further inflated through intercompany holdings and intersystem 
transactions on the basis of securities already selling at substantial 
premiums. 

The security issues of newly organized and untried investment 
companies also sold at large premiums, sometimes on a “when-issued” 
basis before the actual issuance of the securities. These large pre- 
miums prevailed with respect to the security issues of nonleverage 
investment companies and to securities of companies of which as nuich 
as 10% of the offering price of the security was deducted as under- 
writing and distribution costs. For example, substantial premiums 
in the opening market price, varying from 50% to 150% and more, 
over asset value, existed in the stock of each new company or- 
ganized in the United Founders Corporation group, possessing both 
leverage and nonleverage structures, during the two years 1928 and 
1929.48 The initial 2,000,000 shares of The Public Utility Holding 
Corporation of America common stock, which was eventually to have a 
paid-in value of $25,000,000 at the time of its issuance,‘** commanded 
a market premium of $35,000,000 over this anticipated paid-in value 
on a “when-issued” basis on September 6, 1929.%4° This premium pre- 
vailed one day after the corporation was created,'*® and ten days before 
the directors authorized the issue of any stock.1*’ A further illustra- 
tion is found in the aggregate premiums commanded by the securities 
of five investment companies in the United Founders Corporation 
group formed during 1928 and 1929. The aggregate market premnun, 

143 Op. cit. supra, note 48, Commission’s Exhibit No. 3739. 

14447q., Commission’s Exhibit No. 3424 (p. 12). In addition, the initial capitalization 
included 500,000 shares Class A common stock issued for $6,250,000.  (Ibid.) 

14 Op. cit. supra, note 48, Commission’s Exhibit No. 3739. The concepts of net asset 
value and market price and the limitations upon their use are discussed in Part Two, 


Ch. IV, Appendix H (House Doe. No. 70, 76th Congress). 
6 Op. cit. supra, note 48, Commission’s Exhibit No. 3423-I. The prevalence of market 


premiums during that period is indicated by the following testimony of Fred S. Burroughs, 
president of Public Utility Holding Corporation of America (id. at 25429): “As a matter 
of ‘fact, it was the going rule of thumb at that time that any investment trust would sell 
at anywhere from two to four times the portfolio value of its assets. It was a fact thai 
all investment trusts were selling on that basis. It seems kind of foolish now, but thot 
was the situation.” 

147 Op. cit. supra, note 48, Commission’s Exhibit No. 8423 (3—b). 
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within a few days in each case after the time of the allotment of shares, 
was $91,748,900 in excess of the $76,800,000 of assets paid in by the 
original subscribers, 148 who consisted of a selected group of corporate 
and individual sponsors and their associates. 

Reflecting the influence of market premiums, as well as the other 
factors of leverage and trading activities, was the market behavior of 
the common stock of Central States Electric Corporation. One hun- 
dred dollars invested in 1923 in the common stock of North American 
Company, which was the stock in which substantially all of the assets 
of Central States Electric Corporation and its affiliated companies were 
invested,1*° would have been represented by a market value of about 
ol, 650 on August 30, 1929.1°° Yet one hundred dollars invested in 1923 
in the common stock of Central States Electric Cor poration, itself a 
leverage company and the top investment-holding company of four 
other leverage i investment companies,’*? would have had a market value 
of $53,991 on August 30, 1929,"°* or over thirty times as much as the 
hundred dollar investment in the North American Company common 
stock. In twenty months, from December 31, 1927, to August 30, 1929, 
the aggregate value at market prices of all the common stock of Central 
States Electric Corporation rose from $26,200,000 *** to $680,000,000, 
practically all of which increase in market value was reflected in the 
holdings of Harrison Williams, who owned between 85% and 96% of 
{he outstanding common stock during this time.?** On the latter date, 
August 30, 1929, the market price of the common stock of Central 
States Electric Corporation was over 800% of its net underlying 
asset value.*®° 

B. Period, 1930 to Date 


The stock market collapse in the latter part of the year 1929 marked 
the beginning of a substantial change in the development of the invest- 
ment company industry. The assets of the industry declined from a 
peak of approximately $8,000,000 ,000 at the time of the market break 
in 1929 to a low of $2,000 ,000 000 i in the middle of 19382, reflecting pri- 
marily substantial realized losses and unrealized depreciation on 
portfoho securities.°° The loss to the stockholders of investment 
companies, particularly shareholders in leverage companies, was often 
more serious than the decline in the assets of those companies since 
these: stockholders may have purchased the securities of these com- 
panies in the market at the substantial premiums over asset value at 


48 Td., Commission’s Hxhibit No. 37389. 

49 Op. cit. supra, note 21, Commission’s Hxhibit No. 1207. 

150 7d., at 12514-7 

11 Td., Commission’s Exhibit No. 1207. 

2 7d., at 12514—-7 

153 The underlying asset value of the common stock as of December 31, 1927, was greater 
than its market value, being $33,500,000. (Id., Commission’s Exhibit No. 1206.) 

#4 Op. cit. supra, note 21, at 12315—7 and Commission’s Exhibit No. 1205. By December 
81, 1934, the outstanding common stock of Central States Electric Corporation, of which 
Mr. Williams still held approximately 50%, had a total market value of only $5,100,000 
and possessed no asset value. (Id., Commission’s Hxhibits Nos. 1205 and 1206.) 

45 The net underlying asset value of the common stock of Central States Blectric Cor- 
poration is based on the asset values of the securities of affiliated companies in its port- 
folio and on the market value of other securities. (Op. cit. supra, note 21, Commission’s 
Exhibit No. 1206.) . 

16 Pt, Two, Ch. II, p. 32 (House Doc. No. 70, 76th Congress). This decline in assets 
was also due to the return of capital through repurchases, dissolutions, ete, 
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which they sold in the preceding period, and may then have sold their 
holdings at the substantial discounts below asset value which later 
existed.!7 Thus, the average dollar invested in July 1929 in a group 
of stocks comprising an index of common stocks of leverage investment 
companies, would have declined to about 2¢ in market price in June 
1932, and a dollar invested in a comparable group of common stocks 
of nonlever: age investment companies at the same time would have 
depreciated to about 21¢ in market price.'** 

A striking example of the market experience of a leverage stock dur- 
ing this period | is provided by the common shares of American Found- 
ers Trust and its successor corporation. This is illustrated? by 
Chart 1, which compares the market experience of a share of common 

Cuarr I* 
MONTHLY CLOSING PRICES OF AMERICAN FOUNDERS CORPORATION COMMON STOCK2/ COMPARED 
WITH MONTHLY CLOSING PRICES OF DOW-JONES INDUSTRIAL AVERAGES 
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Amertcan Pounders Corp. 
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I/ Derived from Public Exanination, American General Corporation et.al., 
Commission's Bxhibit Wo. 3832. 

2/ This series begins with the price of an original share of the predecessor 
trust and includes adjustaents for subsequent split-ups. 


stock of American Founders Trust and its successor, American Found- 
ers Corporation, from its inception im 1922 until the time of its consoli- 
dation into American General Cor poration late in 1935 (giving effect 
to split-ups) with the Dow-Jones average of industrial stock prices for 
the same period.'® 


157 See Pt. Two, Ch. IV. pp. 321-24 (House Doc. No. 70, 76th Cong.). This rapid 
shift from substantial premiums to substantial discounts from asset values occurred in both 
leverage and nonleverage companies. with the greater change taking. place in the former. 
(Ibid. and Appendix H, p. 811 et seq.) 

18Td., p. 314. 

459 Op. cit. supra, note 48, Commission’s Exhibit No. 3832. 

160 There was no appreciable public participation in the common stock of American Found- 
ers Trust prior to November 30, 1925, when only $529,000 in common stock capital had been 
raised. At the beginning of 1928 only $7,281,000 of common stock was outstanding. (1d., 
Commission’s Hxhibit No. 3424-A-1.) These figures compare with the total of $99,955,000 
raised by the sale of common stock by this investment company during the 1922-1929 period 
(id., Commission’s Exhibit No. 8424—C—1) and indicate the relatively great public participa- 
tion beginning with 1928 when market prices began to rise sharply. 
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The movement in the market price of the common stock of Public 
Utility Holding Corporation of America from its inception in Sep- 
tember 1929 until December 31, 1935, as shown by Chart 2, is an illus- 
tration of an investment in a company which was formed so late in 
1929 that the investor had little opportunity to realize profits from a 
rising market. This company had substantial leverage, primarily 
through subsidiary companies,'®* which accelerated the decline in the 
asset and market values of its shares. 

_ Approximately half of the total number of investment companies 
organized at any time during the 1927-1936 period went out of 
existence after 1929, primarily as a result of the security market 
decline and the resulting poor performance of investment companies. 


CuHarr 2+ 
‘MONTHLY CLOSING PRICES OF PUBLIC UTILITY HOLDING CORPORATION OF AMERICA, COMMON STOCK 
(NAME CHANGED TO GENERAL INVESTMENT CORPORATION ~ JULY 21, 1933) 
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J/ Derived from Public Examination, American General Corporation et al., 
Commission's Bxhibit Wo. 3832. 


The high rate of mortality, especially among the management invest- 
ment companies, was largely the result of bankruptcies, receiverships, 
and dissolutions, and to a certain extent the result of mergers and 
consolidations.1°? While the number of new investment companies 
formed in any one year reached a peak of 265 in 1929, the number of 
new companies formed thereafter declined and, in 1936, only 26 new 
companies were organized.** Although the closed-end management 
investment company dominated the period prior to the end of 1929 
and continued to constitute the major section of the industry after 
that time, the distribution of new capital issues by these companies 
161 Tq., Commission’s Exhibit No. 8832 and No. 3428 (5A and 5B). 


162 Pt, Two, Ch. II, Table 16, p. 111 (House Doc. No. 70, 76th Cong.). 
3163 Tbid. 


165 Ibid. The number of new investment companies formed increased from 25 in 1934 to 
44 in 1935. 
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and the formation of new companies of this type practically ceased 
after 1930.1 

Three major developments characterized the period following 1929: 
the first concerned the management of the assets of investment com- 
panies; the second related to buying, selling, and transferring the 
control of investment companies; and the third related to the growth 
of other types of investment companies which purported to overcome 
some of the defects of closed-end management investment companies 
but which introduced new problems of their own. 


1. MANAGEMENT PRACTICES 


Management investment companies, which held approximately 97% 
of the total assets of the industry at the end of 1929,%° were vulner- 
able to the effects of the stock market collapse because of the very 
factors which had aided their previous expansion. Thus, the market 
prices of their own securities suffered because of the leverage, market 
trading, and market premiums which had accentuated their previous 
rise. ‘The assets of these companies also felt the full impact of the 
depression, because of their heavy common stock investment. 

The effect of the declining markets upon investment companies 
was also reflected in a variety of management practices.) One activity 
of investment companies which was common during the period of the 
market decline was the repurchase of their own outstanding securi- 
ties in the market at the discounts below their asset values then pre- 
vailing. During the years 1927 through 1936 investment trusts and 
investment companies repurchased or redeemed their own securi- 
ties *°7 at a total cost of approximately $1,200,000,000. Of these sub- 
stantial repurchases, closed-end management investment companies 
proper and investment-holding companies 1** for which detailed sta- 
tistics were available expended approximately $500,000,000, after de- 
ducting resales, or an amount equivalent to about 17% of the money 
raised by the sale of their own securities. By far the greater part 
of this repurchasing activity, about 80% of the total repurchases for 
the 1927-1935 period, occurred after 1929.17 

While retiring shareholders may have benefited from the market 
support which such repurchases afforded, yet, by selling their shares, 
they may have realized substantial losses due not only to the depre- 
ciation in the market values of portfolio securities but also to the 
prevailing market discounts from asset values at which the invest- 


165 Pt. Two, Ch. III, Table 60, p. 190 (House Doc. No. 70, 76th Cong.), and see discussion 
infra. 

ECCT CP Che ine Rable cen aul 2s 

167 Td., Ch. III, pp. 183-7. This estimated aggregate amount does not include (1) pro- 
ceeds to investors from net assets of Companies upon liquidation and (2) distribution of 
dividends representing a return of capital. See also id., Ch. VII, Table 155, p. 504. 

168 Open-end management investment companies and fixed and semifixed investment trusts 
also in effect repurchased their own securities. However, these repurchases were made at 
the election of shareholders usually pursuant to the provisions of charters or trust agree- 
ments and were at substantially the asset or liquidating values of the shares repurchased. 
Consequently they did not represent the free exercise of management discretion and did not 
yield any appreciable profits. 

169 Op. cit. supra, note 165, Ch. II, at 183 et seq., and note 10. This figure includes 
intercompany transactions. (Id., pp. 232-6.) 

170Td., Table 64, p. 2338. 
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ment company issues were selling and which discounts were not ordi- 
narily eliminated by these repurchases. On the other hand, the dif- 
ference between the asset values and the market prices at which these 
securities were repurchased accrued to the benefit of the remaining 
shareholders of such companies during a period of generally un- 
favorable operating conditions. For “example, at the end a 1929 
The Lehman Corporation, which had been formed in September 1929 
with $100,000,000 of paid-in capital raised through the sale of 
1,000,000 shares of common stock,’ began vepurchasing its stock. 
These repurchase activities extended through September 1934, but. 
were heavily concentrated in the three years 1930-19382. In the 
course of this activity the investment company acquired 337,300 
shares, or approximately 34%, of its outstanding common stock at 
a cost of $17,130,000." These reacquired shares, which represented 
an original cost ‘to investors of approximately $35, 000,000, were re- 
purchased by the company at an average discount of more than 25% 
below prevailing net asset values and resulted in an estimated book 
profit to the remaining shareholders of over $6,000,000.14 

Tn addition to repurchasing outstanding common stocks at market, 
prices below asset values, investment companies also reacquired their 
outstanding senior securities at market prices below the amounts to 
which these securities would be entitled upon liquidation of the in- 
vestment companies. ‘These repurchases of senior securities were 
particularly popular during this period, as illustrated by the repur- 
chase program from 1928 to 1934 of United States & International 
Securities Corporation, organized in October 1928 with publicly sub- 
scribed capital of $50,000 000. *° During those years the investment 
company reacquired for S11, 473,000 about half of its outstanding first 
preferred stock, representing an original aggregate cost to the public 
of $24,634,300. 78 These repurchases were effected at an average dis- 
count of over 50% of the claims of these preferred stocks upon liquida- 
tion of the company and at prices substantially below the then current 
asset values of these securities, and benefited the junior stocks, 
which were held mainly by the parent investment company, United 
States & Foreign Securities Corporation.” Another illustration is 
provided by the three investment companies, Chicago Investors’ Cor- 
poration, The Chicago Corporation, and Continental Chicago Cor- 
poration, all sponsored by Field, Glore & Company during the 1927- 
1929 period and subsequently merged to form a new The Chicago 
Corporation.‘ These investment companies repurchased and retired, 
at a cost of $39,410,000, approximately 63% of their ageregate out- 
standing preference stocks, representing an original public invest- 
ment ** of some $55,000,000. Approximately 56% of these repur- 

171 A discussion of various reasons for, and the yolume of, repurchases is contained in 
Pt. Two, Ch. III, 232 et seq. (House Doc. No. 70, 76th Cong.). 

172 Reply to the Commission’s questionnaire for The Lehman Corporation, Pt. V. 

178 Thid. 

*4 Tpid. and computed from figures supplied in Pt. IV. 

176 See discussion, supra. 

176 Reply to the Commission’s questionnaire for United States & International Securities 
Corporation, Pt. II (Balance Sheet, Exhibit A, Schedule 18) and Pt. V (Table 16, sec. I). 

1 1d., Pts. II (Schedule 20-B), IV, and V (Table 15—A). 


18 Op. cit. supra, note 83, Pt. I. 


im Td., Pts. II and V. The combined preference stocks of the three companies amounted 
to $87,821,000. 


Pee fon eee es 


22, SECURITIES AND EXCHANGE COMMISSION 


chases *° were made during 1930 at discounts from the claims of 
these shares upon liquidation. 

While the losses in a number of investment companies were attrib- 
utable principally to the security market decline and general business 
decline, in many cases the substantial losses sustained: by investment 
companies were the result of the numerous transactions which the 
sponsors, managers, officers, directors, and other controlling interests 
effected for their own account with the investment companies which 
they dominated. During the period after the stock market collapse 
in October 1929, many of these dominant persons, who were in financial 
straits, immediately turned to the large liquid resources of their in- 
vestment companies to obtain assistance. These insiders often sold 
unmarketable securities or other properties, many of which were of 
doubtful value, to their investment companies or caused these com- 
panies to take over dubious and illiquid investments in which they 
were interested; compelled these organizations to assume large and 
onerous commitments on which these insiders were obligated, such as 
participations in underwritings, trading accounts, loans, and other 
commitments; required these companies to relieve them of existing lia- 
bilities and obligations to their investment companies; caused these 
organizations to finance clients of these insiders and companies i 
which they were interested; and induced the making of direct loans to 
insiders, often without any collateral or upon inadequate security. 
These various transactions were permeated with conflicting interests, 
and many were characterized by the absence of arm’s-length dealing 
and by opportunities for overreaching. 

The extent simply of the direct dealing by affiliated interests with 
the investment companies with which they were identified is partially 
indicated in the case of a group of 151 management investment com- 
panies proper which answered the Commission’s questionnaire (com- 
panies which at one time had at least $500,000 in assets and were still 
active as at the end of 1935), which directly purchased during the 
1927-1935 period from such related interests portfolio securities at an 
aggregate cost of approximately $162,000,000.'** Of these purchases, 
$76,000,000 were effected in 1929, with the most substantial portion 
after October of that year, and approximately $58,000,000 were made in 
the years 1930 through 1933. Similarly, out of a total number of ap- 
proximately 1,250 different direct security sales by related interests. to 
these management investment companies proper, 330 were consum- 
mated in 1929 and 625 from 1930 through 1933. In addition to direct 
purchases of portfolio securities, these management investment com- 
panies proper repurchased in the year 1930 alone their own outstand- 
ing securities from such related interests in 110 separate transactions, 
involving a cost to these investment companies of approximately 
$16,000,000. 

These figures do not include the many millions of dollars of port- 
folio securities or investment company security issues sold by indirectly 

180 Op. cit. supra, note 83, Pts. II and V. 

1817d., Pts. IV and V. A substantial part of these repurchases were also a part of the 
plan of effecting the merger of the three companies. 

182 Replies to the Commission’s questionnaire by 151 management investment companies 
proper, Pt. VII (Item 70). This item of the questionnaire requested data from these 


companies on their purchases of securities from officers, directors, or principal stock- 
holders, or controlled organizations, and not from all types of affiliated interests. 
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affilhated interest to the “proper” companies; or sold directly by 
related interests to management investment-holding companies, to all 
types of management investment companies which went into bank- 
ruptcy or receivership or were dissolved; to the companies which were 
absorbed through mergers and consolidation; and to the companies 
which subsequently became part of the Atlas Corporation group, 
including The Goldman Sachs Trading Corporation, and of The 
Equity Corporation group, including the United Founders Corpora- 
tion companies. Nor do these figures include other property or inter- 
ests such as real estate, mortgages, commodities, loans, subparticipa- 
tions in underwritings, and various business enterprises which these 
controlling persons sold directly to their investment companies or 


securities which were indirectly sold by these affiliated interests to 


their investment companies through the expedient of effecting the 
transaction in the open market. In addition, these figures do not 
include the substantial loans made directly by investment companies 
to such related interests. Some indication of the amount of these 
loans may be obtained from the fact that approximately 80% of the 
$44,000,000 of loans reported by 63 investment companies proper as 
outstanding as at the end of 1930 were made to officers, directors, 
employees, and other affiliated interests.18* 


2, ACQUISITIONS AND MERGERS 


/ 

A second characteristic of the period following 1929 was the practice 
of engaging in programs of acquisitions of control of investment com- 
panies, instituted by persons who were taking advantage of the de- 
pressed economic conditions and the general disfavor into which 
management investment companies had fallen. Investors of the pre- 
ceding decade in investment companies had their enthusiasm dampened 
by the large losses sustained by these organizations and by the dis- 
counts from asset values at which their securities were selling, while 
many sponsors during this period came to regard investment com- 
panies as liabilities rather than as sources of profit. Furthermore, 
the relatively liquid nature of the assets of investment companies 
tended to give the control of such companies a definite value and a 
ready marketability, and many individuals and companies, alert to the 
possibilities of profit from the control of such funds,'** were willing 
to pay sums substantially in excess of asset and market values to 
existing controlling interests for their holdings in companies to be 
acquired.'** Dealing in the control of investment companies was often 


18! Based upon an analysis of replies to the Commission’s questionnaire by a group of 
management investment companies proper, Pt. Il. The extent of the loans by these 
companies is by no means fully reflected in these figures, since loans reported to this 
Commission are only year-end balances and do not include intermediate transactions, often 
more substantial in amount, or reflect reductions due to write-offs, 

184'The same inducements which motivated the formation of investment companies in 
the preceding period still existed. (Pt. One, Ch. II], pp. 62-63 [House Doc. No. 707, 75th 
Cong. ].) 

18 Offers to purchase control were even advertised in newspapers. For example, one 
recent advertisement stated (The New York Times, February 28, 1936) : 

“WANTED ... THE CONTROL OF AN INVESTMENT TRUST or a COMMERCIAL 
FINANCING COMPANY. One of our clients, a large investment banking firm, is interested 
in acquiring the controlling interest in an established licensed investment trust of manage- 
ment type—or a commercial financing company, etc.” 
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facilitated by the public dissatisfaction with the old managements and 
the availability of most investment company securities at substantial 
discounts from their underlying asset values. 

Acquisitions and mergers of investment companies therefore became 
an important aspect of the history of the industry after the end of 
1929. Up to December 31, 1936, a period of seven years, 163 invest- 
ment companies were merged or consolidated with or acquired by 
other investment companies.'** These consolidations and acquisitions 
do not include the numerous changes in control within individual 
investment companies, Approximately $873,000,000 of the securities 
of closed-end management investment companies proper and manage- 
ment investment-holding companies were issued during the 1927-1935 
period in exchange for securities of other investment companies in 
connection with such plans of merger or consolidation.'*" 

This type of activity was carried on by relatively few individuals 
or companies. In May 1930, the Atlas Corporation, sponsored by 
Floyd Odlum and his associates, commenced its program of expan- 
sion 8 through the acquisition of other investment companies and by 
October 1936 had taken over 18 investment companies with aggregate 
assets of approximately $129,000,000.%° Of these companies, the 
assets of 15 were absorbed and the companies were dissolved, while 
the remaining three were consolidated with Atlas Corporation.'*° 
Similarly, The Equity Corporation was organized in December 1932 
by Wallace Groves and his associates, with initial assets of approxi- 
mately $300,000,'*! for the professed purpose, in addition to operating 
as an investment company, of expanding by acquiring and consolidat- 
ing other investment companies. Most important among its acquist- 
tions was the United Founders Corporation group of companies. 
This program of acquisition was conducted, subsequent to May 1933, 
by the David M. Milton and Ellery C. Huntington, Jr., interests 
which had then acquired control of The Equity Corporation. Through 
these acquisitions, mergers, and consolidations the assets of The Equity 
Corporation and its investment company subsidiaries increased to 
approximately $25,000,000 at December 31, 1936. A. total of 21 invest- 
ment companies, the outstanding stocks of which were held by the 
public, was absorbed by The Equity Corporation or its subsidiaries. 
During this period of acquisition, The Equity Corporation, either 
directly or through its investment company subsidiaries, acquired 
working control of portfolio corporations with aggregate resources 
of approximately $205,000,000. 

Tri-Continental Corporation, with assets of approximately $76,500,- 
000 at January 1, 1930, and sponsored by J. & W. Seligman & Co., 

186 Op, cit. supra, note 162. 

1s7 Pt, Two, Ch. III, p. 196 (House Doc. No. 70, 76th Cong.). Companies in the Atlas 
Corporation and The Equity Corporation groups accounted for over 60% of this amount. 

188 Public Examination, Atlas Corporation, at 17708—-11, 17718—22. 

189 Td., Commission’s Exhibit No. 2033. 

190 Td., Commission’s Exhibit No. 1958. 

191 The full details and documentation for the acquisition program of The Equity Corpora- 
tion are contained in the Report of this Commission on the Study and Investigation ‘of the 
Work, Activities, Personnel, and Functions of Protective and Reorganization Committees, 
Pt. VIL, Sec. IV, A. + 
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investment bankers,'®? absorbed three other investment companies *% 
during the period 1931-1935. In addition, Tri-Continental Corpora- 
tion: acquired stock interests in or management contracts with four 
other Investment companies and a fire insurance company. 194 By 
December 381, 1936, Tri-Continental Corporation and the other com- 
panies in the eroup had gross assets of approximately $170,000,000.79° 

In November 1935, Ernest B. Warriner, who had ‘previously been 
associated with Wallace Groves in the latter’s acquisition of control of 
Interstate Equities Corporation, Chain & General Equities, Ine., 
Yosemite Holding Corporation, Granger Trading Corporation and 
Joint Investors, Inc. ses commenced to acquire control of a group of 
investment companies. Within a period of one year, Mr. Warriner 
succeeded in acquiring, with an investment. of $139,000 which he bor- 
rowed from the Groves interests, control of International Equities 
Corporation, which acquired control of General Investment Corpora- 
tion, which in turn acquired control of Standard Investing Corpora- 
tion, and approximately one-fourth of the voting power in Utility 
Equities Corporation.** ‘The aggregate assets of these four invest- 
ment companies approximated $32,000,000. 

In. July 1934, Henderson Brothers, ‘of Boston, Massachusetts, who 
had been engaged in the business of selling radios, had an interest 
in a small investment company, the World Investment Trust. With 
this investment company as a nucleus, Henderson Brothers and an 
associate, Robert L. Moore, commenced a program of the acquisition 
of other investment companies. With a personal investment of not 
more than $80,000, they built wp, within a period of three years, a 
pyramided inv estment company system giving them control of seven 
investment companies whose aggregate assets approximated 
$25,000,000. These investment companies were Beacon Participa- 
tions, Inc., Atlantic Securities Co. of Boston, Allied International In- 
vesting Corporation, and a group of four investment companies, 
namely, Standard Investing Corporation, International Equities Cor- 
poration, General Inv estment Corporation, and Utilty Equities Cor- 
poration, which group was acquired from Ernest B. Warriner in March 


192 Summary statement supplied the Commission for Tri-Continental Corporation (prede- 
cessor company) and Tri-Continental Allied Company, Inc. (Exhibit IlI-D., and items 
I—b, II-b, and III.) 

193 These three investment companies’ were Wedgwood Investing Corporation, Investors 
Equity Company, Inc. and Graymur Corporation. (Derived from supplementary informa- 
tion supplied the Commission for Tri-Continental Corporation, and Public Examination, 
Tri-Continental Corporation, at 18552-9, 18577—&3, 18585-6.) 

-t94Phese companies were Selected Industries, Inc., The Broad Street Investing Co., 
Ine., Capital Administration Co., Ltd., Blue Ridge Corporation, and Globe and. Rutgers 
Wire Insurance Company. (Derived from supplementary information supplied the Com- 
mission for Tri-Continental Corporation, and Public Hxamination, Tri-Continental Cor- 
poration, at 18490—2, 18512-14, 18559-77, 18583-85, 18586-96.) 

15 Public Examination, Tri-Continental Corporation, at 18538—40. This figure represents 
gross assets without eliminating intercompany holdings. (1Id., at 18538.) It includes 
only one-half, or $25,835,000 of the total assets of Blue Ridge Corporation. (Id., at 18539.) 

16 Wor a detailed discussion of the manner in which Wallace Groves acquired control 
of these companies, see Ch. II, infra, Investment Companies Acquired and Controlled by 
Wallace Groves, pp. 181-227. : 

197 Hor a detailed discussion of these acquisitions see Ch. II, infra, General Investment 
Corporation, pp. 497-621. 

_ gs Public Examination, General Investment Corporation, at 15311-23. his figure 
includes intercompany holdings. 
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1937 for a total of approximately $2,800,000..° Of this amount, 
$800,000 was supplied by Beacon Participations, Inc., Atlantic Secu- 
rities Co. of Boston, and Allied International Investing Corporation to 
acquire control of Standard Investing Corporation. The balance of 
$2,000,000 was thereafter supplied by Standard Investing Corporation 
to purchase from Mr. Warriner control of International Equities 
Corporation, which controlled General Investment Corporation, 
which, in turn, held the one-quarter interest in Utility Equities Cor- 
poration. 

As recently as August 1937, another group, including Philip A. 
Frear, Vincent E. Ferretti, and George H. Clayton, Jr., who appar- 
ently had never been connected with the sponsorship of any investment 
company, secured, within a period of five months, control of ‘four 
investment companies whose total assets approximated $12,500,000, 
‘without the expenditure of any personal funds, but used the assets 
of the various investment companies acquired to pay for such control. 
The investment companies so acquired consisted of First Income 
Trading Corporation, Continental Securities Corporation, Corporate 
Administration, Inc. (which managed and supervised the open-end 
investment company known as Administered Fund Second, Inc.), and 
Reynolds Investing Co., Inc.?°° 

Contemporaneously with the acquisition of these investment com- 
panies, another group, consisting of Leo S. Solomont, Ralph H. Robb, 
and Thomas W. Morris, who had been associated with the Frear, Fer- 
retti, and Clayton group in their acquisition of investment companies, 

commenced with other associates their independent acquisition of other 
Investment companies. Within a period of approximately three 
months, from the middle of December 1937 to the first of March 1938, 
they succeeded in acquiring control of three investment companies, 
Insuranshares Corporation of Delaware, Bond & Share Trading Cor- 
poration, and Burco, Ine.?** Control of these companies, whose avgre- 
gate assets approximated $2,300,000, was acquired with no personal 
investment and substantially by the same technique used by the 
Frear, Ferretti, and Clayton group in their acquisition of investment 
companies. 


3. DEVELOPMENT OF SPECIAL TYPES OF INVESTMENT 
COMPANIES 


A third significant phase of the depression period, in its relation to 
abuses in the organization and management of investment companies, 
was the revival by sponsors of the distribution of investment trust and 
investment company securities by actively promoting types of trusts 
and companies with special features of structure and operation which 
might overcome popular prejudices against these organizations.?°” 

After the stock market break in the fall of 1929 management invest- 
ment companies sustained large losses and their securities sold at. sub- 

199 Op. cit. supra, note 197. ; 

200 Wor a detailed discussion of these acquisitions see Ch. II, infra, Activities of Fiscal 
Management Group in Acquisition of First Income Trading Corporation, Continental Securi- 
ties Corp., Corporate Administration, Inc., and Reynolds Investing Co., Inc., pp. 350-437. 

21 Bor a detailed discussion of these acquisitions see Ch. IT, infra, Activities of Northern 
fiscal Group in Acquisition of Inswranshares Corp. of Delaware, Bond & Share Trading 


Corp., and Burco, Inc., pp. 487-494. 
2022 Pt. Two, Ch. III, pp. 187-92 (House Doc. No. 70, 76th Cong.). 
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stantial discounts. Investment company management fell into popular 
disfavor and sales resistance developed on the part of the public to 
securities of these organizations. Sponsors, finding that it was vir- 
tually impossible to raise capital from the public for management 
investment companies and finding that their distribution profits were 
curtailed, sought some vehicle which could overcome this public reac- 
tion. It was at this time that the substantial growth of fixed and semi- 
fixed trusts commenced.?°* Sponsors emphasized that in the fixed and 
semifixed trust type of investment company management was elim- 
inated or drastically limited and, in addition, emphasized that these 
shares did not sell at a discount since the shareholder could redeem his 
certificates at about asset value. 

Since the profit to the sponsors in fixed and semifixed trusts lay in 
the pricing of the shares and their distribution, the various abuses 
which arose were mainly in connection with the computation of the 
price at. which the shares were sold to the public, the sales load charged, 
the representations made in the hterature, and the type of salesman- 
ship pursued, all of which eventually created resistance to the sale of 
these securities. For example, not only was the published load often 
excessive but, in addition, various hidden charges were imposed upon 
investors.?°4 

Furthermore, the provisions of the trust indentures often created 
difficulties which were used as a reason for the formation of new 
trusts with alleged improvements. Thus the provisions to remove 
management discretion, eliminating underlying securities from the 
portfolios of fixed trusts under automatic formulae, proved unwork- 
able and in many cases resulted in eliminating securities at low points 
in. the market. Purporting to overcome this defect, sponsors brought 
out new trusts with more flexible provisions for eliminating under- 
lyimg securities. By bringing out these new trusts, sponsors were 
able to solicit the shareholders of an earlier tr ust, when its sales were 
diminishing, to exchange their shares for those of the new one, offer- 
ing some discount on the sales price of the new shares as an induce- 
ment for the exchange. The investor who exchanged his trust shares 
paid a new load and often received a sec urity little different from 
the one surrendered. After repeating this switching process several 
times, many sponsors eventually turned to the open-end management 
type trust or company, into which the holders of these fixed and 
semifixed trust shares often were finally exchanged. 

As the business tide began to turn in early 1933, the disfavor into 
which management investment companies had fallen began to dimin- 
ish although. their securities were still selling in the market at dis- 
counts below asset - ralues. ‘To popularize the sale of management, 

2 Thid. and Table 60, p. 190. 

24 An investor under the impression that he was paying 7% of the selling price of the 
trust shares as 2 sales load was frequently paying upward of 11%, the excess in most eases 
representing additional profits to the sponsor. Among such hidden sourees of profit were 
loading charges computed on brokerage fees, on odd-lot premiums, on taxes paid by investors, 
and on other similar items; upward adjustment of the price of shares to the next higher 
fraction of a dollar, thus adding in some cases as much as 5% to the offering price of the 
shares; charging the “asked” prices of underlying securities in determining the offering or 
sales price of the fixed trust certificates and allowing only “bid” prices on the underlying 
securities in computing the redemption price ; and in some cases payments of interest on the 


trust funds to the sponsor instead of to the certificate holder. (See the supplemental 
report on fixed and semifixed investment trusts.) 
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investment company securities sponsors then directed their activities 
to the promotion of the open-end type of management investment 
company which gave the stockholder the right to obtain approxi- 
mately the cur vent underlying asset value of his shares at any time.4°> 
This right of redemption of open-end investment company shares-at 
about asset value of course eliminated discounts on these securities 
since the market price would have to be at least the approximate 
asset value at which the securities could be redeemed with the issuing 
company. Limited restrictions upon the percentage of assets of the 
open-end company that could be invested in securities in one com- 
pany or field and other restrictions upon management were some- 
times provided, so that emphasis could be placed, when these issues 
were being distributed, upon the fact that there were limitations on 
the discretion of management. However, the salient characteristic of 
the open-end investment company, as in the fixed and semifixed in- 
vestment trust, was that the investor was given a right of redemption 
so that he could liquidate his investment at or about asset value at 
any time that he was dissatisfied with the management or for any other 
reason.*°° After 1933 the sale of open-end investment company secu- 
rities increased in volume and in recent years they have constituted 
the majority of all investment company securities registered with this 
Commission 7°? and issued.?°8 
Contemporaneous with and related to the growth of open-end in- 
vestment companies, particularly after 1933, was the development of 
the installment investment plan companies and the companies issuing 
face amount certificates.2°? The installment investment plans were 
essentially methods of merchandising investment trust or investment 
company securities on a periodic or installment payment basis. The 
underlying securities of these plans consisted of issues of all types of 
investment companies, usually fixed trust shares.*° Face amount 
installment certificates, being in the nature of contracts to pay to the 
purchasers the face amounts of the certificates at specified maturities, 
or their attained surrender values at earlier dates have also ordinarily 
been sold on an installment basis.?"4 
Statistics of the sales activities in the various types of securities 
offered by the sponsors of investment trusts and investment companies 
during the period following 1929 in general support this pattern of 
development. 212 While the closed-end management investment com- 
panies were still popular in 1930, accounting for over one-half of the 
total sales of investment company securities, fixed and semifixed in- 
vestment trust sales rose from a relatively negligible amount to attain 
their greatest dollar volume in their entire history i in that year. Thus 


205 Pt. Two, Ch. III, p. 212 (House Dec. No. 70, 76th Cong.). 

BO TGl > Zils 

207 Td., Appendix C, Table 234, p. 763, and Table 236, p. 766. 

208 Td., Table 60. p. 190. 5 

20 Td., pp. 222-6. See the Commission’s supplemental reports on installment investment 
plan companies and companies issuing face amount certificates. 

210 Pt. One, Ch. II, p. 31 (House Doc. No. 707, 75th Cong.), and Pt. Two, Ch. III, p. 222 
(House Doe. No. 70. 76th Cong.). 

211 Pt. One, Ch. II, p. 32 (House Doc. Ne. 707, 75th Cong.), and Pt. Two, Ch. Ill, p. 226 
(House Doc. No. 70, 76th Cong.). 

212 Pt. Two, Ch. III, Table 60, p. 190 (House Doe. No. 70, 76th Cong.). The figures in 
this table exclude investment companies (other than fixed and semifixed investment trusts) 
with assets of less than $500,000 at the end of 1985. 
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fixed and semifixed trusts attracted $336,000,000 of new capital in 
1930, representing more than 40% of all investment company securi- 
ties sold in that year. Although in the following year, 1931, fixed 
and semifixed trust sales dropped to $266,000,000, their importance 
relative to the other types of investment trusts and companies in- 
creased, for these sales constituted almost 80% of the new capital 
raised by the entire industry. The popularity of the shares of fixed 
and semifixed investment trusts waned rapidly through 1932 and 1933, 
when the annual volumes of sales of this type of security were 
$74,000,000 and $12,000,000, respectively. 

On the other hand, sales of the shares of open-end investment com- 
panies aggregated only $22,000,000 in 1931; increased slightly to 
$26,000,000 in 1932; and rose to $82,000,000 in 1933. From 19382 to 
1933 the sales of the securities of this type of investment company 
increased from 21% to 66% of the volume of sales of securities of 
all types of investment trusts and investment companies. From 1933 
to the end of 1936, during which period open-end investment company 
sales were $3860,000,000, the shares of these companies accounted for 
most of the sales of investment company securities.2% In the year 
1936 total sales** of securities of open-end investment companies 
amounted to 61% of all investment company, securities distributed.2* 
Estimated total sales for fixed trusts in the same year amounted to 
only $15,000,000,*'° and those sales were mostly to installment invest- 
ment plans which used the shares of fixed trusts as their underlying 
securities.” On the other hand, from 1932 through 1986 the sales 
of installment investment plan certificates mcreased over sixfold, 
from approximately $2,000,000 to $15,000,000, while the sales of face | 
amount installment certificates more than doubled, increasing from 
$16,000,000 to $83,000,000.748 

This sequence of development was also reflected in the promotional 
activities of individual sponsors who exploited each type of invest- 
ment company as it gained public favor. Thus, the distribution of 
fixed trust shares was concentrated in six sponsors who accounted for 
almost 90% of the total assets of that group throughout the 1927- 
1935 period ** and all of them followed substantially the same pattern 
in their sales methods. During the years 1930 and 1931, these same 
sponsors promoted fixed and semifixed trust shares vigorously,??° 

a8 Ibid. 

214 This increase in sales was possibly influenced by the provisions of the Revenue Act of 
1986 which accorded a preferential tax treatment to so-called “mutual investment com- 
redeem at asset value. (Revenue Act of 1986, secs. 18a and 48e [49 Stat. 1655, 1669].) 
panies,” one of the characteristics of which was defined as the right of the shareholder to 

uarterly Income Shares, Inc., which had amended its charter so as to eliminate the 
shareholders’ rights to redeem at asset value, restored this privilege upon the passage of the 
Revenue Act of 1936 so as to qualify as a mutual company. The Revenue Act of 1938 
contains substantially the same provision. (52 Stat. 552, 553, [26 U. S. C., 1938 Supp., 
secs. 829i and 829j].) See also Pt. Two, Ch. III, p. 212, and note 47. (House Doc. No. 70, 
76th Cong.) 

75 Pt. Two. Ch. III, Table 60. p..190. (House Doe. No. 70, 76th Cong.) 

216 Tbid. 

EMC Gk. JO, Fal, 

218 Op. cit. supra, note 215. 

219 These six sponsors were Calvin Bullock, Massachusetts Distributors, Inc., Maryland 
Sponsors, Inc., Distributors Group, Inc., Bank and Insurance Shares, Inc., and Lord Abbett & 
(CO, ine, (Pin Wyo, Cla, It, Wake WS, jo, TWO.) 

° Pt. Two, Ch, III, p. 212 and Table 60, p. 190. (House Doc. No. 70, 76th Cong.) 
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sometimes offering new fixed trust shares in exchange for shares of 
other investment trusts they had originally offered.?*! However, when 
the popular interest in fixed and’semifixed trusts waned in 1932, they 
sponsored open-end investment companies into which they attempted 
to switch holders of their fixed trust shares.*?? For example, one of 
these sponsors, Calvin Bullock, who had organized two fixed trusts 
prior to the end of 1927°** and had then sponsored two closed-end 
management investment companies in 1928 and 1929, ?°* brought out 
two new fixed trusts in 1930.27? However, in 1932, when the fixed - 
trust movement had begun to spend itself,??* Calvin Bullock organized 
six open-end investment companies whose shares were thereafter 
actively offered by his sales organization **7 not only to new investors, 
but to the holders of the shares of fixed trusts which he had pr eviously 
sponsored. Ross Beason & Co., Ine. followed the same trends. 
Having co-sponsored a series of fixed trusts prior to 1929,°°* it set up 
Corporate Trust Shares, a fixed trust, in 1929,°°° and was able to take 
full “advantage of the fixed trust boom after the market collapse. It 
also org eanized four additional fixed trusts during 1931 and 1982, 
making exchange offers to the holders of various of the existing series 
upon the organization of a new series.?°° In January 1933, this 
sponsor launched an open-end investment company, Quarterly Income 
Shares, Inc.,2°! into whose securities it offered to trade the holders of 
shares of fixed trusts previously organized and as a result consum- 
mated exchanges of the total value of $15,138,000.?*" 

Massachusetts Inyestors Trust, Incor porated Investors and State 
Street Investment Corporation, the three Boston open-end investment 
companies, also experienced substantial expansion by 1933, when open- 
end investment companies succeeded fixed trusts as the largest selling 
vehicle, to become the largest investment companies of their type. 

In general, the placing of complete or limited restrictions upon 
investment policies was represented as a cure for the management 
evils of the past, while the right accorded stockholders to require the 
redemption of their securities at the approximate current underlying 
asset values was designed to eliminate the market discounts from 
such asset values which prevailed on various investment company 
securities.?°? This right of redemption was usually accompanied by 
continuous sales campaigns of new shares to prevent dimimution of 
the investment company’s funds, and the merchandising of such 

22 Thid. 

23 Public Examination, Calvin Bullock Trusts, at 3709, 3712, and 3716. 

4Td., at 8710, 3717-18, and 3725 

257d., at 3709-10 and 3718-19. 

26 1d., at 3722. 

=7Td., at 3710 and 3720-7. 

28 Public Examination, Ross Beason & Co. Group, at 10968-9. 

2" Td., at 10969. 

20Td., at 10969-72. 

21 7d., at 10973-4. 

232 Td., at 11291-2 and Commission’s Exhibit No. 1096. 

233 While these characteristics do not apply to companies issuing face-amount cer- 
tificates, the abuses in connection with distribution methods and loading charges are 
generally applicable thereto. (See the supplemental report on companies: issuing face 
amount installment certificates.) - 
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securities has been likened to the merchandising of soap.** The 
problems presented by these various types of investment trusts and 
companies active in the distribution of their shares after 1929 were 
therefore usually concerned with the methods of pricing and distribut- 
ing these shares. 


Hl. SIGNIFICANT STATISTICAL BS ORS OF THE 
INDUSTRY 


A review of certain over-all aspects of investment trusts and invest- 
ment companies may be helpful in a consideration of the significance 
and: possible consequence of abuses in’ the mdustry. While detailed 
statistics of various aspects of the industry have been presented in 
Part Two of this report, some of the general phases of those studies 
will be briefly recapitulated.?** 


A. Size and Nature of Ownership 


Investinent trusts and investment companies by 1929 had grown. to 
be and, despite a considerable shrinkage of their assets since that time, 
still are an important factor in our national economy. <A total of 558 
investment companies of all types with ageregate assets of $4,502,000,000 
were known to have been in existence at the end of 1936.2°° The large 
amount of capital invested in these organizations and the wide diffu- 
sion of the public ownership of their securities have created a situation 
in which a substantial portion of the investing public throughout the 
country has a yee and immediate interest in investment trusts and 
companies. It has been estimated that at December 31, 1935, ap- 
proximately 1,500,000 different individuals, after eliminating dupli- 
cations,?*7 were security holders of investment trusts and companies.?°* 
The growth of the public interest in this medium of investment is indi- 
cated. by the faet that at the end of 1927 such security holders slightly 
exceeded an estimated 300,000 in number.**? Management investment 
companies accounted for more than three-fifths of the total of all 
holders of record of the securities of all types of investment trusts and 
companies at the ends of both 1927 and 1935,**° and in all probability 
maintained the same proportion throughout the intervening period. 
The remainder has consisted of holders of certificates of fixed and 
semifixed investment trusts, installment investment plans, and face 
amount installment certificate companies.**! Probably one out of 

2% See statement of William Varker, Public Examination, Incorporated Investors, at 
YO? 

*%> Reference must be made to the detailed studies in Pt. Two for a complete understand- 
ing of the significance of the statistical data summarized here. 

26 Pt. Two, Ch. 1], Table 2. p. 27 (Ifouse Doc. No. 70, 76th Cong.). At the end of 1937 
the assets of the industry had declined to an estimated $2,800,000,000, but by the end of 
1938 much of this decline had been recovered. (Id., pp. 29-32. 

87 These duplications are the result of the holding by one person of the securities of more 
than ove.inyestment company. 

238 Pt. Two. Ch. V, pp. 369-71 (Heuse Doc. No. 70, 76th Cong.). 

239 7d., pp. 873-6. 

240 Thid. and Table 111, p. 870 and Table 115, p. 374. 

20 Ftd. 
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every ten investors in the country at present is a participant in an 
investment trust or company.** 

Stockholders of management investment companies are located in 
every state,?#* while the companies themselves are chiefly located in 
the main financial centers,?* indicating the interstate nature of the 
distribution process of investment company securities. A concentra- 
tion of stockholders, due in part to holdings by brokers and nominees, 
appears in those states in which important financial centers are lo- 
cated, particularly New York, Massachusetts, [linois, and Cali- 
fornia.2* Furthermore, between 50% and 60% of the larger manage- 
ment investment companies proper are located in New York City and 
represent from two-thirds to three-quarters of the total assets of that 
group.7*° 

The great majority of the stockholders of investment trusts and 
companies are apparently investors of small amounts. An analysis 
of the distribution of ownership of common and preferred stocks of 
a group of large investment companies proper shows that the great 
majority of stockholders held relatively small blocks of stock. In 
terms of market value, somewhat over 50% of all the common stock- 
holders of these companies,?*7 individually held shares aggregating 
4500 or less at the end of 19386, and nearly 70% held shares worth 
; ; ps 
$1,000 or less. Of all the preferred stockholders well over one-third 
individually held shares with a market value of $500 or less and over 
one-half held shares worth $1,000 or less. The percentage of holders 
of small amounts was still greater among investment-holding com- 
panies,48 and was even more pronounced among investors in fixed 
and semifixed trusts, installment investment plans, and face amount 
installment certificate companies.”*° Thus it appears that a consider- 
able portion of the capital raised by investment trusts and companies 
represents the participation of widely scattered small security holders, 
who were virtually powerless to exercise any concerted effort to pre- 
vent or eliminate various malpractices and, deficiencies, or to remove 
incompetent or dishonest management. 

On the other hand, a comparatively small number of stockholders 
has held a substantial portion of the outstanding voting shares of in- 
vestment trusts and investment companies. ‘This concentration of 
ownership, together with the wide diffusion of the balance of the stock, 
has perpetuated the control of dominant personalities and has con- 
stituted a factor contributing to the development and continuance of 
abuses.2°° Significant stock contro] or influence by sponsors, directors, 
officers, and other affiliated interests was greatest and most common in 

242 Op. cit. supra, note 238. 

28 Pt, Two, Ch. V, pp. 396-7 (House Doc. No. 70, 76th Cong.). 

241d., Ch. II, pp. 60-1. . 

2574., Ch. V, pp. 396-7. The extent of the geographical distribution of stockholders is 
indicated by a few specific examples of varying but recent dates within the period. The 
shareholders of National Investors Corporation resided in 41 States; of Incorporated In- 
vestors, in every State; of Consolidated Investment Trust, in 40 States. (Ibid. ) 

246 Tq. Ch. II, Chart 14, p. 61, and Table 27, p. 127. 

247 Wor detailed analyses, see id., Ch. V, pp. 385-7. 

248 Tq., Table 125, p. 434 (Cf. Table 116, p. 886). See also p. 433. 

249Tq., pp. 362-6. See also pp. 441-5. 

250 One-fifth of 1% of the number of common stockholders of a group of 14 management 
investment companies studied held 20% of the outstanding common shares at the end of 
1936. (Pt. Two, Ch. V, Table 117, p. 389 [House Doe. No. 70, 76th Cong. J.) 
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the leverage companies." Of 122 management investment companies 
proper studied, affiliated interests, in 1935, held more than 10% of the 
voting power in over three-fourths of the closed-end leverage com- 
panies, in over one-half of the closed-end nonleverage companies, and 
in about one-fifth of the open-end companies.?** While there was a 
ereater number of small stockholders in investment companies, the 
holdings of the large investors were sufficient to constitute blocks of 
substantial importance and influence, and frequently to provide work- 
ing control. A specific indication of the concentration of aggregate 
common stock holdings in a few hands is the fact that in 1936 only 27% 
of the number of all the stockholders in 14 large management invest- 
ment companies proper held 45% of the total shares outstanding.*°* 

Detailed study of individual investment companies has shown that 
control generally rests with a small group.?** Control of investment 
companies as a practical matter is exercised by the management groups 
and the interests affiliated with these groups. This control is acquired 
or retained in the investment company field either through strategic 
stock ownership or other control devices such as management con- 
tracts, voting trusts, special classes of voting stocks or trusteeships 
under common law, or business trusts. Furthermore, small stock- 
holders are unable effectively to exercise their combined voting power 
because of the inadequacies of voting machinery, the costliness of 
conducting a campaign against the existing management, and the 
smallness of their individual stakes. As a consequence, management 
groups have been able to maintain control even when they have had 
only minority or negligible stock holdings.*” 


B. Concentration of Assets 


A substantial proportion of the assets of the investment trust and 
investment company industry has been concentrated in a relatively 
few large companies throughout the period. The degree of this con- 
centration is indicated by the large proportion of total assets of the 
industry owned by investment companies which constituted only 5% 
‘of the number of companies at the year-ends 1929 and 1936. As of 
December 31, 1929, out of 675 investment companies *°* with aggre- 
gate assets of over $7,000,000,000, 34 companies (companies constitut- 
ing the largest 5% of the total number) possessed almost $4,300,- 
000,000 of assets.2°* By the end of 1936, 28 investment companies out 
of a total of 558 investment companies in existence at that time, 


21 Pt, Two, Ch. V. pp. 404-9 (House Doe. No. 70, 76th Cong.). The term “affiliated inter- 


ests” is used to designate management groups and connected interests (note 60). 
282Td,, Table 121, p. 410. 


258 Td.. Table 117, p. 389. 

247Tq., pp. 898-9. For more complete discussion of the control aspects of investment 
companies see p. 398 et seq. 

258 See id., p. 399, and note 64. p. 401. Control of the proxy machinery by affiliated 
interests was substantially aided by ready access to stockholders’ lists, friendly relation- 
ship with brokers and other nominees, and the use of corporate funds to finance proxy 
solicitations. Representation at annual meetings of investment companies in person and 
by proxy did not average more than 60% of the voting stock. Thus a block of more than 
30% of the outstanding votes usually would be tantamount to absolute control at the meeting. 
In cases where a smaller percentage of votes waS represented, absolute control might be 
exercised by a majority of the smaller fraction generally required for a quorum. (ibid.) 

267q., Ch. II, Table 2, p. 27. 

207 [d., Ch. Il, Tables 5, 6, 12, 13, 14, and 56, pp. 53, 56, 92, 95, 98, and 171, respectively. 
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accounted for aggregate assets *°* of about $2,900,000,000, of the in- 
dustry’s total assets *°° of $4,500,000,000. Thus, 5% of the total num- 
ber of investment companies at the end of 1929 accounted for ap- 
proximately 60% of the industry’s aggregate assets, and this concen- 
tration of assets increased to about 64% at the end of 1936. 

Because of the nature of the control of individual companies and 
of the concentration of a large proportion of the industry’s assets in 
a comparatively few companies, the experience of the investor in the 
investment company industry as a whole is apparently in a large meas- 
ure dependent upon the competence and integrity of a relatively few 
controlling individuals. 


C. Sales of and Trading in Investment Company Securities 


The analysis of sales by investment companies of their own security 
issues indicates not only the extent of the participation by the public 
in these organizations but also the costs of administration which 
ultimately were borne by the public. From the inception of these 
organizations in this country to the end of 1936, these total sales, 
excluding intercompany transactions, totaled approximately $7,000,- 
000,000, of which $500,000,000 are estimated sales prior to 1927.2% 
During 1937 it is estimated that an additional $200,000,000 was raised 
by sales of new investment company security issues.2°' The relative 
magnitude of this volume of sales can be gauged by the fact that for 
the entire period 1927-1936, this volume was equivalent to more than 
20% of all nonrefunding corporate capital issues.*®? 

The importance. of intercompany sales of investment company 
securities—sales by one investment company of its own security issues 
to another investment company—is indicated by the fact that in closed- 
end management investment companies proper and management in- 
vestment-holding companies such transactions amounted to slightly 
more than $1,200,000,000 during the 1927-1935 period, while public 
offerings of such investment company securities during the same period 
amounted to $2,249.000,000.2% 

Of the more than $7,000,000,000 raised by the sale of security issues 
of investment trusts and investment companies for the period 1927 
through 1935, between $400,000,000 and $500,000,000 was paid to 
underwriters, dealers, and salesmen in connection with the distribution 
of these securities.*"" The gross underwriting and distribution cost, on 
such basis, amounted to between 6% and 7% of gross proceeds. These 
figures not only show the level of cost to investors in connection with 
the raising of this capital, but also may partially explain the rapid 
formation of investment companies in this country, the distribution of 
se Tbid 

28 Op. cit. supra, note 256. 

260 For over-all statistics, see Pt. Two, Ch. III, pp. 183-6, and Table 59. p. 186 (House 
Doc. No. 70, 76th Cong.). ; 

261 Pt. Two, Ch. III, p. 179 (House Doc. No. 70, 76th Cong.). 

22 Td., Table 59, p. 186. This percentage may vary somewhat, depending upon the statistics 
used to measure total security flotations. 

28 Td., pp. 196-200, and Table 62, p. 198. These figures include companics in the Atlas and 
Equity groups. 

*6tTd., Ch. VII, pp. 503-6. The $7,000,000,000 referred to here covers a different period 
from the $7,000,000,000 referred to above, and includes several items not included in the 
figure referred to above. See also note 10, p. 506. 
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the securities of which constituted a substantial source of profit to their 
sponsors. In addition to this approximately one-half billion dollars 
paid by the public in the form of gross spread °*** to the underwriters 
and distributors, the sponsors also received In many cases, aS com- 
pensation for distribution of investment company securities, without 
payment of cash or at prices less than those charged the public, options 
and warrants to subscribe to stock and other benefits.°?°° 

The relation of the volume of trading in investment company securi- 
ties on security exchanges to the total volume of trading on these 
exchanges varied from year to year and for different exchanges. 
While during the 1927-1936 period the trading in investment com- 
pany stock issues averaged about 5% of the total exchange volume in 
all stocks, it approximated 20% on the New York Curb Exchange for 
two years and was about 60% of the total volume on the Buffalo 
Stock Exchange for two years.?* 

Since security issues traded in the over-the-counter markets have not 
in the past been subject to supervision comparable to that of securities 
traded on exchanges,?"* it is significant that a greater proportion of the 
investment companies had all their issues traded off exchanges at the 
close of 1936 than was the case at the end of 1930.°% By the end of 
1936 the investment companies with issues traded only over-the-counter 
were almost four times as numerous as those with issues traded on stock 
exchanges.?”° 


D. Portfolios of Investment Trusts and Investment Companies 


At the end of 1936 a total of 558 investment trusts and mvestment 
companies had an investment in securities with an estimated market 
value of $4,055,000,000, of which $8,560,000,000, or 88%, consisted of 
common stocks, while the remainder was equally divided between pre- 
ferred stocks and bonds.2"! Regardless of the capital structures of 
investment companies in this country (whether made up of one class 
of stock, or common stock with preferred stock, bonds, or debentures) 
practically all these companies have been substantially funds for in- 
vestment in common stocks or equity securities. 

Tt is estimated that at the end of 1936 approximately $2,900,000,000 
of the total of $3,560,000,000 of common stocks in the portfolios of these 
companies were securities listed on the New York Stock Exchange and 
represented 514% of the value of all common stocks listed on this 
exchange.2” At the end of 1985 the aggregate investments of all 
investment trusts and companies in the common stocks of the 74 largest 
corporations listed on the New York Stock Exchange amounted to 
approximately 45% of their total security investments and constituted 
714% of the value of all outstanding shares of these issues.°% 

26 The gross spread is the difference between the public offering price and the net pro- 
ceeds received by the issuing company. 

263 Pt. Two, Ch. III. p. 208 (House Doc. No. 70, 76th Cong.). 

271d, Ch. IV, p. 304. 

*8 Securities traded on stock exchanges are not only subject to the rules of the exchanges 
but also.to the disclosure and other provisions of the Securities Exchange Act of 1934. 

269 Op. cit. supra, note 267. 

210 Thid. 


271 Pt. Two, Ch. VIII. p. 626 et seq. (House Doc. No. 70, 76th Cong.). 
272 Thid. 


73 Toid. 
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The average number of issues in the portfolios of individual invest- 
ment trusts and companies at the end of 1935 was 72 for the manage- 
ment investment companies proper 24 and 28 for the large fixed and 
semifixed investment trusts.2”> About half of the investment-holding 
companies studied had less than seven issues in their portfolios,?”° and 
in the case of most of these investment-holding companies.the greater 
part of the portfolio consisted of but a single issue.277 Although all 
management investment companies proper had a total of about 3,000 
different security issues in their combined portfolios at every year-end 
from 1929 to 1936,278 the major portion of the aggregate invested funds 
was concentrated in a relatively small number of issues.2*" At the end 
of 1936, half the value of the combined portfolios-of~ management 
investment companies proper was accounted for by only 61 different 
issues, as compared with a total of 77 issues at the end of 1929. This 
greater concentration at the end of 1936 was due in part to the increase 
in uniformity in the security holdings of individual investment com- 
panies.?°° 

A large number of investment trusts and companies were specialized ; 
that is, they restricted their investments entirely, or predominantly, 
to securities of a single industry. At the end of 1936, such companies 
numbered about one-fourth of all management investment companies 
proper, and the value of their portfolios amounted to almost 10% 
of the value of the portfolios of all the investment companies in this 
group.*** Practically all the investment-holding companies were 
specialized companies.?*? Of the fixed and semifixed investment trusts, 
approximately 30% were restricted to investments within a single 
industry.? 

KE. Performance 


Among the principal claims made by sponsors, managers, and dis- 
tributors of the securities of management investment companies was 
that these organizations afforded the investor a kind of specialized 
and expert management of investment which he was not qualified to 
undertake himself or could not individually afford to secure. One 
major emphasis in the sales literature of the investment company 


274 Pt. Two, Ch. VIII, pp. 542-5 (House Doc. No. 70, 76th Cong.). This figure covers 150 
investment companies and does not include the companies in the Atlas and Hiquity groups. 

215 Td., pp. 608-9. This figure covers 45 fixed and semifixed investment trusts whose assets 
at some time exceeded $500,000 during the period 1927-1935. 

276 Td., pp. 596-7, and note 86, p. 597. The number of companies studied was 35. 

“7 Tbid. At the end of 1929, in one-half of the management investment companies proper 
(excluding the companies in the Atlas and Equity groups), a single issue made up more 
than 10.4% of the market value of the individual portfolios. At the end of 1935, a single 
issue accounted for more than 7.2% of the portfolios of these companies. (Pt. Two, Ch. 
VIII, pp. 546-9.) 

278 1d., pp. 572-8, and Table 175, p. 573. This does not include companies in the Atlag 
and Equity groups. 

79 Id., pp. 580-2, and pp. 610-12, and Table 179, p. 582. In the combined portfolios of a 
selected group of general diversified companies, as well as in the fixed and semifixed trusts, 
the concentration in a small number of issues was even more marked. (Ibid.) 

89 Id., pp. 580-3, and Table 179, p. 582. These figures cover 164 managemént investment 
companies proper for the 1936 year-end and 116 companies for the 1929 year-end. 

811Td., pp. 5386-8, and Table 162, p. 540. This does not include companies in the Aflas 
and Hquity groups. 

282 Td., pp. 596-7. 

*83 Td., pp. 615-16. This is based on a study of 214 fixed and semifixed trusts, 
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industry was upon the qualifications and expertness of the management 
of these investment companies. 

Some indication of the validity of these claims, based upon past 
performance of management investment companies in this country, 
may be obtained by a comparison of the performance of management 
with the performance of a common stock index.?8* Over the period 
1927-1937 as a whole (which represents almost the entire period of 
the importance of these organizations-in this country, and which 
included years of rising and declining prices, and active and inactive 
security markets), no significant difference existed between the per- 
formance of these investment companies and that of the common 
stock index, although the performance of investment companies was 
slightly worse than the index during years of rising security prices 
and better than the index during periods of declining security 
prices.* For the period 1930-1935, a comparison of the experience 
of an individual who kept his funds on deposit in a savings bank, or 
in government or other high-grade bonds with the experience of an 
investor in a typical or average investment company indicates a more 
favorable experience for the former individual.2*° However, there is: 
no indication of the extent to which the average individual investor 
in securities actually achieved a performance as good as the common 
stock index or typical investment company. In addition individual 
investment companies varied widely in their performance. For ex- 
ample, $1.00 in net assets at January 1, 1930, in the best performing 
closed-end company of the group analyzed increased in value, with 
distributions reinvested annually, to $1.26 at the end of 1937, while in’ 
the poorest performing company in this group, $1.00 in net assets 
declined in value to 15¢ over the same period. These extremes may 
be compared with the average company in which $1.00 in net assets’ 
at the beginning of the period was worth 76¢ at the end of the 
period.?8? 

As the performance of these investment companies was substantially 
that of a common stock index—which may be regarded essentially 
as an unmanaged portfolio—it appears that the typical investment 
company over the past decade failed to meet the sometimes avowed 
objective of a performance surpassing such an index. The failure of 
investment companies to meet this criterion of performance—and it is 
recognized that it is not the only criterion which may be employed— 
is, of course, attributable to many factors and problems inherent in 
the management of investments. However, the record of public ex- 
aminations amply demonstrates that the quality of the performance 
of the investment company industry as a whole was in no small meas- 
ure adversely affected by the cumulative effect of the subordination 
of the interests of these organizations to the pecuniary interests of 
their controlling persons. 

284 The performance of management is measured by the performance of the managed fund 
as a whole without taking into account the costs of distribution paid by investors and is 
not measured by the experience of the holders of each of the different classes of securities 


outstanding. The index used is the Standard Statistics Company index of 90 common 
stocks. . 

28 Pt. Two, Appendix J, pp. 904-6, and Supplement V, p. 933 et seq. (House Doc. 70, 
76th Cong.). 

286 7qd., Appendix J, p. 873. 

287 Td., Appendix J, Supplement V, p. 933 et seq. 
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F. Investors’ Experience 


With respect to the preservation of the capital entrusted to all 
investment trusts and investment companies by the holders of every 
type of security issued throughout the period 1927-1935, the analysis 
indicates a substantial shrinkage.?** 

The net assets of investment trusts and companies at the beginning 
of 1927 **° aggregated almost $900,000,000, while total capital raised up 
to the end of 1935 amounted to about $7,900,090.000, which included 
more than $7,000,000,000 from the sale of new issues of investment 
company securities in the period. Of this $7,900,000,000 almost $1,600.- 
000,000 was returned to investors through the medium of repurchases 
by the investment companies of their own outstanding securities, thus 
reducing the total capital investment of the public, as at the end of 
1935, to about $6,300,000,000. However, the current market value of 
the net assets of the investment. companies and investment trusts in 
existence at the end of 1935 amounted to only about $3,400,000,000. 
Therefore investors as a group sustained a combined loss, realized and 
unrealized, as at the end of 1935 of over $2,900,000,000, which repre- 
sented a shrinkage in capital of more than one-third (87%) of the 
amount originally paid by investors for the securities of investment 
trusts and investment companies.”°? On the same basis, investors 
In management investment companies proper alone suffered a 44% 
loss, realized and unrealized, on their total investment.?*% 

Interest and dividends received by the security holders of all invest- 
ment trusts and companies from 1927 through 1935 aggregated nearly 
$1,200,000,000, or less than 3% per annum on the average capital 
Investment,”*? while investors In management investment companies 
proper received an average of less than 2% annually.?°? These pay- 
ments represented a smaller return, on the average, than investors 
would have received from other types of investments, such as United 
States government bonds or diversified lists of bonds or stocks as 
represented in the usual indexes. 

The gross ordinary income of management investment companies 
proper during the period January 1, 1927, to December 31, 1936, ag- 
gregated approximately $440,000,000, of which 73% comprised divi- 
dends, and 23% interest.?** Stated as a percentage of the average 
market value of total assets, gross ordinary yearly income ranged 

*88 This statement and the figures in the following paragraph cover all the funds paid 
in by purchasers of all types of securities issued by these companies, including fees for 
distribution. The analysis did not attempt to consider separately the experience of the 
holders of each class of security or the experience of particular individuals who may each 
have been affected differently but was restricted to the determination of what happened 
to the total funds paid in by the combined group of investors. 

°8) For the figures that follow, see Pt. Two, Ch. VII, pp. 503-6 (House Doc. No. 70, 
76th Cong.). 

29 Tf allowance is made for interest and dividends received by holders of investment 
company securities, the net loss to investors is estimated to be about 22% of the total 
amount invested. (Pt. Two, Ch. VII, pp. 503-6 [House Doc. No. 70, 76th Cong.].) 

21 Pt. Two, Ch. VII, pp. 507-9 (House Doe. No. 70, 76th Cong.). This group includes 
the companies in the Atlas and Equity groups. With allowance for interest and dividends 
received, the combined net loss to all investors in management investment companies 
proper is estimated to be about 32% of their total investment. (Ibid.) 

22 1d., pp. 503-6. 

*°3Td., pp. 507-9. This group includes the companies in the Atlas and Equity groups. 

24 Td., Ch. II, p. 78. The companies in the Atlas and Equity groups are not included here. 
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from 884% to about 514% for the period 1930 to 1936.°% Operating 

-expenses absorbed about 20% of ordinary imcome over the period 
1927-1936, while expenses for salaries and management fees accounted 
for more than 44% of the total operating expenses.*°® 


IV. DEVELOPMENT OF PUBLIC CONSCIOUSNESS OF 
ABUSE 


This section outlines briefly the extent and growth of the public 
expression of dissatisfaction with and criticism of investment trusts 
and investment companies in this country, particularly in published 
articles, reports of public agencies and financial associations, and 
editorial comment in the press. The material in this section is not 
submitted as proof of the existence of abuses or deficiencies in the 
industry.°°* Rather it is a reflection of the trend of public opinion 
concerning these organizations during various phases of their de- 
velopment in this country and an indication that this public opinion, 
including that of the more conservative elements of the public, has 
rec enized the serious nature of the problems which must be met. 

Phe nature and growth of the criticism of investment companies 
have been affected, “to a large extent, by the course of the develop- 
ment of the industry. Material relating to investment trusts and 
investment companies published prior to 1929 was in the main pro- 
motional in character. Most of the material critical of investment 
trusts appeared in publications which did not have wide public cir- 
culation. Furthermore, continuously rising security prices, which 
were reflected in the per formance of investment companies, and the 
general attitude of the investing public prior to the stock-market 
break in 1929 combined to lessen the force of adverse criticisms and 
to discredit their validity at a time when almost 70% of the total 
public investment in these companies was being made.2% However, 
after October 1929, when investment company securities reflected the 
general decline in ‘stock market prices and sold at substantial dis- 
counts from their asset values instead of at the premiums previously 
commanded, severe losses were experienced by the holders of these 
securities. Thereafter, criticism of these investment organizations 
mereased substantiallyy 


A. Prior to October 1929 


While a substantial amount of published material relating to myest- 
ment trusts and investment companies appeared during the - years 1921 
through 1929, most of these writings were of a promotional or semipro- 
motional nature.2*° Since the period immediately preceding the stock- 


25 Ibid. Owing to the rapid inflow of new capital during 1927, 1928, and 1929, tne 
average market value of total assets was not calculated for these years. (Id., Chi. TI, note 
66.) 

266 Pt. Two. Ch. II, pp. 78-81 (House Doc. No. 70, 76th Cong.). These figures, of course, 
do not represent the total compensation to management interests, which also frequently re- 
ceived commissions.on the distribution of securities, options, warrants, profit-sharing agree- 
ments, brokerage, and other forms of compensation not appearing as management. expenses 
in the income accounts. (Ibid. and see discussion supra.) 

2% The subsequent chapters of this part of the report contain the evidence adduced by the 
Commission in its study as.to these abuses and deficiencies. 

28 Pt. Two, Ch. III, pp. 183-6, and Table 59, p. 186 (House Doc. No. 70, 76th Cong.). 

28 See Pt. One, Ch. III, pp. 57-62 (House Doc. No. 707, 75th Cong.). 
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market decline of October 1929—particularly the years 1927-1928 and 
the early part of 1929 when the industry reached its maximum rate of: 
growth—was one of rapidly rising security prices, the performance of 
investment companies reflected this stock-market boom. These invest-' 
ment organizations, therefore, were not. in those years subjected to the 
influence of adverse business conditions or precipitous security market 
declines. As a consequence, whether attributable to the sense of 
security in which writers and economists had been lulled or otherwise, 
relatively little criticism was directed toward the potential weaknesses 
of the growing industry. “However, some concern was manifested pub- 
licly with respect to the future in this country and the latent defi- 
ciencies and abuses of these investment organizations. As early as. 

the necessity for careful and expert management as the requisite. 
for the successful operation of investment companies was emphasized 
in an article in the Federal Reserve Bulletin,®°° which stated: 


The fundamental principle of.the investment trust is the distribution of risk by 
the investment of funds in the securities and bonds of a great number of enter- 
prises, investment in any one security usually being limited to a fraction of the 
capital, say 10 percent. * * * A company formed for the purpose of investment 
is in a position to investigate the financial condition of wndertakings in which 
funds may profitably be invested. The officers of such a company developed the 
habit of forming dependable judgments of economic conditions in foreign countries 
and conditions of the investment market. * * * 

It goes without saying that no investment trust can be successful except under 
the eeu management and with the assurance of expert reports on all its 
holdings. : 


© 1922 the existence of the conflict of interests between the sponsors 
and managers of investment companies on the one hand and the inves- 
tors on the other and the possible consequences of such conflicts were 


strongly indicated by a financial writer, who stated : °° 


In theory the investment company is in a position to render a valuable service 
to small investors by eliminating excessive risk from investment in securities ; but 
in practice this theory seldom works out in such a way as to be entirely satis- 
factory. This is due, not to any inherent weakness of the investment principle, ’ 
but merely to the fact that any type of ownership organization in business must 
be run by man, who is not infallible in his judgment of the future value of busi- 
ness undertakings. Another weakness militating against proper insurance of 
small investors who buy securities of investment companies lies in the fact that 
these companies are private undertakings usually operated by those who manage 
them, and who look first to their own private profit. This feature is emphasized 
by the extensive use of founders and managers shares which are usually held by 
those persons who were particularly interested in promoting such companies. 
Their stock is frequently guaranteed by a first claim to a fixed rate of dividend 
and on assets with right to share liberally in extra profits. This prospect of 
extra profit and security has led many managers of investment companies to put 
the capital into speculative securities, which as frequently as not prove unprofit- 
able. For these reasons it is open to serious doubt whether the investment com- 
pany really does render a service to modern industry that cannot as well be left 
to the individual investor. The latter is no better equipped to ascertain the value 
and stability of the securities issued by investment companies than of those issued 
by operating concerns. It would, in most cases, be much safer for him to invest 
in the stocks Oe a big, firmly established industrials and railways, or in 
government bonds 


Lo, too, as early as 1928 the officials of the New York Stock Ex- 
pan ‘ oe ca - 8 d 

change apparently were concerned with the absence of restrictions 

800 Wederal Reserve Bulletin, Vol. 6. November 1920, The Investment Trust as a Channel 


for Investment Abroad, p. 1168. 
sot Stockder, Archibald H., Business Ownership Organization, 1922. p. 302. 
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upon the possible activities and investments of investment trusts, and 
these vehicles were characterized as “blind pools.” *° 

aon July 24, 1924, the New York Stock Exchange adopted a resolu- 
tion to the effect that the association of members of the Exchange as 
organizers, managers, or otherwise with investment trusts which did 
not properly protect their investors? interests might be held by the 
Exchange to be an act detrimental to the interests of the Exchange 
and thereby render the members liable to disciplinary action.2°? In.— 
view of the subsequent growth of the investment company industry 
and the part of Exchange members in such growth, it is difficult to 

say that this resolution had any great practical effect, although it does 
indicate the early recognition by informed financial opinion of the 
possibility of abuse in this new investment vehicle: 

Subsequently, in 1927, the National Association of Securities Com- 
missioners, comprised of state officials charged with enforcement of 
security fraud statutes (Blue Sky laws) of the various : states, adopted 
a resolution creating a committee on investment trusts to study and 
examine the subject. *°* The particular problem presented to the 
committee was to determine the characteristics of investment trusts 
so that the public interest could be protected without unduly disturb- 
ing companies which were relatively sound and well managed. After 
an extended period of study, the committee made its report ta JO28), 
adopted by the association, which aimed at strengthening existing 
Blue Sky laws.*°® 

As has been indicated, by 1928 the industry was growing rapidly and 
had assumed large proportions. In that year the Attorney General 
of the State of New York, through the Security Bureau, Department 
of Law, conducted a survey of investment trusts and made a report 
which discussed some abuses and recommended, among other things, 
that investment trusts organized under the laws of New York be 
required to incorporate under the banking laws and thus be made sub- 
ject to the supervision of the state banking superintendent.°°* A bill 
for the regulation of investment trusts was introduced in 1928 in the 
legislature of the State of New York, but failed of enactment.?” 

Similar concern as to the future of investment trusts and investment 
companies in this country was manifested in February 1928 by Repre- 
"202.4 New York Droker who later sponsored an investment company, testified at a public 
examination (testimony of Paul Shields, Public Examination, Chain Store Stocks, _ne., 
at 15653) : “I remember when I first went to the [New York] Stock Exchange in 1923 to 
suggest one [an investment trust] to them and they had never heard of an investment 
trust at that time and they called it a blind pool. * * *” 

303 See Pt. One, Ch. III, p. 63 (House Doc. No. 707, 75th Cong.). 


80 The New York Times, January 27, 1929, “New Code to Guide Investment Trusts,” pp. 
NIJ and N14. 

so Ibid. The report included a code of ethics which provided among other things: 
“The personnel of the office and management should show a clear record of good business 
repute and should be men of integrity and investment experience. * * * ‘The officers, 
promoters, or managers should make an investment of their own funds sufficient to insure 
a personal interest in the proper conduct thereof.’’ 

The code further provided that there should be “A clear statement of any privilege 
accorded the incorporators, officers, or managers.” fs 

306 Ottinger, Albert, Attorney General, “Investment Tr y of the Activities 


and Forms of Investment Trusts with Recommendation for Statutory Regulation by the 
New York State Department of Law (1927) and Supplementary Survey (1928). See 
Keane’s Manual of Investment Trusts, 1928, p. 651 et seq., and p. 741. 

87 Wor a copy of the proposed bill, see Keane’s Manual of Investment Trusts. 1928. 
p. 773. 
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sentative McFadden, of Pennsylvania, in a speech in the House of 
Representatives, in which he stated : #°s 


* * * My chief concern about our investment trusts is their future growth. 
Will our trusts protect the savings of our American investors, or will millions 
be lost through unsound management? 

* * * (bas x * % = 
it may be necessary to place investment trusts under the regulation and control 
of the Federal Reserve Board by amending the Federal Reserve Act. 


On October 15, 1928, the investment companies committee of The 
Investment Bankers Association of America recommended to the asso- - 
ciation at its annual convention that a code of practice be formulated 
for investment companies, and accord was expressed with the report 
of the National Association. of Securities Commissioners, referred to 
previously.*°° 

Toward the close of 1928 the Commercial & Financial Chronicle, 
discussing the dangers in launching investment companies in periods 
of boom prices, stated : 97° 


It is perhaps unfortunate that these investment companies have sprung up 
among us in a period of inflated credit and boom prices on the Exchange. For 
while they have a place in our financial affairs if properly conducted within 
limited areas of investing they must be affected by the conditions now environ- 
ing the issuance of stocks and bonds, and they should be approached with 
caution by the investing public. 


Prior to 1928, the New York Curb Exchange did not admit to full 


listing the securities of organizations which it regarded as investment 
trusts, although during 1927 and 1928 issues of some companies which 
are now generally regarded as investment companies or investment 
trusts were either fully listed or admitted to unlisted trading privi- 
leges. On November 14, 1928, the New York Curb Exchange desig- 
nated a committee on investment trusts to consider applications for 
listing of shares of such organizations.*!* On April 29, 1929, the New 
York Curb Exchange adopted the recommendation of its committee and 


#8 Congressional Record, February 29, 1928, pp. 3808-9. See also article discussing 
this speech, Commercial & Financial Chronicle, March 10, 1928, Vol. 126, p. 1448, and 
Keane’s Manual of Investment Trusts, 1928, p. 597. 

3 Proceedings of the Seventeenth Annual Conventicn of The Investment Bankers 
Association of America, at Atlantic City, New Jersey, October 15-19, 1928 (Chicago, 1928), 
pp. 56, 85, and 87. 

3° Commercial & Financial Chronicle, December 15, 1928, “Investment [Trust] Com- 
panies,” Vol. 15, p. 3301. The above comment appeared at a time when the American 
experience with investment companies was comparable to the British experience in 
1889. This article may be compared with one entitled “The ‘Boom’ in Trust Com- 
panies” in the Hconomist Weekly Commercial Times, London. on April 6, 1889, p. 
433, which stated: * * * “although successful with the public, the companies have 
not in some cases been able to make a very favorable start in business for they have 
followed so fast upon each other’s heels that they have experienced great difficulty in 
purchasing proper investments, * * * Indeed so rapid has been the advance that 
it is stated several of the new trusts have been unable to effect purchases and are 
now rather doubtful as to the direction in which their money shall be invested.” 

An article in the same publication, on February 4, 1893, entitled “The Difficulties 
of The Trust Companies” (p. 181) sums up the same matter in the following language: 
“*"  * * that those responsible for the management of these Trusts have based no 
inconsiderable part of their operations upon false principles with the inevitable result 
that after a more or less brief period of apparent prosperity, losses, and difficulties 
have arisen * * *.” 

32 Pt, Two, Ch. IV, pp. 288-9 (House Doc. No. 70, 76th Cong.). 
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admitted to unlisted trading privileges, securities of organizations 
_recognized to be investment trusts. Pa aN 
Apparently because of an increasing number of investment bankers 
and brokerage firms who, attracted by the profit possibilities in invest- 
ment companies, became closely identified with such organizations, the 
New York Stock Exchange : also undertook a study of the industry. 
As a result, on June 6, 1929, , the Exchange promulgated its “Tentative 
Special Requirements for Listing Investment Trust Securities.” = 
While limited in their scope, these requirements did, nevertheless, re- 
quire a statement from the applicant company relating to such matters 
as duality of interest of officers and directors. of such ¢ companies and a 
submission to the committee on stock listing of data relating to manage- 
ment contracts, excessive unfunded debt, commissions beyond those 
customary and ‘veasonable, and the like. 
hese requirements laid down by the New York Stock Exchange 
were another manifestation of the awareness by the financial com- 
munity of the susceptibility of this growing industry to abuses. How- 
ever, the sphere of influence of the New York Stock E xchange was 
relatively limited because few investment trusts applied for listing.” BS 
Furthermore, the problem of adequate supervision by the Exchange, 
assuming that. the jurisdiction of the Exchange extended to these 
organizations, was ageravated by the fact that many investment com- 
panies were sponsored by members and thus conflicts of interests may 
have permeated their transactions. While there were advantages 
accruing to investment companies by the listing of their securities on 
the New York Stock Exchange, yet the conditions in 1929 were of such 
a favorable nature as to permit sponsors to launch investment com- 
panies in the over-the-counter markets 
In an article in the Atlantic Monthly for March 1929, 2° a sponsor 
of an investment company, discussing a history of the early difficul- 
ties of the investment trust in E ngland, predicted that, unless pro- 
moters in the United States avoided similar “errors and false prin- 
ciples, * * * we [in the United States] shall inevitably go through a 
simular period of disaster and disgrace.” In the opinion of the author, 
two major abuses were common : a ) Investment companies wére being 
operated primarily to serve the self-interests of the sponsors rather 
than the best interests of shareholders; and (2) investment companies 
were being used as a depositary for otherwise unmarketable securities. 
The author stated that he had testified before a committee of the New 
York Stock Exchange that ehe common general abuses of investment 
company promoters “and managers could be traced to “dishonesty,” 
“inattention,” “inability,” and “greed,” and cited various illustrations 
~of abuses in support of the points raised. 


3122 Ibid. Among other conditions of listing, investment trusts were required to agree 
not to repurchase their securities at prices in excess of asset value and to publish certsin 
specified information relating to their portfolios in annual reports to investors. (Ibid. 
and Appendix C, pp. 755—60.). 

“3 Pt. Two {House Doe. No. 70, 76th Cong.) Ch. IV, pp. 287-8 and note 21, p. 288; 
also Appendix D, p. 779 et seq. 

*147d., pp. 287-95. 

#6 Cabot, Paul C., “The Investment Trust,” Atlantic Monthly, March 1929, pp. 401— 
408. Mr. Cabot was an organizer and has been an officer of State Street Investment 
Corporation since its inception. He has been president since January 30, 1934. (Reply 
to the Commission’s questionnaire for State Street Investment Corporation, Pt. VII.) 


see 
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An investment banker, speaking in 1929 on the floor of the eighteenth 
annual convention of the Investment Bankers Association of America, 
pointed out some of the unsound purposes motivating the formation 
of investment companies as follows: *"% 


I saw a pretty good example of it about two months ago. One of our Governors 
sent a man up from the south with a letter of introduction to me; the fellow 
wanted to form an investment trust. This Governor asked me if I could give him 
any slant on it. He said: “If I form an investment trust with this fellow, I do 
not known whether I am getting a wildcat by the tail, or not. I would like to have 
you tell me.” The man came and talked to me about this thing and TI said: 
“Just why do you want to form an investment trust?’ He said: “My firm has 
been dependent entirely on other people’s securities. We have not been able to 
get anybody else’s securities, so one reason I want to form an investment trust 
is to manufacture securities to sell.” 

Now, that is a pretty dangerous slant. We may get a wildcat by the tail if 
we form an investment trust, and a real responsibility goes along with the sale 
of such securities. The responsibility does not pretend to cease when you sell 
the securities. If you are an individual, vou are going to continue and you can't 
let go of it. You have got it and you have to hang on to it. 

nan article in the Magazine of Wall Street for September 21, 1929, 
the author, among other things, stated : #17 

Management is a particularly important factor in investment companies be- 
cause the assets of such companies are almost exclusively cash, call loans, and 
marketable securities, and because the business of such companies is the invest- 
ment and reinvestment of these assets, shifting them as seems best from company 
to company and from industry to industry. Such assets are easily converted to 
personal enrichment by dishonest managers or can be easily, quickly, and seeretly 
dissipated by incapable and reckless managers, just as they can be substantially 


increased in value for the investors’ benefit by capable handling. 
* * * * * * * 


x *« * An important point is the time and labor the Managers expect to 
devote to the work of management. It may, or may not, be their major interest. 
Some light may be thrown on this question by the amount and proportion of 
their own permanent cash investment in the joint undertaking,» 

However, it is apparent that the critical comment upon investment 
trusts and investment companies during the period prior to October 
1929, was not only sporadic but confined largely to expression before 
associations and in the financial periodicals. It is doubtful whether 
a very broad public consciousness of the possibility of abuse existed 
prior to the stock market collapse in October 1929. 


B. After the Market Collapse in October 1929 


1. GENERAL EXPRESSIONS OF APPREHENSION AND 
DISAPPROVAL . 


Ree the sharp decline in security prices in October 1929, invest- 
ment companies appeared in a particularly unfavorable light As 
the depression continued in the years following, investors became more 
receptive to critical discussion of investment companies. From the 


316 Dickey, Charles D., in “‘Proceedings of the Highteenth Annual Convention of the 
Investment Bankers Association of America at Quebec, Canada, October 13-18, 1929” 
(Chieago, 1929), p. 208. 

87 Williams, Carl, “How to Select an Investment Trust,’ Magazine of Wall Street, 
September 21, 1929. 

318 See See. II, B, supra. 

+19 Fortune, September 1935, p. 53. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 45 


perspective of 1935, one writer, referring to the investment companies 
organized in the latter part of the 1920 decade, stated : °° 


Many of them were really nothing but speculative pools operated for the 
benefit of their officers. * * * There is no wonder that during the col- 
lapsing market of the next three years the public suspicion of Wall Street was 
fecused as hard on the investment companies as on any part of the financial 
map. Their managements had rigged them for the rankest sort of speculative 
activity at a time when the whole scale of values was about to hit the skids. 
Result: public faith in the investment-company¥y managements just about touched 
bottom and stocks of most of them actually dropped below the asset value behind 
the shares. 


Discussing the possible developments of the relation between certain 
banking groups and investment companies, The Literary Digest on 
October 26, 1929, quoted the New York Journal of Commerce as 
follows : *?° 


The close cooperation between various banking groups and certain investment 
trusts should deceive no one into supposing either that this connection is 
inevitable or that it has any logical relationship to plans for concentrating 
banking control through resort to holding companies. The interest of the invest- 
ing public in these new developments is, furthermore, distinctly subordinate to 
that of the business and industrial community, which may eventually find that 
banking groups, joined through holding companies, and simultaneously controlling 
various hybrid or falsely named investment trusts, are in a position to exercise 
an extensive and rapidly growing influence over industrial policies. 

Commenting on the rapid rate of propagation of the trading or 
finance type of investment company, an article in the Commercial & 
Financial Chronicle in December 1929, quoted from an article in the 
American Bankers Association Journal as follows: 3? 

I may be doing an injustice to trading or finance corporations as a class, but 
seeing the constant birth of them—almost a daily litter, one might say—it has 
seemed as though they were conceived to meet a demand for a personally 
conducted tour of the Small investor through the broad avenues and the by-paths 
of Wall Street. I doubt if they have a permanent place in the business of 
investing in securities or that they will survive the next prolonged period of 
declining prices. Consequently, I do not see how a damaging deflation of their 
common stocks can be avoided. 

Although stock prices rebounded during the early months of 1930 
and much optimism had been restored, an article in Barron’s for Feb- 
ruary of that year raised the question of the soundness of investment 
companies *°? and made some comparisons between American and Brit- 
ish experience. It was suggested that the industry would have to pass 
through a period of continued depression in order to make a sound 
appraisal possible. 

n April 1930 the first of a series of weekly magazine articles 
appeared which reviewed critically the investment companies in this 
country and dealt in great detail with most of their defects and abuses 
known at that time.*?? The writer recalled Mr. Justice Brandeis’ 
observation,®?4 in summarizing the findings of the Pujo Committee,°?® 

220 The Literary Digest, October 26, 1929, p. 62. 

21 Commercial & Financial Chronicle, December 7, 1929, Vol. 129, p. 3529, quoting from 
an article by Charles F. Speare entitled ‘Investment Trusts and Others,’”’? American Bankers 
Association Journal, November 1929. 

3 “*Are American Investment Trusts Sound?’ Barron’s, February 24, 1930, p. 11. 

8 Mlynn, John T., “Investment Trusts Gone Wrong,” The New Republic, April 2, 1930. 

824 Brandeis, Louis D., Other People’s Money and How the Bankers Use It, 1914. 

=5 Report of the committee appointed pursuant to House Resolutions 429 and 504 to 
investigate the concentration of control of money and credit, House Report No. 1593, 
62d Congress, 3d session, Feb. 28, 1913. 
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that through very small investments in the common stocks of a few 
large insurance companies and banks, control was obtained over vast 
resources representing the total of many small contributions. The 
author pointed out that, by the use of the same technique, investment 
trust promoters had pyramided their control and projected their in- 
fluence over large pools of wealth. Commenting on the lack of control 
by investors over management, the author stated : 2° 


The stockholder in an investment trust is a self-confessed amateur. The man- 
ager is a self-proclaimed expert. * * * But the participants in the trust ought 
to have the power to dismiss a faithless or incompetent management. This power 
they are deprived of by the manner of organization which puts the permanent 
ownership of the fund into the hands of the promoters who, thereafter, are at 
liberty to do with the fund precisely what they wish. 

The articles, developing the concept of duality of interest and self- 
dealing by insiders in investment companies, charged that secrecy » 
usually cloaked these dealings, which were characterized by the ab- 
sence of arm’s-length dealing, and stated “the right hana sells to the 
left.” The article, emphasizing the aspect of control of investment 
companies, stated : 37 

The money of the masses of small investors will tend to be withdrawn from 
stocks and will move toward these pools and then the stocks will also move 
toward these pools because the money is there to acquire them. * * * My 
object is to call attention to it and to stimulate action to arrest it or control it 
or direct it in the interest of the public * * * 

Measures Should be taken to prevent the control of the investment trust from 
falling into the hands of so-called insiders. 

In the same year, 1930, an article in the Harvard Law Review, dis- 
cussing the need of statutory regulation of investment trusts, 
stated : °?8 


Owing to the immense stake of the public in the affairs of investment trusts, 
danger of mismanagement has become a matter of widespread concern, and evi- 
dences of abuse have given rise to demands for, and some attempts at, legislative 
correction. 

The article further observed that shareholders of investment trusts, 
despite their growing dissatisfaction, were greatly hampered in the 
adequate enforcement of their rights i in view of the limited remedies 
afforded by the common law, and that the successful prosecution of 
law suits, although affording ‘relief in individual cases, was not effec- 
tive to prevent the recurrence of abuses. 

In April 1931, the New York Stock Exchange revised the “Tentative 
Established Requirements for Listing Investment Trusts” adopted on 
June 6, 1929, by enlarging requirements as to accounting methods and 
reports to stockholders. 8° While the Exchange stated that it was 
“too early to deal with the subject in anything like a comprehensive 
manner,” the matters of reacquisition of previously issued securities, 
acquisition of securities of other investment trusts, dividend policies, 
and directorates were treated to some extent. 

By this time a much broader section of the population, particularly 
the small investor, had become familiar with the investment trust 

ynn, John T., Investment Trusts Gone Wrong, New York, 1931, p. 48. This book 
is, in part, a reprint of the articles published previously in The New Republic. 

sId., at pp. 154, 155, 178. 

28 “Statutory Regulation of Investment Trusts,’ 44 Harv. L. Rev., November 1930, 


pp. 117-20. 
329 Part Two, Ch. IV, Appendix E, p. 787 et seq. (House Doc. No. 70, 76th Cong.). 
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industry through the vigorous and successful promotion of the sales 
of the fixed and semifixed investment trust shares and to a smaller ex- 
tent through the offering of installment investment contracts. On May 
7, 1931, the New York Stock Exchange published a minute to the 
effect that it would interpose no objection to the association of its mem- 
bers with those fixed and semifixed investment trusts which were on 
the Exchange’s so-called unobjectionable list—fixed trusts which met 
with certain specified requirements.**° 


2, STUDIES AND INVESTIGATIONS BY THE FEDERAL _ 
GOVERNMENT eh 


As the depression deepened following the severe break in the stock- 
market prices in the fall of 1929, the Senate of the United States, on 
March 2, 1932, authorized and directed its Committee on Banking and 
Currency to make a thorough and complete investigation of stock- 
exchange practices.?*! 

The report of the Committee, made on June 16, 1934, discussed in 
some detail investinent trusts and investment companies in this country. 
Commenting on the absence of regulation of these organizations, the 
report stated : °° 


In the past decade investment trusts have assumed such proportions and 
magnitude as to become a vital factor in the financial structure of the Nation. 
Although bearing an essential similarity to banking, the organization, operation, 
and management of investment trusts have not been subject to comparable legal 
control ; and apart from the application of the Securities Act of 1933 and the State 
“blue sky” laws to the sale of new issues, there has been no legal safeguard 
provided for the investing public. 


Discussing the effect of this absence of regulation and of the conflicts 
of interest between management and the investing public, the report 
stated : 388 


This laissez faire policy nurtured a mushroom propagation of investment 
trusts of incalculable economic significance. The investment company became the 
instrumentality of financiers and industrialists to facilitate acquisition of con- 
centrated control of the wealth and industries of the country. The investment 
trust was the vehicle employed by individuals to enhance their personal fortunes 
in violation of their trusteeship, to the financial detriment of the public. Conflicts 
of duty and interest existing between the managers of the investment trusts and 
the investing public were resolved against the investor. The consequences of the 
operations of these management trusts have been calamitous to the Nation. 


The Committee found that investment trusts had been operated 
unsoundly and had been used to the detriment of investors for the 


*0 A list of these requirements will be found in the supplemental report on fixed and 
semifixed investment trusts. 

%1 5. Res. 84, 72d Congress. The resolution directed “a thorough and complete investi- 
gation of the practices with respect to the buying and Selling and the borrowing and lend- 
ing of listed securities upon the various stock exchanges, the values of such securities, and 
the effect of such practices upon interstate and foreign commerce, upon the operation of 
the national banking system and the Federal Reserve System, and upon the market for 
securities of the United States Government, and the desirability of the exercise of the 
taxing power of tne United States with respect to any such securities.” (See also Report 
of the Senate Committee on Banking and Currency on Stock Exchange Practices, 73d Con- 
gress, Senate Report No. 1455, 1934, p. 1.) The scope of the inquiry was broadened in 
certain respects by resolutions dated April 4, 1933 and June 8, 1933. (Id., at 2.) 

32 Report of the Senate Committee on Banking and Currency on Stock Exchange Prac- 
tices, 78d Congress, Senate Report No. 1455 (1934) at p. 333. 
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benefit of their controlling persons. The report sharply criticized the 
activities of these persons, as follows: °** 


A veritable epidemic of investment trusts afflicted the Nation. The concep- 
tion * * * of these professed skillful investing managers of the function of an 
investment trust was diametrically opposed to the British viewpoint. Our invest- 
ment trusts, lacking the essential characteristics of the British companies, were 
founded in speculative desire and dedicated to capital appreciation rather than 
investment return. The investment trusts of this country, from their inception, 
degenerated into a convenient medium of the dominant persons to consummate 
transactions permeated with ulterior motives; served to facilitate the concentra- 
tion of control of the public’s money; enabled the organizers to realize incredible 
profits; camouflaged their real purpose to acquire control of equities in other 
companies ; and became the receptacles into which the executive heads unloaded 
securities which they, or corporations in which they were interested, owned. 

The report classified and discussed at length certain of the abuses 
which the inquiry disclosed had existed in the investment company field 
including concentration of control of the public’s money,’ excessive 
profits to organizers,*** failure to diversify holdings,*** “unloading” of 
securities on investment trusts,**8 and formation of investment com- 
panies for ulterior purposes.**° 

While this investigation of stock exchange practices was pending, 
the investigation of public utility holding companies **° which was 
being conducted by the Federal Trade Commission,*** pursuant to the 
direction on February 15, 1928, of the Senate of the United States, was 
nearing completion. As this investigation progressed the close sim1- 
larity and relationship between public utility holding companies and 

ertain types of investment companies became manifest.°* As a conse- 
quence the Public Utility Holding Company Act of 1935, providing for 
the control and regulation of public utility holding companies, enacted 
August 26, 1935, contained a provision (Section 30) authorizing and 
directing the Securities and Exchange Commission to conduct the 
instant study of investment trusts and investment companies.” 

As the study and investigation of investment trusts and investment 
companies have proceeded, the Commission has received a large number 
of letters from dissatisfied investors in the securities of certain of these 
organizations. Originating in all parts of the country, these letters 

34 7d., at 339. 

%57d., at 339. 

86Td., at 344. 

71d, at 348. 

887d, at 351. 

839 1d., at 359. 

340 Report of the Federal Trade Commission upon Utility Corporations, pursuant to 
S. Res. 83, 70th Congress, 1st Session, 1935, Doc. 92, Pt. 71A, pp. X, 209. 

841 §, Res. 83, 70th Congress, 1st Session. 

342 See also Pt. One, Ch. III, note 197, p. 70 (House Doc. No. 707, 75th Congress). 

8438 August 26, 1935, ¢. 687, Title 1; 49 Stat. 803; 15 U.S. C. Sees. 79-79z-6. See 
also Pt. One, Ch. I (House Doc. No. 707, pt. 1, 75th Cong.). The report of the Senate 
Committee on Interstate Commerce on the Public Utility Holding Company Act of 1955 
(May 18, 1935, Report No. 621, Calendar No. 651, 74th Cong.) contained the following 
statement at pp. 10-11: 

“R. Study of investment companies.—The committee has added a provision directing 
the Securities and Exchange Commission to make a study and report its recommenda- 
tions to Congress concerning investment companies, the influence exerted by them upon 
companies in which they are interested, and the influence exerted upon their investment 
policies by interests affiliated with their management. This subject is closely allied 
with the present subject of holding company control and other problems of corporate 
finance related thereto.” 
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of complaint indicate not only the wide extent of investor discon- 
tent but also the serious impact of these organizations upon many of 
their security holders. These letters range from general statements 
of dissatisfaction at severe losses incurred to specific complaints of 
various practices of the managers of some of these companies and of 
the distributors of their securities. Since these letters, which usually 
refer to specific companies and grievances, are not proof of the mat- 
ters complained of, their contents are not here set forth. 

Also during the course of the instant study, articles in various maga- 
-zines of national circulation and other periodicals, and editorials in 
newspapers in all sections of the country have appeared as recent indi- 
cations of the extent to which investment trusts and investment com- 
panies are affected with a substantial public interest and constitute a 
widespread recognition by another sector of informed public opinion 
of the serious nature of the problems to be met. A list of many of the 
newspaper editorials dealing with the subject of investment com- 
panies and published in all sections of the country since the instant 
study commenced is contained in Appendix A. A list of references 
to several hundred books, articles in magazines, or other literature on 
the subject of investment trusts and investment companies, or in con- 
nection therewith, is contained in the library of the Securities and 
Exchange Commission, Washington, D. C. 


Chapter II 


DETAILED HISTORIES OF VARIOUS INVESTMENT ° 
TRUSTS AND INVESTMENT COMPANIES 


This chapter presents in detail the histories of a number of invest- 
ment trusts and investment companies in order to illustrate the cumu- 
lative effect on these organizations of various practices which were 
prevalent, although not every company engaged in them. While the 
various combinations of practices existing in the individual companies 
discussed may not have been representative of the industry, a great 
many of the specific practices disclosed in this chapter were common 
to a number of companies and occurred frequently. Furthermore, 
the experience of the investors in these companies as a result of these 
practices, while not universal, was similar to the experience of in- 
vestors in many other investment. companies. The selection of these 
particular companies for presentation was made, not only to show 
the variety of abuses and deficiencies possible in the organization and 
operation of an individual company, but also to show their relation 
to different periods in the development of these investment institu- 
tions generally, to different types of sponsors (investment bankers, 
commercial banks, brokers, individual promoters, and holding com- 
panies), and to various geographical locations. 

No attempt is made in this chapter to classify the various trans- 
actions outlined. The subsequent chapters of this part of the report 
will specifically enumerate and classify the abuses and deficiencies in 
connection with the organization and operation of investment trusts 
and investment companies and will contain, in addition to the exam- 
ples set forth in this chapter, numerous other instances disclosed by 
the study of the various malpractices and weaknesses of these organi- 
zations. The method of presentation used in this chapter is to 
preface the detailed discussion of the history of an individual invest- 
ment company with a brief recapitulation or summary of the 
essential facts. 


I. IROQUOIS SHARE CORPORATION 


A. Summary 


Iroquois Share Corporation was organized in January 1929 by O’Brian, Potter & 
Stafford, a general brokerage and investment banking firm located in Buffalo, 
New York. Formation of the investment company was undertaken by the firm 
in the expectation of obtaining substantial profits from brokerage fees and the 
distribution of securities, and of deriving such other benefits as the investment 
company could bring to its sponsor. 

Prior to the public offering of 100,000 shares of the investment company’s 
securities, the sponsor issued to itself, gratis, option warrants valid for three 
‘years for the purchase of 50,000 shares of stock at less than the initial offering 
price to the public, the exercise of which, if the company were successful, would 
dilute for the benefit of the sponsor any appreciation in the asset value of the 
shares held by the public. 


51 


SY SECURITIES AND EXCHANGE COMMISSION 


While the investment company was still completely in the hands of “dummy” 
directors, the sponsor executed with the investment company a management con- 
tract for a period of ten years, which contained an express authorization for 
self-dealing by the managers with the investment company although its charter 
did not authorize self-dealing transactions. The stockholders were never informed 
about this clause of the contract. 

After the market break of 1929, O’Brian, Potter & Stafford, being pressed for 
cash, sold to the investment company an unfinished and virtually unrented office 
building which it was constructing in Buffalo, New York, for $313,616, the full 
amount the firm had expended on the building up to that time. To pay for the 
purchase of this building the investment company was compelled to sell part 
of its marketable portfolio in a depressed market. Subsequently in 1932 Atlas 
Corporation, then in control of Iroquois Share Corporation, surrendered a deed of 
the property to the second mortgagee for a release from the obligation of the 
mortgage, and as a result the entire investment in this office building was lost. 

Soon after the organization of the investment company the sponsor, in its 
capacity of manager, purchased for the investment company’s portfolio securities 
which the sponsor had previously underwritten or in which it was otherwise 
interested in the amount of $1,395,953, most of which were not listed on the 
New York Stock Exchange. On these securities a realized and unrealized loss 
of $663,315, or approximately 50%, was sustained. If the loss on the building 
enterprise be added to these losses, the total percentage of loss in these trans- 
actions amounted to about 60% of cost. In contrast, the loss on the $7,863,477 
of “unrelated” securities, which were brought and sold by the company during 
its existence, was only $1,188,779, or 15% of the purchase price. 

In April 1931 an offer of exchange of shares was made by Atlas Corporation, 
which the original sponsors of Iroquois Share Corporation urged its stockholders 
to accept. The sponsor received from Atlas Corporation warrants having a cash 
value at the time exceeding $50,000 in exchange for their Iroquois Share Cor- 
poration option warrants. In addition, Walter F. Stafford, a former partner 
in the sponsor firm who had succeeded it as manager of the investment company, 
received $75,000 for the cancelation of his management contract. 

The sponsors within the 27 months of their management benefited from their 
association with the investment company to the extent of $653,000, while the 
assets of the investment company shrank in excess of $2,000,000, or more than 
55% of the net contributed capital of approximately $3,500,000, largely through 
losses suffered on investments in which the sponsors were directly or indirectly 
interested. 


B. Organization 


Iroquois Share Corporation was incorporated in New York on Jan- 
uary 14, 1929, with an authorized capital of 250,000 shares, all of one 
class and all without par value. The sponsor of the corporation was 
the investment banking and brokerage firm of O’Brian, Potter & 
Stafford of Buffalo, New York. 

The creation of the investment company by O’Brian, Potter & 
Stafford was the result of the business relationships of the firm with 
various banks in western New York. It was claimed that prior to 
1929 those banks had continually approached O’Brian, Potter & 
Stafford with the proposal that the firm should manage investment 
companies which the banks intended to sponsor as an investment 
medium for their depositors.? O’Brian, Potter & Stafford had re- 
fused to manage such companies because of the fact that most of 
the “share corporations” contemplated by the various banks were to 
be small in size. However, the firm feared, it was asserted, that if it 
failed to comply with the suggestion of its various bank clients, it 
would lose some of the brokerage and other business of these banks. 
Consequently, in January of 1929 the firm suggested to its bank clients 

1 Partners of the firm were members of the New York Stock Exchange and Buffalo 


Stock Exchange. (Public Examination, Iroquois Share Corporation, at 13931, 13962.) 
21d., at 13933. 
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that it would form and manage a single “share corporation” whose 
shares could be purchased by the depositors of its various bank clients. 
The assent of the banks to this suggestion of O'Brian, Potter & 
Stafford allegedly led to the formation of Iroquois Share Corporation.* 

Tt was admitted that the firm of O’Brian, Potter & Stafford was not 
“unmindful” of the profits which might accrue to it from its contact, 
with an investment company. In addition to preserving the firm’s 
contacts with its bank clients, a connection with an investment com- 
pany would ensure to the firm substantial brokerage commissions and 
a purchaser of securities underwritten or otherwise acquired by the 
firm. With respect to the monetary benefits which might flow directly 
from the investment company to its sponsors, Mr. Stafford testified : * 


A. * * * Of course, these trusts were organized as an adjunct to a business 
that meant additional brokerage, and it meant sources of distribution [of securi- 
ties] from time to time * * *. Jt meant additional business to our firm, 
besides doing a service to our banks. 

re * * * * * * 


Q. In any event, O'Brian, Potter & Stafford was not unmindful of the fact 
that an investment trust could be a source of income to O’Brian, Potter & 
Stafford ? 

A. No, sir; we were not unmindful of that. 

@. The various sources of income being, of course, the brokerage business, 
isn’t that so, and a possible customer of Securities that were being underwritten 
or issued by the investment banking houses, isn’t that so? 

A. That is right. 

Q. And also a possible source of business from corporations whose securities 
were in the portfolio of the investment trust, isn’t that so? 

A. Well, I don’t think that affects us so much, but it may have slightly, Mr. 
Schenker. 


The original board of directors of Iroquois Share Corporation con- 
sisted of twenty-five individuals all of whom were partners or em- 
ployees of O’Brian, Potter & Stafford.’ 


3 Walter S. Stafford, a partner of O’Brien, Potter & Stafford until July of 1931 and 
the president of Iroquois Share Corporation, described the origin of the investment 
company as follows (id., at 13933) : 

A, * * * there were discussions among the banks of western New York, with 

whom we had been doing business. At that time investment trusts were very 
popular and everybody wanted an investment trust, and there were some of the 
small banks in our territory organizing these investment trusts. They wanted to 
organize them and they came to us and wanted us to manage their investment 
trusts. We didn’t like the idea of having numerous small trusts. These individuals 
were small country banks and we declined to do it, but a number of them went 
ahead and did it anyway and we thought we were losing contacts with our country 
banks as a result, and we had more or less discussions among ourselves as to the 
dangers of losing contacts with our bank customers. 
_ Naturally we didn’t like that situation, and then two or three other banks came 
in at approximately the same time with the proposal that we organize these little 
trusts, and we suggested at that time the possibility of organizing a larger trust 
and taking in these banks. That met with the approval of our banks and we 
organized Iroquois Share as a result of that. 

4Op. cit. supra, note 1, at 13933-5. See also id., at 13961-9. 

5Id., at 13939. The law firm of Slee, O’Brian, Hellings & Ulsh was engaged to attend 
to the legal matters in connection with the investment company. (id., Commission’s 
Exhibit No. 1394.) John Lord O’Brian, a member of the law firm, was a brother of 
Roland L. O’Brian, a partner of O’Brian, Potter & Stafford. (Derived from supplementary 
information supplied the Commission for Iroquois Share Corporation.) He was also 
a member of the first board of directors which succeeded the original “dummy” board. 
(Id., Commission’s Exhibit No. 1395.). In a letter addressed to the Commission by Mr. 
©’ Brian under date of March 31, 1937, Mr. O'Brian stated in part: 

_I was elected a director of the Iroquois Share Corporation about the middle of 
February 1929, and was a member of that board for only four months. ] 

On deciding to accept a Presidential appointment as of June 13, 1929, I resigned 
and withdrew from my law firm early in June and at the same time, orally, con- 
firmed later in writing, resigned both as director of Iroquois Share Corporation and 
the Title and Mortgage Guarantee Company. The July minutes should show the 
election of Mr. Hellings as my successor, 


54 SECURITIES AND EXCHANGE COMMISSION 


C. Distribution of Securities 


The investment company raised $2,000,000 of contributed capital 
as a result of a first issue of 100,000 shares at $20 per share. How- 
ever, a second issue of 33,334 shares at $32.50 per share was offered 
in July 1929, the holder of every three shares of Iroquois Share Cor- 
poration stock being permitted to purchase one new share at $32.50.7 
As a result $1,083,855 was contributed as additional capital.s In 
April 1930 there was an exchange of 29,4182 shares of Iroquois 
Share Corporation for all the shares of Williamsville Share Cor- 
poration, another investment company, resulting in additional capital 
of $624,339.° The total contributed capital of Iroquois Share Cor- 
poration approximated $3,707,694.1° 

Following the public sale of the investment company’s securities, 
all of the “dummy” directors resigned and were replaced for the 
most part by officers and directors of banks doing business in Buffalo 
and vicinity. Among them were the presidents of eleven western 
New York banks and the cashiers of two others. 

The bank officers who were placed upon the board of directors of 
the investment company not only served to cement friendly and 
profitable relations between the institutions they represented and the 
firm of O’Brian, Potter & Stafford, but they acted as valuable conduits 
for the distribution of stock of Troquois Share Corporation to the 
depositors of these small outlying banks.” 

John T. Symes, the president of Niagara County National Bank & 
Trust Company, of Lockport, New York, and a director of Iroquois 
Share Corporation, in a letter dated July 23, 1929, to Walter F. 
Stafford, president of the investment company, stated : "8 


To me it is a very interesting association. I appreciate meeting you people 
from time to time. Just what I can do to reciprocate is a rather serious 
problem. Rather frequently I do get a chance to speak a word for Mr. Jelley’s 
offerings, for I can without any reservation recommend the house that is back 
of them. Quite a lot of Iroquois Share is held in our locality. We have put a 
number of our customers into it and they are highly pleased. 


®Op. cit. supra, note 1, at 13944, The public actually invested $2,150,000 in these 
shares, of which the investment company received $2,000,000 and O'Brian, Potter & 
Stafford retained $150,000 as gross underwriting commissions. See infra, Sec. I. F. p. 73 
et seq. 

7 During the week ending July 3, 1929, the price of Iroquois Share Corporation on the 
Buffalo Stock Exchange ranged between $42 and $49 per share. It reached a peak of 
$50.50 on August 31, 1929. (Op. cit. supra, note 1, at 13960.) 

8 Op. cit. supra, note 1, at 13944—5. 

§Td. at 18945-6 and discussed infra, p. 68. 

10Td., at 13946 and Commission’s Exhibit No. 1422. 

41 Td., Commission’s Exhibit No. 1395. The board of directors of Iroquois Share Cor- 
poration included Franklin Bard, president of the Bank of Gowanda and of the Bank of 
Akron; H. G. Britting, president of the Bank of Williamsville; Nelson Cheney, president 
of the Bank of Kden; A. P. Chessman, president of the National Bank of Fredonia : 
Joseph P. Fell and George A. Keller, directors of the Marine Trust Company of Buffalo ; 
George E. Merril, president of the Erie County Trust Company; Richard S, Persons. 
president of the Bank of East Aurora; and Brewer D. Phillips, president of the Bank 
of Jamestown. (Ibid.) All these instituticns are located in communities in western 
New York. 

2 Op. cit, supra, note 1, Commission’s Bxhibits Nos. 1891-2. It seems that substantial 
amounts of Iroquois Share Corporation stock were sold to members of Buffalo’s large foreign 
population. (Id. at 13941—2.) At the time of the exchange for Atlas Corporation stock the 
executive committee of Iroquois Share Corporation also authorized advertisements in a 
daily Polish newspaper. (Derived from supplementary information supplied the Commission: 
for Iroquois Share Corporation. ) 

1 Op. cit. supra, note 1, Commission’s Exhibit No. 1391. 
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On October 15, 1929, Mr. Symes again wrote to Mr. Stafford : 1 


I count myself highly honored in being permitted to sit with you occasionally. 
J am aware it is wholly a compliment because I do not know of anything I 
can do to reciprocate. It has been our pleasure, however. to include Iroquois Share 
Corporation in our suggestions to investors. It has been the pleasure of our 
Purchasing Department to place quite a number of orders, considering the 
size of our community. 


_ All the important executive officials of the investment company 
were associated with the firm of O’Brian Potter & Stafford. Roland 
-Lord O’Brian was chairman of the board of directors; Walter F. 
Stafford was president; Roger C. Adams, an employee of the firm, was 
executive vice president; Carl W. Wenger, a partner in the firm, 
was treasurer; and Nathaniel P. Hall, another partner, was secretary. 
In addition, Roland Lord O’Brian, Walter F. Stafford, and Fred- 
erick C. Stevens, of O'Brian, Potter & Stafford, were three of the 
five members of the investment company’s executive committee,!® 
upon which the bylaws conferred all the powers of the board of 
directors during the intervals between meetings of the board.* 


D. Management Activities 


Under a management contract, approved by the “dummy” board 
of directors on January 23, 1929," the sponsor gave itself the assign- 
able right or option for three years from January 28, 1929 to buy 
from the investment company from time to time and in such lots as it 
might elect 50,000 shares of the capital stock of the investment com- 
pany at $20 per share. The initial public offering of stock was priced 
at $21.50 per share. The stock immediately sold on the market at a 
premium of 314 to 6 points and continued its upward climb until it 
reached a high of $50.50 on August 31, 1929.18 

Since there was no limitation on the right of the management to 
dispose of the options at any time, they did not serve even to provide a 
continuing incentive to the management. This was conceded by Mr. 


Stafford : 19 


Q.* * * According to the management agreement you got those option 
Warrants as part of the compensation for the management of the company, 
isn’t that so? 

A. That is correct; * * *, 

Q. There was no limitation upon your right to dispose of these option war- 
rants, was there? 

A. No, Sir; they were ours outright. 

Q! And if you saw fit to dispose of the option warrants the day that the 
stock opened up, according to your recollection, at 25 to 28, nobody could prevent 
you from doing it; isn’t that so? 

A. That is correct. 


147d., Commission’s Exhibit No. 1392. 

In addition to the foregoing letter from Mr. Symes, from which it is evident that 
the banks cooperated with the investment company organizers to secure public invest- 
ment in the trust, Mr. Stafford testified (id., at 18941) : 

Q. Now, did you avail yourself of the facilities of the various banks which asked 
you to organize? ; 
A. Yes, there were subscriptions that came in through the various banks. 

* Op. cit. supra, note 1, Commission’s Exhibit No, 1390, 

OGL, aie Ih), 

™ See discussion, infra, p. 58. 

18 Op. cit. supra, note 1, at 13957-—60. 

1 Td., at 138958-9. 
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Q. And then the situation would be that the very thing that was given to you 
as part compensation, at least, to manage the fund, you no longer possessed 
but had availed yourself of the profit on that; isn’t that so? 

A. That could have been done; that is correct. 

Q. You have [heard of] cases, Mr. Stafford, have you not, where manage- 
ment stock is given as compensation for the management, and the managers 
sell their stock, and therefore they have no more pecuniary interest in the 
success of the trust; isn’t that so? 

A. That is right. 

Q. And to some extent that element was present here, if you saw fit to dispose 
of your option warrants; isn’t that so? 

A. That is correct. 

In the event that the operations of the investment company were 
unsuccessful the sponsor, of course, would not exercise its option and 
subscribe to any stock; whereas, if the asset value at any time during 
the three-year option period exceeded $20 per share, the amount 
required to be paid per share by the sponsor, it could participate to 
the extent of one-third of this increase, through the exercise of these 
options. Accordingly, any enhancement in the equity of the stock- 
holders was, during the life of the options, subject to dilution through 
their exercise by the management, as Mr. Stafford conceded : ?° 

Q. At the time that you [were given] your 50,000 option warrants, there 
were only 100,000 shares issued? 

A. Yes, Sir. 

Q. So that O’Brian, Potter & Stafford were always in a position to dilute 


the equity of the stockholders 3314, if the corporation was making money? 
A. It might work out that way. 


* % * * * %* * 


Q. So that O'Brian, Potter & Stafford, by virtue of their option warrants, 
were in a position to participate in the subsequent earnings of the company, if 
the company was a success; isn’t that so? 

A. That was the purpose of the warrants, Mr. Schenker. 


The option warrants, had they been exercised at $20 per share for 
50,000 shares when the market for the shares was at the high of $50.50 


per share, would have resulted in a profit to the sponsor of over 
$1,500, 000.22. Mr. Stafford testified : 22 


_& You then had those option warrants which, if you saw fit to exercise 
* * would have given you on that one item alone $875,000; and if you did 
» on the basis of $50 a share you would have over a million and a half? 
. That was—it doesn’t seem possible today. 
. Do you think a situation like that ought to be tolerated? 
. Tolerated? 
Yes. 
. L don’t like that word. 
. Continued, then? 
. I think there are a great many things that should be changed; yes, sir. 


tas 

| The sponsor never saw fit to exercise its options, but ultimately 
received in exchange Atlas Corporation warrants on the subsequent 
sale of the investment company to Atlas Corporation.”* 


i 1, MANAGEMENT CONTRACT 


SeLehebe 


On January 23, 1929, the board of directors approved a contract 
between the investment company and O’Brian, Potter & Stafford, 


20Td., at 13951-2. 

217d., at 18960-1. 

2Td., at 13961. 

23 See discussion infra, p. 73 et seq. 

24 Op. cit. supra, note 1, Commission’s Exhibit No. 1393. 
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under the terms of which O’Brian, Potter & Stafford became the 
manager of the investment company for a period of ten years at 
an annual fee of one-half of 1% of its net worth. No provision was 
made which would permit the investment company to terminate the 
arrangement prior to the expiration date. 

This management compensation to the firm of O’Brian, Potter & 
Stafford was in addition to the three-year option warrants to pur- 
chase 50,000 of the company’s shares at $20 per share. Thus, irre- 
spective of the success of the sponsor’s management, O’Brian, Potter 
& Stafford was assured of a management fee for a period of ten years 
and, in addition, could further participate in the profits, if any, by 
exercising its option warrants. Further, as was admitted by Mr. 
Stafford, president of the company, the investment company could 
not free itself from its sponsor’s control during the 10-year manage- 
ment period without coming to terms with the sponsor.” ; 

Moreover, although there was no provision in the certificate of in- 
corporation permitting “self-dealing”, i. e., direct transactions in 
which the sponsor was pecuniarily interested, between the sponsor 
and the investment company, the management contract contained a 
broad provision allowing the sponsor to deal with the investment 
company in any manner, provided the sponsor accepted “the responsi- 
bility of the fairness to the corporation of any such transaction.” 
Paragraph 5 of the management agreement provided as follows :2° 

In the management of the funds and investments of the Corporation, the 
Managers may deal on behalf of the Corporation with themselves or with any 
of them or with any of their agents or employees or with any corporation, 
association, partnership, firm, trustee, syndicate, or individual in which they 
or any of them may be interested, and, specifically, but without limitation of 
the generality of the foregoing, may purchase securities from or sell securities 
to or otherwise deal in respect of securities with themselves or with any of 
them cor with their employees or agents or with any corporation, association, 
partnership, firm, trustee, syndicate, or individual in which they or any of them 
may be interested; no such transaction shall be void or voidable by reason of 
any interest of the Managers therein; neither the Managers nor any of them 
nor any of their agents or employees nor any corporation, association, partner- 
ship, firm, trustee, syndicate, or individual shall be liable to the Corporation or 
to the stockholders thereof with respect to any profits which they may make in 
connection with any such transaction or otherwise; provided that the Managers 
agree to accept the responsibility of the fairness to the Corporation of any such 
transaction. 

The prospective investor in the investor company was not informed 
of any intention to vest in the officers, directors, or manager the 
power to deal with the investment company on their own behalf. 
Mr. Stafford testified :27 i 


Q. Don’t you think that matter of self-dealing was of sufficient consequence 
that the prospective stockholder should have been apprised of the fact that the 
partners would have that right so that a person could determine whether he 
wants to be a participant in such a fund? 

A. I think that in the light of present-day conditions, that certainly that 
would be a pertinent thing. 


Mr. Stafford conceded that, by failing to include the “self-dealing” 


provision in the articles of incorporation and by making them part 
of the management contract, not only was the public not apprised of 


2Td., at 13951-2. 
26 Op. cit. supra, note 1, Commission’s Exhibit No. 13938. 
71d, at 13956—7. 
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the existence of this provision but the prospective investor could not 
ascertain its existence.?® 


Q. I [have] read the articles of incorporation very carefully, Mr. Stafford, and I 
find that no similar provision is included in the articles of incorporation. Now, 
the articles of incorporation, of course, would be a matter of * * * public 
{record] * * * isn’t that so [since it would] * * * have to be filed with 
the [County] Clerk? 

A. Yes, sir. 

Q. And the persons [financially] interested could ascertain what the rights of 
O’Brian, Potter & Stafford are in connection with dealing with the trust; 
isn’t that so? 

A. Yes, sir. 

Q. But this management contract was not * * * a public document, isn’t 
that so? 

A. That is right. 


On January 23, 1929, within ten days after the certificate of incor- 
poration was filed, Walter F. Stafford as president of the company 
signed the management contract on behalf of Iroquois Share Cor- 
poration. O'Brian, Potter & Stafford, as the a party to the 
agreement, executed the contract through its partner, Lars S. Potter.” 

“On the same day, January 23, 1929, a special meeting of the 

“dummy” board of directors w: as held at which the management 
contract with O’Brian, Potter & Stafford was ratified. Mr. Stafford 
testified : °° 


* * * [the management] contract was never submitted to the stocek- 
holders for approval, isn’t that so? 

A. I believe it was submitted to the Board, as was afterwards constituted, and 
that is my recollection, and approved by the permanent Board. 

Q. I haven’t seen that minute and I would be glad to give you a copy of the 
entire minutes to find that. The fact is that the Board that did ratify it. was 
a Board constituted of the employees [of the firm of O’Brian, Potter & Stafford] 
and the partners? 

A. That is true. 


At the same meeting on January 28, 1929, the board of directors 
agreed to deliver to O'Brian, Potter & Stafford 100,000 shares of the 
company’s stock against payment of $20 a share. O’Brian, Potter & 
Stafford offered these 100,000 shares to the public at $21. 50 a share.®! 
This offering was to make available the sum of $2,000,000 to the in- 
vestment company, and O’Brian, Potter & Stafford was to receive 
$150,000 as a gross underwriting commission. As to the commission, 
Mr. Stafford testified : 


 Q.* * * Now, at the time that this resolution was adopted or the under- 
writing arrangement made, the board of directors of Iroquois Share Corpora- 
tion was composed solely and wholly of partners of O'Brian, Potter & Stafford 
and employees, isn’t that so? 

A. That was the organizing board; yes, sir. 

Q. So that this arrangement whereby O’Brian, Potter & Stafford got a gross 
underwriting commission of $1.50 a share * * * was literally fixed by 
O’Brian, Potter & Stafford, isn’t that so? 

A. That is correct. 


°88Td., at 138953-6. 

29Td., Commission’s Exhibit No. 1393. 

80Td., at 13952. 

31Id., at 13954 and Commission’s Exhibit No. 1394. The issue was oversubscribed. 
(Id.. at 18941.) The stock opened on the Buffalo Stock Exchange at a premium of 3% 
to 6 points above the offering price. (Id., at 13957.) Mr. Stafford considered this a 
flattering evaluation by the public of the management’s worth. (Derived from sup- 
plementary information supplied the Commission for Iroquois Share Corporation.) 

82 Op. cit. supra, note 1, at 139389. 
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Q. There was nobody representing the future stockholders when that com- 
mission was fixed, isn’t that so? 

A. Couldn’t have been very well, Mr. Schenker. 

Q. * * * The sponsors sit fon both sides of] the table and they fix what 
in their judgment they think they ought to get paid? 

A. That is correct, in a company of that kind. 


~ 2. PORTFOLIO INVESTMENTS 


Investments by Iroquois Share Corporation, during the period of 
management by O’Brian, Potter & Stafford and later by Walter F. 
Staffor d, were made in substantial amounts in securities of companies 
for which the firm of O’Brian, Potter & Stafford was the banker or 
of which members of the firm were directors or officers or with which 
other Iroquois Share Corporation directors had connections.** Most 
of these securities were not listed on the New York Stock Exchange.** 
The investment company’s funds were expended to acquire large i in- 
terests in small banks in western New York, investments which 
tended to advance the personal interests of the sponsors, since the 
firm was interested in procuring clients for the purchase of securities 
underwritten or sponsored by. it. Investments of such character 
totaled $1,395,953.88. A realized and unrealized loss of $666,815.97 
was sustained in these investments, exclusive of the loss sustained on 
the investment in a building erected by Seventeen Court Street, Inc., 
which will be described later. 

In the case of companies in which the sponsor was personally in- 
terested, so-called related companies, the loss was 58% ,** while invest- 
ments in unrelated companies show ‘ed a loss of only 18%.°* Never- 


® A seat on the Buffalo Stock Exchange was purehased by the investment company 
for $25,000. Despite the fact that the investment company paid the full price for 
this seat, it received only 60% of the commissions earned, while O’Brian, Potter & Stafford 
received the balance of the commissions. Mr. Stafford explained that that was the purpose 
of the purchase (id., at 13962) ; 

Q. After the trust bought its seat on the Buffalo Stock Exchange, then O'Brian, 
Potter & Stafford cleared —~? 

A. Yes, sir. 

Q. And it retained 40% of the commissions and the trust got 60%, but you still 
participated in the brokerage ? 

A. That was the purpose of buying the seat on the Buffalo Stock Exchange. 

The investment company craded actively in its portfolio securities, and O’Brian, 
Potter & Stafford received $29,000 as brokerage commissions during the 27-month period 
of the sponsor’s management. (Id. at 13962.) 

Td... at 14062—-8. When Iroquois Share Corporation was organized, one of its first 
acts was to lend the sponsor, O’Brian, Potter & Stafford, $1,780,879.70 on call, virtually 
all the money the investment company had at the time. Thereafter, for a short period 
this loan became under-collateralized by $64,782.78. Subsequently the loan was paid 
in full. (1d., at 14105-7.) 

*> On portfolio investments alone in related companies the loss was over 47%. (ld., 
Commission’s Exhibit No. 1415.) With the addition of the loss suffered on Seventeen 
Court Street, Inc., following the conversion of Iroquois Share Corporation stock into 
Atlas Corporation stock, the total loss was $1,040,375, out of a total investment in related 
companies of $1,779,625, or 58%. (Id., Commission’s Exhibit No. 1422 A and B.) 

%6The loss on portfolio securities in unrelated companies was computed as follows: 
Total purchases of securities throughout the life of the investment company amounted 
to $10,409,251, (id., Commission's HExhibit No. 1422-D) of which $1,395,954 were in 
related companies, leaving a balance of $9,013,297 in unrelated companies. The net 
loss on securities throughout the life of the corporation was $1,855,095 (id., Commis- 
sion’s Exhibit No. 1422—-B), of which $666,316 was on securities in related companies, 
leiving a loss of $1,188.779 on securities in unrelated companies, or 18% on the total 
ot $9,013,297. 
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theless, as has been pointed out, the investors were not even apprised 
of the existence of the power of self-dealing on the part of the 
mahagement. 


3. INVESTMENT IN SEVENTEEN COURT STREET, INC. 


One of the largest losses suffered by the investment company was 
occasioned by the purchase on July 18, 1930 of the entire capital 
stock (1,000 shares) of Seventeen Court Street, Inc. from O'Brian, 
Potter & Stafford. In March 1928 that firm exercised an option it 
held to purchase land at Seventeen Court Street, Buffalo, New York. 
On this land O’Brian, Potter & Stafford contemplated erecting a 
seven-story office building in which the firm intended to occupy two 
floors and lease the others. The firm procured a building loan from 
the Marine Trust Company and a second mortgage loan from the 
Mutual Benefit Life Insurance Company.*7 The balance of the 
money necessary to erect the building was to be furnished by the 
partners of the firm. Construction of the building was started to- 
wards the end of 1929.°° 

Early in 1930 it became necessary for the firm of O’Brian, Potter 
& Stafford as a member of the New York Stock Exchange to attain 
a more liquid financial condition. Roland Lord O’Brian, a partner 
of the firm, testified that “we were required to keep liquid in order 
to protect our customers and our accounts and we did keep liquid.” °° 
Among the illiquid assets of O’Brian, Potter & Stafford was the stock 
of Seventeen Court Street, Inc. 

Following the collapse in security values in October of 1929, real 
estate values also began to decline. As early as January 29, 1930, 
the firm of O’Brian, Potter & Stafford realized the difficulty of rent- 
ing space in an uncompleted office building and were aware of the fact 
that a “building slump” had occurred in Buffalo. On January 29, 
1930, Frederick C. Stevens, a partner in the firm of O’Brian, Potter 
& Stafford, wrote a letter to this effect to Walter F. Stafford, another 
of the firm’s partners. Mr. O’Brian testified as to this letter: *° 

Q. I made the suggestion this morning that we pick out the best real estate 
brokers in Buffalo and have them start on the leasing of our new building. 1 
think by good advertising in the newspapers, giving a typical floor plan, and 
also the street plan, showing the location of other buildings, that we can stimu- 
late a good deal of interest and have the building partly rented at least before 
it is completed. This in turn would make financing the building very much 
simpler if we had some real contracts signed. 

I have also suggested that we ought to designate a building committee to 
sit with the architects in letting all subcontracts. In this building slump I 
understand that many contractors are tickled to death to take contracts with a 
small margin of profit to keep them occupied. We should benefit by this 
situation. 

That is an indication in Mr. Stevens’ mind at least that there was a building 
slump in Buffalo, and you don’t really deny that? 

A. I don’t deny that at all. 

Q. This is January 29, 1930, which is approximately six months before the 
building was sold to the Iroquois Share Corporation, and certainly real-estate 
conditions became progressively worse after that, and not better, isn’t that so? 


871d., at 18975, and Commission’s Exhibit No. 1402. 
38 1d., at 139746. 

2 Td., at 13976. 

40Td., at 18981-2 and Commission’s Exhibit No. 1396. 
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A. I think that they probably did, but there was no slump in real estate 
that I can remember. 

Q. At least, Mr. Stevens says that there was a building slump. 

A. A building slump; yes. 

By July of 1930 the building owned by Seventeen Court Street, Ine. 
was not yet completed. The only leases for space in the building which 
had been made were a lease with the firm of O’Brian, Potter & Stafford 
for the basement and the first floor of the building and a lease for space 
to be used for a cigar stand in the lobby of the building.“ Six of the 


_ seven floors in the building were unrented. 


From March 1, 1928, to July 3, 1930, the total investment by O’Brian, 
Potter & Stafford in Seventeen Court Street, Inc. amounted to $313,- 
616.32. This cost represented the capital expenditures involved in 
the development of the real property and also included a net operating 
loss of $35,168 incurred by the corporation prior to the construction of 
the building.** 

Tn order to increase its own cash position, O’Brian, Potter & Stafford 
arranged to dispose of the stock of Seventeen Court Street, Inc. to Iro- 
quois Share Corporation. As has been pointed out, the management 
contract of January 23, 1929, between Iroquois Share Corporation and 
O’Brian, Potter & Stafford expressly permitted the firm to deal with 
the investment company, provided the firm accepted the responsibility 
for the fairness of the transaction. 

On July 18, 1930, O’Brian, Potter & Stafford offered to transfer all 
the stock of Seventeen Court Street, Inc. to Iroquois Share Corpora- 
tion at a price equivalent to the full cost of the building enterprise, 
namely, $313,616.32.44 As part of the same transaction and as further 
consideration for the purchase of the Seventeen Court Street, Inc. 
stock, O'Brian, Potter & Stafford offered to cancel its management con- 
tract of January 27, 1929 with Iroquois Share Corporation. The firm, 
however, did not offer to surrender to the investment company the 
50,000 Iroquois Share Corporation warrants which were granted pur- 
suant to the terms of the management contract as additional compensa- 
tion for its management services. 

On the day it was made, the offer of O’Brian, Potter & Stafford to 
sell all the stock of Seventeen Court Street, Inc. was accepted by the 
board of directors of the investment company. The directors con- 
nected with the firm refrained from voting, and immediately upon 
acceptance of the offer all the directors and officials appointed through 
the firm of O’Brian, Potter & Stafford, with the exception of Walter F. 
Stafford, resigned. Mr. Stafford, on the other hand, as part of the 
transaction involving the sale of the building to the investment com- 
pany, terminated his association with the firm of O’Brian, Potter & 
Stafford.*? However, in accordance with a prearranged plan, he was. 

417d., at 138991. 

“Td., Commission’s Exhibit No. 1400. 

“ Ibid. 

“The corporation's equity in the building was subject to first and second mortgages 
totaling $827,000. (Id., at 13980.) The partners of O'Brian, Potter & Stafford were all 
personally on the bond of the second mortgage, amounting to $377,000, and in case 
of foreclosure with a resulting deficiency judgment, not only would their equity have 
been wiped out but the partners would also have been jointly and severally liable for 
the amount of any deficiency judgment. (Id., at 13980.) 


4 Q’Brian, Potter & Stafford changed its name to O’Brian, Potter & Company, after 
Mr. Stafford resigned. (Id., at 14097.) 
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immediately given a contract by Iroquois Share Corporation to manage 
that investment company for a period of five years ending on Sep- 
tember 15, 1935, at an annual rate of $25,000 plus an annual bonus of 
5% of the investment company’s profits.** The compensation to Mr. 
Stafford under the new management contract exceeded the remunera- 
tion under the former contr ‘act, since the former compensation at 
the rate of 14 of 1% of the net worth of the investment company had 
yielded to O’Brian, Potter & Stafford fees for the year 1929 of only 
$12,581, and for 1930, $7,585, a total of $20,166 for both years.” The 
annual fee which Mr. Stafford w: as to receive, without tian ‘into ac- 
count the possible 5% bonus, was in excess of 1% of the net worth of 
the investment company in July 1930.48 

The new management contract between the investment company 
and Mr. Stafford was never submitted to the stockholders for their 
approval, although without their knowledge the contract bound the 
investment company irrevocably for a period of five years to the man- 
agement of Mr. Stafford, whether successful or not. Any attempt by 
the stockholders of the investment company to liquidate, to merge with 
another investment company, or to change the management w ould re- 
quire the corporation, and thus indirectly the stockholder s, to compen- 
sate Mr. Stafford for his contract. 

The purchase price paid by Iroquois Share Corporation for the stock 
of Seventeen Court Street, Inc. constituted approximately 15% of the 
former’s then net assets.*? In order to pay for the purchase the invest- 
ment company, which then had no available cash,°? was required to 
liquidate readily marketable securities.** However, the sale to Lroquois 
Share Corporation enabled O’Brian, Potter & Stafford to “bail” itself 
out of an illiquid asset at a time when it needed cash. Mr. Stafford 
testified to this effect : * 


Q. I don’t think that you have to be squeamish about this, but of course 
probably every brokerage firm in the country found itself in that position— 
O’Brian, Potter & Stafford needed cash, isn’t that so? 

A. That is right. 

Q. And it had this 17 Court Street real estate, in which it had [invested | 
$313,000? 

A. That is right. 

Q. And the sale by O'Brian, Potter & Stafford to the investment trust was a 
means by which, aside from the merits of the sale, a means by which O'Brian, 
Potter & Statford could realize that cash quickly, isn’t that so? 

A. That is quite right. 

* w * bo 3% a % 

Q. And as part of this transaction, there was an arrangement made whereby 
O'Brian, Potter & Stafford would cancel their management contract, iswt that 
so? 

A. Yes, sir. 


46 Jd., Commission’s Exhibit No. 1404. 
47Td., at 13963. 
48Tq., at 14013. Mr. Stafford testified (ibid.) : 


Q. In any even this is a fact——- 


A. There was a shrinkage, yes. 
Q. So that as far as the stockLesders were concerned, not only did they buy the 


property from O'Brian, Potter & Stafford but the [company gave you a] manage- 
ment contract which * * * now had provided for $25, 000 a year, while under 
the old management contract, with O'Brian, Potter & Stafford, “at least at that 
time, one-half of 1% would not equal $25,000 a year, isn’t that so? 
A. It would not. 
49 Tq, at 18998 and 14037. As at December 31, 1939, Iroquois Share Corporation had 
net assets of approximately $2,100,000. (Id., Commission’s Exhibit No. 1422.) 

5 Td., at 13985-6. 

51Td., at 13989. 

®2Td., at 14006-7. 
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Q. But they were to keep the option warrants, isn’t that so? 

A. Oh, yes. 

Q. Although the option warrants were given to them as part of the com- 
pensation for the management and although they were terminating their rela- 
tionship as managers, the arrangement was still made to let them keep the 
option warrants so that if at some future date the corporation was lucky enough 
to make some money O'Brian, Potter & Stafford could still participate in that 
profit, isn’t that so? 

A. That is the way it worked out. 


My. Stafford testified further : ** 


Q. Now, let use see what the consequence of that deal was, with respect 


to O'Brian, Potter & Stafford and yourself, and the Iroquois Share Corporation. 


The Iroquois Share Corporation took you or bailed you out of your commit- 
ment in that building, isn’t that so? 

A. If you want to put it that way. 

In response to a further question, the witness said:*+ “* * * 
‘Bail’ is a good word.” 

Stockholders of Iroquois Share Corporation were first informed of 
the purchase of all the stock of Seventeen Court Street, Inc. in the 
dnvestment company’s annual report for the year ended December 31, 
1930, about six months after the purchase. The fact that the pur- 
chase had been made from the firm of O’Brian, Potter & Stafford 
was not revealed to the stockholders. A letter from Walter F. Staf- 
ford, president of Iroquois Share Corporation to the stockholders 
which accompanied this annual report, stated : °° 


During the year the policy of the management of the Iroquois Share Cor- 
poration has been to steer a middle course. Securities have been liquidated, 
even at a loss, to place the corporation in a strong cash position to take 
advantage of possible drastic breaks in the market, meanwhile holding a 
Strong list of securities in the event of upturns. 

* * * In July 1930, the Corporation acquired the property at 17 Court 
Street, Buffalo, New York. As of September 15, 1930, Iroquois Share Gorpora- 
tion began to function as a distinct and independent organization, the man- 
agement contract with O'Brian, Potter, Stafford & Co, then becoming ineffec- 
tive. 

The record affords no indication that the independent directors of 
Troquois Share Corporation made any attempt to ascertain the mar- 
ket value of the stock of Seventeen Court Street, Inc., the only asset 
of which was the equity in the office building then under construc- 
tion. However, Mr. O'Brian testified that many of these directors 
were on the appraisal and loan committee of several banks.*? 

The continued decline of business and real estate values made it 
extremely difficult for Iroquois Share Corporation to rent space in 

° OL. , i \ @ . a v 
the building. In February 1931, after the completion of the build- 
ing, O'Brian, Potter & Stafford, Iroquois Share Corporation, and the 

33 1d., at 14016—7. 

54 Td., at 14017. 

* Id., Commission’s Exhibit No. 1403. 

°° The record of the company’s activities reveals that actually it stripped itself of cash 
and became frozen through purchase within a period of several months of Seventeen 
Court Street, Inc., and the Bank of Williamsville stock. 

Op. cit. supra, note 1, at 14096. The first and second mortgages on the building 
totaled $827,000. (Id., at 13979.) The Buffalo taxing authorities valued both the land 
and building owned by Seventeen Court Street, Inc. at $517,470. (Id., at 13979.) However, 
this evaluation for taxing purposes is concededly not a conclusive determinant of actual 


value. The record does not disclose the assessment ratios prevailing in Buffalo at this 
time. 
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owner of the cigar stand in the lobby of the building were still the 
only tenants, six of the seven floors of the building being vacant. 
Although it was estimated that the expenses of operation of the 
building would be met only if a minimum of $2.70 per square foot 
was secured in rentals,°* Iroquois Share Corporation was unable to 
procure tenants by offers to lease at rentals of $2.25 per square foot 
and encountered difficulties at $1.75 per square foot.*® By April 30, 
1931, when Atlas Corporation took over control of Iroquois Share 
Corporation, the investment company had advanced to Seventeen 
Court Street, Inc. $70,055.17 © which was presumably used to meet 
the expenses of maintenance of the building. The total investment 
made by Iroquois Share Corporation in this Seventeen Court Street, 
Inc. property was $383,671.49 * as at April 80, 1931. 

Furthermore, i addition to the payment made to the sponsor, 
additional payments had to be made for uncompleted contracts, as 
was admitted by Mr. O’Brian.°? 

Q. Now, this has a footnote, “Incompleted building contracts,” amounting to 
[$118,579.97] and not included in the foregoing balance sheet certified to by 
Ernst & Ernst, J'ianuary 12, 1931. Doesn’t that mean that in addition to its 
initial investment of $313,000 and in addition to assuming any operating deficit 
which may exist, which in February of 1931 was $81,000, * * * there were 
also incompleted building contracts amounting to $118,579.97? 

That represented a very, very substantial commitment by Iroquois Share 
Corporation, in that real estate venture, did it not, Mr. O’Brien? 

A. Well, any building -bought in the course of construction, of course, you 
would obligate yourself to do the same thing, and what proportion that is, 
I don’t know. 

Q. And by selling that building to the investment trust, O'Brian, Potter & 
Stafford was not only relieved of these obligations, that is, the trust took them 
over with respect to the operating deficit and the incomplete contracts, but 
O’Brian, Potter & Stafford got every dollar of its money back that it put in, 
isn’t that so? 

A. Yes. 

Atlas Corporation, in determining the net worth of Iroquois Share 
Corporation in March of 1931 for the purpose of calculating a ratio 
of exchange of Atlas Corporation securities for Iroquois Share Cor- 
poration stock, tentatively evaluated the stock of Seventeen Court 
Street, Inc. at $200,000, but the exchange offer actually made by 
Atlas Corporation in April of 1931 was based on a calculation of a 
“realization value” for this stock of only $45,000.%* 

In 1982, Atlas Corporation surrendered a deed to the property held 
by Seventeen Court Street, Inc. to the second mortgagee. As a 
result, the investment in this building was ultimately entirely lost. 

Under questioning by counsel for O’Brian, Potter & Stafford, Mr. 
Stafford justified the purchase of 17 Court Street by the investment 
company on the ground that “I thought it was an excellent trans- 
action and being a large shareholder of Iroquois I was delighted to 


58 Td., Commission’s Exhibit No. 1401. 

STd., at 13996. 

6 Td., Commission’s Exhibit No. 1422. 

61 Thid. 

®Td., at 14000. 

68 Td., at 14004. 

* Public Examination, Atlas Corporation, Commission’s Exhibit No. 2043. 

% Derived from supplementary information supplied the Commission for Iroquois. Share 
Corporation. 
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still have an interest in that property and I still think it was a good 
transaction. It is one of the best business corners in the city of 
JSuniielo? 


4, INVESTMENTS IN BANK OF JAMESTOWN AND BANK 
OF WILLIAMSVILLE 


Early in 1929 the firm of O’Brian, Potter & Stafford set out to 
acquire control or obtain a substantial stock ownership in commercial 
-banks. By December of 1929 Iroquois Share Corporation had ac- 
quired 1,509 shares out of the 10,000 shares outstanding of the Bank 
of Jamestown or 15% thereof at a cost of $129,800. Brewer D> 
Phillips, a director of this bank, was a director of the investment 
company. During 1930 and 1931 stock of the Bank of Jamestown 
was disposed of by the investment company at a loss of $21,506.74.°° 

The largest single bank investment of Iroquois Share Corporation, 
however, was in the stock of the Bank of Williamsville. In the 
minutes of the meeting of the board of directors of the investment com- 
pany held on May 9, 1929, it was resolved to “purchase up to 300 shares 
of the stock of the Bank of Williamsville at $700 a share with the 
understanding that O’Brian, Potter & Stafford purchase an amount of 
stock which, with the additional stock held, would establish working 
control of the Bank.” * 

During May of 1929 the investment company purchased 300 shares 
of the stock of the Bank of Williamsville, or 15% of the 2,000 shares 
of the bank’s stock then outstanding, at $700 per share from various 
holders for an aggregate cost of $210,000. On the basis of $700 per 
share, the return on the investment did not exceed 2% annually.°® 
Prior to the time the investment was made Howard C. Britting was 
president of the Bank of Williamsville and a director of the invest- 
ment company.” James Chalmers, Jr. was vice president of the bank 
and later became a member of the board of directors of Iroquois Share 
Corporation.” After the investment had been made, Walter F. Staf- 
ford, president of the investment company, and Frederick C. Stevens, 
a partner of O’Brian, Potter & Stafford and a director of the invest- 
ment company, became members of the board of directors of the 
bank.“ This percentage of bank stock held by the investment com- 
pany, Mr. Stafford conceded, represented working control of the 
bank.”? Mr. Stafford testified: 7° 


Q.* * * So that from the very inception it was contemplated that the 
Iroquois Share Corporation would be in a group which had working control and 
ultimately with your subsequent acquisitions Iroquois Share Corporation would 
have working control? 

AL, WES, Slit, 


6a Op. cit. supra, note 1, at 14095. 

66 Td., Commission’s Exhibit No. 1415. 

‘7 Td., at 14035-6 and derived from supplementary information supplied the Commission 
for Iroquois Share Corporation. 

68 Op. cit. supra, note 1, at 14032. In 1928 the Bank of Williamsville paid a dividend of 
$16 per share (the par value being $100) and in 1929, $12 per share. (Id. at 14032-3 and 
Moody’s Manual of Investments, Banks, etc. 1933, p. 489.) 

6 Op. cit. supra, note 1. Commission’s Hxhibit No. 1390. 

7Td., at 14031. 

27d., at 14035. 

72 1d., at 14035. 

%371d., at 14036. 
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In February of 1930 the Bank of Williamsville increased its capital 
stock from 2,000 shares to 10,000 shares, issuing five new shares for 
each old share.* The 300 shares of the bank stock held by the invest- 
ment company were, therefore, upon the recapitalization converted 
into 1,500 shares. In June of 1930 the bank also offered to its stock- 
holders 5,000 additional shares of its stock at $70 a share. This offer- 
ing to the bank’s stockholders was underwritten by the investment 
company,’? which, despite the unfavorable market condition, agreed 
to take at the offering price all or any part of the 5,000 shares which 
were not taken by the stockholders. In fact, none of the stockholders 
agreed to purchase any of the new stock, and the investment company 
was required to take up the entire 5,000 shares of stock at a cost of 
$350,000. Thus the position of the investment company in the stock 
of the Bank of Williamsville was increased to 6,500 shares at a total 
cost of $560,000, or approximately $86 per share. The 6,500 shares 
represented in excess of one-third of the outstanding stock of the bank, 
and this investment by Iroquois Share Corporation in the bank stock 
constituted approximately 1624% of the net contributed capital of the 
investment company.”¢ 

Bearing on this commitment of the investment company to under- 
write the 5,000 additional shares of the bank stock is a letter sent. by 
Frederick C. Stevens, a partner in the firm of O’Brian, Potter & 
Stafford, to the president of Iroquois Share Corporation in which he 
stated : 7 


I wanted particularly to straighten out the situation in regard to the sub- 
scription for the new stock [Bank of Williamsville]. As you know, Iroquois is 
committed to underwrite the entire amount. The amount that stockholders will 
take, of course, is problematical, and will remain undecided until the rights 
expire on June 30th. 

I was anxious to get all the directors to sign up to take their full allot- 
ment of stock, but Al [“] tells me that it is financially impossible for many 
of them to do it. His suggestion is that since Iroquois is committed to under- 
write the unsold balance, that Iroquois loan the different directors sufficient 
money at 6% to pay for their new stock and to take back their individual notes, 
give them whatever dividends are paid on the stock, and Iroquois receive 6% for 
its loan. Personally I would favor such an arrangement because it would mean 
that ultimately the stock would be placed in good hands and for at least twelve 
months or so Iroquois would be getting 6% on its money instead of possibly 
about 8%. 


* * ES BS 3 x Es 


74 Moody’s Manual of Investments, Banks, et¢., 1933, p. 489. 

% Op. cit. supra, note 1, at 14036-7. 

76This transaction, it may be noted, followed the investment company's purchase 
of Seventeen Court Street, Inc., for $313,616, which the investment company had been 
able to raise only by selling part of its marketable portfolio. 

7 Op. cit. supra, note 1, at 14044-5 and Commission’s Exhibit No. 1409. Individuals 
who were officers and directors of Iroquois Share Corporation and the bank, and also 
connected with O'Brian, Potter & Stafford, had obligated themselves for the purchase of 
part of this stock from Iroquois Share Corporation. Loans were made upon the collateral 
of the Bank of Williamsville stock itself to the following individuals (id., at 14046—7) : 
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Howard G. Britting : 7, 000. 00 
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“Albert H. Meyer, a vice president of the Bank of Williamsville, was the one who 
ultimately purchased the working control of the bank from the investment company when, 
as a condition of the exchange offer which was made, Atlas Corporation insisted upon 
the elimination of the bank stock from the portfolio. (1d., at 14047-9 and Commission’s 
Exhibits Nos. 1411 and 1412.) 
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We are going to do everything we can from the Bank’s standpoint to encour- 
age taking up the stock, but if people haven't got the money and can’t borrow 
it, it is going to throw a large total onto Iroquois. 

Having acquired the working control of the bank, the investment 
company was obliged not only to concern itself with the interest of its 
own stockholders but also to give consideration to the affairs of the 
bank in which it owned so substantial an interest. Walter F. Stafford 
testified : “° . 

Q. And isn’t that, based on your experience, the truth in every case where an 
jnvestment trust becomes substantially a holding company, where it has not only 
the investment problem as an investment trust but has the management problem 
as a holding company? Isn’t that so? 

A. It is apt to develop that way in times of depression or bad management, 
or whatever you want to consider it. 

On April 8, 1931, when the investment company was desirous of 
selling its Bank of Williamsville stock in order to complete the ex- 
change deal with Atlas Corporation, Albert H. Meyer, a director of 
Iroquois Share Corporation and vice president of the Bank of Will- 
jamsville, made an offer for the stock at $25 a share.“° However, he 
was permitted to withdraw this offer and he later purchased the stock 
from Iroquois Share Corporation at $20 per share. ‘Thus, Iroquois 
Share Corporation on its investment of $568,580 in the Bank of 
Williamsville suffered a loss of $405,110 or in excess of 70% of the 
purchase price,®* the largest single loss suffered by the investment 
company. 

When questioned concerning this transaction by counsel for O’Brian, 
Potter & Stafford, Mr. Stafford testified as follows: *'# 

Q. * * * The Williamsville Bank stock turned out to be a bad investment 


in the end? 

A. Well, we were forced into making it a bad investment. I don’t think it 
would have been if the Iroquois had continued in existence and held that stock. 
I think it would have been perfectly all right. 

Unfortunate as this venture was for Iroquois Share Corporation, 
ihe investment by the company in the Bank of Wilhamsville was not 
without its advantages to O’Brian, Potter & Stafford, which, as an 
investment banking firm, was interested in banks as potential pur- 
chasers of securities underwritten by the firm. Control of a bank 
by an investment company managed by O’Brian, Potter & Stafford 
tended to insure to this firm the security business of the bank as 
well as its brokerage business. Thus Walter F. Stafford, a partner 
of the firm and the president of the investment company, testified : S* 


Q. I say, if the Iroquois Share Corporation had working control of the bank, it 
night be a source of business to O’Brian, Potter & Stafford? 

A. It could be. 

Q. Yes; the fact of the matter is—— 

A. The fact of the matter is that it was a source of business to us before 
we went into it. We were deriving business from that bank. 

®. You were deriving business from the bank? 

A. Oh, yes. 

Q. But that source of business could not be [derived] if the management 
decided not to give you that business. * * * Isn’t that so? 

A. It would mean a quarrel perhaps. 


"Td, at 14046. 

8 7d., at 14049. 

1 Jd., Commission’s Exhibit No. 1415. 
sa Td., at 14099: 

&Td., at 140389. 
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The contact with the Bank of Williamsville was almost immediately 
profitable to O’Brian, Potter & Stafford.®* In August of 1929 
O’Brian, Potter & Stafford, the Bank of Williamsville, and the Bank 
of Clarence organized the Williamsville Share Corporation as an in- 
vestment company affiliate of the Bank of Williamsville. O’Brian, 
Potter & Stafford received underwriting commissions for issuing io 
the public the stock of the new cor poration ; became the manager of 
the new corporation at quarterly fee of 1% of 1% of the liquidating 
value; received option warrants as additional management compensa- 
tion; and also obtained all its brokerage business. 

In April of 1930 the assets of Williamsville Share Corporation, as 
previously stated, were acquired by Iroquois Share Corporation in 
consideration of the issuance of 29,418 shares of Iroquois Share Cor- 
poration stock to the stockholders of Williamsville Share Corporation. 
Jn exchange for the warrants of Williamsville Share Corporation 
held by the Bank of W ilamsville, the Bank of Clarence, and by 
Os Potter & Stafford, the investment company, Iroquois Share 
Corporation issued its own warrants evidencing the right to subscribe 
for 21,500 shares of its own stock before April Il, 1935, at a price of 
$20.50 per share. By this exchange of w arrants O° Brian, Potter & 
Stafford received 16,950 additional Iroquois Share Corporation war- 

rants, the Bank of Williamsville 4,050 warrants, and the Bank of 
Clarence 500 warrants.** In order to make all of the warrants issued 
by Iroquois Share Corporation uniform in price and duration, the 
period during which the original 50,000 warrants acquired by 
O’Brian, Potter & Stafford as “management compensation could be 
exercised was extended from December Bl IBY we Ayorll IL, SB 
and their exercise price was raised to $20.50 per share from $20 per 
share. 

By April of 1930, therefore, O’Brian, Potter & Stafford had 
acquired a total of 66,950 warrants of Iroquois Share Corporation— 
50,000 as management compensation from the investment company 
under the terms of the management contract of January 23, 1929, and 
16,950 as the result of the absorption of Williamsville Share Cor- 
poration by the investment company.® 

Mr. Stafford acknowledged that when an investment banker man- 
aged an investment company conflicts might exist between the inter- 
est of the investment banker and the investment company with respect 
to particular investments. He testified: 


Q. And the fact is that O’Brian, Potter & Stafford got the underwriting of the 
securities of the Williamsville Share Corporation, isn’t that so? 
A. That is correct. 


83 Td., at 140389 et seq. 

St Public Examination, Atlas Corporation, Commission’s Exhibit No. 2001 (p. 91). 

8 Troquois Share Corporation made another investment in securities which were under- 
written by the sponsor. This investment was in Stout D. & C. Air Lines, Inc. Iroquois 
Share Corporation held 4,200 shares of common stock of this company at an original 
cost of $16,960, the market value of which was $2,100 on April 30, 1931 (Op. cit. supra, 
note 1, Commission’s Hxhibit No. 1423.) O’Brian, Potter & Stafford secured a loan of 
$400,000 in August 1929 from Stout D. & C. Air Lines, Inc. (id., at 14104), a company 
which, though supplied with a large capital by the investing public, never functioned beyond 
purchasing two giant flying boats which could not fly, and finally had to be sold for scrap. 
Stout D. & C. Air Lines, Inc., was dissolved at a substantial loss to the investing public. 

86 Td., at 14040-1. 
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Q. And that was subsequent to the time that the investment trust [Iroquois 
Share Corporation] purchased its initial block of stock in the Williamsville 
Bank, isn’t that so? 

A. Yes, 

Q. Now in your experience * * * isn’t that one of the problems that 
arises by virtue of the association of investment bankers with investment 
trusts—that through their affiliation and through the investments of the invest- 
ment trusts in certain situations, the investment bankers are in a position to 
get underwriting business/ management contracts and so forth? 

A. It is all involved, Mr. Schenker, yes; all those features are involved. 

@. And you can visualize the situation, can you not, Mr. Stafford, wherein 
- the Board of Directors or the managers in making an investment judgment for 
the investment trust, might be put in the position where there is a conflict of 
interest, in this respect, that although investment A may be a little better for 
the investment trust, an investment in corporation B might mean a little bank- 
ing business for the sponsors, there might) be some, shall we say, unconscious 
tendeney to favor investment B? 

A. I think it is possible. 

Q. It isn’t unheard of, is it? 

A. I don’t believe it is unheard of.™ 


5. SHORT-SELLING OF THE INVESTMENT COMPANY’S 
SHARES BY SPONSOR 


Following the collapse in security prices in October of 1929, Iro- 
quois Share Corporation began to repurchase its own outstanding 
shares in the market at prices below their hquidating value. From 
1930 to August of 1931 when the investment company was dissolved, 
it had repurchased 11,182 shares of its own stock at a total cost of 
$203,791. At the time Atlas Corporation acquired control of Iroquois 
Share Corporation 158,920 shares of that investment company were 
outstanding.*® 

Iroquois Share Corporation’s activities in its own stock were ap- 
parently utilized by O’Brian, Potter & Stafford in connection with 
the firm’s own market operations in the investment company stock. 
In February of 1930 O’Brian, Potter & Stafford, as part of its market 
maintenance activities,®® sold short 4,900 shares of the stock of Iro- 
quois Share Corporation at an average price of $15.73 a share.° The 


s As at June 380, 1929, the investment company had acquired by direct purchase from 

O'Brian, Potter & Stafford 1,500 shares of the stock of Union Natural Gas Company of 
Canada at a cost of $60,750. (1Id., at 14054.) Both Roland Lord O’Brian and Walter F. 
Stafford, partners of O’Brian, Potter & Stafford, were directors of this company. In addi- 
tion, the firm of O’Brian, Potter & Stafford was the banker for the company and had a 
substantial stock interest in Volcanic Oil & Gas Company, a corporation controlling a 
majority of the stock of Union Natural Gas Company of Canada. 
In November of 1929 O’Brian, Potter & Stafford offered additional stock of Union 
Natural Gas Company of Canada for sale to the public. (Id., Commission’s Exhibit No. 
1413.) Following this public offering the holdings of Iroquois Share Corporation in the 
stock of Union Natural Gas Company of Canada were increased to 2,869 shares at a 
total cost of $103,120. (Id., at 14054—5.) Mr. Stafford testified that it was ‘likely’ that 
Iroquois Share Corporation acquired the additional shares of Union Natural Gas Company 
of Canada from O’Brian, Potter & Stafford following the public offering of the stock by 
the firm (Id., at 14056). In addition, Iroquois Share Corporation engaged in a joint 
account with O’Brian, Potter & Stafford to trade in the stock of Union Natural Gas 
Company of Canada, presumably to support and maintain the market in the stock. Asa 
result of its purchase of a total of 9,811 shares for $175,459.13, Iroquois Share Corpora- 
tion sustained a loss of $114,817.12. (Id., at 14058.) 

88 Td., Commission’s Exhibit No. 1422 (C). 

89Td., at 14065. 

Td., at 14067. 
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firm covered 4,800 shares of its short position by purchasing from the 
investment company all its then holdings of its own stock—4,800 
shares of treasury stock—at $15 a share when the market price was 
$17 a share.! Walter F. Stafford testified : 2 


Q. The fact is that O’Brian, Potter & Stafford were short the stock at. $15.73, 
By taking the stock down from Iroquois Share Corporation at 15, not only was 
it taking the stock from Iroquois Share Corporation two points below the market, 
but was taking it at a price which permitted it to realize a profit of 73¢ a 
share. Isn’t that so? 

A. That is correct. 


The sale at $15 per share to O’Brian, Potter & Stafford was made 
apparently without the knowledge of the board of directors. A let- 
ter written by Mr. Stafford, the president of the investment company, 
in connection with this transaction, stated, in part: % 


It occurred to me that it might be difficult to explain to the board of directory 
if anybody saw fit to inquire why he had sold stock at 15 when the market 
was 17 to 4. 


Except for this difficulty, Mr. Stafford not only did not deem the 
transaction improper but felt the whole transaction was “in the na- 
ture of maintaiing the market” and therefore was in the interest of 
all the stockholders.* He testified: °° 


Q. I am talking about the ethics of the thing, and it doesn’t matter if it was 
only five cents involved. 

A. Well, it doesn’t matter, and I don’t see that it was very material. 

Q. Just that it gives some indication of the possible consequences that may 
arise by virtue of the sponsor trying to make a market in the stock, and that 
might be important for the purposes of our study, by virtue of a close relation- 
ship between the investment trust and the sponsoring investment bankers. 

A. Now, we disposed of that block of stock at a profit, and it left Iroquois 
Share Corporation in cash to go ahead and buy additional stock as it came 
into the market. That was in the interest of all the stockholders. 

Q. Mr. Stafford, you are not defending this, are you? When they purchased 
their own stock, and then sold it to the sponsors to cover a short position? 

A. Mr. Schenker, I don’t see that that confirms that opinion. The market 
may have been at 17 when I wrote that letter, and it may have caused me some 
concern. When the sales were made by O’Brian, Potter & Stafford to its cus- 
tomers, the market was undoubtedly at the price as stated, $15.73, or whatever 
it says, and I think they should have been protected on that price. 


Since the asset value of the shares was higher than the price to 
O’Brian, Potter & Stafford, the remaining stockholders of the invest- 
ment company were deprived of the enhancement in the asset value 
of their shares which would have accrued had the shares been 
retired.°° 


6. MISREPRESENTATION OF EARNINGS 


The shareholders of Iroquois Share Corporation were not only 
kept in ignorance of the self-dealing power arrogated to the manage- 


%Td., at 14070. 

92 Ibid, 

*Td., at 14068 ; Commission’s Exhibit No. 1418. 

*tTd., at 14078. 

Td., at 14073-4. 

6 O’Brian, Potter & Stafford realized a profit of approximately $3,500 instead of sustain- 
ing the loss of $6,100 which the firm would have suffered if it had been compelled to 
cover its short position in the open market at the time. 
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ment but evidently were not correctly informed regarding the per- 
formance of the company for the first eleven months. A letter by 
Walter F. Stafford, president of the investment company, to the 
stockholders under date of January 13, 1930 °" stated that during the 
eleven months of operation in 1929 “the company showed actual earn- 
ings after providing for all expenses, including all expense of organ- 
ization, of $371,114 or $2.78 per share on the 133,334 shares 
outstanding at the end of the period, although it has enjoyed the use 
of additional funds realized through the issue of rights for less than 
one-half of its existence.” ** The actual earnings, however, were 
$16,000, not $371,114.°° Mr. Stafford testified : °° 


.* * * Now the fact is that if you look at the balance Sheet, which was 
certified by Hrnst & Ernst, the earnings for the eleven months of the year 1929 
did now show actual earnings of $371,144.44, but showed actual earnings of only 
$16,000. Now I will show you how we get that figure. 

A. I will concede that figure. 


That this financial statement was inadequate was admitted By Mr. 
Stator 202 


Q. Now, another thing that struck me, Mr. Stafford, is that a stockholder 
would have no way of checking the accuracy of your statement that the earnings 
were $371,000 because there is no break-down of the surplus to show how much 
is capital surplus and how much is earned surplus; isn’t that so? 

A. That is right. 

Mr. Stafford attempted at one point to explain the discrepancy on 
the ground that a subsequent, though entirely unrelated, paragraph 
of the same letter indicated that the executive committee had later 
sold securities for tax loss purposes.!°? However, after further ques- 
tioning, he testified : 1° 


Op. cit. supra, note 1, Commission’s Exhibit No. 1421. 

Td., at 14084. 

*Td., at 14084, 14089. The letter stated, “The books of the company have been audited 
by Messrs. Ernst & Ernst, as of December 381, 1929.” 

LOT: at 14084. 

1 Td., at 14085. 

12 Td., at 14086. The relevant portions of the president’s letter are here set forth in 
order that the merit of Mr. Stafford’s contentions may be judged: 


During the eleven months of operation in 1929 the company showed actual earnings 
after providing for all expenses, including all expense of organization, of $571,114.44, 
or $2.78 per share on the 133,334 shares outstanding at the end of the period, 
although it has enjoyed the use of additional funds realized through the issue of 
rights for less than one-half of its existence. These earnings consisted principally of 
interest, dividends, syndicate profits, and profits realized on securities sold. 

On October 14, 1929, the board of directors declared a dividend of 5% in stock 
payable to stockholders as follows: ; 

2% payable January ist, 1930, to holders of record December 16th, 1929. 

1% payable April Ist, 1930, to holders of record Mareh 15th, 1930. 

1% payable July 1st, 1950, to holders of record June 15th, 1930. 

1% payable October Ist, 1980, to holders of record September 15th, 1930, 

The crash in the security market last fall will go down in history as the most rapid 
and far-reaching collapse of values which this country has ever seen. Your com- 
pany in common with all others of similar type suffered a very serious shrinkage in 
the market value of its holdings. It was fortunate, however, in owning its securi- 
ties outright, and was not compelled to make any sacrifices. 

Subsequently it seemed best to your executive committee to sell certain of its 
securities in order to realize tax losses, and avoid the necessity of paying high federal 
and state income taxes on the profits that had been previously secured. This policy 
has further improved the cash position so that as of December 31st, 1929, each 
share of stock outstanding has behind it cash or its equivalent amounting to $9.05 
per share, while the liquidating value figuring the securities at market was $19.27 
per share. 


The last quoted paragraph is the one to which Mr. Stafford alluded as indicating that 
the earnings were reduced by sales. 
103 Td., at 14089. 
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Q. Just so we are clear. You don’t dispute, whether you put the paragraph 
underneath or put it two paragraphs away, that [its] actual earnings, after 
[it took] all the sales for tax purposes and so forth [were] not $371,000 but 
[were] $16,000? 

A. I concede that." 


E. Emoluments to the Sponsor 


In addition to approximately $340,000 received by the sponsor 
through its connection with the investment company and in addition 
to the. benefit accruing to the sponsor from selling the office building 
to the investment company,'** Mr. Stafford testified there were other 
intangible benefits accruing to the sponsor from its relationship to 
the investment company: 103 


Q. Now this [$340,000] which the sponsors received by virtue of their con- 
nection, of course, did not include any other * * * business that O'Brian, 
Potter & Stafford may have received by virtue of their association with the 
trust, isn’t that so? 

A. That is right. 

Q. When an investment banking firm controls an investment trust, imme- 
diately, by virtue of that control of that wealth, it puts itself in a position 
where it can get banking business, and brokerage business, and the other emolu- 
ments that flow from that, isn’t that so? 

A. What do you mean by “banking business’? 

Q. Well, you may have a situation where the investment trust hag a substan- 
tial block of stock of a corporation and the corporation is seeking to float a 
new issue of securities, and the probability—— 

A. You mean investment banking business? 

Q. Yes. 

A. That is right, that is correct. 

Q. And the fact is that that is one of the—shall we say—lucrative sources 
of income of investment bankers who are associated with investment trusts, 
isn’t that so? 

A. It is quite possible. 


These emoluments and benefits were obtained by the sponsor during 
its period of management although during the same period the net 
contributed capital ‘of $3,500,014 had shrunk to $1,454,896. After al- 
lowing for payments to stockholders through the repurchases of its out- 
standing securities by the company and the distribution of divi- 
dends,"* the shrinkage in assets of the investment company during the 
period of management of O’Brian, Potter & Stafford and Walter F. 
Stafford, a period of 27 months, ws as in excess of 50% of its original net 
capital. 


103a Subsequently, under interrogation by counsel for O’Brian, Potter & Stafford, Mr. 
Stafford testified as follows (id., at 14102) : 

Q. Until counsel [for the Commission] asked you about it, had anybody ever suggested 
to you or questioned you on the line of there being anything ambiguous, any ambiguity in 
that letter ? 

A. No. 

Q. Had any stockholder, or any other person, ever spoken to you on the subject of that 
letter and asked an explanation of it? 

A. No. 

104These benefits were derived as follows: Underwriting fees, $150,000; brokerage 
fees, $29,000: management fees, $20,166; profits from short selling, $3,500; minimum 
cash value of warrants, $50,212 (see infra, p. 74) ; management fee to Walter F. Stafford, 
$11,458 (see infra, p. 74) ; compromise payment to Walter F. Stafford, $75,000 (see infra, 
p. 73), making a total of $339,336. In addition the proceeds from Seventeen Court Street, 
Ine., were $313,616, increasing the total of these benefits to $652,952. 

105 Op. cit. supra, note 1, at 18966-7. 

106 Public Examination, Atlas Corporation, Commission’s Exhibit No. 2003. 
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F. Exchange of Shares of Iroquois Share Corporation for Shares 
of Atlas Corporation 


In February 1931 Atlas Corporation learned that the directors of 
Iroquois Share Corporation desired to free themselves from further 
responsibility for the investment company. Mr. Stafford stated that 
everything was “going sour” and many of the directors were getting 
“cold feet” and were “just sick of it.”2°7 At that time Atlas Corpo- 
ration in the negotiations insisted as conditions precedent to any offer 
exchange of Atlas Corporation stock for Iroquois Share Corporation 
stock that the Bank of Williamsville stock in the portfolio of the 
investment company be disposed of at $40 per share, and that the 
Iroquois Share Corporation effect a settlement with Walter F. Stat- 
ford with respect to the management contract, which, without provi- 
sion for cancelation on any grounds, was to terminate on September 
15, 1935, approximately four years later.*°* 

A special committee of four directors of Iroquois Share Corpora- 
tion was appointed to negotiate the terms of the exchange with Atlas 
Corporation. On April 3, 1931, the special committee reported that 
the only offer it had been able to obtain for the Bank of Williams- 
ville stock was $25 per share from Albert Meyer, one of the directors 
of the Iroquois Share Corporation and vice president of the Bank of 
Williamsville. This offer the special committee advised should be 
accepted. The special committee, in its report, significantly 
added : +7° 


This committee further feels that, due to the type of this particular invest- 
ment, the Iroquois Corporation should make this sale, even aside from any 
consideration of the exchange of shares with the Atlas Corporation. 
Subsequently, Albert Meyer withdrew his offer of $25 per share and 
made a new offer of only $20 per share which was accepted. Atlas 
Corporation in computing the terms of its offer of exchange allowed 
only $20 per share for the Bank of Williamsville stoek,' which had 
cost Iroquois Share an average price of $86 per share. 

The special committee also reported that it had proposed that Iro- 
quois Share Corporation pay $50,000 for the cancelation of Mr. Staf- 
ford’s management contract and that in its opinion this represented 
a very reasonable settlement. However, Mr. Stafford refused the 
offer. The special committee recommended that Mr. Stafford’s terms 
be met, even though this meant a reduction in the total assets of the 
investment company and consequently a decrease in the amount of 
Atlas Corporation securities to be offered for the stock of Iroquois 
Share Corporation.1” 

Eventually, Iroquois Share Corporation paid $75,000 to Walter F. 
Stafford for the cancelation of his management contract. Mr. Stat- 


107 Derived from supplementary information supplied the Commission for Iroquois Share 
Corporation. 
18 Op. cit. supra, note 1, Commission’s Exhibit No. 1404. 
109 Tqd., Commission’s Hxhibit No. 1407. 
110 [Tphid. At that time under the laws of New York, stockholders of a bank were liable 
to assessment of 100% of the par value of stock held by them. in order to meet the 
bank’s liabilities. (McKinney's Consolidated Laws of New York; Banking Law [Laws of 
1914, ch. 369 as amended] Article III, Section 115a.) 
11 Op. cit. supra, note 1, at 14049-51. Commission’s Exhibit No. 1411. 
12 7d., Commission’s Exhibit No. 1407. 
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ford had received $11,458 under his management contract for the 
period from about July 1930 to April 1931.1 Thus, the management 
contract brought to Mr. Stafford a total of $86,458. 

On April 6, 1931 the board of directors of the investment. company 
approved a contemplated offer by Atlas Corporation to exchange for 
each share of Iroquois Share Corporation either 144, shares of Atlas 
Corporation common stock or, as an alternative, a unit consisting of 
% of a share of Atlas Corporation preference stock plus 4 > of a 
share of Atlas Corporation common stock." 

Atlas Corporation also agreed to accept Iroquois Share Corpora- 
tion warrants in exchange for Atlas Corporation warrants at the rate 
of 24 of one Atlas Corporation warrant for each Iroquois Share Cor- 
poration warrant. The warrants of Iroquois Share Corporation had 
no market value, whereas Atlas Corporation warrants were actively 
traded on the New York Curb Exchange and sold during April 193 
between $214 and $13¢, and in May between $114 and $114. The 
offer of exchange of warrants was to be binding upon Atlas Corpo- 
ration only if the holders of at least 51% of outstanding stock of Iro- 
quois Share Corporation accepted the Atlas Corporation offer for 
such stock.1"¢ 

O’Brian, Potter and Company and Walter F. Stafford owned 66,950 
Troquois Share Corporation warrants which would be exchangeable 
for 44,633 Atlas Corporation warrants with a market value of 
$50,212.50 if the holders of 51% of the stock of Iroquois Share Corpo- 
ration exchanged their shares for Atlas Corporation shares.1%7 It is 
apparent, therefore, that O’Brian, Potter and Company and Walter F. 
Stafford had a very material incentive to advise Iroquois Share Cor- 
poration stockholders to exchange their stock for Atlas Corporation 
stock, and they did so advise them. Walter F. Stafford, who, as has 
been indicated, had a block of Iroquois Share Corporation warrants, 
addressed a letter jointly with R. S. Persons, as president of the in- 
vestment company and chairman of the board of directors respec- 
tively, to the stockholders of the investment company in which they 
“strongly urge” the acceptance of one of the alternative exchange 
offers made by Atlas Corporation.“8 No reference was ever made to 
the fact that Atlas Corporation was offering to exchange its warrants 
for Iroquois Share Corporation warrants, or to the fact that such 
exchange of warrants was conditioned upon the acceptance of the 
exchange of stock by holders of at least 51% of the stock of the 
investment company. Nor was a disclosure made of the fact that 
O’Brian, Potter and Company and Walter F. Stafford owned the bulk 
of the Iroquois Share Corporation warrants. 

The combination of preference and common stock offered by Atlas 
Corporation had an asset value of $10.37 per unit as compared with 
an asset value of $9.07 per share of Iroquois Share Corporation 


BO TGlL, Eo USES, 

“4 Originally Atlas Corporation had offered 1144 shares of common, but this had been 
reduced to 1; share, presumably because of the lower Iroquois Share Corporation asset 
value resulting from the increased payment to Mr. Stafford and the lower price received 
from the Bank of Williamsville stock. (1d., Commission's Exhibit No. 1407.) 

11 Td., at 18964—5. 

16 Td., Commission’s Exhibit No. 1412. 

47 Public Examination, Atlas Corporation, Commission’s Exhibit No. 2001. 

418 Td., Commission’s Exhibit No. 1970. 
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stock.4® Actually, therefore, acceptance of this offer benefited Iro- 
quois Share Corporation stockholders assetwise, to the extent of $1.30 
per share of their stock. Marketwise, this offer was also advanta- 
geous to Iroquois Share Corporation stockholders because the Atlas 
Corporation unit of securities had a market value of $9.20 as com- 
pared with the market value of $7.75 per share of Iroquois Share 
Corporation stock.'”? 

The acceptance of the alternative exchange offer of only Atlas 
Corporation common stock involved a gross loss in assets to each 
~Troquois Share Corporation stockholder of $1.90 on each share held 
because the Atlas Corporation stock offered had an asset value of 
$7.17 as compared with an asset value of $9.07 for each share of 
Iroquois stock. Marketwise, however, the Atlas Corporation stock 
offered was worth $1.35 more than Iroquois Share Corporation 
stock.1?? 

No attempt was made by the management or the sponsor of 
Iroquois Share Corporation to point out to the stockholders the 
advantage of accepting the unit of preferred and common instead of 
the common alone. In fact, the letter of Iroquois Share Corporation 
stressed the fact that the Atlas Corporation offer of common stock 
was “attractive to those who are interested in the possibility of 
enhancement in market value.” 

The great majority of the Iroquois Share Corporation stockholders 
accepted the second alternative, the offer of Atlas Corporation com- 
mon stock. The offer resulted in Atlas Corporation acquiring 140,802 
shares of Iroquois Share Corporation stock out of the 158,279 shares 
outstanding. In the exchange, Atlas Corporation issued 6,849 shares 
of its preference stock and 155,322 shares of its common stock.” 

Ags a result of the exchange, Iroquois Share Corporation stock- 
holders sustained a gross loss in asset values of $134,845.° At the 
same time, the market value of the Atlas Corporation options re- 
ceived by O'Brian, Potter and Company and Walter F. Stafford was, 
at a minimum, $50,212.50. In addition Mr. Stafford, as stated above, 
received $75,000 for termination of his management contract. 


19 The stockholders of Iroquois Share Corporation had originally subscribed for 100,000 
shares in January of 1929 at $20 per share, for 33,534 shares in July of 1929 at $82.50 
per share and for 29,418 shares in April of 1930 at approximately $21 per share. No 
cash dividends had ever been paid on these shares but a stock dividend totaling 7,350 
shares, which was charged against an unearned capital “surplus” created out of the 
original funds contributed by the stockholders to the company, had been paid in 1930. 
(Op. cit. supra, note 1, Commission’s Exhibit No. 1422.) 

120 Td,, Commission’s Exhibit No. 2001. 

1217q., Commission’s Hxhibit No. 2001, p. 93. 

122Mr, Stafford testified that at the date of the hearing, March 380, 1987, a stock- 
holder of Iroquois Share Corporation who had purchased his shares at the original 
offering price of $21.50 per share and had exchanged his shares for Atlas Corporation 
common stock, held Atlas Corporation stock with a then market value of $25.50. (Id., 
at 14098.) However, as at February 28, 1939, the market value of the 149 shares 
of Atlas Corporation common stock which had been exchanged for each share of Iroquois 
Share Corporation stock had declined to $10.75 a share, so that over the period 
1929-1939 the stockholder of Iroquois Share Corporation who had exchanged his shares 
for Atlas Corporation common stock had suffered a net loss marketwise of $10.75 per 
share or one-half of the original offering price. 

13Td,, Commission’s Exhibit No. 2001, p. 94. However, by becoming stockholders of 
Atlas Corporation as a result of this exchange, some part of this loss in asset value 
was retrieved by the shareholders of Iroquois Share Corporation. 
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At the conclusion of the public examination before the Commission 
concerning the affairs of Iroquois Share Corporation, Mr. Stafford, 
under questioning of counsel for O’Brian, Potter & Stafford assever- 
ated the good faith of himself and his associates. He testified: 

Q. And did you ever, yourself, in all your connection with the Iroquois Share 
Corporation, did you ever yourself consciously attempt to use that corporation 
or permit its use as a receptacle for undesirable stocks? 

A. Certainly not, and from my relations with the other members of the firm 
it was not so treated by anybody, It was treated with the utmost consideration. 
Wherever we thought we could make a profit for the corporation it was done, 
On the face of it—we had all our customers in this corporation as stockholders 
and we had to do the best we could for it. 


Il. SEABOARD UTILITIES SHARES CORPORATION, RAIL- 
ROAD SHARES CORPORATION, AND UTILITIES HYDRO 
& RAILS SHARES CORPORATION 


A. Summary 


C. D. Parker & Co., Inc., an investment banking firm of Boston, Massachusetts, 
in 1929 organized Seaboard Utilities Shares Corporation, an investment company; 
and, after the partial distribution of the securities of that company, sponsored 
two additional investment companies, Railroad Shares Corporation and Utilities 
Hydro & Rails Shares Corporation. The three investment companies received a 
total of approximately $25,000,000 from the sale of their shares to investors, 
although this figure is substantially less than the amount paid to the sponsor 
and dealers by such investors in purchasing these shares. 

Cash of the three investment companies, amounting to $3,304,766.62 by De- 
cember 21, 1935, was deposited with C. D. Parker & Co., Inc., the sponsor, 
although the latter was not authorized to act as a bank of deposit at any time. 
Approximately half of this amount, including $1,295,000 in certificates of de- 
posit, was transferred to C. D. Parker & Co., Inc., after March 1931, the earliest 
date at which the insolvency of C. D. Parker & Co., Inc. has been established. 
In 1934, when the Banking Act of 1933, requiring the divorcement of private 
banking from investment banking, became operative, the sponsor did not return 
the funds of the investment companies which were supposed to be on deposit with 
it. Instead, the sponsor during the period of insolvency changed the entries 
on the books of account of the investment companies. Accounts which had been 
previously termed “checking accounts,” “certificates of deposit,” and “funds 
reserved for the payment of securities under order” were designated as “funds 
reserved for the purchase of securities under order.” Receivers were appointed 
for the sponsor in April 1935 and these cash deposits amounting to $3,304,766.62 
probably represented a total loss to the stockholders of the investment companies. 

In the latter part of 1929, Seaboard Utilities Shares Corporation, having in- 
vested all its funds in securities, borrowed funds from banks for the purpose 
of purchasing additional securities, pledging portfolio securities as collateral. 
These loans amounted to $1,285,000 in April 1982. During the declining market 
from 1929 to 1932, the investment company delivered portfolio securities to supply 
additional collateral for these loans until over two-thirds of the market value 
of the entire portfolio of the investment company was in the hands of the banks. 
Portfolio securities valued at $2,000,000 as at December 31, 19381 were pledged 
to secure the loans. In April 1932, the banks called the loans and sold this 
collateral. When the loans were called the investment company had over 
$1,270,000 on deposit with C. D. Parker & Co., Inc. the sponsor, which failed to 
make this amount available to the investment company to meet its obligations 
to the banks and permitted the banks to foreclosure the collateral. 

C. D. Parker & Co.. Inc. converted approximately $250,000 of the portfolio 
securities of the three investment companies by hypothecating them as collateral 
for its own loans. 

The various practices of C. D. Parker & Co., Inc. were not disclosed to the 
stockholders or to the directors of the investment companies. The public ac- 
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countants engaged by Bowen Tufts, who actually managed the sponsor and the 
‘investment companies, were substantially influenced by the desires of Bowen 
Tufts in the course of their audits. The financial statements certified by these 
accountants were misleading and incomplete in material respects. The state- 
ments failed to show that practically all the cash funds of the investment com- 
panies were in the custody of the sponsor and not on deposit in authorized banks 
of deposit. The certified statements issued for one investment company failed 
to mention that over two-thirds of the portfolio securities were pledged for bank 
lJoans. The statements of another investment company showed capital stock as 
issued and paid for when such stock was merely at the perpetual call of the sponsor 
at $10 a share. The statement of each company included as an asset, without 
explanation, an item called “contracts” representing a substantial valuation 
placed by the directors on a contract to receive management services from C. D. 
Parker & Co., Inc. without cost. The accountants, without physically examining 
the securities, accepted letters of confirmation from the sponsor as verification 
that portfolio securities owned by the investment companies were in the sponsor’s 
custody. 

Of the $25,000,000 actually received by the three investment companies, 
‘$4,000,000 was returned to investors, through repurchases of shares amounting to 
approximately $1,700,000 and through dividends amounting to approximately 
$2,300,000. Virtually the entire balance of $21,000,000 has been lost, except 
for any small amounts, which may possibly be salvaged by the receiver of these 
three companies. 


B. C.D. Parker & Co., Inc., the Sponsor 


C. D. Parker & Co., Inc., an mvestment banking firm of Boston, 
Massachusetts,’ organized three investment companies during the 
year 1929: Seaboard Utilities Shares Corporation in March; Railroad 
Shares Corporation in July; and Utilities Hydro & Rails Shares Cor- 
poration in November. 

C. D. Parker & Co., Inc. had experienced financial difficulties in 
1907, 1914, 1921, and 1929. By March 1931 the firm showed a deficit 
of several hundred thousands of dollars and thereafter its financial 
stress increased in 1932 and 1933.2 In 1935, C. D. Parker & Co., Inc. 
went into receivership.® 

Immediately prior to the formation of the three investment compa- 
nies, the principal activity of C. D. Parker & Co., Inc. was the dis- 
tribution of the securities and management of Massachusetts Utilities 
Associates, a utility holding company, in which it held an investment 
position.* In the early part of 1929, C. D. Parker & Co., Inc. sold 
its Investment position and turned over the management of the Mas- 
sachusetts Utilities Associates to the New England Power Association.® 
After this sale, C. D. Parker & Co., Inc. organized the first of three 
investment companies it sponsored, Seaboard Utilities Shares Cor- 
poration, an investment company of the management type, to invest 
principally in public utility securities.® 

1The officers and principal stockholders of C. D. Parker & Co., Inc. were Chauncey 
D. Parker, president; Bowen Tufts, vice president and general manager; Merton H. 
Grush, vice president; Harold B. Lamont, vice president; Charles R. Adams, vice presi- 
dent; and Edward L. Bennett, treasurer. (Public Examination, C. D. Parker & Co., Inc., 
at 20885~7.) 

2 Public Examination, C. D. Parker & Co., Inc., at 20936-7. 

°Id., at 21000. 

‘Id. at 20888. 20894-6. 


5Id., at 20897. 
6Td., at 21045. 
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C. Seaboard Utilities Shares Corporation 


Seaboard Utilities Shares Corporation was organized originally in 
Massachusetts on March 20, 1929, but subsequently was reorganized 
and incorporated under the laws of Delaware on January 2, 1930." 

The charter authorized the issuance of 2,500,000 shares of common 
stock of no par value. The sponsor, which had the underwriting 
contract but no firm commitment, formed a syndicate to sell the shares 
to the public.® The net proceeds to the company from the sale of 
1,600,000 shares to the public were $16,525,000."° 

While the investment company received an average of $10.32 a share 
the sponsor distributed the shares to the public at $11 a share and 
upwards through dealers, who in the main had day-to-day options. 
Distribution of the shares was apparently still proceeding in August 
1929, when the market price of the shares reached its high of $18.25 
a share.* It appears that the excess of the price paid by investors 
over the price paid to the investment company was divided among 
dealers and the sponsor, although the extent or division of the dis- 
tribution profits is not indicated. The sponsor held no investment. 
position in the investment company except insofar as it had an 
interest in the syndicate which was selling the shares of the company.” 

As an aid in marketing the shares of the investment company, the 
security dealers of the syndicate which distributed the shares to the 
public were elected to the board of directors of the investment com- 
pany. J. Lewis Henry, a dealer director of the investment companies, 
testified that the election was “flattery” and gave the dealers “a better 
standing with their present * ™“ * and prospective clientele in the 
rmeniein.”” 2 

The board of directors consisted of 45 members of whom 17 were 
employees or officers of the sponsor and 28 were dealers and dis- 
tributors of securities located throughout the country. Approxi- 
mately this same proportion of employees and officers of the 
sponsor and the security dealers on the board of directors was 
maintained from 1929 to 1934.14 Four of the principal officers and 
stockholders of the sponsor were principal officers of the investment 


™The sponsor was advised by counsel that the Massachusetts law did not permit the 
payment of dividends from income on investments when there was an impairment of 
capital due to the depreciation of the market value of the portfolio securities. (Id., at 
20901.) Harold B. Lamont, vice president and secretary of the sponsor, testified 
(id., at 20901-2) : “It seemed at that time that it was unjust to the shareholders of the 
corporation if they should be deprived of any dividends that the corporation might eain 
due to a fluctuation in the value of its securities.” 

Although the right to pay dividends when there was an impairment of capital due to 
depreciation of the market value of portfolio securities was the factor which induced 
the sponsor to reorganize the company in Delaware (id., at 20902), dividends aggregating 
$1,504,928.05 were distributed during the first two years of the company’s existence from 
July 1, 1929, to August 1, 1931, but no dividends were paid thereafter. (Id., at 21035, 
20905, and Commission’s Mxhibit No. 3246.) 

8 Op. cit. supra, note 2, at 20907. 

°Td., at 20908. 

10 Td., Commission’s Exhibit No. 3244. ; 

11Td., at 21036, 21046-7, 20900. C. D. Parker & Co., Inc. offered 500,000 shares of 
Seaboard Utilities Shares Corporation at $11 per share in June 1929. (Moody’s Manual 
of Investments, Banks, etc., 1930, p. 2288.) 

NGL, aie POCA, 

3Jd., at 21048. 

14Td., Commission’s Exhibit No. 3241. 
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company, namely, Chauncey D. Parker, president ; Bowen Tufts, vice 
president; Merton E. Grush, treasurer; and Edward lL. Bennett, 
secretary.*° 

The control of the sponsor over the activities of the investment com- 
pany was achieved in large measure by preserving this type of board 
of directors. At the first meeting in 1929, the board of directors dele- 
gated to Bowen Tufts, the executive vice president and director, sole 
control over the purchase and sale of the securities in the portfolio of 
the investment company.’* The domination of C. D. Parker & Co., 
Inc. was further insured by a management contract with the in- 
vestment company for a period of 20 years,’’ under which C. D. Parker 
& Co., Inc. was to receive no management compensation. This contract 
was set up as an asset on the books of the investment company, in an 
account merely termed “Contracts” valued at $166,666.67, while a sur- 
plus account designated “Other Surplus” was credited.‘s This “Con- 
tract” account was amortized against “Other Surplus” on a 20-year 
basis. There was no disclosure in the published financial statements 
that this item was its contract for management by the sponsor, 
C. D. Parker & Co., Inc. In this respect, A. T. Stanwood, who was 
not a certified public accountant but did most of the auditing work 
for the investment company, testified : 1° 

Q. Whose idea was it to set up a management contract with Seaboard Utilities 
Shares? In the amount of $200,000 [sic. $166,666.67] ? 

A. I believe that was a vote of the board of directors, placing a value of 
$200,000 [sic. $166,666.67] on it. 

Q. I think you will agree with me that that was a rather ludicrous thing to do, 
wasn’t it? 

A. It was an amount of money. 

Q. As a matter of fact, this management contract was anything but an asset, 
wasn’t it? It proved to be a terrific liability, didn’t it? 

A. As it turned out. 

C. D. Parker & Co., Inc. also acted as depositary of the cash funds 
of the investment company.’° 

The dealers and distributors on the board of directors of the 
investment company actually never functioned as directors. Mr. 
Henry, at that time a member of the firm of Biddle & Henry, distrib- 
utors of investment securities, of Philadelphia,” testified that notices 
of the board meetings were received by him usually on the day of 
the meetings or the day before the meetings. He complained to 
Bowen Tufts concerning the short notices of meetings in a letter, as 
follows: *? 

14 Tbid. See note 1, supra. 

Td. at 20940-1, 

“The management contract was not made available to the Commission. It was 
amortized over a 20-year period and it appears that it was of 20 years’ duration. (Id., 
Commission’s Exhibit No. 3240.) 

18Td., Commission’s Exhibit No. 3240. 

W1d., at 20880-1. Mr. Stanwood was a member of the firm of Chas. E. Stanwood & 
Sons, Ine., certified public accountants, engaged by Bowen Tufts to audit the books 
of the investment companies. (Id., at 20974-5, 21041.) Mr. Stanwood had previously 
been connected with C. D. Parker & Co., Inc. in doing the accounting for Massa- 
chusetts Utilities Associates. (Id., at 20904 and see note 4, supra.) 

2Td., at 20938. 

4Td., at 21048. 

2Td., at 21049. 
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It is very unfortunate such short and unusual notice is given of meetings of 
these corporations, as it has been my express desire for a long period of time 
to obtain information pertaining to the status of the companies and I should 
like for the opportunity to plan to attend the meeting. Could not some arrange- 
ments be made to give longer notices? 

Harold B. Lamont, one the principal stockholders of the sponsor, 
and a director of the investment company, testified that during his 
period of tenure, he objected to the manner in which the portfolio 
securities were selected and resigned after one year and eight months *° 
because the control of the company, including the purchase of port- 
folio securities, was “all in the hands of one man practically’— 
Bowen Tufts.** 

In the latter part of 1929, after the entire contributed capital of 
the investment company was invested in securities, Seaboard Utilities 
Shares Corporation borrowed substantial sums from banks to pur- 
chase additional securities and collateralized these loans with port- 
folio securities.2>. As of December 31, 1930 these loans amounted to 
$1,750,000 but were reduced to $1,285,000 by April 1982 when the 
loans were called.2® From 1929, the year of the loans, to 1932 the 
market value of the portfolio steadily declined, and the banks periodi- 
eally required additional collateral to secure the indebtedness.*’ The 
banks accepted only the higher priced portfolio securities as collateral, 
leaving the less desirable securities with the investment company.” 

The market value of the portfolio of the investment company by 
December 31, 1931 (including the securities pledged with the banks) 
had depreciated in value to $3,112,535.89.°° The securities held by 
the banks were valued at market at $2,180,853.25, representing over 
two-thirds of the total market value of the portfolio.*° ; 

The balance sheet of December 31, 1931, purporting to describe the 
situation, stated in a footnote that of securities owned and purchased 
at a cost of $14,276,468.52 “certain of these securities are pledged as 
collateral on notes payable for purchase of securities.” There was no 
disclosure in the annual reports of the fact that two-thirds of these 
securities, at market value, were held by the banks as collateral for 
their loans. Mr. Stanwood, the accountant, admitted that this state- 
ment was doubly misleading: ** 


Q. AS a matter of fact, through the annual reports they believed that 
$14,000,000 at cost of portfolio securities was held by the trust and that cer- 


231Td., at 20939—41, 

2Td., at 20940. 

2% Td., at 20948-9, 20977. 

26 Tbid. 

a7 1Td., at 20950. 

23 Mr. Lamont testified (ibid.) : 2 

Q. Of course the banks accepted only the better securities as collateral when 
the loans were made. 

A. There was a rule at that time put into effect by the banks, or the Federal Re- 
serve, or somebody, that whenever a security sold for less than $10 a share, it 
became unacceptable as collateral, and it was shifted from the loan to the port- 
sore and substitutions made from the portfolio of stocks at a higher price than 


0. 

Q. Yes, that tended to put the less deSirable securities in the portfolio and the 
best securities in the hands of the bank. As a matter of fact, in order to borrow 
and keep outstanding the indebtedness in the amount of $1,285,000, additional col- 
lateral from time to time had to be supplied to the bank out of the portfolio? 

A. That is right. 

20Td., at 20952. 
30Td., Commission’s Hxhibit No. 3240. 
1Td., at 209789. 
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tain of these portfolio securities were pledged as collateral not only for loans 
but also reserved for the purchase of other securities; isn’t that so? 

A. That is right. 

Q. In other words, it was doubly misleading; isn’t that so? 

A. It seems so from these reports. 


Concerning the reason for the failure to show these facts in the 
financial statements, Mr. Stanwood testified that the footnote to the 
report originally set forth the amount of the securities pledged, but 
that he was not permitted to put the amount in the report in its 
final form :-52 


A. For example, you read a footnote a few minutes ago, “certain of these 
securities” ; I had the amount of those securities in there. 

Q. You did have? 

A. I was not permitted to put that in. 

Q. You were not? 

A. No, sir. 

Q. Because the amounts would have shown that over 80 percent of the 
securities of the whole trust was in the bank as collateral for loans? 

A. I don’t know the percentage, but it was substantial. 


In April 1932 the banks called the loans and, upon the failure of 
the investment company to pay, sold the collateral.*? During this 
month when the forced liquidation of the loans occurred, the books of 
the investment company indicate that losses of over $600,000,000 on 
the basis of cost were suffered from the sale of portfolio securities.** 
These losses comprised approximately half of the total of all losses 
on the sale of securities by the investment company during its exist- 
ence.*> At the time when this sale took place, the investment com- 
pany had on deposit over $1,270,000 with C. D. Parker & Co., Inc.** 
which had acted as depositary of the cash funds of the investment 
company shortly after its inception.** If this money had been paid to 
the banks it would have been approximately sufficient to satisfy the 
investment company’s entire indebtedness and thus might have con- 
served a substantial part of its assets.** The sponsor, nevertheless, 
did not take any action to avert the foreclosure of the collateral. 

Mr. Stanwood, the accountant, testified concerning this situation 
as follows: *° 


Q. How much collateral do you think would have to be on hand to cover 
$1,300,000 [loans with] the bank? 

A. Probably a couple of millions. 

* * * Sv that you would have at least 80% of the securities of the 

fst pledged with the bank, isn’t that so? 

A. Yes. 

Q. So that the bank virtually owned the trust for that loan? 

A. I should say so. 

Q. Yet the stockholders did not know that? 

A. That is right. 


32Td., at 20977-8. 

83 Td., at 20952-8. 

34 Derived from supplementary information supplied the Commission for C. D. Parker 
& Co., Ine. 

*% Op. cit. supra, note 2, Commission’s Exhibit No. 3244. 

86Jd., at 20954-5 ; and op. cit. supra, note 34. 

37 Op. cit. supra, note 2, at 20988. 

8Td., at 20952-3. 

* The record does not disclose the reason for this failure to pay the loan. Probably, 
the sponsor which was insolvent at the time did not have available funds. (Op. cit. supra, 
note 2.) 

Td., at 209778. 
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Q. Now in addition to that C. D. Parker & Co., Inc. had over $900,000 [sic, 
$1,270,000] in cash on deposit, didn’t they? 

A. Yes. 

Q. Belonging to the trust? 

A. I should say around that amount. 

Q. And yet not a penny of that cash was used by C. D. Parker & Co., Ine. 
to pay off the loan to the National Shawmut Bank of Boston and to avoid the 
calamity of foreclosing on virtually every share in the portfolio of that trust? 

A. That is so. i 

Q. Now, what made that possible? Were the shareholders advised in that 
situation? 

A. Not through any annual report that was published that I know of. 


Mr. Henry, one of the dealer-distributor directors, testified that 
he and the other dealers had no knowledge of the loan and the cash 
deposits : # 


Q. At any rate, did you know that after substantially all of the contributed 
capital was used to purchase securities that were put into the portfolios of 
these companies, those securities were promptly pledged as collateral for a 
loan from the bank, the National Shawmut Bank of Boston, and the cash so 
obtained was used to purchase more securities? 

A. On that point my understanding was, going back to the formation of the 
company and the distributing days, it would be absolutely contrary to the 
policy of the company to make any loans. I have no recollection of learning 
that a loan had been made for probably three years afterwards, in 1982. 

Q. Well, the fact is they had borrowed from the National Shawmut Bank 
of Boston by April of 1931—— 

A. April 1931? 

Q. Yes. 

A. Gee, that’s funny. 

Q. They had borrowed $1,200,000-odd dollars—against which they had 
pledged over two-thirds of the whole portfolio of the trust as security. You 
did not know that? 

A. I never knew that at all. 

Q. And on top of that the bank foreclosed on the collateral and sold them out 
in order to pay off that indebtedness at a time when C. D. Parker & Company 
held over $900,000 [sic, $1,270,000] in cash belonging to the trust. You did not 
know that? 

A. In my opinion no dealer or stockholder was ever so advised. I never 
learned that. I never knew it until today. 


Not only did the sponsor retain the investment company’s cash at 
so critical a time, but subsequent to April 1932, when the bank loan 
was called, it even increased the amount of cash funds that it pre- 
sumably held on deposit for Seaboard Utilities Shares Corporation. 
This procedure was also followed by the sponsor in dealing with the 
other two investment companies, Railroad Shares Corporation and 
Utilities Hydro & Rails Shares Corporation. 

In securing control of the funds of the investment companies, 
three distinct accounts were kept with the sponsor, C. D. Parker & 
Co., Inc. ostensibly for three separate purposes: a checking account,” 
an account for the purchase and payment of securities under order, 
and an account under which the sponsor issued certificates of de- 
posit.“ Although these three accounts bore different titles on the 
books of the companies all three forms, according to Mr. Stanwood, 
represented the “same thing.” 4° 

4Td., at 21053-4. 

#Td., at 21016. 

8 Td., at 21017. 

“Tbid. 

4 Thid, 
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Despite the fact that the assets of the three investment companies 
were constantly depreciating in value, the balances of the checking 
accounts tended to increase throughout their existence, as did, in fact, 
all the funds on deposit with the sponsor.*® 

The manner in which the sponsor secured the funds of the invest- 
ment companies as depository is indicated in the following testimony 
of Mr. Stanwood: #7 


Q. To recapitulate the procedure adopted by C. D. Parker & Company in, 
shall we say, capturing the funds of these trusts, it was in three separate forms. 
The first form was by way of checking accounts which were opened, is that 
right? 

A. Right. 

Q. And then you had the special forms which were special funds deposited 
to pay for securities under order. 

A. Right. 

Q. And then you had the third form which was the certificates of deposit 
which were issued by the sponsor to the trust, is that right? 

A, All meaning the same thing; that is different titles. 

Q. But they were carried as separate accounts. On the books of the trust 
you had these three separate accounts from the inception. 

A. That is right. 

a a * * * Kk * 

Q. These special funds that were deposited to pay for the securities under 
order, those funds were augmented by the retention of the proceeds received 
by the sponsor on the sales of securities, weren’t they? 

A. Right. 

Q. So that it swelled in amount as it went on. 

A. Right. 

Q. Which was rather unusual for an account which was supposed to be 
used to purchase securities under order. 

A. That is correct. 

Q. You would normally find an account in which funds were deposited for 
such purpose, gradually being eaten up through the purchase of securities. 

A. That would be the tendency with the account. 

Q. But instead in C. D. Parker & Company this fund kept swelling all the 
time, isn’t that so? 

A. That is right. 

Q. And with respect to the checking accounts that were opened with the 
sponsor, those were increased as of year ends right regularly on through the 
period of operation of these trusts. 

A. The tendency was to increase. 


This increase was substantial even after March 1931, the earliest 
date at which the insolvency of C. D. Parker & Co., Inc. has been 
established. A total of $1,798,210.38 was transferred by the three 
companies to C. D. Parker & Co., Inc. after December 31, 1930, 
which amount includes $1,295,000 in certificates of deposit purchased 
by the three investment companies in December 1981.48 

Although the investment companies were entitled to interest on 
the certificates of deposit as it accrued, the interest was not actually 
paid but was added to an accrued interest account.‘® The financial 
statements issued to the public listed the “certificates of deposit” 
among the assets but it was not disclosed that these certificates of de- 
posit were issued by the sponsor of the three investment companies, 
C.D. Parker & Co., Inc. and not by a bank.°*° 


Td. at 21018. 

“Td., at 21016-8. 

48Td., Commission’s Exhibit No. 3285; and op. cit. supra, note 34. 
© Tbid. 

°° Op. cit. supra, note 2, at 20967-9. 
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Mr. Henry, a director of the investment companies, testified that he 
was completely misled by the financial statements issued by the invest- 
ment companies: °1 

Q. You found an abbreviated statement or balance sheet giving you some 
resultant figures and a break down? 

A. Yes. 

Q. Three certificates of deposit were listed on that statement. You never knew 
whether the certificates of deposit were issued by the National Shawmut Bank of 
Boston or by whom it was issued? 


A. That is correct, 
Q. You thought that * * * some bank authorized by the banking laws did 


issue these certificates of deposit? 

A. It is my exact recollection that all fiduciary activities were segregated— 
Securities and cash—entirely apart from C. D. Parker & Company and that was 
always my impression until today. I never knew otherwise. 

Q. You never knew that C. D. Parker was acting as depository for this cash? 

A. No, never—until about a week or two ago. 

Q. And certainly [had not issued] certificates of deposit? 

A. No, sir. 

By June 16, 1934, Seaboard Utilities Shares Corporation had de- 
posited with C. D. Parker & Co., Inc., $1,957,417.61, consisting of cash 
deposits in a checking account aggregating $622,491.64; certificates of 
deposit issued by the sponsor, including accrued interest amounting 
to $888,335.42; and funds reserved for the payment of securities under 
order, amounting to $446,590.55.°2 As will later be shown in more 
detail, the other two investment companies by that time had likewise 
deposited with C. D. Parker & Co., Inc. an aggregate amount of 
approximately $1,182,191.17, of which $478,700.18 comprised cash 
deposits in checking accounts and certificates of deposit, including 
interest. 

Thus, when the Banking Act of 1933, compelling the divorcement 
of private and commercial banking from investment banking, went 
into effect on June 17, 1934,°* the three investment companies had 
$3,1389,608.78 with their sponsor, of which $1,989,527.24 was in cash 
deposits in checking accounts and certificates of deposit.** Since ©. D: 
Parker & Co., Inc. was engaged in the investment banking business, 
it was required to return to the investment companies the $1,989,527 .24 
on deposit with itself. However, at this time the sponsor was in- 
solvent and these cash deposits were not turned over to the investment 
companies. Instead, the sponsor changed the designation of all de- 
posit accounts, then aggregating $3,139,608.78, describing them as 
“Funds reserved for the purchase and sale of portfolio securities under 
order” and as “Funds reserved for the purchase and sale of treasury 
shares under order.” ® 

Mr. Stanwood, describing the conception of the plan to redesignate 
the cash deposits as a securities account, testified : 5¢ 

Q. Well, whose idea was it to create this super-special fund into which all the 
cash on deposit with C. D, Parker & Company was to be given the appearance of 
a brokerage account? 


A. Those were the two funds, one to purchase treasury shares, and the other 
portfolio shares? 


51Td., at 21050. 

%2 Derived from supplementary information supplied the Commission for C. D. Parker 
& Co., Inc. 

312 U. S. Code, Sec. 378. 

54 Op. cit. supra, note 52. 

55 Op. cit. supra, note 2, at 20982-3. 

61Td., at 20981-3. 
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‘Q. That is right. 

A. With quite a title attached to it, that was given to me by Mr. Tufts. 

Q. Now, it became necessary for C. D. Parker & Company to do one of two 
things, to either get up all of that cash, which was over three million dollars, and 
turn it back to the trust and let the trusts deposit it in an authorized bank because 
of the Banking Act of 1933, or do what? 

A. Or else. 

Q. That’s it, or else, and it had to “or else’, isn’t that so? As Itake it, Mr. 
Bowen Tufts was the one who devised the ingenious scheme of taking this three 
million doliars, if he only had it, and labeling it what? * * * “Wunds re- 
served for the purchase and sale of portfolio securities under order,” was that 
correct ? 

A. That is correct. 

Q. That little catch phrase was supposed to catch three million dollars, isn’t 
that so? 

A, Well, it went in there. 

.* * * Tt was supposed to go in there. 

A. That was the idea. To put it in that idea. 


In this manner, in circumvention of the Banking Act of 1933, the 
sponsor was able to retain, and even slightly increase, the cash funds 
of the three investment companies that it held. By December 31, 1935, 
the sponsor was indebted to the three investment companies in the 
ageregate sum of $3,304,776.62. Actually, C. D. Parker & Co., Inc. 
was Insolvent, and, with its ensuing bankruptcy, virtually the entire 
amount of these “deposits” was, in the opinion of Mr. Stanwood, lost 
to the stockholders of the investment companies.*” 

According to the books of the investment company, on December 
31, 1935, out of the net worth of $2,714,011.34 of Seaboard Utilities 
Shares Corporation, C. D Parker & Co., Inc. supposedly held on 
deposit for it $2,034,963.28, constituting approximately 75% of the 
net worth of the investment company at that time.*§ 

In addition to acquiring the cash funds of Seaboard Utilities Shares 
Corporation as depositary, the sponsor pledged securities owned by 
the investment company and which cost $155,566.97, for loans to the 
sponsor which had not been repaid at the time of the bankruptcy. 

In addition, securities which cost $28,425.88, belonging to the invest- 
ment company, for which C. D. Parker & Co., Inc., was accountable, 
could not be traced or found. These securities and the cash ostensibly 
on deposit with the sponsor constituted approximately 90% of the 
book net worth of the company as of December 31, 1935.59 


D. Railroad Shares Corporation 


The second investment company, Railroad Shares Corporation, 
sponsored by C. D. Parker & Co., Inc. was organized in Massachusetts 
on July 3, 1929, within four months after the organization of Seaboard 
Utilities Shares Corporation.® 

C. D. Parker & Co., Inc. formed a syndicate to market the shares 
of Railroad Shares Corporation, and followed the same plan employed 


7Td., Commission’s Exhibit No. 8285; see also id., at 21020, 21028, 21025. 

Sid, Commission’s Exhibit No. 3232. 

Id. at 21021, and Commission’s Exhibit No. 3233. Mr. Stanwood, the accountant, 
testified that the stockholders of the investment company are unlikely to recover any 
portion of the contributed capital: 

Q. So that you can virtually say that the stockholders lost every penny of their 
contributed capital in the Seaboard Utilities Shares Corporation ? 
A. That is right. 


‘Op. cit. supra, note 2, at 20921. 
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in the sale of the stock of the first investment company.®' Similarly, 
the sponsor employed the same methods to attain complete domina- 
tion of this investment company and its assets. As in the case of the 
first investment company, Railroad Shares Corporation entered into 
a management contract with the sponsor under which it paid no com- 
pensation. This contract was set up on its books as an asset at a 
value of $250,000. 

The syndicate, composed of the sponsor and dealers, distributed the 
shares at prices exceeding $10 each, and paid into the treasury of Rail- 
road Shares Corporation $10 for each share sold. The excess was 
retained as payment for marketing the shares.° The syndicate ap- 
parently had a commitment, and the sponsor and the various dealers 
as members had participating commitments.°* Approximately six 
months after the organization of the investment company, C. D 
Parker & Co., Inc., as manager of Railroad Shares Corporation a 
mon stock account, veleased the various dealers of the syndicate and 
itself from any obligation.® 

The published financial statements purported to disclose that 1,000,- 
000 shares were issued and outstanding and that the popeputed 
capital was $10,000,000.°° In fact, the actual contributed capital was. 
$6,767 ,000.%7 The Inasis of dhe representation that $10,000,000 i 
been received by the investment company from the sale of its shares 
was the fact that a so-called note for $8,000,000 payable to the invest- 
ment company had been executed and 32, 000 000 had been paid in 

cash to the investment company. Against this the investment com. 
pany issued 1,000,000 shares, but retained 800,000 shares as collateral 


61Td., at 20912. 

6 Td., Commission’s Hxhibit No. 3227. 

6 1d., at 21009. The amount of the profit to C. D. Parker & Co., Inc. has not been 
disclosed. 

6 Td., at 20914. 

61d. at 20915-7 and Commission’s Hxhibit No. 3226. The letter of release dated 
December 78, 1929 stated (id., Commission’s Exhibit No. 3226): “As managers of 
Railroad Shares Corporation Common Stock Account dated September 5, 1929, we wish to 
advise that the account is in a substantial short position taking into consideration com- 
mitments made by various banking houses, dealers, etc., to whom the account has con- 
firmed sales. In view of the existing market situation C. D. Parker & Company, Inc., ag 
managers of the account, have determined it to be advisable to cooperate with those 
who have made commitments to purchase shares from the account and have not taken 
down the shares committed for by agreeing to a cancellation of one-half of the com- 
mitments for shares which have not been taken down and paid for, plus an extension of 
sixty days to all houses in which the remaining half of the commitments may be taken 
down and paid for, with a further extension of sixty days upon the understanding that 
at any time during the second sixty-day extension, the managers may demand that 
the uncancelled portion of the commitment be taken down and paid for on five days’ 
notice, and that upon failure of any house to take down and pay for the uncancelled 
commitment the account may cancel the same.” 

Subsequently, in a second letter dated December 20, 1929, it was stated (ibid.): 
‘In view of the fact that Railroad Securities (Shares) Corporation still has a substantial 
amount of cash, we can see no reason for imposing any loss on the members of the 
Syndicate which would merely operate to supply the Railroad Shares Corporation with 
additional cash. In our opinion, the entire undelivered balance of stock bought at orig- 
inal prices should be cancelled. This cancellation could first be made by Railroad 
Shares Corporation to C. D. Parker & Company, which will eliminate your liability, and 
you in turn could cancel these sales to the members of the Syndicate. This would not 
impose any loss either on Railroad Shares Corporation or the members of the Syndicate 
and any loss to you would be a loss of your profit on the transaction.” 

6 Op. cit. supra, note 2, at 21007, 21012, and Commission’s Exhibit No. 3231. 

6&7 Td., at 21087 and Commission’s Exhibit No. 3244. 
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for the payment of the note.** The procedure was to reduce the: 
amount of the note as the syndicate succeeded in disposing of the 
shares.°* Of the 1,000,000 shares issued, all but 323,300 shares had 
been sold, and consequently the original $8,000,000 note was reduced 
to $3,283,000 and a new note executed.” 

Railroad Shares Corporation included the note of $3,233,000 in its 
financial statements under assets in an item entitled “Collateral 
Loans.” The report of the financial condition of the investment 
company as of 1930 contains the item “Cash and Time Loans secured 
by Collateral, $3,532,518.81.” Concealed in that item was the note, 
at that time reduced to $3,233,000. Mr. Stanwood, in explanation 
of this method of carrying the $3,233,000 note and approximately 
$200,000 in cash as a single item in the financial statement, testified : 7 


Q. And yet there was only $200,000 there, isn’t that so? In cash? 
A. It Seems So. 
Q. And that item is represented by the note which the sponsor gave and it 
was collateralized by the very stock of the company itself, isn’t that true? 
A. That is right. 
* * cd * * * k 


Q. Isn’t it a fact that in reading that statement which was issued by you, 
this balance sheet, you could not tell for the life of you that $3,000,000 worth 
of that stock had not been paid for? 

A. Well, it all depends. You mean paid for in cash? 

Q. Now you refer to it as a time loan. You know it is not a time loan. 

A. At that time it was. 

Q. Was it changed later? 

A. The whole document was changed from time to time. 

Q. That is what I was trying to get from you originally. You say that the 
note was changed? 

A. I believe so, in the wording. 

Q. And the wording changed that note, so much so that it became no obliga- 
tion of any kind on the part of C. D. Parker & Company to pay one penny of 
that note, isn’t that so? 

A, That is the way it ultimately worked out on the $3,300,000. 

Q. Because by December 31, 1930, certainly C. D. Parker & Company was not 
going to pay $10 per share for that stock to the trust was it? 

A. No. 

Q. But still it was there as cash and time loan secured by collateral? 

A. The shares were isSued for that. 

Q. Well, if the shares were issued for that note, the shares couldn’t have been 
security for the note—the shares couldn’t have been collateral for it? 

A. The transfer agents showed those shares as issued and outstanding and I 
couldn’t very well disagree with them. 


This note of $3,233,000, secured by the unsold shares of the invest- 
ment company,’* contained a provision that payment was to be made 
only if the syndicate succeeded in selling the collateral. At the 
option of the sponsor, the note was renewable every six months, and 
constituted practically a perpetual call on the capital stock of the 


8Td., at 21008. 

Td. at 21007-9. 

Td., Commission’s Exhibit No. 3244 and Moody’s Manual of Investments, Banks, étc., 
19385, p. 1604. The note was signed ‘Railroad Shares Corporation Common Stoek 
Account, September 5, 1929, by C. D. Parker & Co., Inc.. Mass., by Bowen Tufts, Vice 
President, by C. R. Adams, Director.” 

Op. cit. supra, note 2, at 21011 and Commission’s Exhibit No. 8231. 

@T1d., at 21011-2. 

®Td., at 21007, 21011—-138. 

“JTd., at 20918—9, and derived from supplementary information supplied the Commission 
for C. D. Parker & Co., Ine. 

® Op. cit. supra, note 2, at 21002. 
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investment company at $10 per share.”° This unilateral arrangement 
did not require the sponsor to take down stock from the investment 
company if the price was below $10 but permitted the sponsor to 
acquire stock from the investment company at $10 per share even 
though the market price was above $10.% Although the note, as 
reduced to $3,233,000, was carried on the books of the investment 
company as an asset under “collateral loan,” the sponsor, in fact, 
never paid this note in its reduced amount, because it apparently 
never succeeded in disposing of any of these collateral shares.® 

The deception of the public with respect to this transaction is 
illustrated by the letter of complaint of George A. Hume, a stock- 
holder. Mr. Hume’s attorney wrote to Mr. Henry, a dealer-director 
of the investment company, on June 4, 1934, as follows: *° 


We are informed that in purchasing these shares Mr. Hume relied upon a 
statement of the directors of that corporation in ascertaining the value of its 
stock. In the assets column of this statement was the figure $3,233,000 carried 
as “collateral loan.” 

It is our understanding that this was not a “collateral loan” but represented 
shares of the corporation which the brokers who were engaged in selling such 
shares in the open market had been unable to purchase in accordance with the 
terms of their agreement. 


Four days later, after Mr. Henry had replied that he was unaware 
of the facts, the stockholder, through his attorney, wrote to Mr. Henry 
as follows: ®° 


The situation, so far as my client (George A. Hume) is concerned is as 
follows: 

In the early part of 1931, he received a financial statement of the corporation 
showing “cash and time loans secured by collateral $3,532,519” and a later state- 
ment showing “cash and time loans secured by collateral $3,515,319.80.” As a 
matter of fact the corporation had cash to the extent only of about $200,000 and 
the balance represented unsold treasury shares of the corporation of a face value 
of about $3,300,000. 


Mr. Henry communicated his concern over this matter to Bowen 
Tufts, who gave the following explanation of the item “collateral 
login ge? & 


For your information, as a Director of the Company, I wish to advise that 
this item has appeared in all Balance Sheets of the Company published since 
February 1, 1930, the effective date of the loan. All such balance sheets have 
been prepared by the public accountants auditing the books of the Company, and 
I am advised that the item has been designated as “collateral loans” in accord- 
ance with usual and proper accounting methods. 

The present amount of the item “collateral loans” which appears in the 
balance sheet of the Company represents the balance due to Railroad Shares 
Corporation on a loan made to the Syndicate which marketed and distributed 
the shares of the Corporation. As the Common Stock of the Company which 
was pledged as collateral for the payment of the loan has been sold and 
distributed by the Syndicate, the loan has been proportionately reduced. 

The amount of the loan does not exceed the amount paid to the Company 
for the Shares which are pledged as collateral on the loan, and which Shares 
have never been distributed to the public by the syndicate. As the Shares have 
been distributed, the same have been released from the collateral and the loan 
proportionately reduced. 


®%Td., at 21003. 

W7Td., at 21003-4. 

78 Td., Commission’s Hxhibit No. 3242. 
79Td., Commission’s Exhibit No. 3230. 
80 Tbid. 

81 Tbid. 
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Mr. Stanwood, however, admitted that the stockholders had the 
right to believe that the company was entitled to that amount in cash 
and that they were misled by the term “collateral loan.” ® 

Q. Now, obviously somebody was misled by this $3,300,000 transaction, isn’t 
that so? 

A. It must be. 

Q. He [the stockholder] certainly had the right to believe that the company 
actually had that cash coming to it, didn’t he? 

A. It seems so. 

Q. There is no question about that. 

A. No. 

Following the procedure adopted in dealing with the first invest- 
ment company, the sponsor had possession of most of the cash deposits 
of Railroad Shares Corporation. Certificates of deposit were issued 
by C. D. Parker & Co., Inc., as in the case of Seaboard Utilities 
Shares Corporation, although the financial statements did not specify 
that they were issued by the sponsor and not by a bank.®* So, too, 
when the Banking Act of 1933 was passed, the sponsor evaded the 
law by changing the designation of these deposit accounts.®+ On 
December 31, 1935, the sponsor held cash of the investment company, 
amounting to $893,378.51.2° Mr. Stanwood testified : % 


Q. I say that C. D. Parker & Company in December 1935 had $893,378.51 in 
that eee special account that was created after the Banking Act was 
assed ! 

A. Right. 

Q. And the shareholders of Railroad Shares Corporation have no hope or 
expectancy of ever receiving any part of that money, isn’t that so? . 

A. I doubt it. 

The sponsor, as in the case of Seaboard Utilities Shares Corpora- 
tion, converted $22,299.04 of portfolio securities of Railroad Shares 
Corporation by hypothecating them for its own loans. These loans 
were not paid and the securities were sold to satisfy the debt.®? 

While the books of Railroad Shares Corporation as of December 31, 
1935, indicate a net worth of $4,183,519.46, this, of course, must be 
dimimished by the previously described item of $8,233,000 carried as 
an asset under “collateral loans” and for which apparently no recovery. 
is possible. Of the balance, $893,378.51 consisted of claims against 
the bankrupt, C. D. Parker & Co., Inc., for cash deposits made by the 
investment company and $22,299.04 consisted of the securities con- 
verted by the sponsor. The remainder of $34,841.91 comprised miscel. 
laneous items.** The accountant, A. T. Stanwood, stated that it was 
doubtful that the stockholders would recover any part of their original 
investment.®° 


K. Utilities Hydro & Rails Shares Corporation 


Prior to the market break in October 1929, C. D. Parker & Co., Inc. 
had succeeded in selling to the public $23,250,000 of the securities of 
the two investment companies it had organized and managed. The 


NGL, ae ZAKOO(, 

STd., at 20967, et seq. 

%&Td., at 20981-2. 

&Td., Commission’s Exhibit No. 3234. 
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8Id., at 21022 and Commission’s Mxhibit No. 3234. 
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sponsor then contemplated a third investment company, which was 
to exceed in size the two previously organized, and incorporated Utili- 
ties Hydro & Rails Shares Corporation in Delaware on November 5, 
1929, with 15,000,000 shares of authorized common stock of no par 
value.°° The third venture, however, was not launched until shortly 
after the market break, and this third investment company realized 
only $1,578,508.80 from the sale of its stock issue to the public.™ 

The same procedure was used in selling the shares of this company 
as was employed in the case of the first two companies, with the addi- 
tional fact that option warrants were included with the offering of 
stock. The sponsor likewise resorted to the same means to preserve 
its control of this investment company, including the customary 
twenty-year management contract. This management contract, under 
which no compensation was to be paid to the sponsor, was set up b 
the investment company as an asset with a value of $100,000. 

As with the first two investment companies, C. D. Parker & Co., 
Inc. acted as depository of the funds of this company. The special 
accounts created after the National Banking Act of 1933 amounted to 
$376,434.83 on December 31, 1935, at which time the net worth of this 
investment company was $513,425.86.° The sponsor, as in the cases 
of the earlier companies, also used portfolio securities of the Utilities 
Hydro & Rails Shares Corporation which cost $56,961.58 as collateral 
for loans to the sponsor.* The $376,484.83 which the sponsor sup- 
posedly held as depository for the investment company and the value 
of the converted securities amounted to approximately 84% of the 
net worth of the company as of December 31, 1935, according to the 
books of the company.®® The accountant, A. T. Stanwood, testified 
that the stockholders could not expect to salvage any part of their 
investment in this company.*° 


F. Relation of Accountant to Accounting Practices and Reports 


The derelictions of the sponsor, C. D. Parker & Co., Inc. including 
the conversions of securities and cash funds, were facilitated, as has 
been indicated, by the use of certain accounting practices and mis- 
leading reports to stockholders. By participating im these practices 
there is a grave question as to whether the public accountants subor- 
dinated their duty to the investors to the desires of the sponsor. When 
examined regarding the obligations of the accountant to the company, 
Mr. Stanwood testified as follows: °* 


Q. What did you understand the obligation of an accountant for an investment 
trust to be when the investment trust hired your firm; to whom were you answer- 
able in your conscience? ; 

A. Mr. Bowen Tufts. 

Q. You say you were answerable only to Mr. Bowen Tufts? 

A. He engaged us to do this work and make certain examinations of those 
financial audits only and report solely to him. 


20Td., at 21037. 
21 Id., Commission’s Exhibit No. 3244. 
2 JTd., Commission’s Exhibit No. 3243. 
9 1d., Commission’s Exhibit No. 3237. 
%Td., Commission’s Hxhibit No. 3238. 
°1d., Commission’s Exhibit No. 3237. 
%Td., at 21026. 
7 1d., at 20975. 
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Q. Now, did you feel any obligation on the part of your firm as account- 
ants to these trusts to the stockholders of these trusts? 

A. Only insofar as that information would clear through the manager-director, 
Mr. Tufts. 


Mr. Stanwood further testified : °° 


Q. And when you were paid for them [accounting reports], you were paid 
with the funds belonging to the trusts? 

A. Right. 

Q. So that it was the stockholders’ contributions to the trust that made your 
compensation possible? 

A. Right. 


x * * % * * * 


Q. Now, don’t you think that in all good conscience you owed them a duty, at 
Jeast equivalent to that which you owed to Mr. Bowen Tufts? 

A. I should say so. 

Q. Now, in performing that duty don’t you think that the primary obligation 
on your part was to tell to the stockholders through the instrumentality of your 
reports exactly what was transpiring with respect to their funds in those trusts 
in the language of accounting? 

A. If it was permitted by the manager director. 

Q. You mean that your managing director prohibited you from giving authentic 
reports and clear and unequivocal reports to the stockholders? 

A. No; I did not say that. 

Q. Well, what is the insinuation of your last remark? 

A. I say that in certain of the wording of our reports that were presented to 
him, there were certain things that I could not put in there. 

Q. For example? 

A. For example, you read a footnote a few minutes ago [on a certain balance 
sheet of one of the investment companies] ‘certain of these securities.” I had 
the amount of those securities in there. 

Q. You did have? 

A. I was not permitted. to put that in. 


The influence on the accountant of the desires of the sponsor is 
indicated by the fact that balance sheets were sometimes prepared 
numerous times before Bowen Tufts selected the draft that to his 
satisfaction reflected the financial conditions of the investment com- 
panies. Because numerous documents were prepared for Bowen 
Tufts’ scrutiny, Harold B. Lamont refused to make a positive asser- 
tion that a document submitted to him for identification had been 
used publicly. He stated his reasons as follows: °° 

Q. You don’t question the authenticity of this document, do you? 


A. I don’t know that the document was ever used. 

* x Es 2K * * % 
The EXAMINER. His question was if you doubted the authenticity of the 
document which you were being interrogated about. Your answer was you don’t 
know whether it was ever used. I don’t think that is in response to that 
question. 
The Witness. It is in this way because only those who are familiar with Mr. 
Tufts would realize there might be ten or fifteen different balance sheets sub- 
nitted to him at different times and perhaps none of them would be used because 
he might have studied them over and found out they didn’t reflect the conditions 
as they were. He may have gotten hold of a balance sheet that was never 
used. 


Bowen Tufts generally required two reports in connection with 
each audit, one report for himself containing detailed financial state- 
ment and explanatory remarks and one for publication in condensed 


"87d, at 20975-6. 
"Td., at 20930-1. 
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form without the vital explanations. In this connection Mr. Stan- 
wood testified :1°° 


Q. And I take it that the influence of Bowen Tufts brought about that situa- 
tion, which was sad enough, isn’t that so? 

A. I don’t know as I would say “influence.” Our first report in the year was 
in some great detail. I don’t believe you have seen any of those, explaining 
certain of those items, where they were, what they were; and then, of course, 
for publication they wanted those condensed, and that was sent out. 

Q. In other words, * * * 

A. It was filed with Mr. Tufts. At the end of every calendar year anyhow, 
a detailed statement setting forth the story of our each and every asset and 
liability. 

Q. In other words, you had rendered to Bowen Tufts two kinds of reports: 
[and] incorporated * * * in the body of [one] report * * * [were] 
the explanatory notes. 

A. Yes. 


The abbreviated versions published by the investment companies 
did not reflect the true financial conditions of the affairs of the in- 
vestment companies, and in no wise enlightened the stockholders, 
although these condensed reports were certified by the accountant. 
The accountant testified as follows: 1° 


Q. In connection with the reports that were issued to the stockholders, you 
had no control, you say, over those reports? 

A. Those were put out by the company. We furnished reports and then they 
were condensed for the stockholders. 

Q. And those condensed reports are certified by you, though, aren’t they? 

A. That is right. 

Q. I am now talking of these reports which are in evidence—they do not 
enlighteu the stockholders. 

A. In certain instances they may not. 


Mr. Stanwood acknowledged that the accountant has a grave re- 
sponsibility as the interpreter of the financial conditions of invest- 
ment companies and that any explanations of the affairs of investment 
companies necessarily must be obtained by the stockholders and in- 
vesting public through the services and medium of the accountant. 
He testified : 1°? 


Q. Now, I think you will agree that an investment trust, as a company, can- 
not do any talking for itself. It cannot talk back to you. It can’t make any 
explanations, and the only way you know anything about it is through the 
instrumentality of its accountants, isn’t that so? 

A. Yes. 

Q. Even Bowen Tufts, in order to know what was transpiring had to call upon 
you for you to tell him from the examination of the books just where they were, 
isn’t that so? 

A. Yes and reports were furnished on that. 

Q. That is correct. So that the interpreter for an investment trust is the 
accountant? 

A. Yes. 

Q. And when the shareholders paid the accountant out of their funds of the 
trust to interpret what is transpiring, they expect it to be, in plain English, isn't 
that so? 

A. That makes it easier. 

* * * * * a * 


Q. Well, you will agree with me that as far as any information given by the 
reports to them (the stockholders), they didn’t know what was transpiring? 
A. Those all cleared through the management of the trust. 


WG, ae POD. 
1oLTd., at 21039—40. 
12 Td., at 20984—5. 
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Q. I am not taking issue with you and I am not laying any blame at your 
door and I am not absolving you. I am asking you the fact. It is a fact that 
they didn’t know? 

A. Not from those reports, they didn’t know the details, unless other details 
went out from the management that I wasn’t aware of. 

Q. And you felt sure that it would not go out? 

A. I had an idea. 

The accountant’s failure to check physically the possession of the 
portfolio securities of the investment companies enabled the sponsor 
to conceal its conversion of these securities. As confirmation of 
physical custody of portfolio securities, the accountant accepted let- 
fers of confirmation from C, D. Parker & Co., Inc. as to the invest- 
ment company securities in its custody as if they were the equivalents 
of letters of confirmation from a nonaffiliated bank.1°% The ac- 
countant justified his position by claiming that it was not part of his 
job to go behind the letters of confirmation and physically check the 
gcurities, although the letters of confirmation came from the sponsor 
and manager of the investment companies, whose transactions with 
the companies had to be checked. Mr. Stanwood stated : 1% 

Q. Well, anyway you can see the danger of allowing securities belonging to an 
janimate trust company, to be in the hands of any one particular individual 
without having some one chargeable with the responsibility of checking the 
physical possession of those securities. 

A. I don’t believe that it is any part of an accountant’s job. If he gets a letter 

from a reputable house and they state they are holding them, it is good enough 
for me. 
The actual financial conditions of the investment companies were 
concealed not only from the stockholders but also from the directors, 
for they received only the same financial statements which were sent. 
to the stockholders.1% 


G. Receivership of the Investment Companies 


Karly in 1935, a receiver was appointed for the three investment 
companies, as well as for C. D. Parker & Co., Inc.1°% 

The total capital actually received by the three investment com- 
panies amounted to $24,865,508.80, although the investors paid sub- 
tantially more for the stock of the companies.1°? Over the period of 
their existence $4,006,075.57 had been returned to investors in the 
frm of dividends and repurchases of stock.1°%* As of December 31, 
(35, the net assets, as shown on the books of the three companies, 
vere $4,177,956.66.1°° Of this amount $3,304,776.62 was the amount 
feash deposited with the sponsor and $234,827.59 was the value of 
the converted securities, both of which sums represent probably 
vorthless claims against the bankrupt C. D. Parker & Co., Inc. The 
remaining items carried as assets, valued on the books of the invest- 
nent companies at cost, amounted to $638,352.45. The record does 
wot disclose what recovery, if any, will actually be realized by the 
tockholders by virtue of these claims and assets. 


Tq, at 20992. 

MId,, at 20993. 

Id., at 21050-1. 

Bowen Tufts died in April 1935. Arthur F. Bickford was appointed as receiver 
ifthe three investment companies shortly thereafter. (Id., at 20995, 21000.) 

mI¢@, Commission’s Exhibit No. 3244. 

Ibid. $2,38384,604.08 represents the amount of dividends; $1,671,471.49 represents 
tle amount expended in the repurchase of stock by the investment companies. 

1 Tpid. 

153373—40—pt. 3——8 
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HT. OILS & INDUSTRIES, INC. (FORMERLY KNOWN AS 
OIL SHARES INCORPORATED) 


A. Summary 


Oils & Industries, Inc. was organized as Oil Shares Incorporated in 1928 ang 
approximately $13,200,000 was paid by investors for units of its preferred anq 
common stock. After giving effect to repurchases by the company of its own 
stock for $6,250,000 and dividends paid of $1,600,000 by 1985, the public’s net 
investment amounted to approximately $5,400,000. By December 31, 1935, the 
investment company’s net assets totaled $928,000, indicating a realized and un- 
realized loss of more than $4,000,000 to its stockholders. 

Until October 1931, the investment company was sponsored and controlled by 
Pettigrew & Meyer, Inc., although this fact was not specifically disclosed to the 
stockholders. Prior to the public sale of the investment company’s stock, a 
wholly-owned corporation of the sponsor obtained a contract to manage the 
investment company for a term of nine years at a monthly fee of 1/24 of 1% of 
the investment company’s net assets, plus 20% of the profits in excess of $1.50 
per share on the common stock. 

Early in 1930, because no market for its stock existed, the investment company 
amended its charter to permit redemption of the units in 500-unit lots at 91% 
of their asset value and agreed, without knowledge of the stockholders, to pay 
the sponsor the remaining 9%. 

By October 1931, the pecuniary emoluments accruing to the sponsor from its 
association with the investment company amounted to $674,700. In October 1981, 
when the management fees had diminished, as a result of the “drying up” of the 
trust caused by the redemption of its stock, the sponsor, without informing the 
stockholders, agreed to sell the management contract for $145,000 to Holman, 
Rapp & Co., a Philadelphia investment banking firm, which also agreed to pur. 
chase from the investment company 10,000 units of its securities for $167,000. 

Holman, Rapp & Co. was acting on behalf of Thomas Watson, Joseph Herzberg 
and Montifiore Kahn, who did not possess the funds to fulfill the obligations which 
Holman, Rapp & Co. had contracted on their behalf. This group, by representing 
that it was to acquire control of Oils & Industries, Inc., succeeded in inducing 
a bank to lend the investment company $177,000, to be repaid as soon as controj 
was obtained. This group arranged the closing of the contracts with the sponsor 
and the investment company in the offices of the bank, where an official of the 
bank exhibited a cashier’s check for $167,000 payable to the investment company 
for the 10,000 units and delivered to the sponsor a cashier’s check for $10,000 as 
part payment on account of the management contract. The check for $167,000 
was deposited to the account of the investment company in the bank, which 
immediately applied it to the reduction of the loan of $177,000. 

The existing board of directors of the investment company resigned and was 
replaced by nominees of the Watson group. Once in control, this group liquidated 
a portion of the portfolio of the investment company and used the proceeds to 
satisfy the balance of the bank’s loan of $10,000 and pay the sponsor $135,000 
still due on the purchase price of the management contract. Within a short time 
after acquisition of control of the investment company, this group had defrauded 
the investment company of $284,000 of which only $15,000 had been recovered as 
at the date of the Commission’s public examination. 

Upon discovery of the “fraudulent conduct” of the Watson group, the old 
board of directors assumed the management of the investment company until 
May 1932, when, again without consulting the steckholders, the board appointed 
Arthur S. Kleeman, the president of Home and Foreign Securities Corporation, 
another investment company, as president of Oils & Industries, Inc., and per- 
mitted him to appoint a majority of a new board of directors. Opposition arose 
to Mr. Kleeman’s management and, in order to remove this opposition, Mr. Klee- 
man induced David Milton, president of The Equity Corporation, an investment 
company, to have one of his companies purchase the opposing block of stock. 
Thereafter Mr. Milton’s nominees constituted half of the board of the investment 
company. 

By 1934 the David Milton interests had acquired approximately 40% of the 
stock of Oils & Industries, Inc. In order to prevent the contemplated absorption 
of Oils & Industries, Inc. by The Equity Corporation by means of an exchange 
offer of stock, Mr. Kleeman caused his Home and Foreign Securities Corporation 
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to purchase the David Milton holdings at a price in excess of their asset value. 
in order to obtain cash to make this purchase, Home and Foreign Securities Cor- 
poration, without knowledge of its minority stockholders, liquidated virtually 
its entire portfolio and borrowed $360,000. 

Thereafter Mr. Kleeman utilized his control to effect a recapitalization of the 
investment company, which enabled Home and Foreign Securities Corporation to 
obtain from Oils & Industries, Inc. the necessary funds to repay the loan of 
$360,000. Although previously the preferred stock which had been originally 
issued by Oils & Industries, Inc. was eliminated to remove dividend arrearages 
by reclassifying such preferred stock as common, the new recapitalization plan 
authorized the issuance of new preferred stock, without voting power, to be dis- 
tributed to the stockholders as a stock dividend, redeemable by the company at 
95% of their asset value in 1,000-share lots only and for a period of three weeks. 
the stockholders approved this plan and Home and Foreign Securities Corpora- 
tion redeemed all of the new preferred stock it acquired and applied the proceeds 
to repay the balance of the bank loan of $360,000. No other stockholder ten- 
dered, or apparently was ina position to tender, 1,000-share lots of new preferred 
stock for redemption. Since the new preferred stock had no voting power, Home 
and Foreign Securities Corporation’s 40% control of Oils & Industries, Inc. was 
not disturbed. 

Although the stockholders of Oils & Industries, Inc. had by the end of 1935 
suffered realized and unrealized losses in excess of $4,000,000, the four different 
groups which successively controlled it were enabled to derive large profits, 
directly or indirectly, from their association with the investment company. 


B. Organization 


Oils & Industries, Inc., an investment company, was incorporated 
as Oil Shares Incorporated in Maryland on February 18, 1928, under 
the sponsorship of Pettigrew & Meyer, Inc.,* which had done ex- 
iensive research in oil company securities.? The connection of the 
sponsor with the investment company was not disclosed in the pro- 
spectus of the company or revealed to stockholders in any statement 
or report. Nevertheless, the sponsor was in actual control of the 
company until October 19381. 


C. Management Activities 


On March 29, 1928 the investment company entered into a manage- 
ment contract with Petroleum Research Corporation, all of the stock 
of which was owned by the sponsor through an intermediate holding 
company. The manager was to act as broker for and to aid in the 
slection of the investments of Oils & Industries, Inc. for a period of 
nme years, ending on December 31, 1987, and was to receive as com- 
pensation a monthly fee equivalent to 1/24 of 1% of the capital, sur- 
plus, and undivided profits of the investment company, and 20% of 
all dividends in excess of $1.50 per share paid on the common stock. 
In addition thereto, the sponsor was to receive at the expiration of 
the management contract 20% of the undistributed profits in excess 
of $1.50 per share on the common stock per annum and 207% of all ap- 
preciation in the value of the assets of the investment company, 


1Public Examination, Oils & Industries, Inc., at 14115 and Commission’s Exhibit No. 
1425, The change from Oil Shares Incorporated to Oils & Industries, Inc., waS made 
on April 17, 1934. (Id., at 14115.) 

2Td., at 141138. 

°Td., at 14117 and Commission’s Exhibit No. 1427. 

‘Id, at 14182 and Commission’s Exhibit No. 1435. Petroleum Research Corporation 
vas wholly owned by Petroleum Management Corporation which in turn was wholly 
owned by Pettigrew & Meyer, Inc. (Id., at 14131.) 
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which payment, however, was subject to diminution to the extent of 
20% of any depreciation in the value of the assets.® 

Todd M. Pettigrew and Joseph Meyer, Jr., both of whom owned 
all of the stock of Pettigrew & Meyer, Ine., did not become di. 
rectors of Oils & Industries, Inc. but personally selected the entire 
board of directors.® 

The stock of the investment company consisted of preferred stock 
of par value of $50 per share, redeemable at $52.50 per share plus 
accrued dividends and common stock of no par value, each having 
equal voting rights.” On April 9, 1928, the investment company 
entered into a contract with P. H. Whiting & Co., Ine., by which the 
latter agreed to distribute the investment company’s shares in units 
consisting of one share of preferred stock and one share of common 
stock.* Ultimately, the public purchased 181,000 units for approxi- 
mately $13,212,000, of which $1,090,000 or over 8% was retained as 
gross commissions by the distributors of the securities to the public.» 
Of these gross commissions, $56,700 was paid to the sponsor for its 
services in disposing of a block of the company’s unit in Europe ™ and 
the remainder was paid to P. H. Whiting & Co., Inc. 


1. REDEMPTION OF SHARES 


Following the crash in the market prices of securities in October 
1929, stockholders of the investment company were unable to find a 
market for their shares. On December 97, 1929, the directors of the 
investment company, who had been selected by the sponsor, voted to 
recommend to the stockholders the adoption of an amendment to the 
certificate of incorporation to permit the redemption of the units of 
securities in 500-unit lots only, by transferring to redeeming: stock- 
holders portfolio securities of a market value, at the date of redemp.- 


. 


tion, equivalent to 91% of the asset value of the units redeemed” 
On the same day, Petroleum Research Corporation, also controlled 
by the sponsor, agreed to maintain an open offer to purchase any and 
all units at 91% of the asset value, and to assist the investment com. 
pany to resell the redeemed units. In consideration of these under- 
takings on the part of Petroleum Research Corporation, the invest- 


5Id., Commission’s Exhibit No. 1435. 

6Id., at 14120-1. The board of directors, some of whom had made substantial invest 
ments in the investment company’s securities (id., at 14121), included Francis de ¢. 
Sullivan, the president of Oils & Industries, Inc., at its inception and a director of the 
Interborough Rapid Transit Company; J. W. Campbell, chairman of The Credit Clearing 
House of New York; Francis Henderson, a former vice president of Empire Trust Com- 
pany of New York; Arnold L. Davis, an attorney; David L. George, an investment 
banker; Liston L. Lewis, an attorney; and Robert EH. Miller, a vice president of The 
Bank of New York & Trust Company. (Id., Commission’s Exhibit No. 1427.) The names 
of these and other directors and their connections were prominently indicated in the 
prospectuses used to distribute the investment company’s Securities. (Ibid.) 

7Id., Commission’s Exhibit No. 1427. 

§Id., Commission’s Exhibit No. 1431. 

*Id., Commission’s Bxhibit No. 1437 and reply to the Commission’s Questionnaire for 
Oils & Industries, Inc., Pt. I, Exhibit 8. 

10 Op. cit. supra, note 1, at 14128. 

4 Tbid. 

* Reply to the Commission’s questionnaire for Oils & Industries, Inc., Pt. I, Exhibit 7a. 

33 Thid. 
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ment company agreed to pay to the former 9% of the liquidating 
value of all units redeemed by the investment company itself or pur- 
chased by Petroleum Research Corporation and then redeemed by the 
investment company.’* This agreement was not mentioned in the 
written notice of the stockholders’ meeting to ratify the amendment to 
ee * nor was it ever subsequently revealed to the stock- 
holders. 

The redemption privilege became effective on April 8, 1930. Prior 
to that time the investment company had repurchased 11,774 units 
at a cost of $767,000. During 1930 and 1931 the investment company 
redeemed 90,000 units by transferring portfolio securities having a 
market value of $5,276,000, a sum equivalent to the full asset value of 
its own redeemed securities. However, stockholders surrendering 
these units received only 91% of this sum or $4,801,000, and Petroleum 
Research Corporation received the remaining 9%, or $475,000.1° 

No reason other than the prospect of profits to the sponsor appears 
to explain the failure to pay the stockholders the full lquidating 
value. Nor does the record reveal any reason for not dissolving the 
investment company when its size was reduced to $1,200,000, and re- 
turning all its assets to the stockholders. On this point, Joseph 
Meyer, Jr., one of the owners of Pettigrew & Meyer, Inc., testified : +7 


Q. Why wasn’t it submitted to the stockholders that the trust be liquidated 
and everybody get 100%? 

A. Well, that of course, I don’t recall. I don’t remember just what was paid 
or whether that was discussed, but why it was not done, I don’t recall at this 
fime. 

Q. Throughout the entire study we have never gotten a satisfactory answer 
as to why these trusts were not liquidated at the time the management was 
convinced that their operations were unsuccessful, and why it was always nec- 
essary to try to inject new life into the dying corpse either by trying to raise 
new money or having redemption provisions like yours or turning them over 
to people who were strangers, as far as the stockholders were concerned. You 
do not remember why they didn’t say “Well, we managed it, but we are unsuc- 
cessful; let’s give the stockholders their money and go home.” 

A. No. My recollection is that they figured that Oil Shares were no more 
usuccessful than anything else at this time. 

Q. Iam not saying that the other companies should not have been liquidated 
at the time, 

A, I mean other investments. 

Q. This was virtually a provision where the trust could be liquidated, because 
you had no assurance that everybody would not turn in the stock. 

A, The only thing I remember was to provide a medium for taking care of 
ihe distressed unit holders. 

Q. And the distressed unit holders had to pay 9% to avail themselves of 
the help in their distress. 

A. That is right; which was very much better than whatever the secondary 
market was at that time in the open market. 


14 Tbid. 

61d, Exhibit A. 

“Op. cit. supra, note 1, at 14149 and Commission's Exhibit No. 1437. Joseph Meyer, Jr. 
of Pettigrew & Meyer, Inc., testified (id., at 14137) : 


Q. So that after paying 9% [in selling commissions to the original distributors 
f the company’s securities] for the privilege of getting in, and after paying the 
lat [management] fee, and after giving the management a cut in any profits, if 
le management was unsuccessful and he [the stockholder] wanted to get out he 
had to pay 9 percent to get out, isn’t that so? 

A. That is one angle of it. I think that came up along in—— 

Q), IESE, WATE IS (Ne ANCE, WS ike mow? 2 = 

A, That is the faet. 


“1d, at 14158-60. 
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2, EMOLUMENTS TO SPONSORS 


Mr. Meyer testified that 9% of the asset value of redeemed shares 
was awarded to Petroleum Research Corporation to compensate it for 
the loss of management fees due to the “drying up of the trust” ye. 
sulting from the redemption of the units:* 

Q. And yet because the performance was not so good and you had undertake 
this obligation under the contract in order to meet expenses this arrangement 
was made to compensate you for the lack of profit under the Research contract? 

A. No; to compensate for the drying up of the trust so to speak, because as 
the units were turned in there was less compensation earned monthly, and in 
the meantime the salaries and expenses of the Research organization were 
running on just the same. 


By September 1931, the investment company had returned to its 
stockholders approximately $1,536,000’ by way of dividends and 
$5,568,000 *° through repurchases and redemptions of its own secv- 
rities or a total of $7,104,000 of che $13,200,000 originally invested } 
the company by its stockholders. As at September 30, 1931, approxi- 
mately $1,200,000* remained of the stockholders’ remaining invest. 
ment of $6,096,000. In other words, the stockholders had suffered 
loss of $4,896,000, or 80% of their remaining investment in the enter. 
prise. 

In contrast to the loss suffered by the investment company’s stock. 
holders, the sponsor had derived emoluments of approximately 
$674,700 as follows: $475,000 as commissions on the redemption of 
the investment company’s securities, $56,700 as selling commissions 
for placing some of the investment company’s units with European 
buyers, and $143,000 as management fees from 1928 to September 
1931, received through its controlled company, Petroleum Research 
Corporation.?? 


D. Sale of Management Contract and Control to Watson, et al. 


Because of the redemption privilege accorded to the company’s 
stockholders after April 9, 1930, the investment company’s assets 
began to diminish rapidly as stockholders exercised their right 
of withdrawal. As Mr. Meyer asserted, the trust was “drying up.” 
Compensation under the management contract held by Petroleum Re. 
search Corporation, the wholly owned corporation of the sponsor, had 
diminished sharply after 1929. In 1928 the management compensa- 


18 Td., at 14142. 

1?Reply to the Commission’s questionnaire for Oils & Industries, Inc., Pt. If, Sched- 
ule 20. 

20 Op. cit. supra, note 1, Commission’s Exhibit No. 1437. 

21Td., Commission’s Exhibit No. 1441. 

2Td., at 14143-4. It will be recalled that compensation under the management con- 
tract was fixed at a monthly percentage of the investment company’s assets so that the 
manager was assured at all times of compensation irrespective of the performance record 
of the investment company. On this point Mr. Johnson, counsel to the investment com- 
pany, in reply to a question to Mr. Meyer, testified (id., at 14152) : 

Q. Throughout this entire examination, Mr. Meyer, the thought keeps cropping 
up in my mind ‘How about the stockholder in this position.” The managers assured 
themselves without the obligation of investing one dollar in this picture, of a flat 
fee regardless of their performance, isn’t that so? First, isn’t that so for the 
period when the agreement was to terminate? 

A. Regardless of the results they had to perform. 


2 1d., at 14142. 
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tion was $30,378.00; in 1929, $59,052.62; in 1930, $39,520.71.°4 In 
1931, the year after the redemption privilege became effective, manage- 
ment fees amounted to $18,594.17. By September 1931, the net. 
assets of the investment company totaled $1,200,000, which indi- 
cated a management fee of a maximum of only $6,000 for 19382. 

Petroleum Research Corporation found it difficult to replenish the 
investment company’s diminishing assets by resales of the redeemed 
units. As a result, by the spring of 1931, the sponsor, although not 
anxious to sell the management rights held by Petroleum Research 
Corporation, at least was not unwilling to do so. Mr. Meyer 
testified : *° 


Q. Now were you prone or were you inclined to sell your management contract 
at that time? 

A, Ob, I wouldn’t say that; not definitely so. 

Q. Did you have a sense of futility or despair that would seem to be prev- 
alent among most of the investment experts who were managing investment 
trusts at that time? 

A. No, I wouldn’t say so. 

Q. You were not, you say, definitely seeking to sever your connection with 
the investment trust because you were discouraged with the performance? 

A. No, sir. 

Q. Although you weren’t particularly pleased with the performance? 

A. Oh, we were all worried in those days. 


Although the compensation receivable under the management con- 
tract was steadily declining, the contract, nevertheless, placed the 
sponsor in an impregnable position with reference to control of the 
investment company. No dissolution of the investment company or 
change in its management could occur without compensating Petro- 
leum Research Corporation for the loss of its management contract. 
Thus Mr. Meyer testified : 7° 


Q. No person was going to make a substantial investment in that situation 
with a management contract outstanding whereby you were to get payments 
and participate in the earnings of the trust, isn’t that so? 

A. Oh, probably not. 

Q. Isn't that right? 

A. Of course, that depends upon the temper of the group. 

Q. So that at least in any negotiations which looked to extrication of the 
stockholders from their predicament, involving a change of management, your 
management contract at least was an impediment to that transfer of control 
or change in management. 

A. Certainly. Any group would have to give it serious consideration. 

Q. That is right, and this management contract was signed, in force and 
effect before the units were sold to the public. Now, you said [to the stock- 
holders] “you will take it this way or you can’t come in”? 

A. Yes; correct. 

Q. But if you did come in, and if the situation did arise where it was to the 
best interests of stockholders that there be a change of management, they 
could do nothing about it if the new interests desired to oust the Petroleum 
Research Corporation unless the new interests took care of the Petroleum 
Research Corporation, isn’t that so? 

A. Still of course, it is like any other contract. If the service was not per- 
formed, they could sue for cancelation. 


As a consequence of the “control” value of the management con- 
tract. groups which desired to acquire control of the investment com- 
é/ to) 
“Id., at 141434. 


1d, at 14176-7. 
Td, at 14147-8. 
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pany for their own purposes apparently were willing to pay a sub- 
stantial price for the contract.” 

Control of the investment company was acquired by Thomas H, 
Watson, Montifiore Kahn, and Joseph Herzberg, who were with- 
out substantial funds”* but nevertheless successfully acquired con- 
trol by the use of the investment company’s own funds. In the spring 
of 1931, Mr. Watson, ostensibly the agent for others,2° approached 
Pettigrew & Meyer, Inc., to negotiate for the purchase of the stock 
of Petroleum Research Corporation, which, as has been stated, actually 
held as its only asset the management contract with Oils & Indus. 
tries, Inc., and by September of 1931 Mr. Watson offered to pay 
$145,000 for such stock. That this offer was in excess of the intrinsic 
value of the management contract is evident from the fact that, based 
on the value of the assets of the investment company at that time, the 
contract holder would receive annual compensation at the rate of 
$6,000 or a total of $36,000 for the remaining six years of the term, 
The prospect of a rise in security prices which would increase the 
assets of the investment company, and therefore the amount payable 
under the management contract, seemed to be remote at that. time. 
And although Mr. Meyer contended that Petroleum Research Cor- 
poration was credited by the investment company with the sum of 
$76,000 *° on account of its contractual interest in the undistributed 
profits of the investment company, such sum was payable at the end 
of the term of the management contract and was subject to reduction 
at its expiration to the extent of 20% of the depreciation of the in- 
vestment company’s portfolio. As has been indicated, by September 
1931 the net investment of $6,096,000 of the stockholders in the in- 
vestment company had depreciated 80% or by $4,896,000. 

Both the sponsor and the directors of the investment company de. 
manded the names of the principals represented by Mr. Watson. The 
board of directors led by Mr. Sullivan, president of the investment 
company, also indicated to Mr. Watson that a transfer of the manage. 
ment contract would be sanctioned only to parties who would also pur- 


27 By the spring of 1931 other investment companies evinced an interest in acquiring 
‘control of Oils & Industries, Inc. Pettigrew & Meyer, Inc. conducted negotiations 
(id., at 14175) with Arthur Kleeman, the president and largest stockholder of an invest- 
ment company known as Home and Foreign Securities Corporation. (Id. at 14791.) 
Mr. Kleeman testified that he discontinued his negotiations because the price asked by 
Mr. Meyer for the management contract was “far out of line.” (Public Examination, Home 
and Foreign Securities Corporation, at 14820.) Atlas Corporation, through P. H. Whit. 
ing & Co., Ine., the distributors of the securities of Oils & Industries, Inc., also made 
some attempt to acquire control. (Op. cit. supra, note 1, at 14175; and Public Exami- 
nation, Atlas Corporation, Commission’s Exhibit No. 1982.) 

*8 Op. cit. supra, note 1, Commission’s Hxhibit No. 1444. The exhibit contains the oral 
opinion of Judge Guy Fake, of the United States District Court for the District of New 
Jersey, in Oil Shares, Inc. v. Kahn, in which, holding the latter civilly liable for the 
loss suffered by the investment company due to Kahn’s and his associates’ “fraudulent 
conduct,” the court stated: “These negotiations had their inception, as I gather from 
the evidence in this case, in the minds of Watson, Herzberg, and Kahn. It is quite 
apparent from the testimony that they were in no financial position to take over s0 
important and delicate an enterprise; but by virtue of their conspiring and confederat: 
ing, they were able to put them<elves in a position behind respectable houses, which 
‘caused such firms as Holman, Rapp & Company and others to permit themselves to be 
used as agents for the conspirators who remained concealed in the background.” 

29 Op. cit. supra, note 1, at 14177-79. 

380Td., at 14184. 
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chase a stock interest in the investment company and aid in the public: 
distribution of its redeemed and/or authorized but unissued units of 
stock.§+ 

Messrs. Watson, Herzberg, and Kahn, whose backgrounds, it was 
subsequently dicovered, “would not bear investigation,” °? then enlisted 
the services of other individuals to act as principals in the purchase of 
the stock of Petroleum Research Corporation from the sponsor. Hol- 
man, Rapp & Company, a Philadelphia investment banking firm, 
headed by Val B. Holman, was induced by Mr. Watson and his asso- 
ciates to act as ostensible principal in the transaction.*? Mr. Holman’s 
cooperation was secured by a promise of a commission of $12,000 for 
his services and the presidency of Oils & Industries, Inc.24 Further, a 
contract between Holman, Rapp & Company and Oils & Industries, 
Inc., was to be executed under which the former would become the dis- 
tributor of the securities of the investment company.®> Jackson & 
Curtis, a New York brokerage firm, and Carter, Martindell & Com- 
pany, a firm of investment counselors, were also enlisted ** to act as 
agents representing Holman, Rapp & Company, the ostensible prin- 
cipal in the transaction.** Carter, Martindell & Company apparently 
was promised a management contract with Oils & Industries, Inc., 
after Messrs. Watson, Herzberg, and Kahn had acquired control.’ In 
addition Carter, Martindell & Company and Jackson & Curtis were to 
receive a joint fee of $25,000 for their services.*® 

In August 1931, Carter, Martindell & Company and Jackson & 
Curtis, acting as agents for Holman, Rapp & Company, offered to pur- 
chase from the sponsor all of the stock of Petroleum Research Corpora- 
tion for $145,000 and agreed to purchase from the investment company 
10,000 units of its preferred and common stock at their asset value, 
$167,000.4° Mr. Meyer testified that the price that Holman, Rapp & 
Company was willing to pay for the management contract did not 
wouse his suspicion as to the ultimate purpose of the purchasers.*! 

On September 25, 1931, the board of directors of Oils & Industries, 
Inc., relying on the fact that Holman, Rapp & Company (which the 
directors had investigated) was the principal in the transaction,*? ap- 
proved the sale of 10,000 units of the investment company’s stock and 
the sale of the stock of Petroleum Research Corporation by the 
sponsor. At the same time Mr. Watson represented to Francis Sulli- 
van, the president of the investment company, that after the passage 
of control of the investment company to Holman, Rapp & Company,. 
Mr. Sullivan would be employed in an advisory capacity at a salary 
"8Td, at 14188-90. 

21d., Commission’s Wxhibit No. 1489, at 17. 

8Td., Commission’s Exhibit No. 1439. 

%Td., at 4-5, 13-14. 

61d. at 4-5. 

ESTGl, ay & Wal, 

Td,, at 11 and Commission’s Exhibit No. 1443, at 26. 

8Td., Commission’s Exhibit No. 1439, at 5. 

*Td., at 14189 and Commission’s Exhibit No. 1439, at 11. C. Shelby Carter, of Carter,. 
Martindell & Company, testified that his firm eventually received $15,000 and Jackson & 
Curtis received $10,000 in commissions for their part in these transactions. (Public 
Examination, All America General Corporation, at 15775, 15778, 15782.) 

Op. cit. supra, note 1, at 14191. 


“Td., at 14181-14186. 
“Td., at 14189, and Commission’s Exhibit No. 1448 (p. 27). 
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‘of $12,000 per annum.*? Mr. Sullivan, however, never received this 
‘salary. 

Holman, Rapp & Company did not intend to use its own funds to 
provide the approximately $312,000 required to purchase the stock of 
Petroleum Research Corporation and the 10,000 units of Oils & Indus. 
‘tries, Inc. Messrs. Watson, Herzberg, and Kahn represented to Mr. 
Holman that they were acting on behalf of a syndicate which had 
“made a large sum of money running into some millions of dollars 
‘through operating in real estate in New York City.” ** Mr. Herzberg 
told Mr. Helman that in the opinion of the syndicate “stocks were 
‘cheap and that anyone who bought at the prevailing market prices 
would reap a handsome profit over a period of time, and that the 
‘syndicate was aware that by buying shares of investment trusts they 
could get better value for their money than by buying shares of sepa- 
rate corporations because the shares of many investment trusts were 
selling very much below their liquidating value.” ** In fact, no syndi- 
‘cate existed, and Messrs. Watson, Herzberg, and Kahn did not possess 
the $312,000 necessary to effect the shift in control of Oils & Industries, 
Inc. to themselves. 

From time to time the closing of the transaction was adjourned.” 
Finally, Messrs. Watson, Herzberg, and Kahn devised a scheme to 
effect an ostensible payment for the Oils & Industries, Inc. units and 
the stock of the Petroleum Research Corporation. They arranged 
the closing of the transaction in the offices of the Commercial Trust 
Company of New Jersey in Jersey City on October 9, 1931. Prevyi- 
ously, Mr. Watson stated to Edward Groth, a vice president of the 

Jommercial Trust Company of New Jersey, that he and his group 
were acquiring control of Oils & Industries, Inc.“7 On October 9, 
1931, prior to the meeting to close the purchase of the management 
contract, Mr. Watson requested the bank to lend $177,000 to Oils & 
Industries, Inc., as of October 10, 1931. The bank agreed to make 
the loan and to issue two cashier’s checks dated October 10, 1931, one 
in the sum of $167,000 and the other, $10,000. The bank, through its 
representative at the closing, however, was to keep physical posses- 
sion of the larger check, merely exhibit it, and then deposit it in an 
account of Oils & Industries, Inc., which was to be opened in the 
bank the next day. At 6 p. m. on October 9th, 1931, the closing 
took place. The $167,000 cashier’s check was exhibited by the bank’s 

43Td., at 14230 and Commission’s Exhibit No. 1439, at 18. 

44Td., Commission’s Exhibit No. 1439, at 2. 

45Td., Commission’s Exhibit No. 14389, at 2-3. 

46 Mr. Holman was advised by Messrs. Herzberg and Kahn that the delay in the clos 
ing of the transaction was due to the illness of an alleged member of the syndicate 
they purported to represent, who was a “millionaire several times over” and who ap 
peared at the “settlement of all deals with his pocket check book and would write out 
checks for large amounts from this small book.” On October 6, 1931, Mr. Herzberg 
informed Mr. Holman, “with a downcast look on his face,” that the member had died 
and that this would cause a little delay as each member of the syndicate would haye to 
put up a little more money. (Id., Commission’s Exhibit No. 1439, at 8-9.) 

47Td., Commission's Exhibit No. 1448, at 50. From the inception of the investment 
company until July 31, 1931, the Commercial Trust Company of New Jersey had been 
the depository of the funds and the custodian of its portfolio securities. (Id., at 14214-5.) 
Apparently Mr. Watson had informed the Commercial Trust Company of New Jersey that 
on the accession of his group to control of Oils & Industries, Ine. the banking business 


and the custodianship of its securities would be restored to the bank. (Id., Commission's 
Exhibit No. 1443, at 51.) 
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representative to the directors of Oils & Industries, Inc., who there- 
upon turned over 10,000 units of the investment company’s stock 
to Holman, Rapp & Company. The $10,000 check was given to Mr. 
Meyer in part payment for the stock of Petroleum Research Cor- 
poration.** Pettigrew & Meyer, Inc. agreed to accept Mr. Hol- 
man’s note payable November 2, 1931, for the $135,000 balance due 
on the stock of Petroleum Research Corporation, which held the man- 
agement contract of the investment company.*® The $167,000 cash- 
ier’s check, after being exhibited to the directors of Oils & Indus- 
tries, Inc., never left the possession of the bank, and was deposited 
to an account of Oils & Industries, Inc., in the Commercial Trust 
Company of New Jersey, opened the next day.®? The $177,000 “loan” 
of Oils & Industries, Inc. from the bank was reduced to $10,000 on 
October 10, 1931, by a credit of the $167,000 check to the account of 
the investment company.” The effect of the transaction with respect 
to the $167,000 check was that the bank merely drew this check, deb- 
ited the account of the investment company, then “deposited” this 
check and credited the investment company with $167,000, thus wip- 
ing out the loan of $167,000. It was tantamount to drawing the 
check, exhibiting it at the closing, and then destroying it. 


1, CONVERSION OF INVESTMENT COMPANY’S FUNDS BY 
THE NEW MANAGEMENT 


At the closing on October 9, 1931, all the previous directors and 
officers of Oils & Industries, Inc. resigned and were replaced by Mr. 
Holman and Mr. Watson and his associates. Mr. Holman became 
president and Mr. Kahn vice president of the investment company.” 
The stockholders of Oils & Industries, Inc.- were informed of this 
change in the management only after its occurrence. 


Td., at 14220-24. 

“Tq,, Commission’s Exhibit No. 1448, at 29. 

50 Mr, Sullivan, the president of the investment company at the time, testified (id., 
at 142212): 

A, * * * Mr, Groth [vice president of the Commercial Trust Company] said 
that it was after banking hours and he would deposit the check to the credit of Oil 
Shares in the Commercial Trust Company. 

Q. What business was that of his if it was after banking hours? 

A, * * * JT claimed that we had no account there, that we had no money in 
the bank, that it was closed out, and I was told by counsel that the Commercial 
Trust Company were reputable people and it was quite all right to let Mr. Groth give 
a receipe. r - v F, a . 

Q. Did anyone say to Mr. Groth, “Just mind your own business; we will deposit 
{he money where we please’? And after all, that was your check. 

A. IT said that to an extent, but not quite the words. 

Q. At any rate, Groth refused to give physical possession of the check. 

A. He did. 

Q. And he insisted that he retain it and that the account be opened in his 
bank ? 

A. He did. 

Subsequently Oil Shares Incorporated now known as Oils & Industries, Inc:, sued Commer- 
cial Trust Company of New Jersey and Mr. Watson and his associates to recover the losses 
it suffered as a result of the “looting” of its assets by Messrs. Watson, Herzberg, and Kahn 
on the theory that the bank had conspired with Mr. Watson and his associates to defraud the 
investment company. The United States Circuit Court of Appeals, however, affirmed the 
judgment of the Federal District Court of New Jersey absolving the bank from any participa- 
tion in the conspiracy of Messrs. Watson, Herzberg, and Kahn to defraud Oils & Industries, 
Inc. (Oil Shares, Inc. v. Kahn et al., 94 F. [2d] 751 [C. C. A. 8rd, 1938].) 

‘Td., at 14242-44, and Commission’s Exhibit No. 1443 (p. 39). 

2 1Id., at 14224 and Commission’s Hxhibit No. 1439, at 12. 
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On October 10, 1931, Messrs. Watson, Herzberg, and Kahn, then in 
control of Oils & Industries, Inc. proceeded to “loot” ®® the invest- 
ment company. On that day they borrowed $200,000 from Redmond & 
Company, a firm of New York brokers, and used portfolio securi- 
ties of Oils & Industries, Inc. as collateral.64 This money was de- 
posited with the Commercial Trust Company of New Jersey for the 
account of the investment company.®> The bank deducted $10,000 
on account of the cashier’s check, given to Pettigrew & Meyer, Inc, 
in part payment for the stock of Petroleum Management Corpora- 
tion.** On the same day, National Public Service Corporation, a 
corporation organized by Messrs. Watson, Herzberg, and Kahn™ {o 
act as a holding company for Oils & Industries, Inc., received from 
Holman, Rapp & Co. the 10,000 units of the investment com- 
pany’s stock and delivered to Mr. Holman a cashier’s check of the 
Commercial Trust Company of New Jersey in the sum of $12,000 for 
his commission. The $12,000 check was actually charged against the 
account of Oils & Industries, Inc.** Three days later National Public 
Service Corporation borrowed $100,000 from Oils & Industries, Inc. 
on the security of the 10,000 units of the latter’s stock.®® It will be 
remembered that Oils & Industries, Inc. did not receive any money 
for these units, because the investment company’s account was debited 
$167,000 upon the issuance of the cashier’s check and then credited 
with $167,000 upon deposit of the check. National Public Service 
Corporation never repaid this “loan.”®° Of this sum apparently 
$25,000 was paid to Carter, Martindell & Company and to Jackson & 
Curtis for their services.* : 

On October 10, 1931, the investment company paid to Mr. Watson 
$10,000 as “legal fees.” °? On October 10 and October 18, 1931, the 
investment company paid to Mr. Kahn a total of $14,000 as “advance 
Salley”? & 

Messrs. Watson, Herzberg, and Kahn continued to liquidate the 
portfolio securities of the investment company and to deposit the 
proceeds to the credit of Oils & Industries, Inc.°* 

On November 2, 1931, Messrs. Watson, Herzberg, and Kahn deliv. 
ered to Pettigrew & Meyer, Inc., a cashier’s check of the Com- 
mercial Trust Company of New Jersey for $135,000 to complete the 
payment for the stock of Petroleum Research Corporation,® the sum 
of $135,000 being charged against the account of the investment com- 
pany maintained in the bank.®* Thus, Pettigrew & Meyer, Inc. 
was paid for its management contract with, and Messrs. Watson, 
Herzberg, and Kahn obtained control by, the use of the investment 
company’s own funds. 

53 Oil Shares, Inc. v. Kahn et al., 94 F. (2d) 751 (C. C. A. 8rd, 19388).. 

5 Op. cit. supra, note 1, at 14242-44, 

& Ipid. 

6 Ibid. 

57 1d., at 14233: and Commission’s Bxhibit No. 1448, at 40-41. 

SId., at 14244; Commissicn’s Exhibit No. 1489, at 13. 

5° Id., at 14245 and Commission's Exhibit No. 1448, at 41. 

0 Thid. 

61 See note 389, supra. 

® Op. cit. supra, note 1, at 14244 and Commission's Exhibit No. 1439, at 19 

° Tbid., and Commission’s Hxhibit No. 1443 (p. 7). 

“Id, at 14244, 


% Ibid. and Commission’s Exhibit No. 1448, at 48. 
6 Thid. 
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By November 9, 1931, Messrs. Watson, Herzberg, and Kahn had 
diverted approximately $284,000 of the funds of Oils & Industries, 
Inc., to their own purposes.** Meanwhile, however, Mr. Holman had 
been informed concerning the background of these individuals and 
had become suspicious of them.** On or about November 9, 1931, Mr. 
Holman and his attorneys inspected the books of the investment com- 
pany, and the duplicity of Messrs. Watson, Herzberg, and Kahn was 
revealed. Mr. Holman, as president of Oils & Industries, Inc., swore 
out a warrant for the arrest of Messrs. Watson, Herzberg, and 
Kahbn.*® Mr. Kahn was arrested but never brought to trial,’° and 
Messrs. Watson and Herzberg were never apprehended. In a civil 
action against Mr. Kahn, brought by the investment company, a 
judgment for the amount of its losses as a result of his “fraudulent 
conduct”? was obtained,” which, however, was never satisfied.7? The 
investment company also sued Pettigrew & Meyer, Inc., to recover 
$145,000 of the funds of the company which had been paid for the 
stock of Petroleum Research Corporation. This action was settled 
for $50,000.77 As of April 1, 1937, $15,000 had been paid on account 
of the settlement.** If it be assumed that the full $50,000 had been 
paid by Pettigrew & Meyer, Inc., the losses of Oils & Industries, 
Inc., due to the “fraud” of Watson, Kahn & Herzberg, will total 
$234,000. 

It is obvious from the foregoing recital that the liquidity of the assets 
of investment companies and the comparative ease with which such as- 
sets can be diverted to the use of those in control of these companies 
assisted Messrs. Watson, Herzberg, and Kahn in their “looting’”’® of the 
assets of Oils & Industries, Inc. As has been indicated, the approval of 
the stockholders of Ouls & Industries, Inc. to the transfer of the man- 
agement contract or control of the company was not obtained; nor were 
they apprised in advance of these contemplated shifts.” Francis 


7 Td., at 14244. 

NGL ¢ Commission’s Exhibit No. 1439, at 20. 

®Td., at 14235 and Commission’s Exhibit No. 1439, at 19-20. 

Td., at 14236. 

Oral opinion of Judge Fake in Oil Shares, Inc. v. Kahn et al. (op. cit. supra, 
note 1, Commission’s Exhibit No. 1444); affd 94 F. (2d) 751 (C. C. A. 8rd, 1988). 

2 Op. cit. supra, note 1, at 14260. 

3 Td., at 14262. 

4 Tpid. 

% See supra, note 71. 

% See Oil Shares, Inc. v. Kahn et al., 94 F. (2d) 751 (C. C. A. 38rd, 1938). 

7 Phe United States Circuit Court of Appeals for the Third Circuit in its opinion 
in Oil Shares Inc. v. Kahn, 94 F. (2d) 751 (C. C. A. 8rd, 1938), holding Mr. Kahn and 
others liable to the investment company for its losses suffered by their “looting” of its 
funds, by way of dictum, stated with reference to the liability of the old directorate which, 
without consulting the stockholders, turned control of the company over to Messrs. Wat- 
son, Herzberg, and Kahn: : 


The individual members of the old board are not before us and we have no 
thought of criticizing them unheard, but no one more than they now realize the serious 
mistake they made. Reference to the date of this transaction would in itself 
soften criticism of what any board of directers did whose corporation was in dire 
need of funds to be supplied with fresh capital. Overeagerness to get the money 
would blind them to the need of looking closely into the source of its supply. None- 
theless, any board which did what this board did woule be taking upon itself a 
erave responsibility. The assets of their corporation belonged to the then stock- 
holders. What the board did was to turn over the assets to the control of a new 
board without asking for the sanction of the stockholders to whom the assets be- 
longed. Nothing would excuse them from taking this responsibility upon them- 
selves except to have what was done turn out well. If it turned out otherwise, as 
here, they could not escape deserved criticism. Good intentions would not avail 
them as a defense. 
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Sullivan, the former president of Oils & Industries, Inc., when 
examined on the transfer of control, testified : 


Q. You knew, of course, that Petroleum Research Corporation was going ig 
sell its management contract. 

A. Yes. 

Q. Now, of course, when the stockholders bought this stock, Mr. Sullivan, 
they bought it in reliance at least that the other members of the Board were 
going to be on the Board, isn’t that so, and that Petroleum Research Corporation 
had a 10-year management contract, isn’t that so? 

A. I think they did. 

Q. And then one fine morning they woke up and found that everybody oy 
the old Board was not there any more, including the officers? 

A. It is quite true. IT admit it * * *, 

Q. * * * But as far as the stockholders were concerned, without even the 
slightest intimation in any official way from the corporation, there was a com. 
plete change of management, and as soon as the money was turned over the 
entire old board is out and the old Research Corporation is out and a new 
corporation and new individuals are in there? 

A. I think I will have to admit that. 

Q. Although the situation was that as far as the stockholders’ position oy 
predicament was concerned, if they wanted to get a new management in there 
they could not do it because Petroleum Research Corporation bad a 10-year con- 
tract, isn’t that so? 

A. I think they did have a 10-year contract; that is true. 


w ws % * * a * 


Now the belief, and I am not going to give any excuse now, the belief was 
that we were helping the company along to get new money into the organization, 
to select their own advisory capacity, and to sell additional securities through 
this house, with that experience I would not do it again. I will answer your 
question that way. 

Q. And also the situation is that there was always a possibility that the 
belief might be wrong and then the consequences may be very dire, isn’t that so? 

A. That is right. 

Q. That is particularly true, as I say, in an investment trust, because if you 
turn a steel plant over to anybody he cannot sell it overnight, but he can sell 
ee shares of steel [stock] overnight, can he not? 

. Yes. 


Mr. Sullivan testified further : 7° 


Q. Looking back over that experience, Mr. Sullivan, do you get any idea; 
with respect to what could be done to protect the investor in that instance? 
He did not know a thing about this, did he? I mean, he did not know a thing 
about the fact that there was a contemplated change in management there with 
respect to the old Board of Directors and the officers and with respect to the 
advisory contract? 

A. I feel now that very full information on any particular change in any 
organization should be put up to the stockholders themselves so that they may 
have full knowledge before a change. 


31d. at 14224-14227. Arthur 8. Kleeman, who subsequently became the president of 
Oils & Industries, Inc., testified (Public Hxamination, Home and Foreign Securities 
Corporation, at 14863) : 


Q. A person’s competence and ability will have to be presumed in the first 
instance? 

A. Yes, sir; and frequently it is judged in the light of his performance. If 
everything works out very fine it is all right, and if not, there is criticism. | ; 

Q. But you think not only is it desirable but it may be essential that in view 
of the particular nature of an investment trust the assets of which are usually 
in cash or marketable ‘securities, or in liquid form on which it is easy to jay one’s 
hands, that some provision should be made for some weeding-out process of undesir- 
ables who are in control of investment trusts; is that right? 

A. I feel that very strongly and, of course, I feel there ought to be some way of 
testing the integrity of a man at the time he becomes a member of the board of 
directors of an investment trust. 


71d., at 14254-5. 
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Mr. Sullivan testified with reference to the transfer of control to a 
new group: *° 

Q. But you can visualize that this situation can be one of easy occurrence, 
isn’t that so? 

A, Yes; surely it can. 

Q. And it can occur more frequently in the investment trust situation than 
in the industrial corporation because of the liquidity of their assets? All you 
have to do is to cross the street, get the key to the vault and take the securities 
cut. every nickel of them? 

A. Yes. 


E. Transfer of Management to Arthur S. Kleeman 


Following the discovery of the “fraud” *! practiced by Messrs. 
Watson, Herzberg, and Kahn, the old board of directors again took 
over the management of Oils & Industries, Inc.; but the changes in 
the management of the investment company did not cease. On May 16, 
1932, the board of directors requested Arthur S. Kleeman, the presi- 
dent and largest stockholder of the Home and Foreign Securities Cor- 
poration,*” an investment company organized by him in 1929, to take 
over the management of Oils & Industries, Inc. 8° Mr. Kleeman ac- 
cepted the presidency of Oils & Industries, Inc., at an annual salary 
of $6,000,** which later was increased to $8,000 and finally to $10,000.%° 
Although neither Mr. Kleeman nor his investment company, Home 
and Foreign Securities Corporation, owned a single share of Oils & 
Industries, Inc., the existing directors permitted Mr. Kleeman to nom- 
inate his own slate of directors.®* All but two of the old directors. 
resigned.’* Stockholders were informed of this second change in the 
management of the investment company only after it had occurred.®* 

On July 28, 1933, under Mr. Kleeman’s management, and with the 
approval of the stockholders, the outstanding 82,940 units of pre- 
ferred and common stock were reclassified into 82.940 shares of com- 
mon stock,®® thus changing the capitalization of the investment com- 
pany. The privilege of the stockholder to redeem his stock in only 
500-share lots at 91% of asset value was retained.*° Later, on April 


%Td., at 14256-7. 

81 See supra, note 71. 

& Public Examination, Home and Foreign Securities Corporation, at 14791 and 14837. 

S1d., at 14822. 

8Id., at 148238. 

1d., at 14867. 

8% Td., at 14822. 

Td., at 14822-8. 

SId., at 14865. 

Op. cit. supra, note 1, Commission’s Exhibit No. 1442, Item 4. The purpose of this 
amendment was to create a capital surplus of $1,615,815 by marking down by that 
amount the stated capital of the investment company’s stock as reclassified. From this 
“surplus,” it was possible under the Maryland law to pay dividends. Prior to the 
recapitalization, the total assets of the investment company were exceeded by its stated 
capital applicable to its preferred stock, a condition which prevented the payment of 
dividends on the preferred stock under Maryland law. ‘The recapitalization also elim- 
inated dividend arrearages on the preferred stock. (Public Examination, Home and 
Foreign Securities Corporation, Commission’s Exhibit No. 1519.) Thereafter dividends. 
of 25 cents a Share were paid on the common stock as reclassified. (Ibid.) 

““Td., Commission’s Exhibit No. 1442, Item 4. 
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17, 1934, the number of shares required for the exercise of the privi- 
lege was increased to 1,000 and the redemption price was raised to 
95% of the asset value.” 


F. Transfer of Control to Arthur S. Kleeman and The Equity 
Corporation 


Immediate opposition developed to Mr. Kleeman’s management. 
A Canadian investment house representing a large group of Canad- 
ian stockholders holding a substantial number of shares of the in- 
vestment company, attempted to gain control.®? In order to remove 
this “frankly hostile” °* group, Mr. Kleeman induced David Milton, 
the president of The Equity Corporation, to cause one of its sub- 
sidiaries, Group Assets, Inc., to purchase the shares of Oils & In- 
dustries, Inc. held by the Canadian group, which constituted ap- 
proximately 40% of the outstanding stock of the imvestment com- 
pany and was by far the largest individual stock interest. In No- 
vember 1933, six representatives of Mr. Milton and his associates 
were elected to the board of directors of Oils & Industries, Inc.™ 
Mr. Milton and his associates were actually in control of Oils & In- 
dustries, Inc., although Mr. Kleeman remained as president and he 
and five of his nominees constituted half of the investment company’s 
board of directors. 


1. OPPOSITION OF ARTHUR 8S. KLEEMAN TO MERGER OF 
OILS & INDUSTRIES, INC. WITH THE EQUITY CORPO. 
RATION 


It was neither Mr. Kleeman’s intention nor understanding that 
Oils & Industries, Inc. was to be merged ultimately with The Equity 
Corporation. Mr. Kleeman testified : °° 


Q. Was it your intention that the Milton interests should ultimately acquire 
control of this situation, and that they would take over the management of 
Oil Shares Incorporated? 

A. No. There were a great many discussions between Mr. Milton and myself, 
in which—I do not recall his name 

Q. Ellery C. Huntington? 

A. Ellery C. Huntington participated about our cooperating in the further 
development of Oil Shares Incorporated. 

Q. Well, it was not your intention, was it, to have the Milton interests acquire 
eontrol and ultimately relieve you of the management and take over the 
management themselves? 

A. As a matter of fact, it was not their intention when they came in. There 
were many discussions about my continuing the management. 

Q. The immediate problem was to get the block of stock out of the Canadian 
hands into the hands of interests that you considered more friendly to your 
management. 

A. Not only friendly, but cooperative. 


Whatever may have been the understanding of Mr. Kleeman, 
Group Assets, Inc. continued to accumulate the stock of Oils & Indus- 


%Td., Commission’s Exhibit No. 1442, Item 6. At the same time the stockholders voted 
to change the name of the corporation from Oil Shares Incorporated to Oils & 
Industries, Inc. (Ibid.) 

2 Op. cit. supra, note 82, at 14823—4. 

%Td., at 14825-7. 

Td., at 14827. 

%Td., at 14825-6. 
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tries, Inc., and by June 1934 had accumulated 25,000 shares of the 
capital stock or approximately 44% of the 56,000 shares of the latter’s 
stock.°° Late in May 1934 Mr. Milton informed Mr. Kleeman that 
The Equity Corporation intended to make an offer of exchange for 
the remaining outstanding shares of Oils & Industries, Inc. Ulti- 
mately, if the exchange offer was successful, Oils & Industries, Inc. 
was to be merged with The Equity Corporation. 

Mr. Kleeman, having undertaken to rehabilitate Oils & Industries, 
Inc., and desiring to retain control for “business reasons,” °* informed 
David Milton that if an exchange offer were made he would recom- 
mend that the investment company’s stockholders exercise their priv- 
ilege of redemption and obtain 95% of the asset value of their stock; 
and that he would cause a trustee to be appointed to receive and pool 
for redemption the holdings of stockholders owning less than the num- 
ber of shares required for the exercise of the redemption privilege. 
Mr. Kleeman testified : °° 


Q. And there would be no sense in Mr. Milton making the exchange offer 
as he would wind up only with his own stock. 

A, That is true. 

Q. So that [it was] this suggestion or threat that they would resort to that 
proceeding * * * that led Mr. Milton to say that he was willing to talk 
about the possibility of selling his shares? 

A. Well, the word “threat” I do not like in that connection because it has a 
bad connotation. I thought I was keeping faith with the stockholders if I gave 
them the same opportunity. 

Q. I was not imputing to you any motive. 

A, Well, I do not like the word. 

Q. The suggestion to Mr. Milton that he might find himself in [the] pre- 
dicament * * * if he made the exchange offer * * * that he was the 
only one who would accept the exchange, made him willing to talk about the 
possible transfer of the Oils & Industries. 

A. That is right. 

The eventual merger of Oils & Industries, Inc. with The Equity 
Corporation might have meant the termination of Mr. Kleeman’s 
connection with the investment company.t’? Mr. Kleeman, when ex- 
amined as to the motives which impelled him to resist the contem- 
plated exchange offer of The Equity Corporation, testified : 1° 


Q. * * * Now there were the Milton interests with 25,000 shares of com- 
mon, which was a controlling block—no doubt about that—and the Milton inter- 
ests said we are going to make an exchange offer and acquire sufficient of the 
stock of Oils & Industries to make it part of the Equity picture; isn’t that so? 

A. Yes, sir. 

Q. You virtually said to Mr. Milton, “I don’t agree with that, and as far 
as I am concerned I will redeem my stock and make it possible for other people 


®Td., at 14827; Public Hxamination, Oils & Industries, Inec., Commission’s Exhibit 


No. 1442. 
Mr. Kleeman testified (op. cit. supra, note 82, at 14828) : 

Q. So that after the Milton interests acquired substantial interests in that 
stock, they contemplated making’ an exchange offer to all the stockholders which 
would ultimately look to the dissolution or the absorption of Oils & Industries, into 
the Equity picture ? 

A. Yes, sin. 

Td. at 14829, 
"Td.. at 14833—4. 
10 Mr. Kleeman testified (id., at 14828) : 

Q. Of course that [the absorption of Oils & Industries by The Equity Corpora- 
tion] would relieve you of the management of that situation? Isn’t that so? 

A. They asked me to stay on the board; but I did not think it would make any 
difference in my salary as I remember it; but it was to become a part of The 
Equity Corporation eventually or one of their other companies. 


md. at 14869-70, 
(53310 40-=pi 0 
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who concur in my opinion to redeem their stock through the appointment of 2 
trustee.” 

A. That is right. 

Q. Would Mr. Milton say to you, “By what token are you undertaking to 
stand in my way since you have no stock interest in this situation and we have?” 
I mean, was there any discussion of your right to control and his right to 
control? 

A. There was a definite statement on my part as to why I took that position, 
I refer to the first letter sent out to the shareholders when I became president of 
the company, which was a letter to the effect, if not in so many words, We Stated 
we would try to rebuild the company where the shareholders would get a return 
and a chance to recover their principal. I didn’t want any exchange for 
securities for anything in the Equity picture that might stop that. Now, I had 
two reasons for it; one, I wanted to continue the program and see it through, 
and number two, I felt I should use the opportunity that I had in there to do a 
constructive piece of work for the shareholders and myself, too. I am not trying 
to be holy about it, but I had those two objectives, and I think Mr. Milton 
understood that clearly. 


G. Transfer of Control to Home and Foreign Securities 
Corporation 


In order to remove David Milton and his associates from control, 
Mr. Kleeman determined to have his investment company, Home 
and Foreign Securities Corporation, purchase the shares of Oils & 
Industries, Inc. held by them.1° 

In order to consummate Mr. Kleeman’s desire to retain control, 
Home and Foreign Securities Corporation on June 8, 1934, purchased 
from Group Assets, Inc.2°* 25,000 shares of the capital stock of Oils 
& Industries, Inc. at an average price of $21.41 a share** for a total 
cost of approximately $535,000. The then asset value of each share 
of Oils & Industries, Inc. was $19.88,°° so that Group Assets, Inc, 
received a premium of $1.53 per share above the asset value of the 
stock, the total premium amounting to $88,250.1°° 

To finance the purchase, Home “and Foreign Securities Corpora- 
tion was required to liquidate a large portion of its portfolio of secur- 
ities and to negotiate a bank loan of $360,000.1° Ultimately the 
shares of Oils & Industries, Inc. were the principal asset of Hom 
and Foreign Securities Corporation.°? The effect of the purchase 


102 Tome and Foreign Securities Corporation had been organized and sponsored by 
Mr. Kleeman in 1929. The net capital contribution made to the corporation by its 
stockholders was $2,872,000 of which $750,000 represented the contribution of Mr, 
Kleeman. (Id., at 14818, 14797.) By June of 1984, the assets of Home and Foreign 
Securities Corporation totaled approximately $352,000 (id., at 14819), including a, loss 
realized and unrealized to its stockholders of approximately $2,500,000. From 1929 to 
1934, these large losses had been the result of specialization in bank stocks. (Id., at 
14810-5.) Mr. Kleeman testified (id., at 14815) : 

Q. Well, let me ask you this general question: The experience of Home and 
Foreign in the course of its investments in banking situations was rather unfortu- 


pare 
- think that is an accurate description. 


103 ae cit. supra, note 1, Commission’s Exhibit No. 1442; op. cit. supra, note 82, at 
14835, 14854. 

104 Op. cit. supra, note 82, at 14851, 14854. 

16 Td., at 14854. 

106 No active market for the Oils & Industries, Inc. stock existed. Home and Foreign 
Securities Corporation could only liquidate the stock at a loss by presenting it to Oils & 
Industries, Inc. for redemption at 95% of its liquidating value and, as will be described 
later, the privilege of redemption afforded to stockholders of Oils & Industries, Inc. 
was subsequently eliminated. 

107 Td., at 148386-7. 

108 Td,, at 14834, 
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was to transform Home and Foreign Securities Corporation into a 
holding company of an investment company and subject its minority 
stockholders to a duplication of salaries for management. Home and 
Foreign Securities Corporation, which paid Mr. Kleeman annual com- 
pensation of $6,000," in essence had assets consisting only of its pro 
rata interest in the assets of Oils & Industries, Inc. On the other 
hand, Oils & Industries, Inc. paid Mr. Kleeman as at December 31, 
1937, an annual salary of $10,000. Mr. Kleeman testified : 1 


Q. So as is the case in every instance where one investment trust buys the 
securities of another investment trust, you have a double management salary, 
a double management fee, isn’t that so? 

A. You won't mind if I differ from your way of stating it? 

Q. No. ; 

A. I feel this way about it, since I devote 90% of my time in trying to rebuild 
these companies I am entitled to all I am getting from the two companies but 
the salary is divided in that way because we don’t want to put too much burden 
on either one. That doesn’t change the result in any way but it is a different 
theory. 

Q. I know, but if Home and Foreign now took part of its diversified portfolio 
and changed it to Oils & Industries 
A. That is true. 

Q. So that the compensation that you get in the form of a salary from Home 
and Foreign for managing Home and Foreign is for the entire fund, isn’t that 
so? Now, part of the fund of securities from which you are getting compensa- 
tion is from another souree, isn’t that so? 

A. That is true. ; 

Moreover, under the management of Mr. Kleeman the ratio of 
management salaries and other expenses to the net assets and, ordi- 
nary income of Oils & Industries, Inc. had increased sharply. As at 
December 31, 1937, in contrast to the annual management fee amount- 
ing to one-half of 1% of its average monthly net assets formerly 
paid by Oils & Industries, Inc. to Petroleum Research Corporation, 
Mr. Kleeman’s salary of $10,000 was in excess of 1% of the investment 
company’s then net assets of $798,936.11 


10 Td., at 14867. 

n0Td., at 14867-8. 

u1 As at December 31, 1937, Oils & Industries, Inc., had net assets of $798,936 and total 
management and other expenses, including salaries, of $96,000, equivalent approximately 
to 12% of net assets. As at September 380, 1931, prior to Mr. Kleeman’s succession 
to the management of the company its net assets totaled approximately ‘$1,200,000, 
and its expenses, including management fees paid to Petroleum Research Corporation, 
were approximately $36,000, or about 3% of net assets. As at December 81, 1932, the 
company had net assets of $817,800 and total expenses of $71,233, or approximately 
9% of net assets. As at December 31, 1936, Oils & Industries, Inc., had net assets 
totaling $1,424,000 and total expenses of $90,000, or approximately 6% of net assets. 
The ratio of total expenses of Oils & Industries, Inc., to its ordinary income other 
than capital gains during the period of the management of the company by Mr. Kiee- 
man is indicated in the following table: 


SP el Lae a en a aS eee ee 


ae Total Ratio of 
Sue cared! ©) ota : expense to 
Period ending expense one ney, ordinary 
income 
Septsc0 Mls Lay eA ee ee eee See $36, 117 $45, 576 0.8 to l 
Under Management of Mr. Kleeman: 
TD ECE O IF L O32 uae SUS Set ea eee a eet I 71, 233 60, 799 ND tio 3 
DOCS T1936 eee SEE Rr AR Tat des etaee 90, 301 71, 622 1.3' to! L 
DECLS I G3 aaEes OE Me ee eens Sait. 96, 461 45, 974 21 to li 


(Derived from supplementary information supplied the Commission for Oils & Industries, Ine.. 


Annual Reports to Stockholders for periods ending Sept. 30, 1931, Dec. 31, 1932, Dec. 81, 1936, and 
Dec. 31, 1937.) 
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Although the purchase of the stock of Oils & Industries, Ine., con- 
stituted a substantial deviation from the previous activity of Home 
and Foreign Securities Corporation, which was the acquisition of 
bank stocks, nevertheless the minority stockholders were given no 
opportunity to be heard on the change m policy nor were the terms 
and purposes of the purchase revealed to them.* 


1. RECAPITALIZATION OF OILS & INDUSTRIES, INC. TO 
ENABLE HOME AND FOREIGN SECURITIES CORPORA- 
TION TO FINANCE ITS PURCHASE OF CONTROL WITH 
THE FUNDS OF OILS & INDUSTRIES, INC. 


Oils & Industries, Inc. redeemed 1,000 shares of the 25,000 shares 
of its common stock owned by Home and Foreign Securities Corpora- 
tion, for $20,000, 95% of their asset value,'* which was applied by 
Home and Foreign Securities Corporation in reduction of its bank 
loan of $360,000, incurred to purchase its holdings of the common 
stock of Oils & Industries, Inc. Further redemption of the remain. 
ing holdings of Home and Foreign Securities Corporation in the 
common stock of Oils & Industries, Inc.—24,000 shares or 43% of the 
voting stock—would have impaired its control of Oils & Industries, 
Inc. 

As part of the entire plan to purchase the control from David 
Milton and his associates, Mr. Kleeman had determined to alter the 
capital structure of Oils & Industries, Inc. in a manner which would 
permit him, in effect, to utilize its assets to repay the $360,000 bank 
loan incurred by Home and Foreign Securities Corporation. Briefly, 
the plan was to have the stockholders of Oils & Industries, Inc. au- 
thorize an issue of $1 par value participating preferred stock entitled 


“2 Mr, Kleeman conceded that the stockholders should have been informed of the 
contemplated change in the character of Home and Foreign Securities Corporation prior 
to its occurrence (op. cit. supra, note 82, at 14857-9) : 


Q. Suppose a stockholder got the information you [Home and Foreign Securities 
Corporation] were substantially interested in bank stocks. He had stayed with 
this company [invested] in bank stocks during the period of terrific decline in 
bank stocks and he says “I will hold on until the bank stocks come back. lNvery- 
thing else is coming back, and I don’t feel I will [want to] get out of this situa- 
tion. 1 will stay with you.” * * * Then he gets a report a few months later 
which says he is no longer in a bank stock [investment company] but in a diversi- 
fied portrolio? 

A. That is correct. 

Q. I am not saying that is unusual or that you were the only one [who did 
this], I am just arguing the general principle. [Nven] if there was no disclosure 
lof policy} in the first instance, when the stockholder becomes apprised of the 
intended policy after the operations of the company commenced, there may be an 
element of reliance by the stockholder in continuing his investment in that situa- 
tion, because ever a period of time that was the policy of the company, isn’t 
that so? 

A. That igs quite true. 

Q. And then the next information he gets is that he is no more in an invest- 
ment company specializing in bank stocks, be is now in an investment company 
which ean be considered either one of two things, either a holding company for 
another investment trust or a diversified investment trust? 

A, Yes, sir; and the only answer I have to that is we felt it was a move in the 
right direction. 

Q. I am not disputing that, but don’t we get down to the fundamental problem, 
[an] individual who may have been induced to invest in that situation due to the 
faet that throughout the history of the company it was investing in bank stocks 
is suddenly transformed into a [stockholder of] different type [of investment com: 
pany] even though the management thought it was the best thing in the world? 

A. * * * we didn’t have any avowal of purpose in the beginning and we 
didn’t notify them of any change. I think in the light of what happened we would 
probably recite in great more detail what we were going to do and give notice of any 
change later. I think your point is well taken. 


u3Td., at 14852, 
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to a preference in assets of $12.50 per share, on any dissolution of the 
investment company.™* One share of the new preferred stock was to 
be issued as a stock dividend for each outstanding share of the invest- 
ment company’s common stock. This preferred stock was to be issued, 
although on July 28, 1933, after Mr. Kleeman had become associated 
with the company, all the outstanding units of preferred stock and 
common stock—the inseparable units ‘which had been offered to the 
public—had been reclassified into shares of common stock, the orig- 
inal preferred stock thereby having been eliminated from the capital 
structure. In order to insure control in the common stock and to 
maintain the 48% voting power in Home and Foreign Securities 
Corporation, the new pr eferred stock was to have no voting rights.** 
The existing redemption right of the common stock was to be elimi- 
nated but the new preferred stock was to be redeemable at a price 
equivalent to 95% of the stock’s liquidating value for a period of 
three weeks only and in lots of 1,000 shares only.4® The 24,000 shares 
of new preferred stock to be issued to Home and Foreign Securities 
Corporation were to be redeemed under this provision, “Thus, Home 

and Foreign Securities Corporation would acquire the funds to retire 

its bank loan. In addition, under the recapitalization plan Home and 
Foreion Securities Corporation would retain its working control of 
Oils & Industries, Inc. through its ownership of the common stock 
and prevent future diminution of the latter’s assets as the result of 
redemptions. 

Few, if any, of the stockholders of Oils & Industries, Inc. acquired 
lots of 1,090 shares of the new preferred stock as dividends. In fact, 
as will be shown, Home and Foreign Securities Corporation was the 
only one to exercise the limited redemption privilege accorded to the 
new preferred stock. 

On August 31, 1934, approximately one and one-half months after 
Home and Foreign Securities Corporation acquired the stock of 
Oils & Industries, Inc., the stockholders of the investment company 
approved Mr. Kleeman’s recapitalization plan. However, the letter 1” 
stating the purposes of the meeting omitted to inform the stock- 
holders of the facts and circumstances under which Home and For elgi 
Securities Corporation had acquired control of their company or of 
the fact that it intended to redeem the new preferred stock to procure 
funds to repay the bank loan incurred in acquiring such control. In 
fact, any interest of Home and Foreign Securities Corporation in the 
preferred stock dividend was denied by implication, as disclosed in 
the following excerpt from that letter: 8 

Others, including the management who have recently acquired the largest 
Single interest would perhaps prefer to acquire an increased interest in the 
common shares of the company carrying with them the benefit of any leverage 
created by the preference stock and insuring the continuity of their policies. 

Immediately upon the change in the capitalization of Oils & Indus- 
tries, Inc., it redeemed from Home and Foreign Securities Corpora- 
tion the stock dividend of 24 000 shares of new preferred stock re- 


M4 Op. cit. supra, note 1, Commission’s Exhibit No. 1442, Item 7. 

45 Op. cit. supra, note 82, at 14848; op. cit. supra, note 1, Commission’s Exhibit No. 
1442, Item 7. 

16 Op. cit. supra, note 82, at 14848. 

47 7d., Commission’s Exhibit No. 1519. 

18 Thid, 
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ceived by Home and Foreign Securities Corporation. In redemption 
of this preferred stock Oils & Industries, Inc. transferred to Home 
and Foreign Securities Corporation portfolio securities having a 
market value of $285,000.14 ‘These securities were then sold by Home 
and Foreign Securities Corporation and the proceeds applied to repay 
its bank loan. On the other hand, the minority stockholders of Oils 
& Industries, Inc. lost the benefit of the additional leverage which 
would have been afforded to their common stocks, had the assets of 
the investment company not been diminished by Home and Foreign 
Securities Corporation in redeeming its stock dividend. 

Mr. Kleeman testified that the recapitalization plan was worked out 
as part of the plan for the purchase by Home and Foreign Securities 
Corporation of the block of stock of Oils & Industries, Inc. held by 
the Milton interests. Thus, as a result of the recapitalization plan, 
the Milton interests (which were not aware of the plan) were en- 
abled, at least in part because of their contact with Oils & Industries, 
Inc. and their threat to merge it with The Equity Corporation, to 
sell their shares at a price in excess of their actual asset value, a price 
which could not have been obtained by presenting the shares to the 
company for redemption. Mr. Kleeman also conceded that the plan 
enabled Home and Foreign Securities Corporation to repay its bank 
loan through the sale of the securities received on the redemption 
of the preferred stock and to retain working control of Oils & 
Industries, Inc. through the retention of the common stock. Mr. 
Kleeman testified : 1?° 


A. * * * The program of creating the new preferred stock of Oils & In. 
dustries, with a turn-in privilege, was worked out as part of the purchase, or as 
part of the whole plan, is that correct, Mr. Johnson [counsel for Oils & Industries, 
Ine.]? 

Mr. JoHNSON. Part of the plan. 

Q. Part of the plan? 

A. It was not because it was part of the debt that they had to pay, it was 
all worked out as part of the plan. 

Q. In any event you had the bank loan which had to be met. 

A. That is right. 

Q. Now you say, as part of the plan of the purchase of the stocks of the 
Milton interests, there was a further change in the capitalization of Oils & 
Industries. 

A. That is correct. 


Mr. Kleeman also testified : 222 


Q. * * * What I said was that the ultimate effect of the transaction was 
that you used the funds of Oils & Industries, partially at least to enable Home and 
Foreign to acquire control of Oils & Industries. 

A. I do not think that is correct. 

Q. Well, you purchased the stock, and you did not have the money to do it, and 
so you made a loan. 

. That is right. 

. Now, you had to pay that loan. 

. We had to pay that loan. 

. Home and Foreign did not have the money to pay it. 

. That is correct. 

. And if you did not get the money some place, the bank could foreclose on 
the loan? 

A. That is right. 


19'Td., at 14846 
120Tqd., at 14837-8. 


21Td., at 14847-50, 
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Q. So until you paid the loan, you did not really own the Oils & Industries 
stock? The bank owned the Oils & Industries stock. 

A. * * * wehad the equity in it. 

Q. You had the equity in it, but the way you eliminated the legal ownership of 
the bank and made your equity the legal ownership was to go to Oils & Industries, 
get $285,000 for the preferred stock, and pay the loan. 

A. Yes; but by turning in the preferred stock. 

Q. There is no doubt about that. Then the effect of that was this, that you 
still held the common stock, is that not so? 

A. That is right. 

* * x * * * * 

Q. And when the preferred stock dividend was created the preferred stock had 
no vote, is that right? 

A. That is right. 

Q. So that the fact that you turned in the preferred stock did not in any wise 
diminish the voting power that Home and Foreign had. 

A. That is correct. 

% * * * * * * 

Q. It still retained control of the funds by virtue of its common stock owner- 
ship? 

A. Yes; we did not have 51 percent, but in effect we had control. 

As has been described, from 1928 to 1937 four different groups con- 
trolled the management of Oils & Industries, Inc. Yet the stock- 
holders of the investment company were given no opportunity to be 
heard on the selection of these managers. ‘The initial manager of the 
investment company, Pettigrew & Meyer, Inc., was unknown to the 
stockholders. ‘The shift in control to Messrs. Watson, Herzberg, and 
Kahn occurred without the stockholders’ immediate knowledge. The 
stockholders were not consulted prior to the selection of Mr. Kleeman 
and his associates as managers, nor were they consulted prior to the 
election of the appointees of David Milton and his associates to the 
directorate.**? Although each of these groups profited directly or 
indirectly by the association with the investment company, by De- 
cember 31, 1935 the stockholders of Oils & Industries, Inc. had suf- 
fered, out of a net imvestment in the company of approximately 
$5,400,000, total realized and unrealized losses in excess of $4,000,000.128 


IV. CHATHAM PHENIX ALLIED CORPORATION (LATER 
KNOWN AS SECURITIES ALLIED CORPORATION)* 


A. Summary 


Chatham Phenix Allied Corporation, organized on September 28, 1929, under 
the laws of Delaware, was sponsored by Chatham Phenix Corporation, the security 
affiliate of Chatham Phenix National Bank & Trust Company of New York. 

The investment company issued $2,000,000 shares of capital stock; 1,900,000 
nonvoting shares were offered to the public at a gross price of $27 per share, 
of which the investment company was to receive $25 per share; and the remaining 
100,000 shares, which had the sole voting power, were sold to the security 
affiliate at $25 per share. Chatham Phenix Corporation therefore with an in- 
vestment of $2,500,000 acquired absolute control of the investment company with 
total assets of $50,000,000. The security affiliate obtained approximately $2,245,000 


2Td., at 14864—5. 

SAS at December 31, 1935, the net assets of the investment company totaled $928,000, 
as compared with a net investment by the stockholders of $5,400,000, as of December 81, 
1985, after giving effect to repurchases by the investment company of $6,250,000 of its 
own securities and the payment of dividends of $1,600,000. (Op. cit. supra, note 1, 
Commission’s Exhibit No. 1437.) : 
*Commissioner Frank did not participate in the consideration of this account of 
Chatham Phenix Allied Corporation. 
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in selling commissions and trading profits incident to the public offering of the 
nonvoting shares, which was only $255,000 less than the cost to it of the 100,000 
voting shares. 

The security affiliate, which headed the selling syndicate, agreed to pay for 
the 2,000,000 shares at $25 a share on October 8, 1929. On this date the security 
affiliate delivered its check on Chatham Phenix National Bank & Trust Company 
for $50,000,000 in payment therefor. However, on October 9, 1929, when the 
check was presented for payment, the drawer, the security affiliate, had only 
$32,000,000 on deposit with the bank. The bank, however, honored the check, 
presumably because of the common management of the bank, of the security 
affiliate and of the investment company. In effect, the bank allowed an over- 
draft of $18,000,000 in favor of the security affiliate. To meet the overdraft, the 
security affiliate then borrowed $18,000 000 from Chatham Phenix Allied Corpora- 
tion—the investment company which the security affiliate had sponsored and 
whose securities it had agreed to purchase for cash. The loan remained open 
and was not paid in full until 1981 when the investment company was sold 
to Atlas Corporation. In various prospectuses and applications for listings on 
stock exchanges, the investment company stated it had received payment in full 
of $50,000,000 in cash for its shares. 

During the period of management of the investment company by the security 
affiliate of the bank, the investment company’s funds were used to trade in the 
stock of the bank in the declining market after October 1929. 

The investment company sustained losses of $5,800,000 in transactions in which 
almost all of the directors of the investment company were pecuniarily interested 
and sustained losses of $3,200,000 in investments in companies of which directors 
of the investment company were also directors. The depreciation, as at December 
31, 1930, in investments made in companies having some association or connec- 
tion with the sponsor, or the officers or directors of the investment company, was 
61%. This shrinkage may be compared with a figure of less than 30% consti- 
tuting the decline in investments made in companies having no such connection. 

The largest single loss sustained by the investment company, $5,410,930, arose 
from a purchase of debentures of Empire State, Inc., costing $6,075,000. This 
investment was made after a prior investment of $5,000,000 had been made by a 
syndicate of which the sponsor was the manager and which consisted of twelve 
of the bank’s directors (eleven of whom were directors of the investment com- 
pany) to build the Empire State Building in New York City. 

When the performance and activities of the investment company began to react 
against the reputation of the bank in 1931, the security affiliate, which had rep- 
resented that it would hold the voting stock of the investment company as a 
permanent investment, sold such stock together with a large block of the invest- 
ment company’s nonvoting stock to Atlas Corporation for more than $8,000,000, 
a price which exceeded both the market and asset value of the stock. Notice of 
the sale of control of the investment company was not given to its stockholders 
until after its consummation. 

Atlas Corporation borrowed the $8,000,000 it needed to make this purchase and 
these funds enabled the security affiliate to repay its indebtedness to the invest- 
ment company. But simultaneously, Atlas Corporation, with the knowledge and 
consent of the security affiliate but without the knowledge of the investment com- 
pany’s stockholders, sold to the investment company for $8,000,000 large blocks 
of the securities of other investment companies. With the proceeds of these sales 
Atlas Corporation repaid the loans it had made to obtain the funds necessary to 
purchase control of the investment company from the security affiliate. 

On the date that Atlas Corporation had acquired control, the investment com- 
pany had assets of approximately $31,000,000 consisting of cash and diversified 
securities. Asa result of the shift in control, the investment company had placed 
a substantial portion of its assets in the securities of other investment companies. 
By December 8, 1933, when the investment company was dissolved, approximately 
$27,000,000 of its funds were invested in the securities of other investment 
companies controlled by Atlas Corporation. 


B. Organization 


Chatham Phenix Allied Corporation was incorporated under the 
laws of Delaware on September 28, 1929; under the sponsorship of 


1 Public Bxamination, Chatham Phenix Allied Corporation, Commission’s Exhibit No. 
1588, 
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Chatham Phenix Corporation, the security affiliate of Chatham Phenix 
Seeuell Bank & Trust Company of New York City.’ ‘The security 
affiliate was engaged primarily in the investment. banking business, 
buying and selling securities and the other usual activities of bank 
security affilates.® 

As was the general practice prior to the enactment of the Banking 
Act of 1938, which divorced national banks from their security aftili- 
ates, the stock of Chatham Phenix Corporation, the security. affiliate, 
was physically attached to the stock of the bank and was not trans- 
ferable except with the bank stock. The stock of the security affiliate 
was held in a voting trust of which the trustees were Louis G. Kauf- 
man, president eine ¢ a director of the bank; Samuel McRoberts, chair- 
man ‘of the board of directors of the bank; Ellis P. Ear le, Haley Fiske, 
and Richard H. Higgins,‘ directors of the bank.® 

The bank and the security affiliate controlled the investment com- 
pany, Chatham Phenix Allied Corporation, because the security affili- 
ate acquired all the voting stock of the investment company and all 
the directors of the investment company were officers or directors of 
the bank, with Samuel McRoberts, president of the investment 
company.’ 

Samuel McRoberts testified that this identity of management of the 
bank, the security affiliate, and the investment company was inten- 
tional, and was “strongly emphasized in the literature offering the 
stock of Chatham Phenix Allied Corporation to the public.2 Mr. Me- 
Roberts stated that “it was the strength of the offering that the group 
had that control.” 1° 

Several reasons evidently motivated the organization of the invest- 
ment company. Its avowed purpose was to operate as a general invest- 
ment company. ‘The prospectus stated : 1 
“> qd, at 15424. 

37d., at 15420—-1. 

47d., at 15419. 

5 Moody’s Manual of Investments, Banks, etec., 1929 p. 254. 

‘Op. cit. supra, note 1, at 15425. 

7The followirg table illustrates the interlocking directorates of the bank, the security 


ufiliate, and the investment company (id., Commission’s Exhibit No. 1589 and Moody’s 
Manual of Investments, Banks, etc., 1930, pp. 164, 165, 2250) : 


Bank Security affiliate Investment company 

(32. directors) (9 directors) © (16 directors) 
1. Samuel McRoberts. Samuel MeRcberts. Samuel McRcberts. 
m, ()\c Rollin C. Bortle. Rollin C. Bortle. 
3. William B. Joyee. William B. Joyce. William B. Joyce. 
4, Richard H. Higgins. Richard H. Higgins. Richard H. Higgins. 
5. Louis G. Kaufman. Louis G. Kaufman. Louis G. Kaufman. 
6. Ellis P. Harle. Hilis P. Earle. Ellis P. Harte. 
1. J. Frederich Talcott. J. Frederich Talcott. J. Frederich Talcott. 
&. §. B. Thorne. S. B. Thorne. S. B. Thorne. 
9, Rdgar S. Bloom. Edgar S. Bloom. Edgar S. Bloom. 
10. Harold I. Pratt. Harold I. Pratt. 
11, Edward I. Hutton. Edward F. Hutton. 
12. Frank Phillips. Frank Phillips. 
18, George MacDonald. George MacDonald. 
14, Eugene HE. du Pont. Jugene EH. du Pont, 
15. Fred M. Kirby. Fred M. Kirby. 
16. Van Lear Black (and 17 others). Van Lear Black. 


*Rollin C. Bortle, although not a director of the bank, was a vice president. 

SOp. cit. supra, note 1, at 15425. 

‘Td, Commission’s Exhibit No. 1589 and the reply to the Commission’s questionnaire 
for Securities Allied Corporation. pt. I (Hxhibit 9). 

0 Op. cit..supra, note 1, at 15429. 

“Reply to the Commission’s questionnaire for Securities Allied Corporation, Pt. I (Wx: 
hibit 9) 
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Chatham Phenix Allied Corporation, to be organized under the laws of Dela. 
ware, will be empowered by its charter to buy, sell, and trade in equities, stocks, 
and securities of any kind, to participate in underwritings and syndicates, ang 
to engage in such other investment activities as its Board of Directors may 
determine. 


It appears, however, that the promoters created the investment com. 
pany to raise a large fund to be used to reorganize enterprises which, 
it was believed, would shor tly require e financial rehabilitation. 

With reference to the reasons for organizing an company,!* Mr, 
McRoberts testified :1% 


Q. What did you visualize the nature of the business of the Allied Corpora. 
tion to be? That is, at the time that you discussed its organization. 

A. Well, there seemed—or a forecast of the future would seem to indicate 
that there was some need of some large units of capital to be used in the regr. 
ganization of the companies. That was on the theory that we were con. 
fronted with a reaction in the security market, and probably quite a severe 
one, from general finances of the industrial situation of the country. 

If that forecast had been correct as to the extent of it, there would have bee, 
many industrial institutions that would need reorganization. That would re. 
quire large units of capital to do it successfully. That was the expectation 
that led me to approve the formation of the company. 

Q. Of course, this was in September of 1929, when it was ultimately organ. 
ized, and there weren’t any substantial rumblings with respect to any stock mar. 
ket crash, were there, at that time? 

A. No. 

Q. As I recall it, business conditions were still good? 

A. Underlying; no. 

Q. But you believed that superficially they were good but fundamentally 
they weren’t? 

A. The speculative spirit was running very high. 

Q. And I suppose with that feeling that fundamentally the business condi. 
tion of the country was unsound although its accurate condition was not shown 
by the ticker tape of the New York Stock Exchange, you say that * * * the 
Allied Corporation was formed to anticipate the possible recognition of the 
fundamental unsoundness of business? 

A. Well, to take care of a situation that at least I thought was fairly sure 
to occur. 


That the promoters anticipated a marked business depression and 
that the funds of the investment company would be used to reor gan 
ize failing industrial institutions was not disclosed in any prospectus 
nor referred to in any selling campaign. 

On September 30, 1929, the sponsor agreed to purchase all the 
voting stock of the investment company, 100 000 shares, and 1,900, 
000 shares of nonvoting stock of the authorized 3,000,000 shares of 
capital stock of Chatham Phenix Allied Corporation at a price of 
$25 per share, to net the corporation $50,000,000.1t Delivery ant 
payment for the shares were to be concurrently made on October § 
1929.%° The prospectus offering the nonvoting stock set forth that 
Chatham Phenix Corporation was to acquire all of the voting stock 
as an “investment.”1° Thus with an investment of $2,500,000, the 


122A letter dated September 20, 1929, to the stockholders of the bank, signed by Roilin 
C. Bortle as president of the security affiliate, the sponsor, soliciting the purchase of the 
stock of the investment company, stated (ibid.): “The organization of the corporation 
will afford the means of participation in financial activities which are beyond the ordinary 
activities of the Chatham Phenix National Bank & Trust Company or of its affiliate, 
Chatham Phenix Corporation.” 

133 Op. cit. supra, note 1, atl5422-3. 

147d., at 15426-7. 

1 Td., at 15433 and Commission’s Exhibit No, 1590. 

16 Tq., Commission’s Exhibit No. 1589. 
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Chatham Phenix Corporation acquired sole and absolute control of 
the investment company with total assets of $50,000,000. In fact, 
since Chatham Phenix Corporation derived approximately $2,245,- 
(00 ** in selling commissions and trading profits incident to the pub- 
lic offering of the nonvoting shares, the cost to this affiliate for the 
100,000 shares of voting stock was only $255,000 more than the profit 
it derived from the offering. 

The representation that the sponsor would purchase the control 
and hold it for permanent investment was the “strength of the of- 
fering.” Mr, McRoberts testified : 18 
A. It was the strength of the offering that the group had that control. That 
is what made the stock so well received by the public. 

Q. It was the feeling of confidence that a stockholder would have that his 
corporation was being controlled by the officers and directors of the bank, and 
was directly owned by a security affiliate of the bank, which was being super- 
vised by banking officials and banking authorities, and he could give a sigh 
of relief that that stock was not in strange, incompetent hands, is that correct? 
A. That is correct. 

However, as will be seen, the sponsor sold control to Atlas Cor- 
poration in August of 1931, less than two years later, without pre- 
viously informing the stockholders of Chatham Phenix Allied Cor- 
poration of the proposed transfer. 


C. Public Offering of Shares of Chatham Phenix Allied 
Corporation 


Late in September of 1929, the security affiliate and a selling group 
of dealers offered to the public at a price of $27 per share the 1,900,000 
shares of the nonvoting stock. The gross selling commission to the 
security aflilate was $2 per share. After payment of selling group 
commissions and after including profits made by the security affiliate 
from trading in the stock of the investment company, its profit was 
$9.245,000.2° 

On October 8, 1929, the date on which Chatham Phenix Allied Cor- 
poration was to receive $50,000,000 from the security affiliate, its 
sponsor, In payment for the 100,000 shares of its voting stock and for 
the $1,900,000 shares of its nonvoting stock, the security affiliate actu- 
ally had on deposit *4 with Chatham Phenix National Bank & Trust 
Company only 8,892,995. Nevertheless, on October 8, 1929, the se- 
curity affihate delivered to the investment company a check in the 
sum of $50,000,000 drawn on Chatham Phenix National Bank & Trust 
Company to the order of the investment company.?? On October 9, 
1929, when the check was presented for payment, the cash balance of 
the security affiliate at the bank was only $32,341,600. However, on 
that date the bank honored the check. 

"Td, at 15564. 
81d. at 15429, 
Hid. at 154380 and Commission’s Exhibit No. 1617. 
"Yd., at 155624. The trading profits were apparently deriveii from purchases and sales 
during the distribution of the Chatham Phenix Allicd Corporation stock to the public by 
the selling group. (Jbid.) 
41d, Commission’s Exhibit No. 1593. 
“Td, Commission’s Exhibit No. 1592. : 
®Jd. at 15556, 15487-8 and Commission’s Exhibit No. 1593. 
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Although Mr. McRoberts, president of Chatham Phenix Allied 
Corporation, insisted that the public offering of the nonvoting shares 
had been successful,?+ he admitted that there had been a delay by the 
selling group in taking down and paying its subscriptions for the 
stock.*® 

In order to clear the check in the amount of $50,000,000, the invest- 
ment company on October 9, 1929 authorized the bank to debit the 
investment company’s account in the sum of $18,000,000 and to credit 
the security affilate’s account in that amount.?° 

As to this transaction, Mr. McRoberts stated : °7 


I didn’t know until long afterwards that there was any discrepancy 
in the affiliate’s account with the bank when they issued the $50,000,000 check, 
and I did learn it afterwards but at the time nothing was said to me about it, 
but they came to us, and asked us to loan them $18,000,000 against these unpaid 
subscriptions, and well, we had no hesitation in doing it because there was a 
very powerful syndicate back of those subscriptions, and they had to be paid. 

The loan was evidenced by a debit slip signed by the treasurer of 
the security affiliate.*® 

Despite Mr. McRoberts’ assertion that the honoring of the $50, 
¢00,000 check drawn by the security affiliate against insufficient funds 
constituted a payment in cash,°* it is obvious that as a result of these 
transactions in which the bank participated, Chatham Phenix Allied 
Corporation received for its stock, instead of $50,000,000 in cash, only 
#32,000,000 in cash and the initially unsecured promise of the security 
affiliate to pay the additional $18,000,000. For almost two years a 
substantial proportion of the funds of the investment company was 
involved in this loan to its sponsor, the security affiliate, and the in- 
debtedness was only completely repaid on August 17, 1931, when the 
security affiliate transferred control of the investment company to 
Atlas Corporation. Apparently the security affiliate was only able 
to obtain sufficient funds to repay its indebtedness to the investment 
company (then amounting to over $10,000,000) by selling to Atlas 
Corporation the 100,000 shares of voting stock of the investment com- 
pany, together with a large block of nonvoting stock of the invest- 
ment company that it held.®° 

Mr. McRoberts, who was the president of the investment company, 
cnairman of the board of directors of the bank and director of the 
security affiliate, and who received the check for $50,000,000 on behalf 
of the investment company, testified that he did not know whether 
the maker of the check, the sponsor, had $50,000,000 on deposit on 
October 8, 1929,5* but recalled only that the check was delivered to him 


= igh, pie isa, 

> Id., at 15440. Apparently a considerable block of Chatham Phenix Allied Corporation 
stock was never finally placed by the security affiliate with the public. As at November 
14, 1929, the minutes of a meeting of the board of directors of Chatham Phenix Corporation 
indicate that it was carrying 463,352 shares of Chatham Phenix Allied Corporation stock, 
(id., at 15559.) As at August 17, 1931, when the security affiliate transferred control of the 
investment company to Atlas Corporation, it held 418,868 shares of the investment 
company stock. (See also note 141, infra.) 

6 Td., at 15445—-7 and Commission’s Exhibits Nos. 1592, 1593, 1595. 

71d., at 15445. 

*°Td., at 15445-55 and Commission’s Exhibit No. 1595. 

22Td., at 15448. 

°° The manner of this repayment and the transfer of control will be discussed ater. 

21 Op. cit. supra, note 1, at 154385 and 15556. 
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and that he ordered the stock issued.22,> Mr. McRoberts admitted, how- 
ever, that the records showed that the sponsor did not have the 
$50,000,000 in cash with which to meet its commitment: 


Q. The security affiliate which was closely tied up with the bank, being the 
same stockholders, on October 8th, when it had to meet its commitment of 
$50,000,000, did not have $50,000,000 in cash. 
A. It would seem to indicate it from those records. 

* % bd * co %& * 


Q. Well, the fact is, General, that without this debit slip, Commission’s Ex- 
hibit 1595, which enabled the bank to put a credit on the account of the security 
affiliate, there wouldn’t have been the $50,000,000 there to meet the check, 

A. They would have been overdrawn. 


That a disclosure to the public of the failure of the security affiliate 
to raise the $50,000,000 in cash on the date of payment to Chatham 
Phenix Allied Corporation might have had an adverse effect upon the 
prestige and reputation of the bank, Chatham Phenix National Bank 
& Trust Company, was conceded by Mr. McRoberts: *# 


Q. * * * If I may go back to the origination of the Allied Corporation, it 
was quite essential, was it not, that as far as the bank was concerned that the 
impression should not go out among the public that the issue of securities of the 
Allied Corporation was not being successfully floated, otherwise it might redound 
to the damage of the bank; isn’t that so? 

A. Well, it never arose, because it was very successful. 

Q. I was talking hypothetically. 

A. If it had failed, you mean? 

Q. If the issue was a failure, of course, that would reflect on the bank; isn’t 
that so? 

A. Possibly; to Some extent, I mean. 

Q. Because here they were sponsoring an investment trust, and if you would 
not sell the securities immediately, people would say, “Well, there must be some 
difficulty * ™“ * with the bank, because people have no confidence in them 
and will not buy,’ * * * isn’t that so? 

A. Yes; that is true, but we took precautions on that. 

Q. But you did tell us that in October when payments were due on these 
various subscriptions that there was a lot of confusion, and that the $50,000,000 
on these subscriptions was not physically present in the security affiliate 
[Chatham Phenix Corporation] on October 9; isn’t that so? 

A. That is true: some of the subscriptions had not been paid. 


Mr. McRoberts, when examined as to whether the loan was not 
made to meet certain requirements of the Delaware law under which 
the company was incorporated, testified ; *° 


@. Now, of course, it would make a very substantial difference, would it not, 
General—you are a lawyer—whether there was $50,000,000 of cash paid for this 
stock rather than $32,000,000 of cash, and $18,000,000 being in the form of an 
obligation; isn’t that so? 

A. But I don’t think that is so, or was so, in that situation. 

Q. I am just talking abstractly. 

A. Certainly, it would make a difference of $18,000,000. 

Q. And it would make a difference in the legal effect—in the legal conse- 
quences, because under the Delaware law you could not issue stock on credit. 
A. I didn’t issue it until we had a credit in the bank of $50,000,000. 

Q. Also, if the stock was not issued for cash, but was issued for credit, you 
could not pay dividends on the stock which was issued for credit under the 
Delaware law; you know that. 

A. Yes; certainly. 


21d., at 15436. 
Sd. at 154467, 
81d, at 15554-6, 
8 Td., at 15556-7. 
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Q. So that it was essential that the transaction be such that the stock be 
issued for cash on October 9th; isn’t that so? 

A. Yes, sir; that is right. 

Q. And you say that it wasn’t deliberately done to give you a credit of 
$50,000.000 and an $18,000,000 loan made right back? 

A. No, sir. 

Q. You say that those two transactions were separate and independent? 
Is that right? 

A. That is right. 

No collateral was initially given by the sponsor for this loan of 
$18,000,000. Mr. McRoberts testified that because it was expected that 
the loan would run only a few days and he had absolute confidence 
in the officers of the sponsor, no collateral was required.*® However, 
practically an open account existed between the sponsor and the 
investment company during the entire period of almost two years that 
the sponsor remained in control,*’ and the indebtedness of the sponsor 
to the investment company always exceeded $7,000,000 ** until finally 
paid in August 1931. 

The first entry in the loan account was the $18,000,000 occasioned 
by the loan granted the sponsor on October 9, 1929,°° im connection 
with the underwriting of the investment company shares. By Octo- 
ber 14, 1929, the security affiliate had repaid $11,000,000 of its indebt- 
edness to Chatham Phenix Allied Corporation, leaving a balance due 
of $7,000,000.4° Thereafter, the security affiliate made additional 
loans from the investment company which were collateralized.“1 On 
December 31, 1929,* the security affiliate owed Chatham Phenix Allied 
Corporation $15,700,000; on December 31, 1930,** $10,500,000; and on 
August 17, 1931,*4 $10,556,994. From September 1929 to August 1931, 
when Atlas Corporation acquired control of the investinent company, 
an average of $10,000,000 or 20% of the assets of Chatham Phenix 
Allied Corporation was continuously on loan to the sponsor, Chatham 
Phenix Corporation. 


1. REPRESENTATIONS IN CONNECTION WITH PUBLIC 
OFFERING 


In all the advertising material and in the listing applications the 
representation was made that all the stock of the investment com- 
pany had been issued for $50,000,000 in cash.** In seeking listing 
with the Boston Stock Exchange, the investment company repre- 
sented : 46 


The Corporation has received payment in full for its shares at the rate of 
$25 per share net in cash, such payment having been made on or about Octo- 
ber 8, 1929. 


36Td., at 15455, 

87 Td., at 15456-61 and Commission’s Exhibit No. 1596. 
388 7d., at 15457-9. 

39 Td., Commission’s Exhibits Nos. 1594-1595, 
40Td., Commission’s Exhibit No. 1596. 

4. Tbid, 

#2 Thid. 

43 Tbid. 

44 Tbid. 

Td., at 15556. 

461d., Commission’s Exhibit No. 1611, 
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In a letter dated December 4, 1929, sent by the sponsor recom- 
mending purchase of the investment company stock, it was stated: 47 
Chatham Phenix Allied Corporation received on October 8, 1929, $50,000,000 
in cash from the sale of 2,000,000 shares of common stock. 
* * * * % * % 

This Corporation was in the advantageous position of having $50,000,000 in 
cash, all of which was available when the serious decline in the Market began, 
and as of November 30, 1929, the Corporation was in the fortunate position of 
having $86,615,725 in cash, cal) or time loans, which is over 72% of its total 
assets, and amounted to $18.30 per share on the Common Stock outstanding. 
The balance of its assets has been invested mainly in listed and readily market- 
able dividend-paying common stocks of the leading Railroad, Public Utility, 
and Industrial companies, 

The Board of Directors, all the members of which are also directors of the 
Chatham Phenix National Bank and Trust Company, consists of men of prom- 
inence and outstanding ability. 

As a matter of fact, on December 4, 1929, among the loans referred 
to above was the loan to the sponsor which then amounted to $15,- 
500,000; * and among the securities owned were 13,870 shares of 
Chatham Phenix National Bank & Trust Company purchased at a 
net cost of $1,690,806.20 *° in a declining market °° after October 25, 
1929. 

D. Management Activities 


1. PORTFOLIO INVESTMENTS 


The investment company eventually suffered severe losses ™ on 
investments which were made during the period of its control by the. 
security affiliate. Approximately $5,800,000 was lost in transactions 
in which the sponsor and directors had directly or indirectly a sub- 
stantial pecuniary. interest. In addition, losses of approximately 
$3,200,000 were suffered by the investment company on investments 
in companies of which its officers or directors were also directors. 


2, INVESTMENT IN EMPIRE STATE, INC. 


The largest single loss of the investment company was sustained 
in connection with the financing of the erection of the Empire State 
Building im New York City by Empire State, Inc. The investment 
company had purchased $6,750,000 face amount of debentures of 
Empire State, Inc., at a cost of $6,075,000, on which it ultimately 
suffered a loss of $5,410,930. [his investment was directly attribut- 
able to the relationship of the investment company with Chatham 
Phenix National Bank & Trust Company and its security affiliate, 
Chatham Phenix Corporation. 

Prior to the organization of the investment company, Bethlehem 
Engineering Corporation, a corporation controlled by one Floyd 
Brown and one George Coughlan, entered into a contract on Novem- 
ber 21, 1928, to acquire the site of the old Waldorf Astoria Hotel at 
34th Street and Fifth Avenue in the city of New York, with the 

“Op. cit. supra, note 11, Pt. I (Exhibit 10). 

“Op. cit. supra, note 1, Commission’s Exhibit No. 1596. 
*“Td., Commission’s Exhibit No. 1618 (Schedule 3). 

% See discussion, infra, p. 131. 

Op. cit. supra, note 1, Commission’s Exhibit No. 1618. 
“Id., at 15468-71 and Commission’s Exhibit No. 1598. 
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purpose of erecting upon the site the largest office buildmg in the 
world. The contract purchase price for the site was $3,000,000, pay- 
able $1,500,000 prior to May 1, 1929, and $1,500,000 prior to June 1, 
1929.3 In February 1929 Chatham Phenix National Bank & Trust 
Company advanced to Bethlehem Engineering Corporation $1,- 
500,000 ** to enable that corporation to make the initial payment on 
its purchase contract. Bethlehem Engineering Corporation there- 
after applied to the Metropolitan Life Insurance Company for a 
loan of $24,000,000 to erect the building, to be secured by a first 
mortgage upon the property.” 

Early in May of 1929 Chatham Phenix National Bank & Trust 
Company demanded payment of its $1,500,000 loan to the Bethlehem 
Engineering Corporation; ** but Messrs. Brown and Coughlan, who 
controlled the Bethlehem Engineering Corporation, resisted the de- 
mand on the ground that their arrangement with the bank was in 
reality a joint venture to erect an office building on the Waldorf 
Astoria site—the bank to finance the project and Bethlehem Engi- 
neering Corporation to contribute its engineering and real estate 
development skall.*" 

Although Samuel McRoberts, then the chairman of the board of 
directors of the Chatham Phenix National Bank & Trust Company, 
characterized these claims of Brown and Coughlan as “wild,” ® he 
admitted that had a law suit been instituted by the bank to enforce 
payment of the loan, the public disclosure of an action connecting the 
bank with this particular real estate venture involving millions of 
dollars would react unfavorably upon the bank’s reputation.®® Mr, 
McRoberts testified that to avoid this consequence and also because 
they felt it to be a good investment, several of the directors of 
Chatham Phenix National Bank & Trust Company determined to 
form a syndicate to acquire the contract rights of Bethlehem Engi- 
neering Corporation to purchase the real property and to proceed 
with its application with the Metropolitan Life Insurance Company 
for a loan of $24,090,000.°° 

On May 22, 1929, the Waldorf Astoria Building Syndicate % was 
formally organized with the security affiliate, Chatham Phenix Cor. 
poration, as the syndicate manager. The members of the syndicate, 
all of whom were directors of the bank, agreed to become lable to 

53 1d.,Commission’s Wxhibit No. 1598, p. 2. 

541d., at 15475 and Commission’s Hxhibit No. 1598 (Schedule A, Item 3). 

3 1d., Commission’s Exhibit No. 1598 (Schedule A, Commitment 2). This particular 
application for a mortgage was never granted by the insurance company. A subsequent 
application by the succeeding interests for $27,500,000 was granted. (See infra.) 

56 Op. cit. supra, note 1, at 15476. 

57 On this claim Mr. McRoberts testified as follows (id., at 15478-9) : 

Q. Will you give us as much detail as you can of what transpired at that time 
and what was the friction that existed? 

A. Well, they claimed an understanding to the effect that the bank was e 
partner with them. 

Q. That is, by “them” you mean Brown and Coughlan claimed that when you 
tried to enforce collection of the loan, that this was a joint venture between 
Bethlebem Engineering Corporation and the bank, and it was never contemplated 


that they would be obligated to pay that loan? 
A. Something to that effect. 


58 Op. cit. supra, note 1, at 15479. 

59 Td., at 15480. 

60 Td., at 15480-1. 

617d., Commission’s Exhibit No. 1598. 
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the syndicate in the total sum of $5,100,000° in the following 
amounts: °° 


iy, GC. Ikaria $2, 000, 000| S. B. Thorne ___- , AEE CARTE $100, 000 
Samuel McRoberts ________ KOO, COON. 1 Waleowk 100, 000 
ineamlke leas 500, 000)| Edgar S. Bloom _—_-_________ 100, 000 
1o, 12, WeWwle KOO, COO | Minx SS. Well 150, 000 
jo), 18, Jeluiit@m— + HOO COOMRichard” Hey Higeimnses 2222s ss 50, 000 
TO, TMi IRTP KOO, COO Wain, 133, Owl. 100, 000 


The syndicate raised this $5,100,000 by borrowing $2,700,000 from 
the Chatham Phenix National Bank & Trust Company and $2,400,000 
from the security affiliate.* With part of these borrowed moneys, 
the syndicate acquired the contract of Bethlehem Engineering Cor- 
poration to purchase the Waldorf Astoria site and an assignment of 
the application of Bethlehem Engineering Corporation for the 
94,000,000 mortgage loan from the Metropolitan Life Insurance 
Company.** The consideration received by Bethlehem Engineering 
Corporation for these assignments was the payment by the syndi- 
cate of the “debt” of Bethlehem Engineering Corporation in the sum 
of $1,500,000 to the Chatham Phenix National Bank & Trust Com- 
pany. Jn this manner the “loan” of the bank to Bethlehem Engi- 
neering Corporation was repaid, and the security affiliate and bank 
became involved in the Empire State building project. 

The syndicate agreement contemplated the formation of a corpora- 
tion to take over the contract to purchase the Waldorf Astoria site 
and to construct the building.°* On April 30, 1929, a corporation 
known as Enyan Corporation °’ was formed by the syndicate for this 
purpose. In June of 1929, the name of this corporation, after several 
changes, became Empire State, Inc.** One-half of the capital stock 
of the Empire State, Inc. was issued to the syndicate in consideration 
of the transfer to the corporation by the syndicate of the contract to 
acquire the site (the contract was valued at $2,500,000, the amount of 
the payments which had by then been made under it) and $2,500,000 
in cash.°? The Empire State, Inc. stock received by the syndicate 
was deposited with the security affilate as collateral for the loans 
aggregating $5,100,000 which were made to the syndicate by the 
security affiliate and Chatham Phenix National Bank & Trust Com- 
pany.”° This collateral was to secure the bank and the security affil- 
jate jointly, and the proceeds thereof were to be shared by the 
lenders in the event of default on the loans in the ratio that each 
loan bore to the total loan.” 

The remaining half of the stock of Empire State, Inc., was pur- 
chased for the sum of $5,000,000 by Pierre S. du Pont and John J. 
Raskob, whom Louis G. Kaufman, the chairman of the board of 


1d, at 15482. 

8Td., at 15483-4. 

6$7q., at 15486-7. 

%Td., Commission’s Wxhibit No. 1598 (Schedule A, Commitment 2). 
6% Td., Commission’s Exhibit No. 1598 (p. 8). 

Jd., Commission’s Exhibit No. 1597, 

8Id., at 15485. 

Td. at 1549384, 15502. 


Td., at 15540 and Commission’s Exhibit No. 1608. 
“11d., Commission’s Exhibit No. 1608. 
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directors of Chatham Phenix National Bank & Trust Company and 
one of the syndicate members, had interested in the venture.” 

The plans and specifications prepared by Empire State, Inc., for 
the office building to be erected on the Waldorf Astoria site contem- 
plated the erection of an 85-story edifice, at a cost of approximately 
$51,000,000.7* To meet this estimated cost, Empire State, Inc. had, 
as has been indicated, received cash and other assets valued at a total 
of $10,000,000 as consideration for the issuance of its capital stock. 
In addition, Empire State, Inc., in the latter part of 1929, had ob- 
tained a loan of $27,500,000 from the Metropolitan Life Insurance 
Company."* This loan was secured by a first mortgage upon the land 
and the projected building. It was contemplated that the remainder 
of the funds necessary to complete the building would be raised by 
Empire State, Inc. through a public sale of second mortgage bonds.” 

The foregoing account indicates the situation of the Empire State 
building venture on September 28, 1929, when the investment com- 
pany, Chatham Phenix Allied Corporation, was created. 

Approximately $12,000,000 was required by Empire State, Inc. to 
complete the construction of the building.” It proposed to raise these 
funds by an issue of $18,500,000 face amount of debentures secured 
by a second mortgage on the building. The debentures were to be 
sold at a 10% discount to the purchasers and were to be accompanied 
by a bonus of common stock. That the raising of the additional funds 
was imperative is indicated by the following testimony by Louis G, 
Kaufman, former president of the Chatham Phenix National Bank 
& Trust Company: 7 

Q. * * * Now, if the second-mortgage money could not be raised, then, of 
course, the investment of the officers and directors of the syndicate was jeopard- 
ized, isn’t that so? 

A. That is true if the money could not have been raised, but perhaps it could 
have been raised on a building proposition of a much smaller scale. 

Q. But if the original plans were adhered to and the building to cost approxi- 
mately $50,000,000 was to be erected, you' had to raise at least $12,000,000 addi- 
tional or else you couldn’t go through with your project? 

A. We thought it desirable to raise it to cover any contingency or emergency 
that might arise, that senior to the $10,000,000 the participants put in the propo- 
sition. In other words, the ten million, if I may explain it, that our associates 
put in the proposition was naturally subordinate to the second-mortgage bonds. 

Q. I understand that, and yet if you didn’t get the twelve million senior money, 
the ten million that had been put in might have been jeopardized ; isn’t that so? 

A. If we couldn’t have raised it. That is always a possibility in every business 
risk. 


Mr. Kaufman conceded that a public offering of Empire State, Inc. 
debentures at that time would probably have been unsuccessful.7® In 
this situation, the syndicate members and Messrs. Raskob and du Pont 
were faced with the alternatives of abandoning the venture with a pos- 
sible loss to them of $10,000,000, or of erecting a smaller building and 
thereby depriving the venture of the uniqueness of size which was 


721d., at 15490-1. Messrs. Kaufman, Raskob, and du Pont were fellow directors of 
General Motors Corporation. (Id., at 15472.) 

73 Td., Commission’s Exhibit No. 1599. 

7 Td., at 15492 and Commission’s Exhibit No. 1603 (p. 2). 

Td... at 15491, 15494. 

76 Id., Commission’s Exhibit No. 1600. 

71d., at 15503. 

?%7d., at 15504. 
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considered commercially attractive, or of personally advancing the 
additional $12,000,000 required to complete the construction of the 
building.” 

The last alternative was adopted. Messrs. Raskob and du Pont 
agreed to purchase jointly one-half of the total of $13,500,000 face 
amount of second mortgage debentures to be issued by Empire State, 
Inc. The remaining half of the debenture issue was not taken by 
the syndicate consisting of the directors of the investment company 
who had invested $5, 100, 000 in the building, but was sold to the newly 
yrganized investment company, Chatham Phenix Allied Corporation, 
which previously had not been in any way connected with the venture. 
Chatham Phenix Allied Corporation, on February 18, 1930, agreed to 
purchase $6,750,000 face amount of the 7 % debentures of ‘Empire 
State, Inc. due in 1948 and secured by a second mortgage on the 
Empire State Building, at a 10% discount from the face value for a 
total consideration of $6, O75 000. 8° In addition, Chatham Phenix 
Allied Corporation was to receive as a bonus 15 000 shares of the 
common stock of Empire State, Inc.* 

Mr. Kaufman contended that. the purchase by Chatham Danis 
Allied Corporation of the debentures of Empire State, Inc. was a 
“prime investment. 82 However, the fact is that the ‘ ‘primeness” of 
the investment which constituted 12% of the $50,000,000 of the total 
assets of Chatham Phenix Allied Corporation was determined by those 
individuals whose pecuniary interest was directly affected by the sale 
of these debentures to the investment company.®* Eleven of the fifteen 
directors of the investment company who approved the purchase of 
the debentures were members of the Waldorf Astoria Building Syndi- 
cate.<t Mr. Kaufman conceded that no independent analysis of the 
merits of the investment in the Empire State, Inc., second mortgage 
debentures as compar ed to existing first mortgage sang unetimal bonds of 
other companies had been made by any person representing the public 
investors in the investment company—investors to whom only the non- 
voting stock of Chatham Phenix Allied Corporation had been sold. 
He testified. °° 


(). Did you see if you could buy first-mortgage bonds at a discount of 10% 
at this time? 

A. I don’t recall that I checked into it at that time. 

Q. Did you give any thought at that time before you made this investment 
of [$6,075,000] as to * * * [the] discounts [at which] you could buy in- 
dustrial bonds? 

A. I don’t recall having checked it at that time; no, sir. 


7 Td., at 15506-11 and Commission’s Exhibit No. 1600. 
%Td., Commission’s Exhibit No. 1600. 
si 1d., at 15522-3, and Commission’s Exhibits Nos. 1600 (p. 2) and 1607. 
2Td., at 15516. 
! 81d. at 15522. These interested directors who were also members of the syndicate 
‘were Louis G. Kaufman, Samuel McRoberts, Frank Phillips, H. P. Earle, E. F. Hutton, 
I. M. Kirby, S. B. Thorne, J. F. Talcott, Edgar S. Bloom, Richard H. Higgins, and Wil- 
liam B. Joyee. Furthermore, Messrs. Earle, Kaufman, McRoberts, and Higgins constituted 
four of the five voting trustees of the stock of the security affiliate. (See supra.) As 
has been pointed: out, the security affiliate owned all the 100,000 shares of the yoting 
stock of Chatham Phenix Allied Corporation. 
Op. eit. supra, note 1, Commission’s Exhibit No. 1598. 
1d. at 15520-2. 
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Q. Do you remember whether you made any study at that time as to what 
first-mortgage bonds and second-mortgage bonds were selling in the market, 
and at what discounts? 

A. I don’t recall that I did, but I may have. We may have done that through 
some allied department or somewhere in the bank, but I didn’t personally. 

Q. Well * * * if you were going to go through with the plan [for the 
erection of the Empire State Building] as originally contemplated, there was 
$12,000,000 needed, and unless you could raise that $12,000,000 you might pe 
faced with some reorganization plan which would or might affect or evey 
* * * possibly, wipe out the $10,000,000 of common and preférred [of Empire 
State, Inc.] isn’t that so? 

A. That is always a possibility. but in this case I don’t think so. 

* Bo 3k ok Eo * & 

Q. There was no independent judgment exercised upon that transaction in 
the sense that there were any representatives of the stockholders who had con- 
tributed $47,500,000 for the nonyoting stock, was there? 

A. I don’t get that. 

Q. You remember that this corporate set-up of the trust was that there was 
100,000 shares of voting stock, which the security affiliate took and 1,900,009 
shares of common nonvoting stock was bought by the public, isn’t that so? 

A. Yes, sir. 

Q. And that meant that $2,500,000 was put in by the security affiliate, Chatham 
Phenix Corporation, and there was $47,500,000 put in by the public, that is go, 
isn’t it? 

A. Apparently; * * * T don’t recall the figures. 

* * *% * * ed % 

Q. And the set-up was that the other stockholders didn’t have a single vote. 
It was just the security affiliate that had votes and the officers and directors 
of the security affiliate were the ones who were on the board of directors of the 
investment trust [Chatham Phenix] Allied Corporation, and they passed on the 
advisability of and fairness and soundness of the $6,750,000 [face amount] in- 
vestment, isn’t that right? 

A. Yes, sir. 

Q. Although some of these individuals were members of the syndicate which 
owned common and preferred stock [of Empire State, Inc.] at the time? 

A. True. 


Mr. Kaufman further testified : 8 


Q. I have just one observation or one difficulty. The Board of Directors of 
the [Chatham Phenix] Allied Corporation were all officers and directors of the 
bank, isn’t that so? 

A. Substantially so; yes. 

Q. Or the security affiliate? 

A. I believe so. 

Q. And the fact of the matter is that some of the participants in the Waldorf 
Syndicate, which had five million dollars of common and preferred stock [of 
Empire State, Inc.] were also members of the Board of Directors of the invest- 
ment company, the [Chatham Phenix] Allied Corporation? 

A. Many of them; yes. 

Q. So that although that was your honest judgment at that time, those 
directors of [Chatham Phenix] Allied Corporation, of course, had a pecuniary 
interest in the situation? 

A. I don’t think that would influence one jota the character of the men we 
had on that board. 

Q. I am not saying it did, Mr. Kaufman, I am just stating the fact is you 
had a pecuniary interest. 

A. Yes; we did have. 


At the time of the purchase by Chatham Phenix Allied Corpora 
tion of the $6,750,000 face amount of Empire State, Inc., debentures, 
the Empire State Building was still being constructed and was not 
completed until May 1931, one year later.*®? 


86 Td., at 15514—5. 
sTTd., at 15517. 
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Leasing of space in the building proved exceedingly difficult. From 
May 1, 1931, to August 24, 1932, only 463,705 square feet of space 
or 25% of the 1,900,000 square feet of available space were leased in 
the building.8* On October 22, 1931, the directors of Chatham 
Phenix Allied Corporation estimated the prospective operating deficit 
of Empire State, Inc., for the year to end on August 31, 19382, at 
$3,746,500.%° 

On August 17, 1931, when Atlas Corporation acquired control of 
Chatham Phenix Allied Corporation, the Empire State, Inc. aeben- 
tures were. still in the portfolio of that investment company; but 
almost immediately thereafter, Atlas Corporation entered into nego- 
tiations with Louis G. Kaufman, the president of the bank and the 
largest participant in the Empire State Building syndicate for the 
sale to him of these Empire State, Inc. debentures. On October 28, 
1931, an agreement °° was concluded between Chatham Phenix Allied 
Corporation and Mr. Kaufman whereby he agreed to transfer to the 
investment company 48,000 shares of the stock of Chatham Phenix 
National Bank & Trust Company in exchange for the Empire State, 
Inc. debentures and common stock held by the investment company.** 
The investment in these debentures of Empire State, Inc. had cost 
ihe investment company a total of $6,075,000. The 48,000 shares of 
the stock of Chatham Phenix National Bank & Trust Company re- 
ceived in exchange for these debentures had a market value of $1,584,- 
000.2 Thus, by this exchange Chatham Phenix Allied Corporation 
suffered a loss of $4,491,000 at the time. Ultimately the loss on this 
entire transaction was Increased to $5,410,930 by reason of further 
depreciation in the bank stock received in exchange, accrued interest, 
and other items.°* 

As has been pointed out, Chatham Phenix National Bank & Trust 
Company lent to the Waldorf Astoria Building Syndicate (whose 
members were the officers and directors of the investment company, 
the bank, and the security affiliate) the sum of $9,700,009. ‘The 
security affiliate lent the syndicate $2,400,000.°%% ‘These loans were 
secured by one-half of the common and preferred stock of Empire 
State, Inc. taken down by the subscribers to the syndicate under the 
syndicate arrangement.°° 


sId., Commission’s Exhibit No. 1609 (p. 4). 

%7d.. Commission’s Wxhibit No. 1610 (pp. 1-2). 

0 [d., Commission’s Exhibit No. 1607. 

“An arrangement was made whereby the 48,000 shares of bank stock were conveyed 
by Mr. Kaufman to a corporation known as Sealcor Corporation in consideration for 
the issuance to him of all its capital stock. Mr. Kaufman then conveyed the Sealcor 
Corporation stock in exchange for the debentures and other securities of Empire State, 
Inc, held by the investment company to Chatham Phenix Allied Corporation. This 
method was presumably adopted in order to avoid a double liability upon the bank 
stock in the event of the bank’s failure. (1Id., at 15533.) 

®Qp. cit., supra, note 1, at 15533-4. 

“Ibid. Sealecor Corporation (see note 91, supra) was dissolved on December 8, 1933, 
the same day that Securities Allied Corporation, formerly Chatham Phenix Allied Cor- 
poration, was dissolved. Its assets, paid to Securities Allied Corporation, amounted to 
$844,587.12. This, together with commissions and accrued interest, less dividends paid to 
Securities Allied Corporation, resulted in a total net loss on the investment in the 
Empire State, Inc. second mortgage debenture situation by the investment company of 
$5,410,930.88. (Derived from supplementary information supplied the Commission for 
Chatham Phenix Allied Corporaticn.) 

%* Op. cit. supra, note 1, at 15486-7, 

"Td, at 15541. 
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On February 5, 1931 the security affiliate, in order to reduce its 
open account borrowings from the investment company, Chatham 
Phenix Allied Corporation, which then stood at $12,700,000, trans. 
ferred to the investment company a note in the sum of $2,200,000 they 
due from the syndicate to the security affiliate.°* The collateral held 
for this note and for the loan of $2,700,000 to the syndicate by Chat. 
ham Phenix National Bank & Trust Company was to secure “equally 
and ratably” the obligations of the syndicate to the bank and to the 
investment company. On April 3, 1931, however, this agreement 
with respect to the collateral was modified to provide that the pro. 
ceeds of any collateral and the payments made by the syndicate mem. 
bers were to be applied first to the satisfaction of the bank’s loan and 
thereafter to the note of the syndicate held by the investment coin. 
pany. The provision was as follows: * 

This is to confirm the agreement between the undersigned as manager of the 
above syndicate, and each of you, that all amounts received by the undersigned 
from members of such syndicate in payment of the syndicate subscriptions 
shall be applied against the indebtedness of the syndicate to the Chathan 
Phenix National Bank and Trust Company until that indebtedness is paid in 
full, and thereafter all such amounts shall be applied against the indebtedness 
of the syndicate to Chatham Phenix Allied Corporation, until that indebtedness 
S00 i ea 

The effect of this agreement of April 3, 1931 was to create a prefer. 
ence to the bank, although both loans were originally on a parity 
and secured by the same collateral, and to subordinate the loan of 
the investment company to that of the bank without consideration, 
therefor. Although the bank was eventually paid in full, the in. 
vestment company, on the other hand, did not receive payment jy 
full, but sustained a loss of $380,063.33.% 

Samuel McRoberts, one of the syndicate members, at the time of the 
public examination (May 13, 1937), was still indebted to the trustee 
in dissolution of Chatham Phenix Allied Corporation (which was 
dissolved in 1933) in the approximate sum of $245,000, which to. 
gether with interest amounted to $257,720 as of the liquidation date.” 
In addition to the sum due from Mr. McRoberts, settlements of the 
obligations of Frank Phillips, William B. Joyce, and Max Weil, other 
syndicate members, resulted in a loss to Chatham Phenix Allied Cor 
poration of $122,342.74.1% 

The total loss on the corporation’s participation in the Empir 
State Building financing, including the loss of $380,063.33 suffered 
by defaults of the syndicate members on their obligation to pay a 
total of $2.200.000 to Chatham Phenix Allied Corporation, was, 
' therefore, $5,790,998. ; 


% Td., Commission’s Exhibit No. 1608. 

97 Thid. 

8 Td., at 15541-2 and Commission’s Exhibit No. 1608. 

*Jd., at 15489 and derived from supplementary information supplied the Commission 
for Chatham Phenix Allied Corporation. 

100 Op. cit. supra, note 1, at 15489 and derived from supplementary information sup 
plied the Commission for Chatham Phenix Allied Corporation. As of April 12, 193%, 
there was no change in the status of the indebtedness of Mr. McRoberts to Securitis 
Allied Corporation, in Liquidation. 

101 Op. cit. supra, note 1, at 15489. 
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3. MARKET SUPPORT OF BANK STOCK BY THE 
INVESTMENT COMPANY 


¥ollowing the market crash of October of 1929, the funds of the 
Chatham Phenix Allied Corporation were utilized to support the 
market price of the stock of Chatham Phenix National Bank & Trust 
Company. According to the minutes of December 16, 1929 of the 
executive committee of the investment company, it was the consensus 
of opinion of that committee, all the members of which were direc- 
tors of the bank, that “there should be no limit placed at this time 
on the number of shares of Chatham Phenix National Bank & Trust 
Company capital stock that may be purchased, but that the corpora- 
tion should be authorized to make purchases and sales for the purpose 
of supporting the stock at levels on a parity with comparable bank 
stocks.” 2°? From October 25, 1929 to April 28, 1930 Chatham Phenix 
Allied Corporation purchased 49,495 shares of the bank stock at a 
cost of $6,140,165.73, and resold the same number of shares for a total 
of $6,166,504.71.1°° On April 28, 1931, Chatham Phenix Allied 
Corporation resumed trading in the bank stock and by November of 
1931 purchased 13,729 shares for $745,696.33 and sold 11,494 shares 
for $575,280.76; the remaining shares were sold in February 1932 for 
$56,002.66. In all, Chatham Phenix Allied Corporation, from its 
inception to November 1931, purchased 63,224 shares of the bank 
stock at a cost of $6,885,862.06 and sold these shares for total pro- 
ceeds of $6,797,788.13, for a net loss of $88,078.938.1°% ‘These pur- 
chases of the bank’s stock aggregated cumulatively 4% of the stock 
of the bank outstanding during the period of the trading.” 


4. MAINTENANCE OF MARKET IN INVESTMENT 
COMPANY STOCK 


In addition to supporting the market in the bank stock, the invest- 
ment company conducted extensive trading operations in its own 
nonvoting capital stock which was originally sold to the public. 
Obviously a decline in the market price of the stock of an investment 
company associated with a bank would reflect on the prestige and 
financial stability of the bank. Mr. Kaufman, the president of the 
bank and a director of the investment company, testified : *°° 


Q. Now, in the popular mind, just as there was a tendency to judge the 
solvency or financial condition of the bank by the behavior of the stock of the 
security affiliate and it had undesirable effects on the banking institution such 
as withdrawals of deposits, you understand that 

A. Yes, sir. 

Q. You had a similarly undesirable consequence when the stock of an invest- 
ment trust which was sponsored by the bank did not behave well. isn’t that so? 

A. Yes, sir. 


1022 Tq., at 15565. 
187q., at 15567 and Commission’s Exhibit No. 1613. 
404 Tid. 
105 7q., at 15567. 
106 Td, at 15553. 
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Q. So that people seeing the Chatham Phenix Allied Corporation stock falling, 
it naturally had a tendency possibly to cause a loss of confidence in the bank, 

A. That is true. 

Q. Which brings on runs? 

A. Yes, six. 

From January 3, 1930 to August 11, 1931 Chatham Phenix Allied 
Corporation, at an AT OTEL: ate cost of $10,181,079.45, repurchased 
565,564 outstanding shares of its own nonvoting stock, = Soran 
amount equal to 30% of the 1,900,000 shares of such stock originally 
sold. The repurchases of these shares were effected by the invest- 
ment company at prices below their then asset value. These repur- 
chases accounted for approximately 59% of the volume of trading 
in the investment company stock on the New York Curb E xchange, W3 
In the same period, the corporation sold, largely through dealers and 
not on the New York Curb Exchange, a total of 165 586 shares for 
$3,238,731.66.1° 

Purchases by the investment company of its own stock were made 
on a commission basis and the bulk of the sales were consummated 
on a concession basis, resulting in the payment of considerably more 
than the regular brokerage rates. 40 The sales on a concession basis 
were executed at market prices, less transfer taxes, and a concession 
of $1.00, $1.1214 or 50¢ per share.“ In making these sales, the com- 
pany may be said to have suffered trading losses roughly equal to the 
concessions allowed.” 

As at August 17, 1932, when Atlas Corporation acquired control of 
Chatham Phenix Allied ‘Corporation, the latter company held 399,978 
shares of its nonvoting stock as treasury stock at a cost of 
$6,892,347.79.2 Immediately thereafter, Atlas Corporation caused 
this treasury stock to be retired.‘ 


5. LOANS AND INVESTMENTS BY CHATHAM PHENIX 
ALLIED CORPORATION 


The investment company sustained substantial losses on the total 
of approximately $13,000,000 of loans and investments which involved 
officers, directors, and companies with which the sponsor or its direc- 
tors and officers were connected. The amount of these loans or invest- 
ments, with the losses sustained by the investment company, were as 
follows: 

107 Td., Commission’s Exhibit No. 1618 (Schedule 2). 

108 Thid. 

109 Thid. 

110 Derived from supplementary information supplied the Commission for Chatham 
Phenix Allied Corporation, 

141 Tbid. 

42 Ibid. While there are other methods of computing trading results, on a “first in- 
first out” basis there was a loss of $392,910.31. This loss was reflected on the books 
of the company in the average cost of the remaining long position in the stock. (Ibid.) 

13 Op. cit. supra, note 1, Commission’s Exhibit No. 1618. 

14 Op. cit. supra, note 11, Pt. II (Schedule 19). 

18 Op. cit. supra, note 110 and op. cit. supra, note 1, at 15584—5, 
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Original cost Loss 

Empire State, Inc. (second mortgage debentures) —— $6,075,000.00 $5,410,930.38 
Waldorf Astoria Building Syndicate (loan) —--~~~- 2,200,000.00 “6 380,063.33 
A. F. Gillmore (treasurer of Chatham Phenix 

INIEI@G) Chong aoreeninora)) (loge) ee 13,200.00 47 10,617.19 
phillips Petroleum Corporation (investment) ——~~- 1,229,350.00 938,689.00 
Consolidated Cigar Corporation (investment)--__  1,072,920.00 693,078.40 
General Theatres Equipment, Inc. (investment)——  1,125,060.00 1,056,050.00 
Spiegel, May, Stern Co., Inc. (investment) —_-___--—- $93,326.00 367,198.35 
Great American Insurance Co. (investment) ~~~ 165,073.38 56,891.52 
National Surety Co. (investment )_-__-_----___-_- 149,265.00 US 69.265.00 
Kansas City Southern Ry. Co. (investment) —---_- 129,195.00 116,179.00 


$13,052,329.38 $9,098,962.17 
With respect to the loss of $693,078.40 on the investment of 
$1,072,920 in the 21,500 shares of common stock of Consolidated Cigar 
Corporation, Samuel McRoberts, president and a director of the 
mvestment company, had been a director of Consolidated Cigar 
Corporation from 1928; William B. Joyce was a director of both 
Consolidated Cigar Corporation and the investment company in 1928 
and 1929; and Paul Christian, vice president of the investment com- 
pany, was also vice president and a director of Consolidated Cigar 
Corporation in 1930."° Corner, Linder & Co., Inc., investment coun- 
sel, retained by Chatham Phenix Allied Corporation to survey Con- 
solidated Cigar Corporation, in its preliminary report stated that the 
situation was “one of extreme uncertainty.” ° Nevertheless the stock 
was purchased. Mr. McRoberts testified :”" ; 
Q. In connection with that, the expert whom you retained on October 25, 


1929, T assume he made a report before you bought the stock [of Consolidated 
‘igar Corporation] when he said “our conclusion in the situation is one of extreme 


uncertainty.” . 
Do you remember what impelled the [Chatham Phenix] Allied Corporation 


to make an investment aggregating $1,072,920, or 21,500 shares at an average 
price of $49.90 a share? 

A. We believed it was a good buy, that is all I can say. 

In connection with the loss of $1,056,050 sustained on the investiment 
in stock of General Theatres Equipment, Inc., a loan of $5,000,000 was 
made by Electrical Research Products, Inc., a wholly owned subsidiary 
of Western Electric Company, Inc., to Harley L. Clarke, president 
of General Theatres Equipment, Inc. Chatham Phenix Alhed Co: 
poration agreed to participate in this loan to the extent of $2,500,000. 
However, in lieu of making the loan in this amount, Chatham Phenix 
Allied Corporation purchased from Harley L. Clarke 30,000 shares 


uOf this amount $257,720.59 was the sum of $245,099.04 plus interest, owed by 
Samuel McRoberts, still carried on the books of the company as an account receivable 
at time of liquidation. (Op. cit. supra, note 11, Pt. IJ, Schedule 5.) 

7 Amount still carried on the books of the company as an account receivable at the 
time of liquidation. (Ibid.) 

18'This figure represents the depreciation suffered in this investment as at December 
81, 1930. (Op. cit. supra, note 11, Pt. III.) Accurate figures for actual loss are not 
available. 

19 Yoody’s Manuat of Investments, Industrials, etc., 1929, p. 1871; id., 1930, p. 141; 
id., 1931, p. 1062; id. 1932, p. 1082. During this period, Chatham Phenix National Bank 
& Trust Company was the transfer agent. 

10 Op, cit. supra, note 1, at 15583 and Commission’s Exhibit No. 1616. 

WtId., at 15584. 
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of the stock of General Theatres Equipment, Inc. for $1,125,000, and 
purchased a note made by Mr. Clarke and endorsed by Electrical 
Research Products, Inc. for the balance amounting to $1,375,000, 
from Electrical Research Products, Inc.12? The note was paid but the 
stock was subsequently liquidated at a loss of $1,056,050.%% Edgar S. 
Bloom, a director of Chatham Phenix Allied Corporation, was a 
director and president of Western Electric Company, Inc., the parent 
company of Electrical Research Products, Inc., and also a director of 
that company. William B. Joyce, a director of Chatham Phenix 


Allied Corporation, was also a director of Western Electric Company, 
Ime: 


The investment company also had interlocking director connections 
with the following companies in which it had made investments: 
Spiegel, May, Stern Co., Inc.,° Great American Insurance Com- 
pany,’*° Kansas City Southern Railway Company,!2* National Surety 
Company,!* and Phillips Petroleum Corporation.12° 

With respect to an investment in Film Securities Corporation 
2-year 6% secured gold notes, Chatham Phenix Corporation, the 
sponsor of the investment company, pursuant to a syndicate partici. 
pation, purchased its 5% allotment and received, as a bonus for the 
participation therein, 2,500 shares of common stock. Immediately 
thereafter, the sponsor sold its full allotment to the investment com- 
pany, but the sponsor retained for itself the bonus consisting of 2.500 


common shares. Mr, McRoberts’ explanation of this transaction wag 
as follows :1#1 


mid. at 15600-2, Commission’s Hxhibit No. 1619 and derived from supplementary 
information supplied the Commission for Chatham Phenix Allied Corporation. 

123 Thid, 

24 Moody’s Manual of Investments, Public Utilities, etc., 1931, p. 188. 

2% The investment company’s sponsor, Chatham Phenix Corporation, had been the 
principal underwriter for Spiegel, May, Stern Co., Inc. (American Underwriting Houses 
and their Issues, 1925 to November ist, 1928, p. 219.) Rollin C. Bortle, president of 
the security affiliate, and a director of the investment company, was also a director of 
Spiegel, May, Stern Co., Inc. in 1929. Wallace T. Perkins, a director of the bank 
was a director of Spiegel, May, Stern Co., Inc. in 1929 and 1930. C. H. Jones, vice 
president of the security affiliate, was a director of Spiegel, May, Stern Co., Inc, in 
1930 and 1931. (Moody’s Manual of Invesiments, Industrials, 1930, p. 282; id. 1931, D. 
1115; id. 1932, p. 1146; Moody’s Manual of Investments, Banks, ete., 1980, p. 164: 
id., 1931, p. 826.) During this pericd, Chatham Phenix National Bank & Trust Company 
was the transfer agent. 

129 William H. Koop was president and a director of Great American Insurance Com- 
pany, while a director of the bank. Samuel McRoberts, president of the investment 
company, was also a director of Great American Insurance Company. (Moody’s Manual 
of Investments, Banks, etc., 1930, p. 2426; id., 1931, p. 1946; id. 1932, p. 1547.) 

27 Samuel McRoberts was a director of the Kansas City Southern Railway Company 
in 1929 and 1980. (Moody’s Manual of Investments, Railroads, 1930, p. 1063; id., 1931, 
p. 730.) 

28 William B. Joyce, Edgar S. Bloom and Samuel McRoberts, all directors of the invest: 
ment company and the security affiliate, were directors of National Surety Company, 
(Moody's Manual of Investments, Banks, etc., 1930, p. 2106; id., 1931, p. 1942; id. 1982, 
p. 1909.) 

29 Mr. Phillips, a director of the investment company, was president of Phillips Petrol- 
eum Corporation. Messrs. McRoberts, Higgins, Earle and du Pont, directors of the 
investment company, were also directors of Phillips Petroleum Corporation. (Derived from 
supplementary information supplied the Commission for Chatham Phenix Allied Corpora- 
tion.) . 

130 Op. cit. supra, note 1, at 15575, 

W1Td., at 15576. 
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Q. What I can’t understand is why the common stock was not turned over 
to the [Chatham Phenix] Allied Corporation at the time the [Chatham Phenix] 
Allied Corporation bought the thing or took over your participation. 

A, The Chatham Phenix Corporation would probably have insisted on selling 
to somebody else if we insisted on the stock also. 

Q. So in that situation the Security Corporation just sold the notes? 

A. Just as the syndicate sold them. 

Q. And kept all the common stock? 

A, I suppose they thought that was their commission probably for handling 
the transaction. If they had not sold them to us, they would have sold them 
to somebody else. 


A comparison has been made of the depreciation in value of invest- 
ments made in corapanies with interlocking directorates with the 
investment company and of the depreciation in value of investments 
He in companies which had no connection with the sponsors or 

the officers or directors of the investment company. The following 
aime show the original cost of the securities, their market value, 
and the depreciation : as at December 31, 1930 of the companies with 
which there was some affiliation,!®? 


Original cost | Market value | Depreciation 
Phillips Petroleum Corporation. __..--..------..--__---- $1, 229, 350. 00 $466, 200. 00 $763, 150. 00 
Consolidated Cigar Corporation. -__---._.--.--._.-.-.--- 1, 060, 665. 00 548, 600. 00 512, 065. 00 
General Theatres Equipment, Inc_..-_--.-----.----_--- 1, 126, 500. 00 367, 500. 00 759, 000. 00 
Bate, Muley, SUR Ce, HNC Sc oe soe  Be 136, 526. 85 24, 700. 00 111, 826. 85 
Spiegel, May, Stern Co., Inc. (preferred) . --------.-_-_- 438, 920. 50 68, 339. 12 370, 581. 38 
Great American Insurance Co_____.__--._-____-_-_____- 165, 0738. 388 108, 750. 00 56, 323. 38 
Nini Some? CO... saan see so sseoeceseesenesecese 149, 265. 00 80, 000. 00 69, 265. 00 
Kansas City Coniien Ry. Co cea Fah aa 129, 195. 00 55, 200. 00 73, 995. 00 
4, 435, 495. 73 1, 719, 289, 12 2, 716, 206. 61 


These figures indicate a shrinkage of 61.2% in these investments. 

Investments made in companies with no apparent association or 
connection with the officers or directors or sponsors of the investment 
company, show a depreciation of only 29.7% : 


Original cost | Market value | Depreciation 


Investments in unrelated companies 134____.._-______.__- $21, 730, 356. 95 $15, 269, 268. 39 $6, 461, 088. 56 


2 Op, cit. supra, note 11, Pt. III (Table 2). 

%8 These investments do not include the second mortgage debentures of Empire State, 
Inc, carried then at a value equal to their cost of $6,075,000, although the investment 
company sustained a loss of $4,491,000 shortly thereafter on their exchange with Louis G. 
| Kaufman for 48,000 shares of Chatham Phenix National Bank & Trust Company stock, 
and ultimately a loss on the whole transaction of $5,410,930. Had the investment in 
these bonds been included in the above list, even on the basis of the smaller loss of 
$4,491,000 in lieu of larger eventual depreciation, the percentage of shrinkage would 
be 68.6%. 

These figures include the amount invested in bonds, exclusive of Empire State, Inc. 
debentures. Out of a total investment in bonds (excluding the Empire State, Ine. deben- 
au I R Joopot syooq s,Auvdurod IUOUUISIAUL 941 G9'STE‘ZIF'E¥ JO (Soin 
$481,733.18. 
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Kk. Transfer of Control of Chatham Phenix Allied Corporation to 
the Atlas Corporation 


By July 1981, Chatham Phenix National Bank & Trust Company 
began to exper ience runs on its various br anches.*° The management 
of the bank had become convinced that the bank should be completely 
divorced from pee investment company. Mr. Kaufman, the president 


of the bank, when examined on this aspect of the relations ship, 
testified :1°¢ 


Q. So that when the Chatham Phenix Allied Corporation stock began to fall, 
it naturally had a tendency to cause a loss of confidence in the bank. 

A, That is true. 

Q. Which brings on runs. 

A. Yes, sir. 

q. And I am not making a very wide assumption when I say that that may 
have been one of the things that motivated the banking interests who indirec tly 
controlled the investment trust to accede to the transfer of control of the 
investment trust, isn’t that so? 

A. That is true. 

Q. You had the situation where the name of the bank was tied up with the 
investment trust, and when the market prices declined in the shares of that 
trust, it necessarily had to be reflected in the confidence of the depositors in the 
bank even though they were separate and distinet institutions. 

A. True, I agree with you absolutely, that there should be no connection )e- 
tween a bank operating itself and an investment company, in the face of al] 
that has happened-——I agree with you. 


When examined on the affiliation of banks and investment com- 
panies, Mr. McRoberts, chairman of the board of directors of the 
bank, testified : 1°7 


A. My experience was that if I was doing it today, I wouldn’t do it at all, 
and I would never have formed the corporation, but that is hindsight, that is 
an after point of view. 

Q. Iam mindful of that, and I suppose that you don’t have any objection, 
General, to our getting the benefit of hindsight, because we are looking into the 
future, you see. Now you said that you would not form it at all. Do: you 
mean that you would not form this company, this specific company, because of 
the losses it sustained, or you would not have a bank or security affiliate ever 
form an investment trust? 

A. I think that the whole theory of affiliated investment companies with 
banks was a mistake, especially where it was a distributing corporation. 


The management had the alternatives either to dissolve Chatham 
Phenix Allied Corporation or to transfer control of that company. 
The fact that the dissolution of the investment company might be 
deemed an admission by the bank management of unsuccessful opera- 
tion and, therefore, a reflection on the “bank's prestige and the fact 
that Chatham Phenix Corporation, a security affihate of the bank, 
then owed to Chatham Phenix Allied Corpor ation the sum of $10, 
556,998.73, evidently played an important part in the ultimate de- 
termination to transfer control. Mr, McRoberts testified : 229 


135 Derived from supplementary information supplied the Commission by Atlas Cor 
poration. 

136 Op. cit. supra, note 1, at 15553—-4. 

37 Td., at 15431. 

88 Apparently the security affiliate was unable to pay this loan except by selling its 
large holdings of Chatham Phenix Allied Corporation stock and its few other security 
holdings. (See note 141 infra.) Floyd B. Odlum, president of Atlas Corporation, which 
purchased these assets from the security affiliate, characterized the indebtedness of the 
security affiliate to the investment company as ‘“‘a frozen loan’. (Public Examination, Atlas 
Corporation, at 17578.) Mr. Odlum testified that the security affiliate ‘had no money to 
pay it,’ that “they had very few assets,’ and that he didn’t think that the loan “was 
good’. (Id., at 17576-78.) 

139 Td., at 15587-9. 
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Q. There were no mechanical difficulties to liquidation since Chatham Phenix 
controlied all the voting stock. 


A. No. 

@. You didn’t have the problem of preferred and common on your hands? 
A. No. 

(). Because everybody was on a parity, isn’t that so? 

A. Yes, sir. 

q. And you say there might have been resentment against it? 

A. I think it would have been resented very much by the stockholders. 


Q. Maybe there were other factors [which] you haven’t thought about that 
possibly 2 prevailed so the trust was not liquidated. * * * In the 
first place the bank was involved in that its name was in the investment trust? 

A, Yes, sir. 

Q. And it just would not look right, would it, if the investment trust was 
liquidated. That would be a confession in a way that the management was 
not successful ? 

A. I don’t think that was the controlling idea. That might be an element. 
At that time we didn’t want to see the Allied stockholders lose money and we 
were in hopes things would come back and make money, and it was very 
natural that that rather vetoed any idea of liquidation. 

Q. There was another obstacle to liquidation, wasn’t there in that at this 
time, and I am talking about August 11, 1981, Chatham Phenix Corporation, 
the security affiliate of the bank, owed $10,566,933.73 to the investment com- 
pany, [Chatham Phenix] Allied Corporation. Do you recali that? 

A. Yes. 

Q. So if there was going to be a liquidation, the security affiliate would 
have to pay the money it owed to the investment company, isn’t that so? 

A. That is true. 

Q. Do you know whether Chatham Phenix Corporation at that time had 
ten and a half million dollars? 

A. They did pay. 

Q. We will see how the payment was effected.?” 


The assets of Chatham Phenix Corporation, the spensor corpo- 
ration, were stated to have consisted of its holdings of the 100,000 
shares of the voting stock and 318,868 shares of the nonvoting stock 
of the Tae company. These two blocks of stock had a com- 
bined asset value of $8,246,033.28 and a total market value of $6,- 
975,520. The sponsor had other securities with a market value of 
$517,900." The total assets of the security affiliate, therefore, on 
this basis, amounted to $8,763,933.28 (taking the blocks of the in- 
vestment company stock at asset value), o approximately $1,800,000 
less than the sum owed in July 1931 by ‘lh security affiliate to ‘the 
investment company. 

Prospective buyers of the 100,000 shares of voting stock and the 
318,368 shares of nonvoting stoc +k of the investment company held 
by Chatham Phenix Corporation were sought.2 Some negotia- 
tions were commenced with Tri-Continental Corpor ation, an invest- 
ment company sponsored by J. & W. Seligman & Company, an invest- 
ment banking firm.™° However, while these negotiations were pend- 
ing, Mr. Adams of E. F, Hutton & Company, members of the New 
York Stock Exchange, suggested the Atlas Corporation as a possible 
purchaser of Chatham Phenix Corporation’s foes in Chatham 


40 Phe method by which this debt was paid is described infra. 

Public Hxamination, Atlas Corporation, Commission’s Exhibit No. 2001, p. 107 and 
also, op. cit. supra, note 135. These securities consisted of 12,434 shares of Zonite 
Products Corp. common stock, 4,375 shares of the preferred and 23,324 shares of the 
common stock of Spiegel, May, Stern Co., Inc., and 2,475 shares of the common stock 
and 525 shares of the preferred stock of McKesson & Robbins, Incorporated. (Op. cit, 
supra, note 1, Commission’s Exhibit No. 1617.) 

42 Op. cit. supra, note 1, at 15590. 
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Phenix Allied Corporation.“ KE. F. Hutton, of E. F. Hutton & 
Company, was a director of both Chatham Phenix National Bank 
& Trust Company and Chatham Phenix Allied Corporation. My, 
Adams had apparently been introduced to officials of Atlas Corpo- 
ration by David G. Baird, one of the several “finders” of invest- 
ment companies for Atlas Corporation. EK. F. Hutton & Company 
eventually received a finder’s fee of $100,000 and Mr. Baird received 
the sum of $59,046.25 from Atlas Corporation. 


1. SALE OF CONTROL OF THE INVESTMENT COMPANY 
TO ATLAS CORPORATION 


On August 11, 1931 the Atlas Corporation agreed to purchase the 
100,000 shares of voting stock and the 318,368 shares of nonvotine 
stock of Chatham Phenix Allied Corporation held by Chatham 
Phenix Corporation at a price of $20 per share or a total considera- 
tion of $8,367,360.14° The shares of Chatham Phenix Allied Cor. 
poration then had an asset value of $19.71 per share, and a market 
value of $15.00 per share.*7 The price paid by Atlas Corporation 
for the stock was, therefore, $121,326.72 in excess of the asset value 
of the stock and $2,091,840 in excess of market value. The agree- 
ment for transfer of control also provided “it is to be understood 
that the market in the shares of Chatham Phenix Allied Corpora- 
tion is to be in our (Atlas Corporation) sole control from now on 
and, to that end, your Corporation and its affiliates shall not deal 
further in such shares without our previous consent.” A further 
provision required “Chatham Phenix” to be eliminated from the 
name of the company."*® 

In addition, Atlas Corporation agreed to purchase, at the market 
price, all the other securities in the portfolio of the Chatham Phenix 
Corporation, which constituted the balance of its assets.14° 

No disclosure with respect to the transfer of contro! by the sponsor, 
Chatham Phenix Corporation, to the Atlas Corporation was made 
by the sponsor to the stockholders until after the sale of the stock 
had been consummated. The president, Samuel McRoberts, testi- 
fred) 2° 


Q. So that the Chatham Phenix Corporation, which sponsored [the investment 
trust] * * * and was in absolute control of the investment trust through. 
out this entire period, both by the ownership of every share of voting stock 
and by all the officers and directors, and Chatham Phenix Corporation which 
was the underwriter and distributor of the stock to the public turned ove; 
the control of this investment trust to the Atlas interests before it even dix 
closed it to the stockholders? ; 

A. What? 

.Q. Before it was disclosed to these stockholders? 

A. Yes, that is true. 


1444 Public Hxamination, Atlas Corporation, at 17791. 

144 7d., Commission’s Exhibit No. 1969. 

140 Op. cit. supra, note 1, Commission’s Exhibit No. 1617. 

47 7Td., at 15596 and Commission’s Exhibit No. 1618. 

148 Td., Commission’s Exhibit No. 1617. ; 

149 These securities were acquired, however, not by Atlas Corporation but by Chatham 
Phenix Allied Corporation, which on August 17, 1931, the date Atlas Corporation actually 
acquired control of Chatham Phenix Allied Corporation, purchased these securities from 
Chatham Phenix Corporation for $517,900, their then market value. (Op. cit. supra, note 
144, Commission’s Hxhibit No. 2001, p. 107.) 

0 Op. cit. supra, note 1, at 15595-6. 
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Although the security affiliate received $20 per share for its voting 
and nonvoting stock, no provision for equal treatment was made 
for public stockholders. Mr. McRoberts testified : +4 


Q. Now, in getting $20 a share, which was $1 [sic $.29] above the asset value 
and approximately $5 above the market on these 418,000 shares of common 
stock, that means they paid you approximately $2,000,000 above the market 
for that block, isn’t that so? 

A. Well, they paid $20. 

Q. And the market you said was $14.50 [sic $15.00] ? 

A. Well, that is the way I recall it, I don’t know of course, if you were to 
start out to buy the stock in any such amount, you would put the market up 
yery materially. 

Q. And if you were selling the block? 

A. It would have gone the other way, yes. 

Q. You don’t deny you got a good price under the circumstances? 

A. I got the best price I could. 

Q. But as far as the other stockholders were concerned, there was no pro- 
yision to get them the best price? 

A. No, but I think it was doing a good service to the other stockholders when 
we did what we did. 

Q. Did the Chatham Phenix Corporation retain any portion of that stock 
in the [Chatham Phenix] Allied Corporation so that they could avail them- 
selves of a good service that was being rendered to the stockholders? 

A. No, I don’t think so. 

Q. They sold every single share? 

A. That was a condition of the trade. 


9 FINANCING BY ATLAS CORPORATION OF THE PUR- 
CHASE OF CHATHAM PHENITX ALLIED CORPORATION 


Atlas Corporation did not, at the date of the contract, have avail- 
able the $8,367,360 in cash required to consummate the purchase of 
the 100,000 shares of voting stock (all of the outstanding voting 
shares) and the 818,368 shares of nonvoting stock of Chatham 
Phenix Allied Corporation. In order to make the down payment 
of $1,367,360 due under the contract on August 12, 1931, Atlas Cor- 
poration borrowed that sum from General Empire Corporation, one 
of Atlas Corporation’s subsidiaries.1®? 

On August 17, 1931, Atlas Corporation paid the balance of the 
purchase price, $7,000,000, by means of a loan from the Bankers Trust 
Company of New York. All of the directors of Chatham Phenix 
Allied Corporation resigned, and were replaced by representatives 
of Atlas Corporation and the name of the acquired investment com- 
pany was then changed to Securities Allied Corporation. The 
$8,885,260 received by Chatham Phenix Corporation from the sale 
to Atlas Corporation of its stock in Chatham Phenix Allied Cor- 
poration and by the sale of the remaining securities in its portfolio 
were used together with funds borrowed by the security affiliate from 
Chatham Phenix National Bank & Trust Company to repay on 
August 17, 1931, the long outstanding debt of $10,556,993.73 of the 
security affilate to Chatham Phenix Allied Corporation, the invest- 
ment company.*** In this manner, Atlas Corporation ultimately ob- 
tained control of the funds paid by it to Chatham Phenix Corpora- 
tion, for the blocks of the investment company stock which Atlas 

Td, at 15596-8, 


14 Op. cit. supra, note 144, Commission’s Exhibit No. 2001 (p. 108), 
Op. cit. supra, note 135. 
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Corporation purchased. Atlas Corporation not only acquired control 
over approximately $10,000,000 of which $8,367,360 were the very 
funds used by Atlas Corporation to secure control of the investment 
company, but also acquired control of the approximately $21,000,000 
of other assets held by Chatham Phenix Allied Corporation.'** 

In order to secure funds to repay its loans from General Empire 
Corporation and Bankers Trust Company totaling $8,367,360, Atlas 
Jorporation itself and through several of the mvestment company 
subsidiaries on August 17, 1931 (the date on which Atlas Corpora- 
tion acquired control of Chatham Phenix Allied Corporation), sold 
over $8,000,000 of their holdings of stocks of other investment com- 
panies to Chatham Phenix Allied Corporation.'** With proceeds of 
the sales of these securities to its newly acquired investment company, 
Atlas Corporation then discharged its obligations to General Empire 
Corporation and Bankers Trust Company. These securities of other 
investment companies which were sold by Atlas Corporation and its 
affiliated companies to Chatham Phenix Allied Corporation con- 
stituted at that date approximately 26% of the net assets of this 
newly acquired investment company. This change in the investment 
policy of Chatham Phenix Allied Corporation whereby that invest- 
ment company substantially became a holding company of other 
investment companies was effected without the prior knowledge of 
its stockholders, although Mr. McRoberts had known, prior to the 
transfer of control, that this change of policy was contemplated, 
Mr. McRoberts testified : **° 


Q. Was there any discussion with Mr. Odlum or any representative of the 
Atlas Corporation as to what the future investment policy of this investment 
trust would be? 

A, Yes. 

Q. What was the discussion about? 

A. Well, their policy was to do just what we were doing with our own stock. 

Q. What was that? 

A. We were buying the stock when it was offered materially below the book 
value. They were doing it not only with their own stock but with other invest- 
ment trust stocks. In other words, they were in a position to do it in a very much 
broader way than we were. 

Q. You say Mr. Odlum told you that after he got control he was going to use 
all the funds of the Chatham Phenix Allied Corporation to buy other investment 
trusts? 

A. When he could buy them on that basis. That:was his main operation at that 
time. 

Q. What did he say his main operation was? 

A. Buying investment trust stocks where they would be bought materially 
below the liquidating value of the company. 


154 With the net amount of $6,892,211.49 expended by the investment company on the 
purchase of its own stock and $2,640,702.00 paid by the company as dividends on its 
stocks considered as returns of capital to its security holders, the net capital which had 
been paid into Chatham Phenix Allied Corporation as at August 17, 1931, when Atlas 
Corporation acquired control of the corporation, was $40,467,086.51. On August 17, 1931, 
the net worth of the corporation was $31,555,115.22. In the two years of the corpora 
tion’s operations under the management of Chatham Phenix Corporation, allowing for 
returns of capital, its assets had shrunk in value by $8,911,971.29, a shrinkage equivalent 
to 22% of the net capital contributed to the enterprise. Of the $31,555,115.22 of net 
assets, $10,556,993.73 consisted of the outstanding amount due to the investment company 
by Chatham Phenix Corporation. (Op. cit. supra, note 144, Commission’s Exhibits Nos, 
2003, 2043; op. cit. supra, note 1, Commission’s Exhibit No. 1618.) 

155 Op. eit. supra, note 144, Commission’s Hxhibit No. 2001 (p. 109 et seq.). 

150 Op. cit. supra, note 1, p. 15594. 
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This policy was subsequently continued and the investment com- 
pany’s funds were utilized to purchase substantial interests in nearly 
all the other investment companies which had been acquired by Atlas 
Corporation.**” By December 8, 1933, when Chatham Phenix Allied 
Corporation was dissolved, an aggregate of $26,769,284.49 of its as- 
sets 8 were invested in the securities of investment companies within 
the sphere of control of Atlas Corporation, and Chatham Phenix A1- 
lied Corporation had become the key company in the Atlas Corpora- 
tion program of acquisition of other investment companies. At the 
time when Atlas Corporation had acquired control of Chatham Phenix 
Allied Corporation, the net assets of Chatham Phenix Allied Corpora- 
tion had been $31,555,115, consisting of cash and diversified securities. 
Atlas Corporation, after securing control of Chatham Phenix Allied 
Corporation, began to increase its holdings of the nonvoting stock of 
Chatham Phenix Allied Corporation by purchases and by offers of 
exchange of Atlas Corporation stock for Chatham Phenix Allied Cor- 
poration stock. The purchases and exchanges were effected by Atlas 
Corporation at prices below the asset value of the Chatham Phenix 
Alhed Corporation stock. Mr. McRoberts knew that Atlas Corpora- 
tion would make such exchange offers. Not only was the policy of 
Atlas Corporation disclosed to him but, as he testified,’ Atlas Cor- 
poration had refused to make an offer to acquire the holdings of the 
general public at the same price paid by Atlas Corporation to the 
security affihate, Chatham Phenix Corporation. The agreement 
of August 11, 1931, between Atlas Corporation and Chatham Phenix 
Allied Corporation expressly stipulated that Atlas Corporation was 
to be in sole control of the “market” in shares of Chatham Phenix 
Allied Corporation.'* . 

By December 8, 1933, the date of dissolution of the investment com- 
pany, Atlas Corporation and its controlled companies had acquired by 
purchase or exchange approximately 1,000,000 shares of the invest- 
ment company’s nonvoting stock held by the public at prices below 
asset value.? The total holdings of Atlas Corporation and its sub- 
sidiaries of voting and nonvoting stock of Chatham Phenix Allied 
Corporation were 1,434,057 shares or approximately 97% of the total 
number of shares outstanding at the date of dissolution.1®? The re- 
maining stockholders of Chatham Phenix Allied Corporation on its 
dissolution received, as their pro rata part of its assets, $15.31 per 
share for their stock as compared with the original offering price of $27 
per share. If dividends of $1.75 paid per share during this period? be 
@\ more delaiied discussion of the acquisition of control of Chatham Phenix Allied 
Corporation and its subsequent dissolution is given in Ch. IV of this part of the report. 

8 Op, cit. supra, note 144, Commission’s Exhibit No. 2040. 

189 Op. cit. Supra, note 1, at 15594. 

1 Td., at 15595. 

161 Td., Commission’s Exhibit No. 1617. 

12 Op, cit. supra, note 144, Commission’s Exhibit No. 2001 (p. 109 et seq.). Atlas Cor- 
poration in 1982 and 1938 acquired in exchange for its own securities 679,948 shares of 
nonvoting common stock of Chatham Phenix Allied Corporation at a gross difference in 
the asset value of the securities exchanged as of the date of the exchange of $3,344,686 
in favor of Atlas Corporation. (Id., Commission’s Exhibit No. 2001, pp. 116, 119.) As a 
partial offset, however, by becoming stockholders of Atias Corporation, as a result of the 
exchange, the Chatham Phenix Allied Corporation stockholders shared in the asset gain 
to Atlas Corporation. 

18 Thid, 

1 Moody’s Manual of Investments, Banks, etc., 1938, p. 2496. 

153373—40—pt. 3——11 
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deducted from the original offering price of $27, those stockholders 
who retained their stock from the inception of the company until its 
dissolution suffered a loss of $9.94 per share.t°% Those stockholders 
who exchanged their shares in 1932 and 1933 for Atlas Corporation 
securities,'® as at October 31, 19388, sustained a loss, om the basis of a 
net investment of $25.25 in the company,’ of $13.02 per share meas- 
ured by the asset value and of $16.67 per share measured by the 
market value of the Atlas Corporation securities received by them.1* 


V. CENTRAL-ILLINOIS SECURITIES CORPORATION 
A. Summary 


Central-Illinois Securities Corporation was organized in October 1929 by Central 
Trust Company of Illinois, a commercial bank located in Chicago, Illinois, and 
by Central-Illinois Company, the bank’s security affiliate. The sponsors secured 
control of the investment company at the outset by purchasing from it for 
$3,000,000, common stock entitled to 43% of the total voting power of all the stock 
issued. At the same time they sold to the public allotment certificates represent- 
ing units of preferred and common stock for $12,600,000, of which the investment 
company received $12,000,000. 

The affairs of the investment company were, until November 1932, directed 
and managed exclusively by individuals connected with the sponsoring bank and 
its security affiliate, and for several years the investment company was operated 
substantially as an auxiliary of the sponsors. The funds of the Central-Illinois 
Securities Corporation were almost intact when the stock market break occurred 
on October 29, 1929. Two weeks later, at its first business meeting, the inter. 
locking board of directors caused the investment company to make loans to the 
sponsors and their affiliates and to purchase securities from them in amounts 
which aggregated $5,459,966, a sum in excess of one-third of the company’s total 
assets. On most of these transactions the investment company later sustained 
severe losses. 

During the period of the management of the investment company by the bank, 
loans including brokers’ loans aggregating $13,500,000 were taken over by the 
investment company from the sponsor bank allegedly pursuant to an unwritten 
agreement that the bank would repurchase them on demand. Subsequently when 
the investment company under an independent board of directors invoked the 
agreement in an effort to recover some of the losses suffered on these transactions, 
the successor of the sponsor bank rejected the claim on the ground that there 
was insufficient evidence to justify “an admission of enforceable liability” on the 
part of the bank. 

The investment company devoted over $6,000,000 or about 40% of its initial 
capital to two ventures in which its sponsors were interested. In one of these 
ventures, the investment company, in a futile effort to support the market for 
the stock of its sponsor bank and the bank’s successor, purchased approximately 
$1,749,133 of the bank’s stock on a collapsing market. This entire investment 
except the sum of $105,416 was lost. In addition, the investment company was 


165 Op. cit. supra, note 144, Commission’s Exhibit No. 2004. 

166 They received for each share of Chatham Phenix Allied Corporation stock, Atlas 
Corporation securities which had an asset value of $12.23 and a market value of $8.58 ag at 
October 31, 1938, the most recent date for which figures are available. Securities Regis. 
tration Statement, Atlas Corporation, Form 15, File No. 1-2714—-2 (Annual Report for 
1938). The Atlas Corporation securities received by the stockholders consisted of one 
share of Atlas Corporation common stock and one-fifth of one of its warrants. (Op. cit, 
supra, note 161.) 

167 This net investment basis of $25.25 is obtained by deducting the cash dividends of 
$1.75 from the original offering price of $27. 

168 At. the date of the exchange offer of Atlas Corporation in June 1982, the asset value 
of the Chatham Phenix Allied Corporation stock was $8.50 per share and its market value 
was $4.50. The average asset value and market value of the Chatham Phenix Allied 
Corporation stock during the period of the 1933 exchanges were $13.64 per share and 
$6.75 per share respectively. (Id., Commission’s Exhibit No. 2001, pp. 115, 118.) 
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forced to provide $814,200 more for statutory liability assessments on the bank’s 
stock, thus increasing the final loss in this investment to $2,457,917. 

In the second venture, the Central-Illinois Securities Corporation, together 
with H. M. Byllesby & Co., arranged to purchase control of a utility holding 
company for which its parent, Central-Illinois Company, was the banker. Com- 
mencing with a participation of approximately $1,700,000, the investment com- 
pany, despite an increasingly unfavorable outlook, increased its commitments 
in the utility company through loans and stock purchases to a total of $3,770,965. 
In 1932, after the utility company was placed in receivership, Central-Illinois 
Securities Corporation charged off $1,730,691 as a loss on this venture and at the 
end of 1935 it carried this investment on its books at $430,875. 

Central-Illinois Securities Corporation, at the end of 1935, had sustained realized 
and unrealized net losses of $7,315,000 on its loans and transactions in securities. 
These losses were equal to approximately 49% of the investment company’s 
original capital of $15,000,000. 

Former officers of the investment company testified that the company’s diffi- 
culties had resulted largely from its interrelationship with the bank and the 
security affiliate which sponsored it, and from the conflicts of interest which this 
interrelationship created. 


B. Organization 


Central-Illinois Securities Corporation, an investment company 
of the management type,t was organized under the laws of Dela- 
ware on October 1, 1929, by Central Trust Company of Illinois, a 
commercial bank in Chicago, Illinois, and by Central-Illinois Com- 
pany, a security affiliate of the bank.? 

Henry M. Dawes, chairman of the board of directors of the invest- 
ment company,’ testified that Central-Ilinois Securities Corporation 
was created because the sponsors contemplated that there were 
mutual benefits to be derived from the operation of the investment 
company in affiliation with the bank: 4 


‘Public Examination, Central-Illinois Securities Corporation, Commission’s Exhibit No. 
239. The offering circular announced: “Central-Illinoig Securities Corporation, or- 
ganized under the laws of Delaware with broad charter powers, may participate in 
underwritings and syndicates and engage in such other investment activities ag its Board 
of Directors may determine. The Corporation has been organized to supplement the 
existing facilities of Central Trust Company of Illinois and Central-Illinois Company.” 

* The investment company was controlled by the security affiliate. The security affiliate 
was in turn controlled by the bank through the usual device of having all the stock of 
the affiliate held in trust for the benefit of the stockholders of the bank, with a specified 
number of officers of the bank as trustees. (Op. cit. supra, note 1, at 1848.) In June 1931, 
the bank was merged with the Chicago Trust Company immediately after the consolidation 
of the latter with the National Bank of the Republic of Chicago. (Id., at 1862.) The 
successor bank continued a commercial banking business under the name of Central 
Republic Bank and Trust Company until October 1932. After October 6, 1932, the 
activities of the merged bank, Central Republic Bank and Trust Company, were restricted 
exclusively to a general trust business, its deposits being assumed by the newly formed 
City National Bank and Trust Company of Chicago and its name was changed to Central 
Republic Trust Company. (Id., at 1882.) In 1934 the trust company was placed in 
receivership. (Id., at 1954.) 

At the time of the merger of the banks in June 1931, Central Trust Company of Illinois 
had as its security affiliate Central-Illinois Company; and the National Bank of the 
Republic of Chicago had a security affiliate named the National Republic Company. 
Both security afflliates were merged, forming Central Republic Company, its stock being 
held in trust for the benefit of the stockholders of the successor bank. In the fall of 1931, 
the stock of Central Republic Company held in trust was distributed to the stockholders 
of the bank. (Id., at 2125.) 

’ Henry M. Dawes was chairman of the investment company’s board of directors from 
the inception of the company until November 1932. For other connections of Henry M. 
Dawes and his family see note 5 infra. 

*Op. cit. supra, note 1, at 1850. 
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A. * * * The assumption was there was an opportunity for carrying on 
a business of this kind with the connection that it had which would be mutu- 
ally beneficial. I really haven’t said anything except the obvious things, that 
a closely associated organization of that kind could be mutually beneficial to 
the organizations that were operating at that time and to the new organization. 

Q. You said the business at that time. What do you mean? 

A. The sort of thing I have in mind is participation in underwriting where 
better terms, perhaps, could be secured for larger participation. 

Q. Any other examples? 

A. That is all that occurs to me. In other words, I looked on it as the con- 
ventional arrangement which was being followed by the larger institutions 
under “department store” banking, as I would call it, which was conducted at 
that time. 


The directors and all the executive officers of the investment com- 
pany were either officers or directors of the bank or its security 
affiliate. The initial board of directors and administrative personnel 
of the investment company remained in office continuously from 
October 1929, until November 1932, without substantial change.® 

Admittedly, this identity of relationship on the part of the inter- 
locking directors and officers resulted in the creation of a dual and fre- 
quently conflicting allegiance. Philip R. Clarke, former president 
of the three companies,® in describing this situation stated :7 

A. * * * And the more conscientious your administrative officers are the 
more difficult is their problem, and there are some times when it is almost 
impossible to decide whether or not this should go to your left hand or whether 
it should go to your right hand. And the result was that I think those of us 
who comprised that administrative personnel, none of these officers were com- 
pensated, and they endeavored to do the very best they could under the existing 


‘circumstances and reached the unqualified conclusion that it was an inadvisable 
and impracticable relationship and one that should be terminated within the 


shortest possible time. 


5The following table indicates the interlocking position of the various directors and 
officers of the investment company: 


Office held in security 


Office held in the investment company Office held in the bank affiliate 


Philip R. Clarke: President and director__| President and director___.| President and director. 

R. Floyd Clinch: Director Director 

Henry M. Dawes: Chairman, board of | Director Director. 
directors. 

Newton P. Frye: Director > Vice president. 

Carroll E. Gray, Jr.: Director > Executive vice president, 

Director and chairman of 
board, 

Louis H. Schroeder: Vice president and Vice chairman of the 
director.® board. 

Eugene V. R. Thayer: Director Director and chairman of | Chairman of the board. 

the executive commit- 

tee. 

Rawleigh Warner: Director > Director 


aTd., at 1847-8. Three other members of the Dawes family were directly connected with the 
Central-Illinois group. W. R. Dawes was vice-president and a director of the bank. In 1932 he 
became president of the investment company and in 1935, chairman of its board. R. C. Dawes was 
also a director of the bank and of the security affiliate; and during 1930 and 1931 General Charles G. 
Dawes was honorary chairman and a director of the bank. On June 27, 1932, General Dawes, after 
resigning as a director of the Reconstruction Finance Corporation, became chairman of the board 
of directors of the Central Republic Bank and Trust Company, the successor of Central Trust Com: 
pany of Illinois. 

>’ Became a director of the security affiliate in 1931. 


® Op. cit. supra, note 1, at 1925-8. Previous to his association with the Central-Illinois interests, Mr. 
Clarke had been president of the Federal Securities Corporation, an investment banking and underwriting 
organization. In June 1929, the bank purchased all the stock of the Federal Securities Corporation which 
thereupon was operated as a wholly owned subsidiary of the bank. In December 1929, Mr. Clarke became 
president of the bank, the security affiliate, and the investment company. (Id., at 1927-8.) 

7 Op. cit. supra, note 1, at 1988. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 145. 


Subsequent difficulties of the investment company were in large 
measure ascribed by both Mr. Clarke and Mr. Dawes to this conflict 
of interests of the interlocking management. ® 

The extent to which Henry M. Dawes, chairman of the board of 
directors of the investment company for three years, supervised and 
participated in the activities of the investment company is indicated 
by his testimony : ° 

Q. Mr. Dawes, you attended the meetings of the Board fairly regularly, did 


you not? 
A. Well, pretty regularly, yes. I was traveling a good deal. 


i * * x * * oe 
Q. Do you know anything about the Goudey Gum loan? 
IN, INOs 
Q. Do you know anything about the Utah Rock Asphalt Company loan? 
* * * * * * * 
A. No. 


Q. Do you know anything about the loans to the Utility Securities Company, 
which was an Insull company? 

A. No. 

Q. Do you know anything about approximately $8,000,000 of loans which 
were made to Chicago brokers at various times? 

A, No. 

Q. Do you know anything about the purchase of the Personal Savings Bank 
stock ? 
No. 
. Do you know anything about a loan on West Monroe Street property ? 
No. 
. Of $1,000,000? 
. No, I don’t know anything about it. 
). Do you know anything about the Western Continental Utilities, Incor- 
porated? 

A. Nothing of any importance, except I know it is a California utility, and 
that is about all. 


Mr. Dawes amplified his testimony in regard to his position as 
director as follows: 1° 


OroPop 


A, * * * There is one problem I hayven’t any answer for, but I am just 
wondering, in thinking of my testimony or lack of it during the day here, and 
that is about directors. 

Q. Yes? 

A, I don’t know what is right, and I was thinking, because I have probably 
appeared to you as a person who has neglected his obligations in this particular 
instance. I don’t think I have. But here my time is occupied with these things. 
I have associates, friendly and otherwise, and contacts with the people in a 
bank, and I can’t spare the time to go into the details of the things, 

I get the best judgment I can of the general situation and wonder, after all, 
if 1 do bring anything to it. I certainly want to do that. 

I wouldn’t go into an association of that kind if I were assuming certain 
visks and certain responsibilities in connection with the thing, which would 
become moral responsibilities if incorporated into law. 


%* * * * * % * 


How you are going to protect that situation talking of the directors’ liability,. 
I don't know how to get at it. 

Q. For instance, here is the name of Henry M. Dawes, Chairman of the 
Board. 

A. Yes. 


81d, at 1985-94. 
9Td., at 1921-3. 
WTd., at 1994-6. 
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Q. And the person looking at the prospectus would have the right to assume 
that as Chairman of the Board you are fully familiar with every detail of 
the business? 

A. Well, I presume that is so, that I shouldn’t have allowed my name to be 
used as Chairman of the Board. But at the same time I never knew what a 
chairman of the board was * * * 


Not only was the investment company entirely controlled by a 
board of directors completely interlocked with its sponsors, but, in 
addition, self-dealing transactions between the investment company 
and its directors and sponsors were explicitly authorized by the cer- 
tificate of incorporation of the investment company. The charter 
provided : #4 

In case the Corporation enters into contracts or transacts business with one 
or more of its directors, or with any firm of which one or more of its directors 
are members, or with any other corporation or association of which one or 
more of its directors are stockholders, directors or officers, such contract or 
transaction shall not be invalidated or in any way affected by the fact that 
such director or directors have or may have interests therein which are or 
might be adverse to the interests of this Corporation; provided that such con- 
tract or transaction is entered into in good faith and authorized or ratified in 
the usual course of business as may be provided for in the bylaws of the Corpo- 
ration. 

It will be seen that this provision in the charter was not without 
significance; for, as will appear, a substantial and important part 
of the activities of the investment company came within the purview 
of the clause. 


C. Distribution of Investment Company’s Stock 


The initial public offering of securities of the investment com- 
pany in October 1929, was in the form of units consisting of one share 
of convertible preference and one share of common stock, represented 
by allotment certificates which were convertible into stock of the 
investment company on or after November 1, 1931. The security 
affiliate offered 400,000 allotment certificates 1? at $31.50 per certificate 
to the public. Of the total of $12,600,000 received from the sale of 
these certificates the security affiliate paid to the investment com- 
pany $12,000,000, or $30 per certificate, and retained $600,000 or 5% 
as commission. 

This issue, offered to the public two weeks before the stock market 
erash of October 1929, was oversubscribed in advance of the actual 
offering, and by the time the allotment certificates were publicly 


11 Reply to the Commission’s questionnaire for Central-Illinois Securities Corporation, 
Pt. I (Mxhibit A, Article Twelve). 

12 The certificate of incorporation of the investment company authorized the issuance of 
1,000,000 shares of no-par. convertible preference stock and 2,400,000 shares of no-par 
common stock. This authorization was changed by an amendment filed January 4, 1933, 
to 800,000 shares of no-par convertible preference stock and 1,300,000 shares of common 
stock of $1.00 a share par value. The outstanding common stock was thereby converted 
into the new stock on a share-for-share basis. As a result of the repurchase of securities, 
the outstanding stock on December 31, 1935, consisted of 231,598 shares of preference 
stock and 909,787 shares of common stock. 

The no-par convertible preference stock, entitled to cumulative dividends of $1.50 
annually, was callable at $32.50 per share and entitled to $27.50 per share on liquidation. 
It was convertible into common stock at any time on a share-for-share basis. Both 
classes of stock had one vote per share. (Op. cit. supra, note 1, at 1852-3, and Commission's 
Exhibit No. 329.) 
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offered, independent bids had established a price as high as $42 per 
unit.** Mr, Frye, a director of the bank, the security afliliate, and the 
investment company, stated : 14 

* * * the office was just deluged with people applying for the unit. I 
think that was quite normal, considering the period we were in. 

At the time of. the sale to the public of the 400,000 allotment cer- 
tificates, the security affiliate purchased for its own account 600,000 
shares of common stock of the investment company for $3,000,000. 


The total capital, therefore, raised by the investment company was 
$15,000,000.7° 


Dp. Method of Vesting Control of the Investment Company in the 
Security Affiliate 


Despite a great disparity in price,'* both the preferred and the 
common stock were equally entitled to one vote per share.*7 Conse- 
quently, the security affiliate by purchasing common stock alone, in 
return for a contribution of $3,000,000, or 19% of the total sum con- 
tributed,"* secured 600,000 votes, equal to 43% of the total voting 
power; While the public, purchasing in the form of units of both 
common and preferred stock, in return for a contribution of $12,- 
600,000, or 81% of the total sum contributed, obtained 800,000 votes, 
equal to 57% of the voting power.’® By reason of the extensive dis- 
tribution of the units *° the security affiliate was assured of effective 
working control of the investment company, although lacking a 
majority of votes. 
181d, at 2127. 

4 Tbid. 

The following table summarizes the initial offering of the securities of the investment 
company : 


Number | C C Ae 
1 : Yumber ost to ommis-| ceeds to 
Purchaser Security of shares | purchasers} sion | investment 
company 
PUbiCeee aaa Convertible preference @_______ 400, 000 |$12, 600, 000 | $600, 000 | $12, 000, 000 
COMO O_o econ nese AOD OOO eerste seek (rs ae thesia Se |, Rs eae Se - 
Wentral-lllinoismC.os| mC onan ones nen 600, C00 8}, COO, CWO ||--ss see 8, 000, 000 
1, 400, 000 | 15, 600, 000 600, 000 15, 000, 000 


ra ee as unit allotment certificates consisting of one share of preferred and one share of common 
stock. 

The preferred stock was entitled to $27.50 per share on liquidation. On the basis 
of the $5 per share rate paid for the common by the security affiliate, the preferred would 
be valued at the time of issuance at $26.50 per share. 

"Op. cit. supra, note 1, Commission’s Hxhibits Nos. 236 and 239. 

8 The security afliliate’s payment of $3,000,000 equaled 20% on the sum of $15,000,000 
actually received by the investment company, but 19% on the $15,600,000 paid by the 
purchasers. 

“The public, required to purchase in the form of allotment certificates representing 
wits of common and preferred stock, received the equivalent of 2 votes for each allotment 
certificate costing $31.50, whereas the sponsor, purchasing common stock alone at the rate 
of $5 per share, received the equivalent of 614 votes for each $31.50 invested. 

*At the end of 1929 there were 5,200 holders of the investment company’s allotment 
certificates, Owning an average of 77 certificates each, which represented an average 
investment per holder of $2,426. (Op. cit. supra, note 1, Commission’s Exhibit No. 270.) 
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The possibility of upsetting the security affiliate’s control of the 
investment company was rendered more remote by virtue of the fact 
that the allotment certificates were not exchangeable for the under- 
lying shares until November 1931, a period of two years. During 
the intervening period, therefore, attempts to depose the security 
affiliate from control could be made only by purchases of the higher 
priced units. 

Moreover, the charter provided that neither class of stock was to 
have any preemptive right to subscribe to new issues of stock.2+ The 
way was therefore open to the board of directors of the investment 
company to sell to the security affiliate all or any portion of the 
1,400,000 shares of common stock and the 600,000 shares of preferred 
stock which had been authorized but not issued, at any time that 
the affiliate desired to increase its voting streneth.2 e 


EK. Activities of the Investment Company 


As of December 31, 1935, the net loss, realized and unrealized, sus- 
tained by the investment company in ‘its security transactions and 
loans amounted to $7,815,000.2 By far the greater part of the loss 
was suffered in transactions in which the investment company was 


21 Op. cit. supra, note 1, Commission’s Exhibit No. 286. The certificate of incorporation 
states: “No holder of any stock of this Corporation shall be entitled ag of right to pur- 
chase or subscribe for any part of any unissued stock of this corporation or for any addi- 
tional stock of any class to be issued by reason of any increase of the authorized capital 
stock of this Corporation, or bonds, debentures, or other securities convertible into stock 
of this Corporation and any such unissued stock except that which hag been reserved for 
the conversion of Convertible Preference Stock as herein provided or authorized issue 
of new stock or of securities convertible into stock may be issued and disposed of by the 
Board of Directors to such individuals, corporations, associations, or copartnershipg 
upon such terms and for such considerations as the Board of Directors may determine.” 
(Ibid. ) 

Subsequent to 1931, the 600,000 shares of common stock initially purchased by the 
security affiliate were pledged as collateral security for a loan by the security atfiiliate 
with the Central Republic Bank and Trust Company, successor to the Central Trust 
Company of Illinois. The Central Republic Bank and Trust Company, in turn, pledged 
these shares with the Reconstruction Finance Corporation to secure a loan. For several 
years these shares were held by a nominee of the Reconstruction Finance Corporation, 
who, in June 1932, under the rights given in the agreement of pledge, voted the stock. (See 
infra.) By the end of 1935, as a result of purchases by the investment company of its own 
stock, the 600,000 shares represented 52% of the outstanding voting power of the investment 
company. Thus the Reconstruction Finance Corporation possessed a majority of the voting 
securities of the investment company at this time. However, the Reconstruction Finance 
Corporation made no attempt to exercise its rights to name the management, but merely 
required that it be accorded a representative on the board of directors. In the annual 
report to the stockholders of the investment company for the year of 1936, Walter L. Vincent, 
then president of the investment company, wrote: ‘On December 1st, 1936, 600,000 shares 
of our own Common Stock were purchased and are now carried in the treasury. This 
stock represented 52% of the voting rights of all stock outstanding and rested in the 
hands of the Receiver for the Central Republic Trust Company and the Reconstruction 
Finance Corporation. This purchase relieved the threat of acquisition of control by a 
purchaser or purchasers with interests which might have been adverse to the holders of the 
remaining outstanding shares of both classes of stock and insured the maintenance of 
control in the publicly owned stock.’ (Derived from supplementary information supplied 
the Commission for Central-Illinois Securities Corporation.) 

23 Op. cit. supra, note 1, Commission’s Exhibit No. 270. An itemized analysis of this 
figure will be found in the summary of operations of the company, infra, p. 176 (Item 6). 
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placed because of its affiliated relationships.2t These ventures were 
principally of two kinds: loans which the investment company was 
induced by the bank or security affiliate to make or which it pur- 
chased directly from them; and investments in the stocks of the bank 
or security affiliate or in the stocks of companies in which the bank 
and affiliate were in some manner interested. 
The investment company commenced operations about October 21, 
1929.°° One week later, while its funds were still almost intact, the 
stock market broke precipitously.?° 

On November 138, 1929, the board of directors of the investment 
company, at its first business meeting,” and in the face of the collaps- 
ing securities market authorized acceptance of loan applications and 
offers of sale of various securities and notes receivable which were 
submitted on their own behalf by the bank, the security affiliate, and 
the bank’s subsidiaries.* The sum of $5,459,966, or about 36% 
of the investment company’s resources, was advanced or pledged in 
these transactions.** In exchange for $5,459,966 of cash, the invest- 
ment company agreed to acquire from the bank and the security 
affiliate securities and obligations mainly of an unmarketable char- 
acter. Consequently the funds of the investment company were uti- 
lized to increase the liquidity of the bank and the security affiliate at 
this time. Mr. Clarke, when examined as to the possible inference 
of an “unloading” of these securities and obligations by the bank 
and security affiliate on the investment company, testified : *° 
Q. I just wanted to point out something, Mr. Clarke. This was practically 
the first business meeting of the trust, November 13, 1929. The other meetings 
were just organization meetings. 
A. That is it. 
Q. Yet at the very first meeting there is a loan of $1,000,000 secured by a 


lease to the sponsor, isn’t that so? The trust loaned $1,000,000 to its sponsor? 
A. Yes, sir. 

Q. At that very same meeting there was a loan of [$500,000] to Central- 
Illinois Company, its sponsor, on the Goudey Gum as security? 

A. Yes. 


24 Losses totaling $6,826,729 were suffered by the investment in 4 groups of transac- 
tions which the investment company was caused to undertake by its affiliations (all these 
transactions are discussed in detail, infra) : 


LORS ON JOHNS WAKE OWSP wrOM SoOMmsor $1, 112, 369 
LOSS ON SUOOK OF Whe SOOM lone 2, 457, 917 
Loss on stocks of banks in which sponsor was interested____________ 1, 525, 752 
LOSS un Western Concinenial Wiilllities, Une. 2 1, 730, 691 

6, 826, 729 


2 Op. cit. supra, note 1, Commission’s Exhibit No. 240. 

Id. at 2045. Mr. Clarke referred to the period as “the debacle.” (Ibid.) 

27 Op. cit. supra, note 1, at 2004—5. 

*“Td., Commission’s Exhibit No. 248. The following transactions, many of which are 
hereafter discussed in detail, were authorized at this meeting: 

With security affiliate—Purchase of Federal Securities 


Corporation note (secured by Goudey Gum Company stock)________ $500, 000 
GOO siares OF ISCO Oil iret 576, 000 
Loan secured by West Monroe Street Building __________________ 1, 000, 000 
Loan for purchase of the investment company stock_____________ 1, 500, 000 
With Federal Securities Corporation—Purchased the following 
1,203 shares Congress Trust & Savings Bank stock______________ 180, 450 
250 shares National Builders Bank stock__-_____________________ 62, 500 
200 shares Drovers National Bank stock -_---_-____________ 75, 000 
4,107 shares Personal Loan & Savings Bank stock, with unpaid 
USS CS SINC IGS ee rs ae re eee Pe, ee ae sede 1, 116, 016 
MOIS MS yndicatewsno teas een ae ee ere ee eee 450, 000 
Ota S22 = See eee Ses ee See ee ae 5, 459, 966 


*9 Tbid. 
8 Td., at 2004. 
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Q. At the very same meeting there was purchased from the Central-Illinois 
Company 6,400 shares preferred capital stock of Hickok Oil Corporation for 
an aggregate of $576,000? 

A. As I say, I was not present, but I always had the impression that that 
was all purposely done in order to give this investment trust everything that 
the Central-Illinois Company had in its portfolio that might possibly not qualify 
for an investment house, in other words, not be subject to distribution in the 
normal course of its business and, at the same time, give this company the 
largest amount of earning assets at the earliest possible time. 

Q. Well, I don’t want you to think that I am inferring this, but all those 
deals, because of their specialized situation at the particular time they were 
made, namely, the half interest in a chewing gum company, and a million- 
dollar loan secured by a lease, and the purchase of the Hickok Oil stock for 
over a half million dollars, and then, which I will develop in more detail, the 
purchase of over a million dollars of bank.stock from Central-Dlinois Com- 
pany, then the additional loan of $1,500,000 in order for the securities ¢com- 
pany to maintain a stable market in this stock, all those factors might create 
in some [people’s] minds * *-.* an inference of [an] unloading, isn’t 
that so? 

A. Of a what? 

Q. Of the sponsor unloading on its trust. 

A. I wouldn’t want to go so far as to say that. I think it certainly dem- 
onstrates that the Central-Illinois Securities was, of the three affiliated com- 
panies, the one to which long-term investments were to be turned over. 

At subsequent meetings, additional transactions of like nature 
were authorized by the board of directors of the investment com- 
pany. In effect, up to the time of the severance of the investment 
company from the successor of the bank in 1932, the investment 
company functioned as an auxiliary of the bank and its security 
affiliate, *t taking over such existing investments as the sponsors did 
not think proper for themselves to retain or such financing propos- 
als as they did not see fit to undertake but which they desired to have 


undertaken. 


1. LOANS PURCHASED BY THE INVESTMENT COMPANY 
FROM THE BANK AND ITS AFFILIATES 


~ On October 25, 1929, shortly after its organization, the invest- 
ment company had approximately $9,500,000 in the New York call 
loan market. Following the market break at the end of the same 
month, the bank and security affiliate determined to curtail the 
investment company’s activities in the call loan market*? and to 
direct them into a new channel. It was decided that *°— 

this trust, in an effort to give it the maximum current income, be permitted 
to take out of the bank’s portfolio (The Central Trust Company of Illinois), or 
have the bank turn over to the trust, an amount of these well-secured, desir- 
able brokers’ loans or call loans. 

Accordingly, the investment company purchased from the bank, 
over a period of time, loans to the amount of $18,500,000.** Of this 
sum, $9,000,000 went into the purchase of Chicago brokers’ loans from 
the bank, which were apparently repaid. The balance of $4,500,000 
was used to acquire from the bank and its security affiliate loans 
made to affiliated interests or to enterprises in which affiliated inter- 
ests were involved. On these purchases the investment company 
had sustained a net loss of $1,112,369 as of December 31, 1935, and 


Td. at 2018. 
21d. at 2020. 
aId., at 2021, 
4 Id., at 2022. 
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a balance of $195,666 remained unpaid ** and was carried as an 
asset on the books of the investment company. 

Several unusual practices characterized the transactions between 
the investment company and the bank. At the time of purchase of 
the various loans by the investment company from the bank, the 
latter retained the collateral deposited by the borrower as security 
for the loan and notified the investment company, from time to 
time, concerning changes in the status of the loan.** At times the 
bank retained some part of the loan for itself and sold only a par- 
ticipation in a loan to the investment company. Thereafter, from 
time to time, the bank sold the investment company additional par- 
ticlpations in such loans and then made partial repurchases.*” 

A characteristic of most of the loans, excepting the loans to bro- 
kers, taken over by the investment company from the bank and its 
security affiliate, was their illiquidity. In large measure the same 
attribute characterized loans in which the investment company was 
induced to participate directly with the bank and its security 
aftiliate.*§ 


a. Utility Securities Company Loan—Loss $215,572.33 


From October 1929 to June 1931, the bank and subsequently its 
successor, Central Republic Trust Company, made aggregate loans 
in the sum of $2,012,015 to the Utility Securities Company, a public 
utility investment company controlled by the Insull interests.°® 
Commencing in May 1931 and continuing until July 28, 1931, the 
bank sold to the investment company participations in these loans 
to the extent of $950,000, and made repurchases from it totaling 
$450,000.*° 


35 Td., Commission’s Hxhibit No. 251. 

81d., at 2022. 

87 Td., at 2025-6. 

88 However detrimental such participations may have been to the investment company, 
it is evident that they may not have been without advantage to the bank and the security 
affiliate, since these loans served to broaden contacts among brokers and investment bank- 
ers in Chicago, to procure potential sources of banking and underwriting business, and to 
strengthen relations with existing clients. For example, in connection with one loan to 
the Utility Securities Company, Philip R. Clarke, former president of the investment 
company and of the bank, testified that the Insull interests (controlling Utility Securities 
Company) were substantial depositors in the bank as they were in “all the downtown 
banks”. (Id., at 2028.) The Insull interests were able to obtain several substantial loans 
from the bank. : : 

%99Td., at 2024, 

40Td,, at 2025. These transactions between the bank and the investment company in 


the loans to Utility Securities Company are as follows: 
Purchases Repurchases 


by investment by 
company ‘bank 

Mayan? Oia ot O35 ee ee ees Sree ee teen re ee Ree ee SOO, OOO aeeeerecs 
May 21) Ode 2 eee eee ee oe eee ee ee SUS TSO OO i pele 
SUSU Gist 22 LO) Ss eas ee Cea ee eR ee er ery en eee Ol ee ees ne $200, 000 
JUNC, 23 03 ke ae a ee ee ee ee ee ee Se POO; OOO bees 
June: 26; VOS Se ee ee See ae ee Sa eee eee ee ee WUD, OOO ees 
Junes SOMO ol ese eae So ee ae ee ee ee ee 50, 000 
July 2), 103d 2 2s a ees eS eae ee 20, O10 0 Orne 
SUM ay 2 20) Lee a ma ce ree te ee eee eet aes eee 200, 000 
July 23) OSS See see ee ee oe ee Sl I Cee 5051 0,0 Oe 
ASOT, Sat SS tO 32 Sie ee eee a eee et re oe ee SR eee at @ 275, 000 
950, 000 725, 000 

725, 000 

IBAENCES TNGOllel Ornel WO 225, 000 


“Bank balance of Utility Securities Company applied on loan. Utility Securities Com- 
pany defaulted on its obligation and subsequently went into receivership. 
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The loans made by the bank to the Utility Securities Company 
were secured by collateral but none of the collateral had been as- 
signed or transferred to the investment company when it acquired 
its participations in the loan. Instead, the collateral deposited as 
security for the loan remained with the bank and was later turned 
over by its successor to the Reconstruction Finance Corporation as 
security for a loan. As of December 31, 1935, the books of the in- 
vestment company showed a net loss on this transaction of 
$215,572.33." 


b. Inland Investment Company Loan—Loss $87,219.98 


As in the case of the Utility Securities Company loan, the invest- 
ment company purchased participations in a loan made by the bank 
in March 1930 to the Inland Investment Company, another Insull 
company,*? portions of which participations were subsequently re- 
purchased by the bank. The maximum participation of the invest- 
ment company was $850,000, which was ultimately reduced to $99,- 
500 by repurchases on the part of the bank. The Inland Investment 
Company went into receivership and the investment company tre- 
covered only $12,280.02 on the loan thus sustaining a loss of 
$87,219.98 in this venture.** | 


c. Repurchase Agreement Between Bank and Investment Company 


Subsequent to the severance of the bank and the security affiliate 
from the investment company, a dispute arose with respect to the 
existence and enforceability of an agreement under which the bank 
undertook to repurchase upon demand the loans in which the invest- 
ment company had participated. Recoupment of the losses suffered 
by the investment company on the Inland Investment Company and 
the Utility Securities Company loans, among others, was sought by the 
investment company from the Central Republic Trust Company, suc- 
cessor of the bank. The investment company’s officers, who were at the 
time no longer connected with the bank,** claimed that the purchases 


41 Op. cit. supra, note 1, at 2027, and supplementary information supplied the Commission 
tor Central-Illinois Securities Corporation. W. L. Vincent, now president of the inyest- 
ment company, stated that the Reconstruction Finance Corporation recognized that the 
investment company had-a claim to a pro rata share of the collateral and that eventually 
this matter would be adjusted satisfactorily. 

Mr. Clarke when examined on these participations, testified (op. cit. supra, note 1, at 
2026-7) : 

Q. Do you think, looking back * * *, it is a proper transaction for a trust to 
participate in, where it becomes a minority participant in a substantial loan, where 
factually and practically it has no control over the disposition of that loan if any 
difficulty arises? 

A. Well, I wouldn’t want to condemn that practice. It is something that is more 
or less orthodox in commercial banking, in that many banks are given participations 
in loans that are controlled by large metropolitan banks. 

Q. You are talking about commercial banks, but this was a financial institution that 
was sold to the public in the nature of an investment trust. Isn’t that so? 

A. I don’t think that makes any difference. I wouldn’t want to condemn the 
practice. 

4The records of the investment company disclose that among the loans taken over by 
the investment company from the bank was one to a third Insull company, namely, the 
Middle West Utilities Company. ‘This loan was in the sum of $2,100,000 and, as far as is 
ascertainable, was repaid. (Op. cit. supra, note 1, at 2024.) 

43 Op. cit. supra, note 1, at 2029-80. 

44 See infra, note 46. 
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by the investment company of loans from the bank had been made 
on the oral but definite understanding at the inception of the arrange- 
ment, that such loans or participations would be taken up by the 
bank at any time upon request of the investment company. 

The investment company’s claim was embodied in the following 
letter ** with the subscribed approval of nine former officers and 
members of the investment company’s board of directors: 4° 


DECEMBER 31, 1932. 
Mr. WILLIAM C. FREEMAN, 
Central Republic Trust Company, 
208 South La Salle Street, 
Chicago, Illinois. 


DEAR Sir: Central-Ilinois Securities Corporation wrote to you under date of 
December 6, 1932, in connection with four loans owned by the Securities Cor- 
poration, which loans the Securities Corporation requested Central Republic 
Trust Company to take up pursuant to an agreement between the Trust Com- 
pany and the Securities Corporation. This letter is being written to you to 
supplement the above letter and to acquaint you more fuliy with the agree- 
ment therein referred to. 

The Board of Directors of the Securities Corporation approved purchases from 
the Trust Company from time to time of notes or participations in loans owned 
by the Trust Company upon the understanding of that Board, at the inception 
of the arrangement (the first purchase was October 31, 1929), as well as at 
all times afterward, that such loans or participations would be taken up by 
the Trust Company at any time upon request of the Securities Corporation. 
In the ordinary handling of the matter between the two companies, the 
obligation of the Trust Company to take up any loans was never required 
formally to be asserted, for, pursuant to reiterated statements at Board meet- 
ings of the arrangement between the Companies, whenever the Securities 
Corporation desired any loan to be repurchased a request to that effect was 
delivered by the Securities Corporation to the Trust Company, and, as will be 
observed from an examination of the schedule accompanying the letter of 
December 6th, any such loan or participation was taken up by the Trust 
Company. 

Harly in the year 1932 informal conversations were had between officers of 
the Securities Corporation and of the Trust Company, looking towards the 
taking up by the Trust Company of the remaining four loans presently in ques- 
tion, but because of conditions then existing action thereon was delayed at the 
request of the Trust Company. While the arrangement between the two Com- 
panies Was never reduced to a formal document, it was the definite understand- 
ing of the Board of Directors of the Securities Corporation (the Board of the 
Securities Corporation included Mr. Philip R. Clarke, Mr. J. B. Otis, and 
subsequent to January 18, 1932, Mr. C. C. Haffner, Jr., all officers of the Trust 
Company ; Mr. Haffner was the Treasurer of the Securities Corporation from 
its organization and prior to his election to its Board he, and Mr. W. W. 
Hinshaw, Jr., Secretary of the Securities Corporation and of the Trust Com- 
pany, attended practically all meetings of the Board of the Securities Corpora- 
ion) that such loans or participations as might be purchased by the Securities 
Corporation from the Trust Company would be subject to a repurchase obliga- 
tion by the Trust Company. In view of the relationship of the parties a written 
onmitment was deemed unnecessary, and the parties acted in accordance 
with the understanding as described. 


“Op. cit. supra, note 1, Commission’s Exhibit No. 254. 

*At the time this letter was sent, the investment company was no longer affiliated 
vith the bank. On October 5, 1932, Central Republic Bank and Trust Company ceased to 
function aS a commercial bank, its deposits being assumed by City National Bank and 
tust Company of Chicago. Philip R. Clarke, president, and General Charles G. Dawes, 
chairman of the board of directors of Central Republic Bank and Trust Company, resigned 
md became associated with City National Bank and Trust Company. In November 1932, 
anew board of directors was elected for the investment company and W. R. Dawes suc- 
eeded Philip R. Clarke as president of the company. Other details are given infra, 
pp. 174-5. 
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We understand that you have made a Suggestion that you be furnished with 
affidavits, but we believe that your purpose will be fully served by the delivery 
to you of this letter. 

A proposed exchange of securities and/or cash for present loans and partic- 
ipations purchased from the Trust Company and now held by the Securities 
Corporation, as outlined in the aforementioned letter of December 6, 1982, is 
under discussion. This letter is being written to you to induce you to make a 
final settlement of the matter between the Companies on the basis of the 
arrangement in existence between them. 

Very truly yours, 
CENTRAL-ILLINOIS SECURITIES CORPORATION, 
(Signed) By W R. DAwEs, Pres. 
Approved. 
(Signed) Rawleigh Warner, C. ©. Haffner, Jr.. Wm. H. Hinshaw, 


Jr., Philip R. Clarke, J. E. Otis, Louis H. Schroeder, Henry M. 
Dawes, W. R. Dawes, C. HE. Gray, Jr., N. P. Frye. 


Three months later, the Central Republic Trust Company rejected 
the investment company’s claim in a letter dated March 21, 1933, signed 
by W. C. Freeman, vice president of Central Republic Trust Com- 
pany, which stated in part: * 


The Committee has given your claims careful attention, both in the light of 
the facts presented by you and such supplementary information as it has been 
able to obtain by independent investigation. On the basis of the evidence so far 
obtained or presented, the Committee is not fully convinced that the facts so 
far established are sufficient to justify the admission of any enforceable liability 
on the part of the Bank to repurchase the notes in question or to compromise 
the claim by an exchange of securities. . 

There is no disposition on the part of the Committee to be arbitrary, but of 
necessity, under present conditions, any claim must be established beyond doubt 
to entitle it to voluntary recognition. 


That an agreement between the investment company and the bank, 
which involved $13,500,000 in loans, should have been left merely oral 
in form can be explained only by the dual role that the interlocking 
directors were required to assume, as was stated in the letter from the 
investment company to the bank, set forth above : ** 


In view of the relationship of the parties a written commitment was deemed 
unnecessary * * *, 


Philip R. Clarke, former president of the two institutions, confirmed 
this view in his testimony : *° 


Q. Had the trust been independently sponsored you don’t think that they would 
have left such a substantial, vital arrangement merely to this informal under. 
standing? 

A. I would say yes, but at the same time I think it is only fair to say that 
had the trust been independently sponsored they never would have been able 
to have gotten $13,000,000 of loans as good as these loans were at the time they 
received them. 

Q. What happened to the four loans could, of course, have happened to any 
one of the loans that went to make up the $18,000,000? 

A. There is always a hazard in every commercial loan. 

Q. And they would have been confronted with the same probable liability of 
the trust company to repurchase these loans from the investment trust? 

A. That is so. JI referred to this yesterday. There is no question but what 
it is an embarrassing situation to those of us who were trying to function in two 
situations. 

Q. And of course it came back 

A. It indicated just how clearly this dual relationship could bring about con- 
flicting and embarrassing situations. 


47 Op. cit. supra, note 1, Commission’s Exhibit No. 255. 
48 Td., Commission’s Exhibit No. 254. 
49Td., at 2037-8. 
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d. The Federal Securities Corporation Loan—Loss $300,000 


Because of the relationship between the bank and the investment 
company, the investment company, in several instances, sustained sub- 
stantial losses by reason of its failure to enforce its rights against 
the bank or its affiliates. For example, the security affiliate made a 
loan of $500,000 to the Federal Securities Corporation, a subsidiary of 
the bank,’ which was secured by 994 shares of stock (approximately 
50% of the total outstanding shares) of the Goudey Gum Company, a 
small company engaged in the manufacture of chewing gum.*! It was 
conceded that these shares had no market.®? 

On November 14, 1929, shortly after the stock market break, the 
security affiliate sold to the investment company this $500,000 note 
of the Federal Securities Corporation, which was payable one year 
later and bore the indorsement of the security affiliate. The Federal 
Securities Corporation defaulted in payment of the note on its due 
date, November 14, 1930.* 

The management of the investment company made no effort, after 
the default, to enforce the investment company’s rights against either 
the security affiliate, indorser of the note, or the Federal Securities 
Corporation, the maker.** 

Sometime after the default in the payment of the note, the entire 
assets of both the Federal Securities Corporation and the security 
affiliate were pledged to other creditors, so that the investment com- 
pany apparently was left with recourse only to the collateral for any 
recovery.” While it was asserted that the collateral was of value and 
that the chewing-gum company was being operated on a profitable 
basis,°° nevertheless, since the date of default, only $19,833 was 


50 See supra, note 6. 

st Op. cit. supra, note 1, at 1971. 

Td. at 1974-5. 

87d,, at 1973-4. 

5 Questioned on the steps taken to enforce the liability of the maker and indorser, 
Philip R. Clarke testified (id., at 1976-7, 1974-5) : 


Q. gu said the Central-Illinois Company is still alive? 

IAVEYLES® 

Q. And the Federal Securities Corporation is still alive? 

A. Right So far as I know, they are. 

Q. Was payment ever demanded from these companies from 1929 to December 31, 
1935, do you know? 

A. I don’t know whether it was or not; no. 

“ae * * * * * * 

Q. Why hasn’t the trust gone after the Central-Illinois Company and the Federal 
Securities Corporation for payment of this note? 

A. I don’t know what efforts have been made to get after the Central-Illinois and 
the Federal Securities Corporation. 

Q. What efforts did you make during 1930, 1931, and part of 1932, Mr. Clarke, to 
demand payment of this note of the Kederal Securities Corporation or the Central- 
Yllinois Company ? 

A. I can’t recall. 

* * * * * * * 

Q. The officers and directors of the trust owed no duty to the Central-Illinois not 
to demand payment of the note from them, so far as the investment trust was con- 
cerned, isn’t that so? 

A. I don’t think that they were at any time apprehensive about the goodness of 
the note at maturity, at the end of one year. 

Q. The fact was there was a loan of one-half million dollars secured by this 
highly specialized situation, a one-half interest in a gum company. That gum com- 
pany stock had no market, did it? 

A. No market, but value. 


& Op. cit. supra, note 1, at 1954. 
%Td., at 1976 and derived from supplementary information supplied the Commission for 


Central-Illinois Securities Corporation. 


156 SECURITIES AND EXCHANGE COMMISSION 


recovered on this loan. As at December 31, 1935,°7 the sum of 
$300,000 had been written off as a loss and there still remained a 
book balance of approximately $180,000. 


e. Illinois Securities Syndicate Loan—Loss $433,577.23 


On October 25, 1929, the investment company took over from 
Federal Securities Corporation, the bank’s subsidiary, a loan of 
$450,000 which the latter had made to the [llnois Securities Syndi- 
cate.’ The Illinois Securities Syndicate, org zanized in June 1929, 
was comprised of a number of “Syndicate Members, ” and was headed 
by a “Managing Committee’ consising of David E. Shanahan, Max 
Glyn and Frank L. Webb. Among the adie members 
was Eugene V. R. Thayer, then chairman ‘of the executive committee 
of the bank and a director of the investment company.°° 

The syndicate members contributed a total of $495,000 to the venture 
which had as its stated purpose: * 

* *« * financing, operating, and developing the Illinois Securities Com- 
pany ” and its subsidiaries by the acquisition, holding, and disposal 
of stocks, bonds, and other securities of such companies, or the acquisition, 


holding, and disposal of stocks and/or securities of other corporations or 
companies. 


* * * 


In effect, the syndicate was a trading account or, as it was charac- 
terized, a “blind pool”.°? The management committee was vested 
with “sole discretion and management of the Syndicate,” with unlim- 
ited power, to buy, sell, or borrow.** The syndicate agreement 
explicitly exculpated both the syndicate members and the syndicate 
managers from all personal liability beyond their initial contribution, 
The agreement stated : °° 


Neither the members of the Managing Committee nor the Syndicate Members 
shall be personally liable for any debt incurred or for any contract or under- 
taking made by the Managing Committee, as such, or by any agent or attorney 
acting on behalf of the Managing Committee. In every written contract or 
undertaking entered into by the Managing Committee reference shall be made 
to this agreement and such contract or undertaking shall provide that the 
person, firm, or corporation so contracting with the Managing Committee shall 
look only to the funds and property held by them under this agreement as 
security for the performance of said contract or undertaking and for the 
payment of any debt, damage, judgment, or decree, or of any money that may 
become due and payable in any way by reason of the execution of such contract 
or undertaking. 


The greatest part of the syndicate’s resources was used to purchase 
the stock of the bank, the Central Trust Company of Illinois.*° In 
October 1929, the syndicate obtained a loan of $450,000 from the 
bank’s wholly owned subsidiary, the Federal Securities Corporation. 


57 Op. cit. supra, note 1, Commission’s Exhibit No. 251. 

5STd., at 1956 et seq. 

59Td., Commission’s Exhibit No. 246. 

Cond ats 1965: 

61 Td., Commission’s Exhibit No. 246. 

6 The Illinois Securities Company was organized for the purpose of buying and selling 
securities. All of its stock was owned by the Illinois Securities Syndicate. (Id., at 1966.) 

6&8 Op. cit. supra, note 1, at 1958. 

64Td., Commission’s Exhibit No. 246. 

65 Tbid. 

66 Td., at 1966, and derived from supplementary information furnished the Commission 
for Central-Illinois Securities Corporation. 
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The loan was evidenced by the syndicate’s demand note, bearing 
interest at the rate of 544%. Of the collateral deposited as security 
for payment of the note, more than 90% consisted of stock of the 
bank.® 

Federal Securities Corporation sold this note to the investment 
company shortly before the market break of 1929. Concerning this 
purchase by the investment company, Philip R. Clarke, its former 
president, testified : ° 

Q. This in fact, Mr. Clarke, was nothing but a blind pool, wasn’t it? They 
could buy and sell anything? 

A. Yes. 

Q. Speculate in any security or gamble in any security? 

A, Apparently so. 

Q. And yet this agreement specifically provided that the only recourse of any 
person loaning money to the syndicate was to look to any property that the: 
syndicate owned as a syndicate? Isn’t that so? 

A, WES 

Q. Yet the trust on October 25, 1929, when the rumblings of the stock market 
erash were already in the air, went and purchased this $450,000 loan from the: 
Federal Securities Corporation, which was an affiliated body? Isn’t that so? 

A. Yes: 

Q. Now 

A, As I said, undoubtedly at that time the market value of the collateral was 
in excess of the advance, the loan. 

In effect, the purchase of the syndicate’s note, without right of re- 
course against the syndicate members, constituted an arrangement by 
which the investment company assumed, for the usual interest charge, 
all the risks incident to the operation of a syndicate or trading ac- 
count in the event of a declining market, while all the profit, if any, 
would accrue to the syndicate members. 

On December 31, 1929, the imvestment company renewed the loan 
to the syndicate and continued to hold the bank stock as collateral. 
Ultimately the investment company sustained a loss of $433,577 of 
the original loan of $450,000 made to the Illinois Securities Syndi- 


cate. °° 


* 


9, LOANS MADE DIRECTLY TO THE SECURITY 
AFFILIATE 


In addition to the loans and securities which the investment com- 
pany took over from the security affiliate, the bank and its subsidiary, 
the Federal Securities Corporation, the investment company made 
loans directly to the security affiliate to finance ventures in which the: 
security affiliate was interested. 

On November 13, 1929, shortly after the market break, at the first 
business meeting of the investment company’s board of directors, the 
directors authorized a loan of $1,000,000 by the investment com- 
pany to the security affiliate for three years,’? which was to be 
secured by an assignment of the security affiliate’s interest in a lease- 
hold to premises known as “125 West Monroe Street, Chicago,” the 
former quarters of the bank.** While the agreement for the loan. 


BG. Bhe IDG". 

8Td., at 1958-9. 

Td, at 1962, 

™Td., Commission’s Hxhibit No. 248. 
1Td., at 1999. 
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recited that as of November 18, 1929, the leasehold was valued at 
$1,500,000, the cost to the security affilate of the lease was $1,050,000. 
For financing substantially the entire cost of the leasehold in a de- 
clining real estate market, ”? the investment company was to receive 
25% of any profit eventually realized by the security affiliate on the 
sale of the lease, profit being defined as any sum in excess of the cost 
of the lease plus expenses. *° 

Approximately one year after this loan was made, the security 
affiliate, as a result of a reorganization plan for the building, ac- 
quired $1,250,000 of debentures in exchange for its interest in the 
leasehold. These debentures were transferred to the investment com- 
pany, in exchange for the promissory note of the security affiliate and 
the assignment of the lease. The investment company thus was left 
only with the debentures, without the obligation of the security 
affiliate for its $1,000,000 loan. “4 

This exchange and release were apparently made solely to accom- 
modate the security affiliate. The minutes of the investment com- 
pany recite that in order to carry out the terms and provisions of the 
plan of reorganization, the security affiliate was desirous of securing 
the release of the len which the investment company held upon the 
interest of the security affilate in the leasehold, and had offered to 
exchange the debentures for the note and the assignment of the lease. 
The board of directors of the investment company thereupon voted to 
accept this offer and authorized the officers to make the exchange. ™ 
Four days before the merger of the bank and the National Bank of 
the Republic, the investment company turned back to the security 
affiliate the $1,250,000 of debentures and received payment of 
$1,000,000. 7° Immediately thereafter, the sum of $800,000 was dis- 
bursed by the investment company in the purchase of stock of the 
National Bank of the Republic, a purchase which was admittedly 
effected to facilitate the merger of the two banks. 7 


3. LOANS MADE DIRECTLY TO SECURITY AFFILIATE 
FOR MARKET OPERATIONS IN INVESTMENT COM- 
PANY’S STOCK 


In connection with the original distribution of the units of pre- 
ferred and common stock of the investment company by the security 
affiliate in October 1929, the stockholders of the bank had been cir- 
cularized and offered the securities."* Approximately two weeks 


727d., at 2001. 

73 Td., Commission’s Exhibit No. 248. 

741Td., at 2002-3 and Commission’s Hxhibit No. 249. 

™ Thid. 

7% 1d., at 2004. 

77 For more detailed discussion of this purchase, see infra, pp. 162-8. Mr. Clarke, however, 
denied that the repayment of the 125 West Monroe St. loan was designed to enable the in- 
vestment company to make the purchase of the stock of George Woodruff in the National 
Bank of the Republic so as to facilitate the merger of Central Trust Company of Illinois 
and National Bank of the Republic. (Op. cit. supra, note 1, at 2004.) 

78 Newton P. Frye, vice president of the security affiliate, testified (id., at 2127): “We 
sold them as we normally sell any security issue, by circularizing our own list of cus- 
tomers, and it runs through my mind that we may have circularized the stockholders of 
the bank—certainly not the depositors, only if the depositor happened to be a customer,” 
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later, the stock market broke and the market price of the investment 
company units rapidly declined. Manifestly, such immediate de- 
preciation in the market value of the units of the investment com- 
pany would not redound to the prestige and interest of the bank in 
view of the unrealized losses sustained by the stockholders of the 
bank who purchased the securities, and of the possible reflection on 
the managerial ability of the sponsoring bank. Apparently prompted 
by these considerations the investment company, following the 
market break, made substantial loans to the security affiliate to finance 
the security affilate’s market operations in the stock of the investment 
company. 

The security affiliate commenced buying the stock of the investment 
company “in an endeavor to preserve an orderly market * * * 
for the protection of the stockholders thereof * * *.” On No- 
vember 13, 1929, the chairman of the board of directors of the invest- 
ment company reported to the board that the security affiliate had 
purchased $1,400,000 of the stock of the investment company during 
the preceding two weeks. He further stated that, inasmuch as the 
security affiliate would be required to make additional purchases, 
“it was advisable and for the best interests of this corporation and 
its stockholders to cooperate with the Central-[linois Company to the 
extent of making available to that Company funds from time to 
time required by it to maintain and continue such policy of market 
stabilization.” 8° ; 
Thereupon, the board of directors of the investment company voted 
to lend to the security affiliate up to $1,500,000 “as may be required 
by that company to effect the purchase of units of Central-[llinois 
Securities Corporation stock from time to time offered on the mar- 
ket * * *,81 At the same time the president of the investment 
company was authorized to purchase its own stock “to such extent 
and in such manner as may be determined by the President of this 
corporation in his discretion * * ™* at such prices as may from 
time to time be determined by the President of this corporation.” * 
Thus, approximately one month after the organization of the in- 
vestment company, the security affiliate had repurchased on the 
market $1,400,000 of the investment company’s securities (or approx- 
imately 10% of the total contributed capital of the investment com- 
pany) at substantial discounts below asset value ** and in addition 
the sum of $1,500,000 was made available by the investment company 
for further purchases. Only $560,811 of this latter sum was actually 
borrowed by the security affiliate and was later repaid.s* Although 
Mr. Clarke, president of both the investment company and the secur- 
ity affiliate, stated that the stock purchased on the market by the 
security affiliate was not resold to the investment company,® the 
records of the investment company disclosed that, during the year 


77 Op. cit. supra, note 1, Commission’s Exhibit No. 248. 
80 Ibid. 
8 Tbid. 
82 Thid. 
%&Td., at 2046, 2057-8. 
&Td., at 2049-50. 
%Td., at 2052. 
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1931, the investment company purchased for about $1,000,000 * 
approximately 40,000 units of its own stock from the security 
affiliate.$? 


4. LOAN TO UTAH ROCK ASPHALT COMPANY 


In 1930, the investment company made a direct loan of $150,000 
for one year to the Utah Rock Asphalt Company in which some of 
the officers and directors of the investment company were interested, 
This company, Mr. Clarke testified, was a “promotion” formed to 
develop some asphalt beds in Utah.’ The note of the asphalt com- 
pany was endorsed by 25 of its stockholders (among whom were 
Joseph E. Otis, chairman of the board of directors of the bank and 
director of the investment company, and Stuart Otis, secretary of 
the investment company), who jointly and severally guaranteed ful] 
payment of the obligation. Utah Rock Asphalt Company defaulted 
in payment of the note. By the end of 1935, the investment company 
had written off $75,000 on this loan, had collected $59,500 from the 
various endorsers and carried $15,500 as an asset on its books.®® 


5. SUMMARY OF INVESTMENT COMPANY’S LOANS 


On these various loans, previously discussed, the investment com- 
pany sustained a total loss, realized and unrealized, as of December 
31, 1935, of $1,111,869, and $195,666 remained on the books of the 
investment company to be realized or further written down.®° View- 
ing these loans in retrospect, Philip R. Clarke, former president of 
the investment company, testified :% 


Q. * * * looking back * * * do you consider them proper invest- 
ments? 

A. Most emphatically not, looking back * * * JI think we have all 
learned a lot of lessons and I think very decidedly it is a mistake for an 
officer of a commercial bank to have any connection with an investment 
wense Re 

Q. Put frankly and candidly, Mr. Clarke, that relationship necessarily 
creates a dual function, particularly in these instances where a trust is 
dealing either with a bank or with a security affiliate of the bank. 

A. That is true. 

Q. Every time the investment trust purchases one of the loans from the 
Securities affiliates or purchases a loan from the bank, you are necessarily 
put in that position where you are acting on both sides of the transaction, 
isn’t that so? 


86 Td., at 2052 et seq., and Commission’s Exhibits Nos. 256—259. 

During the six-month period in which these 40,000 units were repurchased by the 
investment company from the security affiliate, there were traded on the Chicago Stock 
Exchange a total of approximately 50,000 units of the investment company’s stock, which 
would make the investment company’s purchases 80% of the total amount of stock 
traded (Id., at 2058-9). However, allowance must be made for the fact that some of 
this stock was doubtless accumulated by the security affiliate prior to January 1931, and 
consequently should not be included within the six-month period. Mr. Clarke stated that 
50% of the total trading in these units on the exchange during this period was for the 
account of the investment company which had issued the stock. (Id., at 2059.) 

88 Op. cit. supra, note 1, at 1978. 

®Td., at 1979, and Commission’s Exhibit No. 251. 

9 Id., Commission’s Exhibit No. 251. 

%11Td., at 1980-82. 
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A. A very difficult position, and it, of course, became more accentuated as 
goon as trouble began to ensue. 

Q. Then it was necessary for individuals who are dominating both of them 
to make decisions which might sacrifice the interests of one or the other, 
both ways, isn’t that so? 

A. Exactly. 

Q. You feel there is no useful purpose served by having a commercial bank 
acting aS Sponsor to an investment trust? 

A. I feel that it is very illogical, based on the experience we have had. 


Philip R. Clarke further testified : 


Q. You have emphasized the difficulties that you may have where a com- 
mercial bank is affiliated with these various interests and therefore at times 
may be called upon, particularly at times of distress, to make decisions as 
to who should take the substantial losses or who should be favored? 

A. Right. 

Q. Is that situation peculiar to sponsorship by commercial banks? 

Do you feel you have that same situation where a private investment bank 
or banker is acting as the sponsor of an investment trust and is in a position 
to deal with the investment trust as principal? 

I mean, is your analysis indigenous to commercial bank sponsorship, or 
do you have the feeling, based upon your experience and knowledge, that that 
situation can be duplicated where investment bankers or private bankers act 
as sponsors of the trust? 

A. It probably doesn’t apply to quite as great a degree in the relationship 
petween the investment trust and the private banking house. 

But, again, I want to say that personally I would not be a candidate for 
an officer in an investment trust if I had any other kind of financial affiliation 
whatsoever. 

On the other hand, I know of one or two investment trusts that I think are 
being splendidly administrated that are allied with private banking houses. 

Q. You feel that it is pretty hard to disassociate the personality when you 
are put in the position where you have fot to deal on both sides of the bar— 
isn’t that so?—-which you are if you have interlocking directorates or interlock- 
ing officers. Isn’t that so? 

A. When trouble comes along. 

Q. When everybody is making money, it is all right? 

A. Yes. 

Q. It is when they have to take the losses that you are in difficulty? 

A. Yes. 


6. LOSSES THROUGH INVESTMENTS IN THE BANK STOCK 
AND STOCK OF COMPANIES AFFILIATED WITH THE 
BANK 


The experience of the investment company in connection with its 
loans made directly to or purchased from its sponsors and affiliates 
was repeated on a larger scale in the case of its investments in the 
stock of its sponsors and in other investments induced by them. 
These losses, realized and unrealized, totaled $5,714,361." 

These losses were sustained by reason of (1) the purchase by the 
investment company of the securities of the bank and its successor; 
(2) the purchase from Federal Securities Corporation, the subsidiary 
of the bank, of the securities of various small outlying banks in a 
manner calculated to render the investment company a holding com- 
pany for “branch bank” stocks; and (8) the participation of the 
investment company in Western Continental Utilities, Inc., for which 
the security affiliate was the investment banker. 


21d, at 1989-91. 
*%JId., Commission’s Exhibits Nos. 251 and 268; see infra, pp. 162-174. 


162 SECURITIES AND EXCHANGE COMMISSION 


7. PURCHASE OF SECURITIES OF THE BANK ON A 
COLLAPSING MARKET—LOSS $2,457,917 


The largest single loss to the investment company, amounting to 
$2,457,917, was suffered through its investment in the stock of the 
bank, the Central Trust Company of Illinois and in the stock of its 
successor,’* Central Republic Bank and Trust Company. Prior to 
the merger in June 1931 of Central Trust Company of [llinois and 
the Chicago Trust Company to form Central Republic Bank and 
Trust Company, the investment company had purchased stock of 
its sponsoring bank, Central Trust Company of Illinois, for approxi- 
mately one-half million dollars.°* By the time the successor bank 
was formed, this block of stock had depreciated in market value by 
approximately $200,000.°° Henry M. Dawes, former chairman of 
the investment company’s board of directors, when examined on the 
accumulation of this block during the period, testified : °8 


Q. During the period from 1929 to January 21, 1931, were there any peculiar 
aspects with respect to the banking conditions in Chicago? 

A. Between 1929 and 1931? 

Q. Yes. 

A. Yes; of course. Obviously, there were everywhere. 

Q. That is, at least the first rumblings of possible disastrous conditions with 
respect to the banks were being heard during that period, isn’t that so? 

A. Yes. 

Q. Yet, the trust on January 21, 1981, made an investment of $278,003.21 in 
the capital stock of the Central Trust Company of Illinois. 

A. I remember that time. That was when they had the large posters up 
saying prosperity was just around the corner. 


On June 9, 1931, officers and directors of the investment company, 
in order to facilitate the merger of the banks, agreed to have the in- 
vestment company purchase for $800,000 a block of 20,000 shares of the 
National Bank of the Republic of Chicago (which had shortly before 
been merged with Chicago Trust Company) from George Woodruff, 
the president of the former bank.®°® The current market price of 
these shares was between $500,000 and $600,000.1° 


9f See supra, note 2. 
% Tbid. 


8 Op. cit. supra, note 1, Commission’s Exhibit No. 243. 

WUC, ghe Is A, 

8 Td., at 1860-1. 

®Td., at 1865, 1937; and Commission’s Exhibit No. 242. This stock was held by the 
Chicago Bank Stock Corporation, a personal holding company of Mr. Woodruff. 


10 Flenry M. Dawes, chairman of the board of directors of the investment company,. 
testified (id., at 1870-1) : 


Q. $800,000 was paid for these 20,000 shares of National Bank of the Republic; 
That makes it at the rate of $40 a share. does it not, Mr. Dawes? 
A. Yes; I suppose that is correct. 
Q. Do you know what the market price of National Bank of Republic stock was 
on June 9, 1931? 
A. No; I do not. I think it was higher than that, but I don’t know. I am just 
guessing on it. I have been guessing here before, and I will on that. ; 
Q. Well, let me read you the price quotations of the National Bank of the Republic: 
For December 1928, it was 247 to 250. 
December 1929, it was 152 to 155. 
December 1930, it was 69 to 71. 
April 1931, it was 47 to 49. 


Now, I will get you the precise quotation—on June 8, according to -the New York 
Times quotation, the National Bank of the Republic was 30-382, and on June 15 it 
was 23%—-24%%. ; 

So that the market price at the time that the investment trust contracted to 
purchase $800,000 worth, according to the quotations of the New York Times, was 
80-32, and on June 15 it was 238%-—241%, p F 

Therefore according to the quotations the trust had paid approximately 200 to 
300 thousand dollars in excess of the market value of that stock at that time. 

A. Well, I am not in a position to discuss that except in a very general way, 
and the mere market quotations on a small block of stock doesn’t represent—it may 
be either more or less than you would be justified in paying for a larger block. I 
simply don’t know. I just throw out that thought. 
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It was suggested by Mr. Woodruff,’ but denied by Mr. Clarke,’ 
that the premium was paid by Central Trust Company interests to 
eliminate him from any connection with the successor bank. Mr. 
Clarke and Mr. Dawes explained that, at the price, the stock “looked 
like an attractive investment.” 1°? However, at the time this purchase 
was made, banking conditions in Chicago concededly were far from 
inviting; in fact, they were highly precarious.°* Neither the bank, 
the security affiliate, or the officers and directors of these institutions 
personally, were sufficiently pursuaded by the attractiveness of this 
investment made by the investment company at from $200,000 to 
£300,000 above market price to make the purchase for their own 


account.?° 
On. October 5, 1931, the block of 3,315 shares of the stock of the 


successor bank owned by the investment company *°° had a market 
value of about $350,000, as compared with an original investment 
of approximately $1,300,000.1°% Mr. Clarke testified that even before 
that. time the condition of the successor bank had become a matter 
of concern.*°® By December 1931 the withdrawals of deposits were 
“very severe” and the market price of the bank’s stock was falling 
“precipitately.” 1°? Nevertheless, between December 14, 1931, and 
June 1, 1932 the investment company bought in the open market 
additional stock of the successor bank to the extent of about $400,- 
000.%° Admittedly, the investment company purchased the stock of 


101 Op, cit. supra, note 1, at 1894. 


102 Td,, at 19345. 

103 Td., at 1934, 1869. The agreement of purchase between the investment company and 
the Chicago Bank Stock Corporation stated: “Whereas, an agreement * * * for a 
union of the National Bank of the Republic, of Chicago, * * * with Central Trust 
Company of Illinois * * * has been entered into, and it is recognized in connection 
with the consummation of said union of said 2 bank groups there must be acquired not 
exceeding 20,000 shares of the capital stock of the National Bank of the Republic, of 
Chicago, * * * Central-Illinois Securities Corporation has arranged to purchase 
x * * gaid 20,000 shares of stock * * * .” (Id., Commission’s Hxhibit No. 242.) 

104 Mr, Dawes testified (id. at 1863-4) that some 2 weeks before the merger of the 
9 banks, the Foreman Bank in Chicago had closed (June 8, 1931); and immediately 
thereafter 18 other Chicago banks closed. It was at that time that negotiations were 
undertaken between the bank and the National Bank of the Republic, of Chicago. Mr. 
Dawes testified that the purpose of the merger was to strengthen public confidence as 
well as the financial condition of the 2 banks. (Ibid.) 

105 Op, cit. supra, note 1, at 1935-6. Mr. Clarke testified (id., at 1937-8) : 

Q. Was there any time you became convinced this buy was not as attractive as you. 
thought it was at the time you bought it for the trust? 

A. Yes; some six or eight months later. 

Q. Some six or eight months later? 

A. Yes. 

Q. What convinced you of that fact? 

A. The general banking conditions in Chicago and the overwhelming deposit with- 


drawal demand made upon the Central Republic Bank. 
Q. That is, the merger did not have its contemplated effect, the withdrawal of 


deposits were still taking place? 
A. That largely started after it was consummated. 


10 Following the merger, as of August 20, 1931, the investment company owned- 
1,183554g,; shares of Central Republic Bank and Trust Company stock received in 
exchange for its Central Trust Company holdings and 2,182 shares of the new bank stock 
received for the 20,000 shares of National Bank of Republic stock, or 3,815°5465 shares 
inall. (Op. cit. supra, note 1, Commission’s Exhibit No. 243.) 

tr Td., at 1948. 

108Td., at 1939. 


10 Td,, at 1940 et seq. 
10 Tq., Commission’s Exhibit No. 248. Mr. Clarke testified that during part of the 


period the investment company was making purchases every day, in the face of very severe 
deposit withdrawals. (Id., at 1940.) 
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the bank to check, if possible, the violent decline 1!* in the price of the 
bank stock. Philip R. Clarke testified 1% 


Q. Now, I have just a few questions I would like to have answered. 'Theo- 
retically and actually the trust was supposed to be a separate and distinct 
entity from the bank? Isn’t that so? 

A. That is right. 

Q. And the officers and directors of the trust were duty bound to exercise 
their investment judgment and their ability for the best interests of the trust 
and not for the interests of the bank? Isn’t that so? 

A. They tried to. 

Q. And under no circumstances should the interests of the stockholders of 
the investment trust be subordinated to the interests of the stockholders of 
the bank? Isn’t that so? 

A. Yes. 

Q. You, as the president, were conscious of your obligation to the stock. 
holders of the trust? 

A. Right. 

Q. There is no equivocation about this? This investment trust went in there 
‘deliberately, at the instance of its officers and directors, to try to Support the 
market in the bank stock? 

A. To try to protect its large holding in the bank stock. 

Q. But, in the first place, the only way it could do it was to try to support 
the price of the bank stock and thus possibly help its own position in the bank 
stock? Isn’t that so? 

The thing you asked the trust to do was to go in in a declining market 
and take the stock? Isn’t that so? 

A. It asked for the collaboration with certain of the large holders to create 
‘an orderly market, rather than one which might drop violently if there wasn’t 
some supporting bid in there. 

Q. And it entailed the trust going in in that market, with the conditions as 
they were, and deliberately buying with the prices scaling downwards? 

A. Right. 


As a result, on June 1, 1932, the investment company owned 8,149 
shares of the successor bank stock at an original cost of 
$1,749,133.73.128 

By this time the condition of Central Republic Bank and Trust 
Company was such that it would have had to close its doors if the 
Reconstruction Finance Corporation had not, in the last week of 
June 1932, made to it loans aggregating $40,000,000. Despite this 
substantial assistance, Central Republic Bank and Trust Company 


41 Mr. Clarke stated (id., at 1948): ‘The banking troubles in Chicago became quite 
acute, as far as the large Loop institutions were concerned, in late November [1931], and 
about that time it developed that there was a very direct relationship between the price 
of the bank’s shares and the rate of deposit decline. There were two or three days when 
the bank stock declined precipitately and, before the day was over, there would be lines 
in front of the paying windows, many of these withdrawers confessing that their with- 
‘drawals were predicated upon the fact that the bank stock was rapidly declining and 
they wanted to get their money out of it.” 

u27Td., at 1944-6. 

U3 7%d., at 1879. 

14 See opinion of Wilkerson, J., in Reconstruction Finance Corporation v. Central 
Republic Trust Company, 17 F. Supp. 263 (1936) at p. 280. “As a result of the with. 
drawal of money by depositors and its inability to borrow from other banks on its colla- 
teral, defendant bank would have been obliged to close its doors shortly after June 25, 
1932, if it had not been able to obtain the loan on its collateral which was made by 
‘plaintiff [Reconstruction Finance Corporation]. The losses in the conduct of the busi: 
ness of defendant bank and the withdrawal of deposits, increased during July, August, and 
September 1932; and the evidence clearly shows that if its deposit liabilities had not been 
transferred to another bank, defendant bank would have been obliged, within a short time, 
‘to close its doors and go into liquidation. The agreement for the assumption of deposi- 
tors’ liabilities became effective in the morning of October 6, 1932.” 
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was forced to cease operating as a bank of deposit on October 5, 
1932, and subsequently under the name of Central Republic Trust 
Company, it was placed in receivership.*” 

The investment company’s entire investment in the stock of the 
bank, costing $1,749,183, was lost with the exception of $105,416. 
which it realized from a liquidation distribution of 8,142 shares of 
Central Republic Company, leaving a net loss of $1,648,717." In 
addition to losing its investment, the investment company had to set 
up a reserve of $814,200 to provide for the double hability attaching 
to the bank stock under the Illinois laws,"?* which increased its loss 
to the sum of $2,457,917, or 140% of the investment cost.1* This 
sum does not include the $483,577 which was lost on the Illinois. 
Securities Syndicate loan, secured by the bank stock, as described 
previously. 

The representation by investment trusts on the boards of direc- 
tors of their portfolio corporations has been frequently defended as 
a means of obtaining authentic first-hand information concerning 
the operations of these corporations for the protection of the imvest- 
ment company’s security holdings. In the case of Central-Illinois 
Securities Corporation this representation proved to be a decided 
disadvantage. Philip R. Clarke was president of the bank, the 
security affiliate and the investment company and various other 
individuals were directors of all three. Yet the investment com- 
pany was permitted to remain with an aggregate investment of 
$1,749,183.73 in the stock of the bank which was rapidly approach- 
ing insolvency.°° The investment company apparently could not 
be permitted to liquidate its position in the bank stock lest the 
market price of the bank stock be further depressed and the with- 
drawals of deposits increased. Despite the fact that Mr. Clarke and 
the other directors necessarily had inside information as to the con- 
dition of the bank, this information was not utilized to protect the 
investment company. Emphasizing “the absolutely incompatible 
relationship” which confronted the officers, Mr. Clarke testified : +7? 


15 Mr, Clarke stated (id., at 1943): “The banking troubles in Chicago became quite 
Accounts of Illinois appointed a receiver for the bank with authority to collect and con- 
gerye its assets. Prior to this time no steps had been taken with respect to the legal 
liquidation of the Central Republic Trust Company, but on November 21, 1934, the 
Auditor of Public Accounts of Illinois also filed a bill for its dissolution. 

116 Op. cit. supra, note 1, Commission’s Exhibit No. 252. 

17 Constitution of the State of Illinois, Article 11, Section 6; Illinois Revised Statutes, 
1935, Chapter 1614, Section 6, Smith-Hurd, Ill. Stats. Ann. Suit was brought by the 
Reconstruction Finance Corporation in the Federal District Court on behalf of itself and 
all other creditors of the bank to enforce the liability of stockholders under these laws. 
Judgment was granted for the plaintiff on November 7, 1936 (Reconstruction Finance 
Corporation v. Central Republic Trust Co., 17 F. Supp. 263 (1986)). On appeal to the 
U. S. Circuit Court of Appeals, 7th Circuit, the decree of the district court was affirmed, 
February 20, 1939 (sub nomine, Reconstruction Finance Corporation v. John A. Mc- 
Cormick et al.) ; petition for rehearing denied April 1, 1989. 

U8 Op. cit. supra, note 1, Commission’s Exhibit No. 252. When these figures were cited 
to Henry M. Dawes, former chairman of the investment company’s board of directors, he 
observed (id., at 1880): “I draw the very clear inference on that that it was a poor 
purchase.” 

19 See supra, pp. 156-7. 

20 Ag has been stated in the preceding paragraph, $814,200 additional ha@ to be provided. 
for the double liability attaching to the bank stock under the Illinois law. 

11Qp. cit. supra, note 1, at 2141-2. 
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Q. I just want to see if this is not another typical example in connection 
with the close relationship between a commercial bank and an investment 
trust, if the officers of the bank were also officers of the trust, isn’t that so, 
‘some of them? 

A. Some of them, yes. 

Q. You were president of the trust, and also president of the bank? 

A. Yes. 

Q. Of course, you had knowledge that the bank was in a fairly precarious 
condition, isn’t that so? As time went on it became apparent it couldn’t FX0) 
on, particularly immediately before the R. F. C. loan was made? 

A. Not until two or three days before the R. F. GC. loan was made. 

Q. The ordinary investor who had a block of bank stock seeing that situation 
could have gotten out of that situation and avoided the double liability, isn’t 
that so? 

AP WCU Eee, 

Q. Yet the trust did not do that because of its relationship with the bank. 
It had to stay there and hold onto that bank stock, isn’t that so? 

A. That is an added reason. I doubt very much whether a large holder 
‘could have gotten out of the stock at that time. You can very seldom get out 
of bank stocks in large blocks. 

Q. Aren’t all those incidents indicative that there may be situations where 
you had to subordinate the interest of one to the interest of the other? 

A. I reiterate what I said before that I think it is an absolutely incom- 
patible relationship. 


8. PURCHASE BY INVESTMENT COMPANY OF STOCK 
OF SUCCESSOR BANK 


These losses did not, however, end further investment by Central- 
Illinois Securities Corporation, the investment company, in stock 
of the bank. In September and October 1932, the investment com- 
pany subscribed for or underwrote $831,250 worth of stock (6,650 
shares at $125 per share), of the City National Bank and Trust Com- 
pany of Chicago.” This bank was formed on October 5, 1932 to 
take over the deposits of the Central Republic Bank and Trust Com: 
pany. The original subscription of the investment company in City 
National Bank and Trust Company stock was “not to exceed 
$400,000.”27° Subsequently, however, the board was advised that 
subscriptions totaling $300,000 had not been paid, and that an addi- 
tional $131,500 remained unsubscribed. The board thereupon voted 
to increase the investment company’s commitment by $431,250, thus 
bringing the investment company’s total subscription to $831,250.14 
Regarding this commitment Mr. Clarke testified :1?5 


122 Charles G. Dawes was chairman of the board of directors and Philip R. Clarke wag 
‘president of City National Bank and Trust Company. It was testified that General Dawes 
resigned from the Reconstruction Finance Corporation in June 1932, a few days before 
the Central Republic Bank and Trust Company obtained from the Reconstruction Finance 
‘Corporation a loan of $40,000,000. Mr. Clarke stated that General Dawes knew nothing 
about the impending loan to the bank. (Id., at 1942.) General Dawes was made chairman 
of the board of directors of Central Republic Bank and Trust Company on June 21, 1982. 
Simultaneously with the organization of the City National Bank and Trust Company, on 
October 6, 1932, the Reconstruction Finance Corporation loaned to Central Republic Bank 
‘and Trust Company $50,000,000 more, thus making its total loan to this institution 
$80,000,000. This $50,000,000 was immediately turned over to City National Bank and 
Trust Company by the Central Republic Bank and Trust Company, along with other 
assets, to provide for the latter’s deposit liabilities which the City National Bank and 
‘Trust Company assumed. 

123 Op. cit. supra, note 1, at 1884, and Commission’s Exhibit No. 244, 

124 Td., at 1886, and Commission’s Exhibit No. 245. 

1257d., at 1951-2. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 167 


Q. Now, how would you characterize the additional investment of approxi- 
mately $800,000 in the City National Bank stock? Was that an attractive 
investment, or was it a sort of a protection of interest? 

A. I should say it was both, just as I have felt and the rest of the members 
of the Board felt, that all of these other purchases were attractive, and later 
on also a measure of self-protection to the investment the company already 


had in the bank. 

Q. Well, initially, the trust had by resolution authorized an investment of only 
$400,000 in that stock. Isn’t that soz * * * 

A. Well, yes. 

Q. And two of the participants did not go through with their commitment at 


that time. Isn’t that so? 
A. As I understand it; I wasn’t with the company at that time. I think I had 


resigned. 
* co * * * * * 


Q. The interests organizing the City National Bank and Trust Company were 
having a little difficulty raising the $5,000,000? 

A. Yes, indeed. 

At the end of 1985, the investment company still held 6,017 shares 
of stock in the City National Bank and Trust Company, with a book 
value of $752,125, which equaled in excess of 12% of the total re- 
sources (at book value) of the investment company.**® At that date, 
however, the market value of the stock, based on the quoted bid price, 
had shrunk to approximately $566,000."?" 


9, USE OF THE INVESTMENT COMPANY AS A HOLDING 
COMPANY FOR BANK STOCKS—LOSS $1, 525, 752 


At the end of 1929, the Central Trust Company of Illinois was in- 
terested in acquiring a substantial interest in small outlying banks in 
Chicago, Illinois, in anticipation of the introduction of “ branch 
banking,” ’® and stock in other banks to establish a correspondent 
relationship. 

More than $2,000,000 of the investment company’s funds was in- 
vested in the stocks of nine banks, not including the securities of 
‘Central Trust Company of Illinois and its successor, thus constituting 
the investment company in effect a holding company for the stocks of 
banks in which Central Trust Company of Illinois was interested. 
‘The investment company sustained a loss, realized and unrealized, of 
$1,525,752 on stocks of these nine banks.’ Philip R. Clarke 
testified : *%° 


A, Again I don’t know whether or not this is in order. I only have my own 
opinion as to these transactions. They took place before my connection with the 
company. But I think this represents the efforts upon the part of the Central 


126 As of December 31, 1932, total assets were valued on the books at $6,260,070 (also 
the market value) ; as of December 31, 1935, the book value of the total assets amounted 
to $6,053,925. (Id., Commission’s Exhibit No. 269B.) The market value of total assets 
at the end of 1935 was $6,409,656. 

127.Ags of December 31, 1935, the stock of City National Bank and Trust Company was 
quoted at $94 bid and $99 asked. (Bank and Quotation Record, Supplement to Commercial 
& Financial Chronicle, January 10, 1986, p. 106.) 

“8 The Banking law of Illinois provides: “No bank shall establish or maintain more 
than one banking house * * * and no bank shall establish or maintain in this State 
or any other State or county, any branch bank, nor shall it establish or maintain in this 
State any branch office or additional office or agency for the purpose of conducting any 
of its business”. (Illinois Revised Statutes, 1935, Chapter 16a, Section 9.) 

128 On, cit. supra, note 1, Commission’s Exhibit No. 251. 

w0Td,, at 2008-9. 
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Trust Company to do what was more or less fashionable in Chicago at that time, 
in anticipation of branch banking. The large Loop banks were going to the out- 
lying banks and acquiring either through some larger source or picking up in the 
open market from time to time a sufficient ownership in those banks to establish 
a sort of correspondent relationship between the large downtown banks and the 
outlying banks. 

I think Mr. J. E. Otis was responsible for these purchases over a period of 
time, and I haven’t any doubt when this Central-Ilinois Securities Corporation 
was formed that they turned over to the Central-Iilinois Securities Corporation 
those stocks they had acquired at cost, and I think furthermore, it was the 
intention at that time to use the Central-Illinois Securities as a holding com- 
pany for any desirable and attractive outlying bank stocks they could acquire. 

Q. There was no disclosure, Mr. Clarke, in the prospectus that this was 
intended to be a bank holding company. 

A. No: he prospectus described a rather broad charter and offered no. pro- 
hibition against the company acquiring securities of this kind. I don’t think TIE 
was the intention of this company to specialize in bank stock, but nevertheless 
they invested a large sum of money * * * in these outlying banks. I think 
they chose pretty good banks. 


Q. We will come to that in a moment, just how good they were. 

A. Yes. 

Q. The fact is, in order for the bank to have an interest in these outlying 
banks so that they could have that connection, that investment was turned 
over to the investment trust? 

A. That is right. 


The largest loss on these bank stocks was suffered by the invest- 
ment company on the stock of the Personal Loan & Savings Bank, of 
Chicago, purchased for $910,316.92 from Federal Securities Corpo- 
ration, the wholly-owned subsidiary of Central Trust Company of 
Ilinois.** The investment company was also required, upon taking 
over this stock, to pay $205,700 additional on unpaid subscriptions.” 
making its total investment $1,116,016.92. As of December 31, 1935, 
the sum of $828,527 had been written off as a loss by the mvestment 
company, and there remained a ledger balance of $227,938. After 
giving effect to unrealized market appreciation, the net loss at that 
date was $563,625.139 

As of December 31, 1935, the investment company also sustained 
an additional unrealized loss of $319,875 on, an investment of $447 
000, in 3,000 shares of stock of The Chase National Bank of the 
City of New York. 

Of $529,914 invested in the stock of the seven local Chicago banks, 
the net loss, realized and unrealized, amounted to $642,252 as of De- 
cember 31, 1935.1%* The loss was greater than the amount of the 
investment because provision had to be made for double statutory 
assessments on the seven bank stocks.*° On the nine bank stocks the 


total loss was, as has been stated, $1,525,752. 


181 See supra, note 6. This purchase was made by the board of directors of the inyest- 
ment company on November 13, 1929, the first business meeting of the investment 
company. 

182 The subscriptions stood in the name of individuals who were officers of the Central 
Trust Company of Illinois. It was stated by Mr. Clarke that they held the stock as 
nominees for the bank. (Op. cit. supra, note 1, at 2007-8.) 

188 Td., Commission’s Exhibit No. 251. 

18* Ibid. This sum represents the loss after giving effect to any appreciation in the 
stocks as of December 31, 19385. 

185 See discussion of Illinois law supra, note 128. 
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10. INVESTMENT IN WESTERN CONTINENTAL UTILI- 
TIES, INC., AND RELATED COMPANIES— 
LOSS $1,730,691.40 


On November 21, 1929, the security affiliate proposed that the in- 
vestment company lend $500,000 to Western Continental Utilities Inc., 
secured by bonds of that utility company,"** which bonds had been 
underwritten the previous year by Federal Securities Corporation, the 
wholly-owned subsidiary of the bank.'** Philip R. Clarke, formerly 
head of Federal Securities Corporation and later (December 1929) 
president of the bank and the investment company, acknowledged 
that this loan was undertaken by the investment company because 
of the relationship of the bank to the investment company.” 

Q. So that it was in connection with the Central-Ilinois Company acting in 
the capacity of banker for the Western Continental that the Central-Illinois 
made uhe Suggestion to the trust that it loan to Western Continental $500,000, is 

nat it? 

A, I think so. 

Q. So that here was a situation, basically, where the Central-Ilinois Company 
was maintaining its good will and its contact with this client by having the 
trust loan it $500,000, although the loan was good, isn’t that so? 

A. Well, I think that could be equally interpreted as a desire on the part 
of the Central-Ilinois Company to furnish the Central-Illinois Securities Corpora- 


tion with a good loan. 
* ok * * * * * 


Q. Yes, but I say the Central-Ilinois Company did not see fit to make the loan 
itself, but asked the trust to make the loan.. 

A. Didn’t see fit to make the loan? 

Q. Yes. 

A. That is right. 

This loan was subsequently repaid, and the investment company 
thereupon undertook new and greater commitments in Western Conti- 
nental Utilities, Inc. 

Western Continental Utilities, Inc., was a utility holding company 
owning stocks of operating utility companies engaged in the electric, 
water, and telephone business in California and in Texas, developed 
and controlled by interests affiliated with Chester H. Loveland, who 
was described as “a successful operator located in California.” °° It 
was stated that Mr. Loveland was a close friend of Carol E. Gray, Jr., 
who was the vice president of the Federal Securities Corporation at 
the time Philip R. Clarke was president, and who subsequently became 
executive vice president of the security affiliate and a director of the 
investment company."? 

On June 19, 1930, two contracts were entered into between the 
security affiate and H. M. Byllesby & Co., Inc.,“! as purchasers, and 


Op. cit. supra, note 1, at 2063, and Commission’s Exhibit No. 260. 

wiTd., at 2061. 

8Td., at 2065-6. 

~9Td., at 2061. 

“Td., at 2061, 2071. Mr. Clarke testified: “He [Mr. Gray] handled the negotiations 
leading to the purchase of these securities. I mention that because it was from that 
contact that the connection with the Western Continental Utilities Company later carried 
on through into Central-Illinois Securities.” 

“qT, M. Byllesby & Co., Inc., a Chicago investment-banking firm, sponsored the Stand- 
ard Gas & Electric Company utility system. Prior to the joint undertaking with Central- 
Illinois Company in the Western Continental Utilities, Ine, venture, H. M. Byllesby 
had participated in many ventures with Federal Securities Corp. (Id., at 2068.) 
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the Loveland interests, as sellers. The first contract provided for the 
purchase of 55,000 shares (of a total of 100,000 shares) of the Class B 
common stock of Western Continental Utilities, Inc., the top holding 
company, and 12,000 shares (the entire issue) of the $6 preferred stock 
of Western Utilities Corporation, a sub-holding and operating com- 
pany, by the security affiliate and H. M. Byllesby & Co., Inc., for the 
sum of $2,300,000. The second contract obligated the purchasers to 
buy from the Loveland interests, on demand at any time before Janu- 
ary 1, 1981, an additional 30,235 shares of Class B common stock of 
Western Continental Utilities, Inc., at $25 per share for a total of 
$755,875.% The contract also provided that the purchasers agreed 
and guaranteed that Western Continental Utilities, Inc., would buy 
within six months certain “lands which * * * have been reserved 
or acquired * * * for or in connection with the Upper Sweet- 
water Reservation” in San Diego, California, the price of which 
approximated $340,000."* 

Mr. Clarke testified that the agreement to purchase the additional 
30.235 shares was supplemented by a “gentlemen’s agreement” to the 
effect that the California interests would not make demand upon the 
security affiliate, Central-Illinois Company, and H. M. Byllesby & 
Co., Inc., to purchase these additional shares except in the event that 
the managerial activities and policies of H. M. Byllesby & Co., Inc., 
proved unsatisfactory to the California interests, and for no other 
reason. **° 

The commitments of the security affiliate and H. M. Byllesby & Co,, 
Inc. under the two contracts were as follows: 


Stock (Western Continental Utilities, Inc., & Western Utilities Corpo- 


Paitd OV) oe: Peewee hoes es be Nes sh Dey ox at ae REN sheen Bees TG ar eae $2,300,000 
Liability on the “put” 146 (for purchase of additional shares) —_-__-- 759,875 
Liability on guarantee of land to be purchased by Western Contin- 

ental Witilities eln Cee as roe ee eee ae gry Gere Esiamia to ite = 340,000 

3,395,875 


The security affiliate (actually, as will be shown later, the invest- 
ment company) by reason of its 50% participation was therefore com- 
mitted to the extent of $1,697,988, which amounted to more than 10% 
of the investment company’s original paid-in capital, and a consid- 
erably higher percentage of its reduced worth as of June 1930. Fur. 
thermore, in the event that H. M. Byllesby & Co., Inc., would be 
unable six months later to perform its obligation with respect to the 
land-purchase guarantee or with respect to the “put” of additional 
stock, the investment company alone would have been liable for the 
full amount of the addition joint commitment of $1,095,875. 147 


142 Td., Commission’s Exhibit No. 262. 

143 Tq., Commission’s Exhibit No. 268. 

14Td., at 2075. 

145 Td., at 2074-5. 

146'The option on the part of the Loveland interests to demand purchase of these shares 
was termed a ‘‘put’”? by reason of the fact that they had a right to tender or “put” the 
stock to the other parties, in which event the other parties would have to “‘take” it. (ld, 
at 2074.) 

1477d., at 2078. In Illinois, by statutory enactment all joint obligations are made joint 
and several; that is, both obligors are liable together under the contract and in addition 
each obligor alone is liable for full performance. (Illinois Revised Statutes, 1935, Chapter 
76, Section 3.) 
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That these commitments were made in a frozen situation, which was 
recognized as such by the parties, is disclosed by the contracts, which. 
referred to “the size of their respective holdings and to the fact that 
there is no market for said Class B common stock and will be no 
market for blocks of stock in the respective amounts held by the said 
respective parties * * *”148 To this effect Mr. Clarke also testi- 
fied : 14° 

Q. Now, there was no market for this Western Continental Utilities? 

A. No; I don’t think so. 

Q. So that the trust in making this commitment, in the amount of $1,698,000; 
was making a commitment in a—well, shall we say—frozen situation, where: 
if there was any desire on the part of the parties to get out of that investment, 
they would be in difficulty? Isn’t that so? They would have to find somebody 
interested in that situation? 

A. It was a long expectation of profit. There wasn’t any prospect of realiza- 
tion in the very near future. 

By successive agreements, the time for exercise of the SOute son 
additional stock by the Loveland interests was extended until Decem- 
ber 31, 1932, and for purchase of the California water lands until 
December 15, 1931.*°° The last extension agreement provided that 
these lands would be conveyed by the Loveland interests to a corpo- 
ration called Jamacha Holding Company, Ltd., all of whose stock 
was to be purchased for $450,000 by Western Continental Utilities, 
Inc., within six months.1** Thus, the price for the water lands was 
increased $110,000 above the $340,000 provided in the earlier con- 
tract. *°? Since Western Continental Utilities, Inc., did not have the 
funds to make this purchase, the investment company and H. M. 
Byllesby & Co., Ine., lent to it the necessary amount and took as 
security the stock of the Jamacha Holding Company, Ltd. Subse- 
quently, this loan was defaulted and the investment company lost 
$144,409 in realizing on the collateral. 1% 

Some indication of the confusion attendant on the interrelation- 
ship of the investment company and its sponsors is demonstrated b 
one aspect of this transaction. Throughout the years 1930 and 1931 
the name of the security affiliate exclusively appeared in the various 
agreements in association with H. M. Byllesby & Co., Inc. On Feb- 
ruary 11, 1932, however, the name of the investment company, for the 
first time, was inserted in the compromise agreement of that date. 
The preamble of this agreement recited : 14 


Whereas Central-Illinois Company, an Illinois Corporation, H. M. Byllesby 
and Company, a Delaware Corporation, and the Investment Company, heretofore- 
on June 19, 1930, made and entered into a certain written agreement (Here- 
inafter called the “Original Agreement’) ; and 

Whereas said Original Agreement was supplemented by two other agree- 
ments entered into by the same parties on December 30, 1930, and June 80, 1931,. 
respectively ; and 

Whereas said Central-Illinois Company subsequent to the making of said 
Original and Supplemental Agreements transferred all of its rights and obliga-: 
tions thereunder to the Central-[Ilinois Securities] Corporation, and by 
reason thereof is no longer interested therein; * * * 


148 Op. cit. supra. note 1, Commission’s Exhibit No. 263. 
19 Td., at 2079. 

0 Td., at 2082, and Commission’s Exhibit No. 264. 

11 Td., Commission’s Exhibit No. 264. 

12 See supra, p. 170. 

143 Op. cit. supra, note 1, Commission’s Exhibit No. 267, 
w4Td., Commission’s Exhibit No. 265. Italics supplied. 
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Despite the fact that the investment company had from the outset 
furnished all the funds required by the various contracts **° its min- 
utes were silent concerning the Western Continental Utilities, Inc. 
venture for approximately 14 months after the original contracts 
were entered into.*** Finally, after this period, on August 4, 1931, 
the minutes recited : *°7 


Whereas said Central-Illinois Company in executing and carrying out the 
agreements mentioned above has at all times been acting as the Agent of, and 
for and on behalf of this corporation, and now being in the process of liquida- 
tion has requested this corporation to formally assume its remaining obligations 
thereunder, * * * : 


At the time that the investment company was for the first time 
named as beneficial owner, the utility company was already in diffi- 
culties, and not long afterwards was placed in receivership. *°* 

The minutes of the investment company, its books of account and 
supporting contracts constituted at the least 1 confused record, or as 
Mr. Clarke described it: °° 


It is a poor record, there isn’t any question about that. * * * The only 
thing I can think of is that it was simply a case of carelessness on the part 
of the lawyers or on the part of whoever executed the contract. 


In the annual report to the stockholders of the investment com- 
pany for the year 1930, under the date of January 12, 1931, Philip 
R. Clarke, president, wrote: *°° 


As a result of its close affiliation with these institutions [Central Trust 
Company of Illinois and Central-Illinois Company] several opportunities haye 
been developed during the past year that have enabled the acquisition on an 
attractive basis of substantial equities in companies whose future growth and 
expanding earning power offer the expectation of considerably increased value 
for such holdings. 

Mr. Clarke admitted that the Western Continental Utilities, Inc., 
venture was one of the “opportunities” to which he referred. ** 

However, despite the “expectation of considerably increased value 
for such holdings” of which the letter spoke, two weeks earlier the 
Loveland interests had attempted to exercise the “put” and had 
been persuaded only with great difficulty to delay for six months 
longer. Mr. Clarke stated: *° 


* °* > here we were in a period when earnings were falling off, the result 
of the depression being more severely felt, and it therefore looked as if this 
“put” was being exercised [by the Loveland interests] on merely a cold-blooded 


basis, that the stock had become worth less than the amount of the 
“put” * * * 163 


155 7d., at 2097. 

156 Thid. 

137 Td., Commission’s Exhibit No. 266. 

3 Td., at 2099-2100. Subsequent to the public hearings before this Commission, a copy 
of a letter dated June 23, 1930, sent by the Central-Illinois Company (the security 
affiliate) to the Central-Illinois Securities Corporation was forwarded to the Commission. 
In this letter it was stated that the Central-IlMinois Company as “agent” had entered into 
the contract of June 19, 1930, on behalf of the investment company. 

159 Op. cit. supra, note 1, at 2095, 2120. 

160 Tq., at 2080 and Commission’s Exhibit No. 269—A. 

161Tqd., at 2080. 

162 Td., at 2084-5. 

168 The “put? agreement was finally compromised on February 11, 1982 by the pur- 
chase on the part of H. M. Byllesby & Co., Inc., and the Central-Illinois Securities Cor- 
poration of 15,93214 shares in full discharge of the obligation (formerly 31,865 shares) 
at a price of $28.50 per share instead of the $25 price originally provided. Thus, the 
investment company invested an additional $227,038 as its half share on the “put”. 
(1d., at 2099 and Commission’s Exhibit No. 265.) 
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The letter of Mr. Clarke to the stockholders of Central-Lhnois 
Securities Corporation, while it may not have overstated the ultimate 
hopes of the management,’ obviously afforded little assistance to the 
stockholders in formulating a sound appraisal of the Western Conti- 
nental Utilities, Inc. situation as it existed at that time. Questioned 
on this point, Mr. Clarke replied : 1% 


Certainly the situation wasn’t as attractive as when the company first en- 
tered it, but I don’t think there was any definite assurance that the company 
wouldn't survive. 

Despite an increasingly unfavorable outlook, the directors of the 
investment company continued to invest additional sums in the 
sinking Western Continental Utilities, Inc. venture.*% Beginning 
in November 1980 and continuing until December 1, 1932, the invest- 
ment company made a series of loans to Western Continental Utili- 
ties, Inc., amounting in all to $1,504,899, secured by the stock of 
operating companies controlled by Western Continental Utilities, 
Inc.187 In July 1931, the investment company also purchased from 
Western Continental Utilities, Inc., a series of notes for a total of 
$195,000.1°8 In September 1931, the investment company purchased 
from Western Continental Utilities, Inc., $331,550 principal amount 
Western Continental Utilities, Inc. Conv. 6’s 1934 for a total of 
$305,688.1° The total loans made by the investment company to 
Western Continental Utilities, Inc., together with purchases of securi- 
ties of that company and its affiliates 17° amounted to $3,770,965.89 +7 

In November 1932, Western Continental Utilities, Inc., went into 
receivership, preceded and followed by many of its subsidiaries and 
operating companies.?” 

As of December 31, 1932, Central-Illinois Securities Corporation 
had charged off on its books a loss on this venture of $1,730,691.1% 
The sum of $1,609,399 was recovered through sale of securities and 
part payments of loans, and at the end of 1935, the investment com- 
pany still carried $430,875 of these loans and purchases as an asset 
on its books.1"4 

Investments and loans made by the investment company in the 
Western Continental Utilities, Inc. venture totaled $3,770,965, or ap- 

144 Td., at 2086. 

6 Id., at 2085. 

6 Barly in 1980, Central-Illinois Securities Corporation purchased 1,455 shares of 
preferred stock of the Southwestern State Telephone Company, a subsidiary of Western 
Continental Utilities, Inc., for $109,124.90. (id., at 2101 and Commission’s Exhibit No. 
268.) 

17 Td., at 2102 and Commission’s Exhibit No. 268. 

168 Td., at 2103 and Commission’s Exhibit No. 268. 

69 Tq., at 21038. At the public examination on Central-Illinois Securities Corporation, 
it was testified that this purchase was made by the investment company from Central 
Republic Bank and Trust Company. Subsequently, under date of September 29, 1926, 
Walter L. Vincent wrote to the Commission that the company’s records were in error in 
this regard, and that the purchase had actually been made from Western Continental 
Utilities, Ine. 

170 See note 166 and supra. 

i Tbid. and Commission’s Exhibit No. 268. 

Td, at 2099, 

“3 fd., at 2108-9 and Commission’s Wxhibit No. 268, 

“<Tpid. Walter L. Vincent, now president of the Central-Ilinois Securities Corpora- 
tion, testifying concerning the investment company’s chances of realizing on its book 
Dalance, stated that there was even a possibility that the investment company would 
recover something on the “write-down” over and above the book balance. (Id., at 2137-8.) 
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proxunately 25% of the investment company’s original paid-in capital 
of $15,000,000; but: at the time these investments were made, the invest- 
ment company’s s assets were considerably less, so that the percentage 
of its assets in this one undertaking far exceeded 95%.1% ‘The invest- 
ment in Western Continental Utilities, Inc., plus the commitments in 
the various bank stocks, discussed above,t?¢ totaled $8,444,281, or over 
half the original contributed capital of the investment company.” 
Mr. Clarke testified : 178 


Q. Can’t we draw some lessons from this? The only reason you kept pouring 
this money in is because in the first instance you had a substantial investment 
in it? 

A. Yes, indeed, I think you can draw a lesson from it. 

Q. What lesson do you draw from it? Don’t you always subject a trust to a 
situation like that when you disregard the element of diversification and put 
it substantially in one security where, as soon as the investment shows any 
inclination to be jeopardized, the tendency is to pour more money into that 
investment? 

A, That is right. 

Q. And by the time you are through, you are in for $4,000,000, when you 
intended only to be in for $1,000,000. 

A. Yes. Put it the other way, if the company had stopped when it haq 
acquired this B common stock, then it would have been wiped out without 
any participation in the reorganization, because the reorganization did not give 
anything in lieu of that common stock. The investment became altogether too 
large for a trust of this size, to have as an investment, but at the same time 
in explanation of why the action was taken, it was something where addi- 
tional dollars were poured in to protect dollars that already had been 
invested. 

Q. Don’t you regard, or do you—I don’t know—as one of the aspects of an 
investment trust the element of diversification ? 

A. I would say I do today very much more than I did five or six years 
ago * ok Ee 

If I was running an investment trust today I would never care to attempt 
to inerease the value of that trust by as large an investment as this in a 
single enterprise. 

Q. When you consider, Mr. Clarke, that they had approximately $4,000,000 
in the utility situation, when you consider they had approximately $2,000,000 
exclusive of the double liability of $800,000 in the bank stock, you have got 
practically half the total assets of your corporation in two _ situations, 
haven’t you? 

A. Yes. 

Q. Besides, when you consider the over $1,000,000 that was put into the 
Personal Loan and Savings, the Drovers National, then the bank stock and 
the public utility stock was away over 50% of the total assets of that company? 

A. Right. 


F. Management Record 


The original board of directors of the investment company and 
the original staff of executive officers, as has been shown, were com- 


175 Td., at 2109. 
176 See supra, pp. 169-78. 
177 Op. cit. supra, note 1, at 2113-4. These investments were as follows: 


Stock of Central Trust Co. of Tllinois and Central Republic Bank and 


TUSt COS2 a2 Se ee ee ene oe a See ee en an eee See ee $1, 749, 188 
Stock of City National Bank and Trust Co 831, 250 
Stock of Chase National Bank____--------__--- 447, 000 
Stock of Personal Loan and Savings Bank 1, 116, 017 
SOO Gre Geen Ioenil nsiNkS SS SE SS Se SSE ees 529, 915 

4, 673, 315 
Investment in Western Continental Utilities, Ine-_._____._--_____----_ 8, 779, 966 
UG O51 ak cS a ga ah a OR i | Sa Eh AE Ee 8, 444, 281 


Not included in the above computation is $969,000 of reserves required on account 
of double liability assessments on the bank-stock (discussed supra). 


81d, at 2111-8. 
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pletely interlocked with the management of the bank and the se- 
curity affiliate and remained in office without significant change 
until November 1932. At that time the Central Republic Bank and 
Trust Company, successor to the Central Trust Company of Illinois, 
ceased to be a bank of deposit and thereafter confined itself to a 
trust business under the name of Central Republic Trust Com- 
pany." ‘Phe deposits of the Central Republic Bank and Trust 
Company were taken over by the City National Bank and Trust 
Company of Chicago of which Philip R. Clarke became president.**° 

Until this time, November 1932, direction of the investment com- 
pany’s affairs was exclusively in the hands of its directors and offi- 
cers. In December 1932, however, the investment company entered 
into a Management contract with the Central Republic Company, 
security affiliate of Central Republic Bank and Trust Company. By 


the terms of this contract **t Central Republic Company undertook 


to furnish to the investment company complete financial advisory 
service in connection with the “purchase, sale, exchange, or retention 
of securities, participations in underwritings or syndicates, and gen- 
erally In connection with the investment and reinvestment of its 
funds.” In addition, the investment company was furnished with 
office space, clerical help, and the service of a secretary. For these 
services, the investment company paid the Central Republic Com- 
pany $27,000 per year, plus expenses of special investigations. In 
January 1934, the contract was amended to provide a purely ad- 
visory service for which the Central Republic Company was paid 
$16,500 annually. This contract was canceled in July 1935 at the 
time Walter L. Vincent became president of the investment company 
and thereafter the company operated without any management 
contract.*8? 

Despite the fact that the original offering circular of the investment 
company stated prominently that there were no management contracts 
of any kind,*** the stockholders were not notified when the investment 
company did enter into a management contract in 1932, whereby 
$27,000 per year was to be paid to Central Republic Company, nor 
when this contract was amended in 1934; and none of the annual 


reports to the stockholders disclosed the existence of a management 


contract.184 : 


18 See supra, note 2. 

™ At the time this change in the character of the Central Republic Bank and Trust 
Company was made, William R. Dawes, its vice president, resigned, and, succeeding 
Phillip R. Clarke, became president of the Central-Ilinois Securities Corporation in 
November 1932. In 1935, when Walter L. Vincent became president of the investment 
company, William R. Dawes became chairman of the board of directors. Various other 
of the directors and officers of the Central Republic Bank and Trust Company changed 
over to the Central-Ilinois Securities Corporation about the same time as Mr. Dawes, in 
November 19382. Among them were Howard §. Camp and Curtis B. Woolfolk, who became 
treasurer and secretary, respectively, of the Central-Illinois Securities Corporation. (Id., 
Commission’s Exhibit No. 269-G.) 

1 Td., Commission’s Exhibit No. 269—A (Exhibit D, Part I). 

1 Derived from supplementary information supplied the Commission for Central-Illinois: 
Securities Corporation. 

8 Op. cit. supra, note 1, Commission's Exhibit No. 239. 

Tt was claimed that this information was orally communicated to the stockholders 
who attended the stockholders’ meetings. (Reply to the Commission’s questionnaire for 
Central-Illinois Securities Corporation, Item 23.) 
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A suunmary of the result of the operations of the investment com- 
pany from its organization in 1929 until December 31, 1935, is as 
follows 218 


(1) Receipts (accrued) : 


Net proceeds from sale of stock_-____-_-__--_--_ $15, 000, 000 
Stoel omchinniay WeoWn@ a On m4, 000 
Total___-_-~_---------- J SS $17, 774, 000 


(2) Disbursements (accrued) : 
Cost of operation: 


Operating expenses___.-----_ $423, 000 
IWMOOWN® Ws eee 98, 000 
ee $521, 000 
Returned to investors: 
Cash dividends paid------___--- 2, 075, 000 
Cost of repurchased stock ------- 2, 666, 000 
—————— 4,741, 000 
ETN Gy tesaNl MR CIN1'S LORE © L010 ee NE 5, 262, 000 
(3) Receipts less disbursements or net capital investment in cor- 
poration as of Dec. 31, 1935 pz Se8, HAN Ahr? et Pl Pey Bee 12, 512, 000 
(4) Net assets, securities at market, Dec. alae elvan - Paes 5, 197, 000 
45) Ne ne alizedmands unnealize Calo sSaaeea = eee ee 7, 315, 000 
(6) The net loss is accounted for as follows: 
Loss from— 
Write-offs of loang____-_---- $1, 140, 700 
Write-downs of investments__ 5, 834, 600 
Realized losses from sale of 
SXOUUBIIES = ee 234, 800 
Payments on stock of closed 
Danke eo eee ere 120, 000 
Provision for reserve for pos- 
Sible liability through own- 
ership of stocks of closed 
Dank Se a=. Seas eee were 874, 100 
Provision for reserve for 
losses on loans receivable__ 140, 800 
Provision for reserve for other 
losses and sundries____-_-__ 62,500 
A DYOY 71) La a ae Se ee ee ee ae $8, 407, 500 
Less gain from: 
Realized profits from sale of 
Securities tered ae e208 $574, 600 
Recoveries on write-offs of 
loans and payments on bank 
stocks. 2: 3 = Geer ae 162, 900 
Unrealized appreciation 
Dec. 31, 19385_-...~-- 355, 000 
T Ota xehivanst. at neell the 5) Sea re ee 1, 092, 500 
INetexealizediandmunrealizedsl0ssesaaa a a 7, 315, 000 


The net asset position of the corporation at year-ends, based on 
market values where available, is shown in the following table :** 
18) Op. cit. supra, note 1, Commission’s Exhibit No. 270, pp. 11-12. 


188 Derived from the reply to the Commission’s questionnaire and supplementary infor- 
mation supplied for Central-Illinois Securities Corporation. 
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Net assets at year-ends *™ 


{o7Quane SONAL BEAN) Asis 48000) oss Ni ait o eS 000 
(ogOb ee. OhT. UIE. CAT, OCU ESA eS 4, 504, 000 
{on Ne) ares WU. BE Force 700): | TosRee Te NAN PTT Tae 5, 197, 000 
1082 Mae aledO SRI G 5, 201, 000 


Up to December 31, 1935, the investment company had paid no 
div Hae on the common stock, but had paid on the preference stock 
$1.56 per share in 1930; $1.50 per share in 1931 and in 1932; and sixty 
cents per share in each of the years 1933, 1934, and 1935. For the 
entire period the dividends paid and declared amounted to $2,073,300, 
while the total ordinary net earnings were $2,400,600.*** However, 
in computing ordinary income no ¢ allowance was made by the invest- 
ment company for write-offs on loans or investments, payments, and 
reserves arising from statutory assessment liability on closed banks, 
and other items.1®° Because these losses were charged against capital 
account, a recapitalization was effected in 1932. The preferred stock 
was reduced from a stated value of $25 to $10 per share and the 
common stock was reduced from $5 to $1 per share. In this way a 
capital surplus of $8,145,934 was created against which $7,509,277 
was charged, representing realized and unrealized losses on loans and 
inv estments as of December 31, 1932, and reserves for contingencies.1°° 

As a result of repurchases of allotment certificates by the invest- 
ment company and the payment of dividends and receipts of ordinary 
income, the amount of funds invested, originally $15,000,000 in Octo- 
ber 1929, diminished to $12,512,000 on December 31, 1935.18 There- 
fore, the depreciation of assets, amounting to $7, 315 000, represented 
a decline of 48.9% of the original investment and 58 5% of the 
reduced investment on December 31, 1935.1 

The former officers of the investment company denied that the 
judgment of the interlocking directors was affected by a desire or 
intent to favor their other affiliations at the expense of the invest- 
ment company.**’ For example, Philip R. Clarke, former president 
of the three interrelated companies, when examined upon the possi- 
ble influence of the prospect of banking business for the bank and 
underwriting for the security affiliate, through the decision of the in- 
terlocking directors to have the investment. company undertake the 
Western Continental Utilities, Inc., venture, testified : 1% 


Q. You say “supplement the snclfhioa” Hasn’t it been your experience— 
again looking back * * * that when you have a relationship like that 
between a commercial bank and an investment trust, or even a private bank 
and investment banking, that the Sponsor of the trust, in order to obtain cer- 
tain emoluments or advantages or considerations or good-will, although not 


17 At the end of 1938, the investment company’s report to stockholders showed net 
assets, at market, of $3,479,000. However, the company at this year-end held in its 
treasury 606,024 shares of its own common stock of which 600,000 shares were purchased 
in 1936 from the Reconstruction Finance Corporation (see note 16, supra) at a eost of 
approximately $1,475,000. (Derived from supplementary information supplied the Com- 
mission for Central-Illinois Securities Corporation.) 

188 Op, cit. supra, nete 1, Commission’s Exhibit No. 270. 

189 [ bid. 

1 ¥j,, Commission’s Exhibit No. 269-A. (Report of the Corporation fer the year 1932.) 

i Tq, Commission’s Exhibit No. 270. 

192 Toid. 

is Tq., at 2117-8. 
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having the feeling that a particular investment may be a bad one, or even 
feel that it is good, would put the trust in that situation, because as the result 
of the trust being so interested, the sponsor could gain these intangible benefits? 
Let us take the situation of the Western Continental Utilities, Inc. By virtue 
of the fact that the trust had a substantial interest in the Western Continental 
Utilities, the Central-Ilinois Company hoped to get the financing of it? 

A. That is right. 

Q. Now, if the Central-Illinois Company didn’t hope to get the financing it 
might have thought a little more carefully as to whether it was going to put 
the trust in there or if it was going to put its own money in. Isn’t that so? 

A. I wouldn’t want to acknowledge that. 

Q. No, but, of course, you ean see the point I make is that the sponsor, 
being in the position where they control the funds of the trust, might well be 
subconsciously induced to make an investment on behalf of the investment 
trust, because there would be the intangible benefits accruing to the sponsors. 
Now, the fact is that the Central-linois Company hoped to get the financing, 
Is not that so? You say that was its only interest in the matter. 

A. They had the financing, of course, before the Central-Illinois Securities 
Corporation made any investment. But I think, generally speaking, that iy 
proper observation that you have just made. 


Again, Mr. Clarke, emphatic in his defense of the good faith with 
which investments were made, but equally emphatic in condemning 
the situation which gave rise to them, testified : 1% 


Q. In all these situations, Mr. Clarke. do you consider that these were 
proper investments for the Central-Illinois Securities Corporation, which w 
popularly known as an investment trust—isn’t that so? 

A. Yes. Do I consider them proper investments? 

Q. I mean, looking back * * * do you consider them proper investments? 

A. Most emphatically not, looking back * * * JT think we have all 
learned a Jot of lessons, and I think very decidedly it is a mistake for an 
officer of a commercial bank to have any connection with an investment trust, 

Q. I was going to discuss that with you a little bit. I would like to get 
your reactions on that, because, after all, we are trying to make a study here 


to see what the difficulties are. This was an investment trust sponsored by 
a commercial bank. 


A, Yes. 


Q. Looking back * * * aren’t you convinced that all the mistakes or 
abuses or deficiencies which were prevalent between commercial banks and 
their security affiliates are equally applicable to a commercial bank with its 
investment trust? 

A. If I followed your question correctly, yes, without any qualification of 
any kind. I understood you to say that the mistakes that were made in 
connection with commercial banks with their investment affiliates also applied 
to the relationship between commercial banks and investment trusts. 

Q. Which they sponsored? 

A. Yes. 

Q. Do you mind elaborating a little bit on the difficulties or mistakes or 
deficiencies or inadequacies that existed because of this sort of relationship 
between the commercial bank and investment trust? 

A. IT would be willing to elaborate to this extent, and that is my own indi- 
vidual experiences endeavoring to conscientiously serve the Central Trust 
Company as an officer and this Central-Illinois Securities Corporation as an 
officer are such that nothing could ever induce me to try to function in a dual 
eapacity of that nature. 

Q. Put frankly and candidly, Mr. Clarke, that relationship necessarily cre- 
ates a dual function, particularly in those instances where a trust is dealing 
either with a bank or with a security affiliate of the bank. 

A. That is true. 

Q. Hvery time the investment trust purchases one of the loans from the 
Securities affiliate or purchases a loan from the bank, you were necessarily 
put in the position where you were acting on both sides of the transaction, 
isn’t that so? 


15 Td., at 1979-83. 
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A. A very difficult position, and it of course became more accentuated as 
soon aS trouble began to ensue. 

Q. Then, it was necessary for individuals who were dominating both of 
them to make decisions which might sacrifice the interest of one or the other, 
poth ways, isn’t that so? 

A. Hxactly. 

(j. You feel there is no useful purpose served in having a commercial bank 
acting aS Sponsor to an investment trust? 

A. I feel it is very illogical, based on the experience we have had. 

(). Of course, the Banking Act of 1983 does not cure this situation, does it? 

A. I think that applies only to investment affiliates. 

Q. That applies to either one of two situations; that is confined to those 
instances where the afliliate is engaged in initiating and distributing and 
underwriting securities, where it must have a majority on the Board, or this 
peculiar arrangement of stock ownership, isn’t that so? 

A. I think so. 

Q. So there is nothing to prevent a commercial bank today from organ- 
jzing an investment trust and having members of it on the Board of the 
investment trust, provided the investment trust is not engaged in primary or 
secondary distributions of securities, isn’t that so? 

A. I think that is the prohibition. Otherwise it is still possible. 

Q. But based on your experience you think the healthier thing would be 
that no commercial bank should sponsor an investment trust and that there 
should be absolutely no interlocking directorates between the investment trust 
and the commercial bank, is that it? 

A. I feel very emphatically so * * *, 


Speaking generally with respect to the interrelationship of com- 
mercial banks and investment companies, Mr. Clarke expressed con- 
sidered judgments which take on added significance in the light 
of his experience as head of these companies. These observations 
are set forth with some completeness below, even though fragments 
of them have been quoted heretofore.'* 


What I would like at the pre esent time, if you would be so good, 1s ror you 
to Sag tell us what your experience has been insofar as the effective operation 
of an investment trust is concerned by individuals who are associated with 
commercial banks, and particularly where the investment trust has some busi- 
ness relations with these banks or the affiliates of these banks. 

Will you just tell us what the problems are and what the difficulties are, 
poth from a theoretical, ethical, or practical standpoint? 

A. I possibly lean over backwards in my philosophy of what a commercial 
pank should confine itself to in the way of financial service. I am absolutely 
opposed to a commercial bank engaging in the investment business in any way. 
I don’t think the two mix. 

Mr. Dawes referred this morning to the department store angle of commer- 
dal banks, which I think probably expresses the tendency upon the part of 
commercial banks to engage in altogether too broad a service a few years ago. 
I may have swung too far over to the other side, but, aside from a trust busi- 
ness, | feel a commercial bank should confine itself strictly to a bank of deposit 
and a bank making short-term commercial loans. 

As far as the relationship with an investment trust is concerned, particu- 
Jarly where that trust, as was the case with Central-Illinois Securities, has 
outside stockholders, even though the formation of the company made it very 
apparent that its operations were to be administered by the same officers that 
administered the Central-Illinois Company and the Central Trust Company, 
nevertheless, any conscientious officer will try te administer each one of those 
three companies for its own best interests. 

As long aS your security market is stable or inclining upward, as long as 
you are in a period of reasonable prosperity, I feel that that sort of a rela- 
tionship is endurable. But, once the reverse takes place, then vour officers 
in constant embarrassment. I might cite just one or two cases to bring 
out the point I am trying to make. 


d., at 1985-9. 
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IT reeall that the Central-Illinois Securities when it was first organized gave 
a great deal of consideration to the fact that the stock market had experienced 
its first violent decline and that listed securities were consequently a good 
thing to keep out of. ‘They therefore established the principle of looking to the 
creation of earning assets from what were believed to be good securities, but 
not subject to the violent fluctuation that was going on in listed equities. 

Among some of the assets that were acquired on that basis were a lot of 
call loans but also a lot of brokers’ loans. 

I happen to know that the bank turned over to the Central-Ilinois Securities 
about the finest loans that they possessed in their note portfolio. Now that 
was a very nice accommodation to the Central-Illinois Securities Corporation, 
but it immediately diminished the earning power of the bank. 

Therefore, you are favoring one set of stockhoiders to the detriment of an- 
other set. Later on, these loans, I should say 95% of them, were paid off, but 
there were one or two that got under water, and immediately the question 
came up: “Isn’t there a moral obligation on the part of the bank to take those 
loans back?” 

* %* * * * * * 

Nevertheless, that is typical of the kind of a discussion that can ensue, as 
to whether or not your obligation is to the bank or whether your obligation 
is to the securities company. And the more conscientious your administrative 
officers are, the more difficult is their problem, and there are some times when 
it is almost impossible to decide whether or not this should go to your left 
hand or whether it should go to your right hand. 

And the result was that I think those of us who comprised that administra- 
tive personnel, none of these officers were compensated, and they endeavored 
to do the very best they could under the existing circumstances and reached 
the unqualified conclusion that it was an inadvisable and impracticable rela- 
tionship and one that should be terminated within the shortest possible time. 
I think I can speak for Mr. Dawes as well as for myself. I certainly can 
speak for myself. The only reason I did not insist that my resignation be 
accepted at that time from the Central-Illinois Securities so that I could serve 
only one master was because the banking situation in Chicago, and all of the 
affiliated situations, were facing problems of such magnitude that there just 
wasn’t time to adjust those relationships then. 

Within a few months there came an opportunity to do so, and that is why 
these gentlemen voluntarily resigned and insisted that the Central-Illinois Se- 
curities be officered by independent men properly compensated for giving their 
entire time and attention to the affairs of this company. 

And the comeback that has taken place in the general condition of Central- 
Illinois Securities is not only a compliment to the ability of the management. 
but it is also a reflection of the fact that the company can be very much better 
run through independent personnel. 


Mr. Clarke’s observations on the evils of the interrelationship of 
financial institutions and investment companies and the attendant 
difficulties were admittedly predicated on his belief in the absolute 
good faith and complete honesty on the part of the interlocking di- 
rectors. In absence of this good faith, Mr. Clarke readily acknowl- 
edged that the evil is aggravated : 

Q. * * * Of course, the situation can be even worse where persons who 
are not conscientious have control of the investment trust * * *. 

A. There will be plenty of opportunities for abuses. There isn’t any question 
about that. 

Henry M. Dawes, former chairman of the board of directors of 
the investment company, expressed agreement with the views advanced 


by Mr. Clarke : 7° 


* * * T agree entirely with Mr. Clarke. I think that any practice which 
eonfuses the trustee relationship is dangerous and wrong. If don’t know that 
I have any arguments to make further than he did. But I have been thinking, 


27 1@., at 1989. 
we Tq, at 1998. 
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as he was talking there, about the origin of the things, which seems to me to 
be rather interesting. 

J am not a banker, aS you have probably observed, but nevertheless I was 
Comptroller of the Currency for a couple of years, about thirteen years ago. 
And I am trying to visualize in my own mind the troubles that came to the 
pig banks, and it seemed to me that nearly all of them were due to just that 
situation. 

And then I wondered why, because by and large 95 percent of these men 
who are running those banks are honest men, their intentions are good, they 
didn’t want to confuse that trustee relationship—and why they drifted into it. 
{ don’t say that there is any point in that, but it occurred to me that it is simply 
a question of competition. I don’t believe that any of us associated with that 
group of interests out there had any interests or desire to get into this sort of 
departmental banking that we did. But it just grew out of this competitive 
situation. 


VI. INVESTMENT COMPANIES ACQUIRED AND 
CONTROLLED BY WALLACE GROVES 


A. Summary 


Waliace Groves, a promoter of small loan companies in Baltimore, Maryland, 
came to New York in 1931 and began acquiring various independent investment 
companies to form a holding company system of investment companies to be 
controlled by him. 

With funds borrowed from Franklin Plan Corporation, a holding company of 
small loan companies, which was under his domination, Mr. Groves in October 
1931 purchased control of Interstate Equities Corporation, an investment com- 
pany, from its sponsor, Bancamerica-Blair Corporation, and its officers, directors, 
and other insiders, for approximately $963,000. 

Previously, on September 23, 1931, Wallace Groves had contracted to purchase 
from Chain & General Equities, Inc., another investment company, 467,938 shares 
of its newly authorized common stock for approximately $940,000. In order to 
meet this commitment to purchase the block of Chain & General stock, Mr. Groves, 
who had assumed control of Interstate Equities Corporation, caused that corpora- 
tion to agree to purchase this block of Chain & General stock upon condition that 
Mr, Groves would repurchase the identical block within ten days at approximately 
the same price. This transaction, although in form a contract of sale and re- 
purchase, was in effect a loan of approximately $940,000, collateralized by the 
plock of Chain & General stock, which Groves was obligated to buy from Chain 
& General Equities, Inc. Interstate Equities Corporation, in order to effect this 
“purchase” of the Chain & General stock from Wallace Groves, had te borrow 
approximately $1,000,000 from the National City Bank of New York and to 
hypothecate $1,400,000 of marketable securities as security therefor. Had Wal- 
lace Groves defaulted on his contract of repurchase, Interstate Equities would 
have had, in lieu of this $1,400,000 of marketable securities, a claim against Mr. 
Groves for approximately $940,000 and the large block of Chain & General stock 
as collateral. On November 4, 1931, Wallace Groves used the funds “borrowed” 
from Interstate Equities Corporation to meet his obligation to purchase the 
plock of Chain & General stock. He immediately teok control of the board of 
Ghain & General Equities, Inc. Simultaneously with the payment to that com- 
pany of the $940.000 for the block of Chain & General stock, he sold his block of 
Interstate AGES sich Re h had cost him $963,000, to Chain & General 
Equities, Inc., for $1,325,800, with a net profit to him of $270,000. 

On November 5, 1981, ae ‘of the so ie that he received from Chain & Gen- 
eval Hauities, Inc., Wallace Groves paid $282,500 to Yosemite Holding Corporation, 
ESS investment company, for a Bose: % 282,500 shares of stock of Yosemite 
ling Corporation, constituting 43% of the voting power of that company, 
h he had contracted to buy on October 7, 1931. Mr, Groves then assumed 
l of Yosemite Holding Corporation and caused that company on No vember 
1931, to buy, for $550,090, at a profit to himself, half le biock of Chain & 
eral stock which he was ce smmitted to repurchase from the Interstate Equities 

In order to raise cash to effect this ee Ha Yosemite gone 
on WAS compe slied { widate practically all the marketable se 
612. To meet his obligation to repurch 
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remaining half of the block of Chain & General stock from Interstate Equities 
Corporation, Wallace Groves caused Franklin Plan Corporation, the smail loan 
holding company, still dominated by him, to purchase this stock, again at a profit 
to himself, for approximately $570,000. This sale to Franklin Plan Corporation 
was conditioned on Mr. Groves’ repurchasing this block of Chain & General stock 
within 90 days. 

To meet his repurchase obligation to Franklin Plan Corporation Mr. Groves 
again did not use his own funds but instead caused companies controiled by him 
to purchase this Chain & General stock. Mr. Groves first attempted te compel 
Joint Investors, Inc., a small management investment company, controlled by 
Yosemite Holding Corporation with a board of directors composed mainly of 
nominees of Mr. Groves, to purchase from Franklin Pian Cerporation approx- 
imately half of the stock of Chain & General Equities, Inc., which Mr. Groves was 
under obligation to repurchase from Franklin Plan Corporation. When, however, 
a protective committee, formed by Grover O0’Neill, the original sponsor of Joint 
Investors, Inc., refused to submit to a transaction which Mr. Q’Neill characterized 
as “improper” and “crooked,” Mr. Groves was foreed to seek other sources which 
would take over his obligation under his repurchase agreement with Franklin 
Pian Corporation. 

Yosemite Holding Corporation thereafter sold for approximately $100,000 its 
holdings in Joint Investors, Inc., to the protective committee formed vy Grover 
O'Neill. Yosemite Holding Corporation then immediately used practically all 
of this amount to purchase a portion of the Chain & General stock from Franklin 
Plan Corporation. In so doing, Yosemite Holding Corporation exhausted the last 
of its liquid assets. Once more Mr. Groves sought another source of funds io 
assume his obligation te repurchase from Franklin Plan Corporation the re- 
mainder of the Chain & General stock. 

This ether source ke found in Granger Trading Corporation, an independent 
investment company with assets of approximately $200.000 in cash, sponsored by 
Sulzbacher, Granger and Company, a member firm of the New York Stock Ex. 
change. Mr. Groves caused Yosemite Holding Corporation to purchase contro] 
of Granger Trading Corporation with funds borrowed from Chain & General 
Equities, Inc. Yosemite Holding Corporation bought the holdings of the sponsor, 
Sulzbacher, Granger and Company, in Granger Trading Corporation at liquidating 
value and purchased sufficient additional stock from the treasury of Granger 
Trading Corporation to give Yosemite Holding Corporation control of that com- 
pany. In addition, Yosemite Holding Corporation paid te Sulzbacher, Granger 
and Company $19,500 for the management contract and $6,000 for cancellation 
of a lease. Myr. Groves then caused Granger Trading Corporation to sell its 
assets, consisting of $200,000 of cash and approximately $90,000 it had received 
from Yosemite Holding Corporation for its treasury stock, to Yosemite Holding 
Corporation, and in return Granger Trading Corporation received 2,701%4 shares 
of preferred and 10,807 shares of common treasury stock of Yosemite Holding 
Corporation, which had practically no asset value. 

Thereupon Yosemite Holding Corporation, with the cash it acquired from 
Granger Trading Corporation, proceeded to purchase additional shares of Shain 
& General steck from Franklin Plan Corporation. This purchase left a balance 
of approximately 145,000 shares of Chain & General stock which Mr. Groves was 
still obligated to repurchase for approximately $350,000. When Mr. Groves 
failed to meet this obligation, some stockholders of Franklin Plan Corporation 
threatened suit and Mr. Groves agreed to a settlement of his repurchase obliga- 
tion for $250,000. After paying $112,500 of this sum, Mr. Groves again defaulted 
and United States Shares Corporation (Maryland), a company affiliated with the 
David Milton interests, assumed the balance of his obligation. Shortly thereatter, 
Franklin Plan Corporation went bankrupt. 

By a series of intercompany transactions, therefore, Mr. Groves had sold his 
control of Interstate Equities Corporation to Chain & General Equities, Inc., and 
in turn had lodged his control of Chain & Gencral Equities, Inc., in the Yosemite 
Holding Corporation, which was the top holding company of these investment 
companies. Mr. Groves himself retained control of Yosemite Holding Corporation 
by virtue of his holdings of approximately 325,000 shares of Yosemite Holding 
Corporation common stock. Since this block of Yosemite stock had been pur- 
chased by Mr. Groves almost entirely out of profits, his net cost of this block 
which directly and indirectly controlled an investment company system with 
aggregate net assets of $11,000,000, may be considered nominal. 

In December 19232 Mr. Groves and one Chase Donaldson and his associates 
organized The Equity Corporation as a management investment company. Mr, 


ee 
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Groves transferred his approximately 325,000 shares of Yosemite stock, which he 
nad acquired virtually with the profits made on his transactions with his con- 
trolled companies, to The Equity Corporation, in return for 1,150,000 shares of 
The Equity Corporation common stock. Six months later, in May 1938, Mr. 
Groves sold his holdings of 1,150,000 shares of The Equity Corporation stock to 
interests affiliated with David Milton for approximately $1,000,000, which con- 
stituted a profit to Mr. Groves substantially in that amount. 

The cash used by the Milton interests to pay for The Equity Corporation stock 
came from Interstate Equities Corporation, the base company of the system headed 
by The Equity Corporation. Companies controlled by David Milton and his asso- 
ciates, which owned stocks of certain insurance companies, sold these insurance 
stocks to Interstate Equities Corporation for approximately $1,000,000 in cash. 
Immediately after the receipt of this money, the Milton interests paid Mr. Groves 
approximately $1,000,000 for his 1,150,000 shares of The Equity Corporation stock. 

Within a year and a half, Mr. Groves had acquired control of five investment 
companies at a nominal cost to himself, and had sold out his control holding of 
the top company in the holding company system for approximately $1,000,000. 


B. Negotiations for the Acquisition of Yosemite Holding Corpora- 
tion, Chain & General Equities, Inc. and Interstate Equities 
Corporation by Wallace Groves 


Wallace Groves, a former bond salesman with an investment bank- 
ing house in Baltimore, Maryland, and later a promoter of small loan 
companies in Virginia, Maryland, and the surrounding territory, 

came to New York in 1931 and made an examination of the invest- 
ment trust field with the intention of acquiring control of investment 
companies.” Within a few months, in September 1931, Mr. Groves en- 
tered into negotiations for the acquisition of control of three 
independent investment companies, Interstate Equities Corporation, 
Chain & General Equities, Inc., and Yosemite Holding Corporation. 
Although these companies had suffered severe losses during the de- 
pression years of 1930 and 1931, their aggregate net assets amounted 
to appr oximately $11,000,000. 

Over a period of two weeks, from September 23, 1931, to October 7, 
1931, Mr. Groves, with the assistance and cooperation of dominant 
interests in these companies, completed his negotiations for the ac- 
quisition of control of these three investment companies. Thereafter 
by using the funds of one investment company to purchase control of 
another company, Mr. Groves pyramided Chain & General Equities, 
Inc. upon Interstate Equities Corporation and Yosemite Holding Cor- 
poration upon Chain & General Equities, Inc., and obtained control 
of Yosemite Holding Corporation, the top company. These acquisi- 
tions of control were effected without the consent of or adequate clis- 
closure to the preferred or minority common stockholders,’ and at a 
substantial personal profit to Mr, Groves. 

“1 Public Bxamination, The Equity Corporation, at 61-8. 

“Tbid. Mr. Groves became president and principal stockholder of Phoenix Securities 
Corporation, another investment company, in December 1933 (reply to the Commission’s 
questionnaire for Phoenix Securities Corporation, Pt. I, Exhibit 1-8—E) ; and subsequently 
became chairman of its board of directors. (Poor's Fiscal Volume, 1938, p. 26385.) Mr. 
Groves’ connection with the management of General Investment Corporation and afiiliated 
companies from August 1986 to March 1987 is discussed infra, pp. 586-7. 

’No provision in the charters or bylaws of these investment companies required 
notice to be given to stockholders concerning a contemplated transfer of control. Nor 
did the laws of Delaware, under which these companies were incorporated, contain any 
such requirement. Similarly, approval by stockholders of a transfer of control was not 
required by these charters, by-laws, or statutes. 
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The outstanding preferred stocks of two of these investment 
companies, Interstate Equities Corporation and Chain & General 
Equities, Inc., were “under water,” that is, the net assets applicable 
to the preferred stock of each of these companies were less than the 
ageregate amount to which the preferred stockholders of each of 
these companies would be entitled upon liquidation of the companies. 
The common stocks in these companies, therefore, not only did not 
have any asset value but actually had a “minus” asset value. The 
total assets of the companies, of course, would have to increase in an 
amount greater than the amount that the preferred stocks were 
“ander water” before the common stock would have any asset value. 
The assets of all three companies, Interstate Equities Corporation, 
Chain & General Equities, Inc., and Yosemite Holding Corporation, 
for the most part represented only the equity of the preferred stock- 
holders,t almost all of whom were the investing public. Had these 
companies been liquidated as of the dates of the various contracts 
entered into by Mr. Groves for the acquisition of their control, vir- 
tually all of their assets would have been distributed to the preferred 
stockholders. However, this liquidation could not be effected without 
the consent of the common stockholders who controlled the companies 
although the common stock possessed little or no worth in terms of 
asset value. Therefore, the value of the common stock reposed pri- 
marily in its power to control these funds and in its “leverage.” 5 


C. Acquisition of Interstate Equities Corporation with Funds 
Borrowed from Franklin Plan Corporation 


The first company which was the subject of Mr. Groves’ program 
of acquisition was Interstate Equities Corporation with net assets of 
more than $8,600.000.2 On September 30, 1931, Mr. Groves en- 
tered into contracts for the purchase of approximately 46% of the 
voting stock of Interstate Equities Corporation. Mr. Groves agreed 
to purchase from the sponsor, Bancamerica-Blair Corporation, 
542.517 shares of the common stock of Interstate Equities Corpo- 


*As at October 7, 1931, the preferred stock of Yosemite Holding Corporation was fully 
covered and the common stoek possessed a net asset value of 17¢ per share. However, 
Yosemite Holding Corporation’s net assets, aggregating $313,960, represented approxi- 
mately only 3% of the total net assets of Interstate Equities Corporation, Chain & 
General Equities, Inc., and Yosemite Holding Corporation, which aggregated $10,928,468 49. 
(See notes 6, 19, 72, infra.) 

5 Wor a discussion of the theory of “leverage” see Pt. One (House Doc. No. 707, 75th 
Cong.) Ch. II, pp. 28-9. Although Mr. Groves testified that he purchased the stock of 
these companies for their long-term investment possibilities (op. cit. supra, note 1, at 77) 
his subsequent use of the control of these investment companies indicates that his purpose 
was to facilitate the acquisition by him of one company by using the funds of another 
without any significant personal risk and at a substantial personal profit. 

6Op. cit. supra, note 1, Commission’s’ Exhibits Nos. 2 and 18. Interstate Pauities 
Corporation had been organized by Bancamerica-Blair Corporation, under the saws of 
Delaware, on July 29, 1929, with an initial capitalization of $25,000,000. (id., at 11 and 
Commission’s Exhibits Nos. 1 and 2.) The company’s net assets had fallen by October 
20. 1981, to $8,636,431.40, a decline of approximately 65%. (Id. Commission’s Exhibit 
No. 18.) This value was arrived at by taking the company’s investments in stocks and 
bonds at market or estimated fair value. Evaluating investments at book vaiue, iis 
net assets were $22,169,681.31. (Ibid.) By October 20, 1931, $2,443,379 had } 
returned to stockholders as the result of the repurchase of 76,788 shares of pr 
stock for which the company had originally received $3,836,900. (id., Commission’s Exhibit 
No. 1 and derived from supplementary information supplied the Commission by The Equity 
Corporation.) 
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vation at $1.50 per share for a total of $813,775.50 to be paid in speci- 
fied installments, the last of which was to fall due on October 8, 1931.7 
By separate contract, Mr. Groves agreed to purchase from Hunter 
Marston, a director of both Interstate Equities Corporation and 
Bancamerica-Blair Corporation, 100,000 shares of the common stock 
of Interstate Equities Corporation at $1.50 per share for a total of 
$150,000, with a down payment of $5,000 and the balance due Novem- 
ber 5, 1981.8 

Thus My. Groves agreed to pay a total of $963,775.50 for 642,517 
shares of Interstate Equities common stock which had no asset value,? 
presumably in order to acquire a position of dominance over Inter- 
state Equities Corporation which had, as of October 20, 1931, net, 
assets of $8,636,431.40, 

Mr, Groves obtained the funds with which to meet his commitment 
of $813,775.50 to Bancamerica-Blair Corporation from Franklin 
Plan Corporation, a holding company for several small loan com- 
panies.” Franklin Plan Corporation had been incorporated on 
March 10, 1931, by Wallace Groves and his brother, George Groves, 
and stock control of the company was indirectly vested in them. 
Wallace Groves was not an officer or director of Franklin Plan Cor- 
poration, but George Groves was president and a director of the 
company and a majority of the board of directors consisted of rep- 
resentatives of the Groves interests, namely, William A, Brophy, 
Samuel C. Taylor, and Albert A. Sommerwerck.?2 

Franklin Plan Corporation did not itself possess $800,000 to lend to 
Wallace Groves. Consequently, on October 0, 1931, George Groves 
ordered the various loan offices under the control of Franklin Plan 
Corporation to turn over all their cash on hand and in the banks 
directly to the law firm of Robb, Clark & Bennitt, counsel for Wallace 
Groves.“ ‘The money so raised, aggregating approximately $813,000, 
was borrowed by Wallace Groves, who used these funds to meet his 
commitment to purchase 542,517 shares of Interstate Equities Corpo- 
ration common stock from Bancamerica-Blair Corporation.® 


‘Op. eit. supra, note 1, at 81 and Commission's Exhibit No. 10, pars. 1, 2. Mr. Groves 
agreed to make a down payment of $150,000 and to pay the balance in installments on 
October 2, 5, and 8, 1931. (Ibid.) 

‘Op. cit. supra, note 1, at 86-7, and Commission’s Exhibit No. 94, The 100,000 shares 
which Mr. Groves was to purchase from Mr. Marston consisted of stock held by officers, 
directors, and employees of Bancamerica-Blair Corporation. (Id., at 680, 682-4 and Com- 
mission’s Exhibits Nos. 91 and 94.) These persons had been on the preferred or selected 
list of subscribers and had acquired the stock at $10.15 per Share when it was being dis- 
tributed to the public at $15 per share. (Id., at 676-7 and Commission’s Exhibit No. 91.) 

*Id., Commission’s Exhibit No. 18. The estimate of the net asset value of Interstate 
Equities Corporation common stock is based on an independent audit by Bayer & Clauson, 
certified public accountants, as of October 20, 1931, which stated the asset value of the 
Interstate common stock was minus 11¢ per share. According to the company’s own figures 
the Interstate common stock had a net asset value of 43¢ per share as of November 1s 
1931. On this basis, the 642,517 shares which Mr. Groves was purchasing possessed an 
aggregate net asset value of $276,282.31. Consequently, according to these figures, Mr. 
Groves was paying a premium of $687,493.19 over asset value, a premium of 240%. 
(Id, Commission’s Exhibits Nos. 16, 17.) 

WQOp. cit. supra, note 1, at 297. 

utd, Commission's Exhibit No. 84, 

21d, at 298-9 and Commission’s Exhibit No. 34. 

Td, at 300. 

4 Ibid., and Commission’s Exhibit No. 34. 

bid. at 86, 300, and Commission's Exhibit No, 34. 
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The books of account of Franklin Plan Corporation at first carried 
the loan in a special account under the name of George Groves, and 
subsequently under the name of Growart Corporation, a personal 
holding company of Wallace Groves.® The books carried the nota- 
tion that the loan was secured by a note signed by Growart Corpora- 
tion and by 542.517 shares of Interstate Equities Corporation common 
stock,” and was guaranteed by Wallace Groves. However, Bernard 
H. Kummel, treasurer and assistant secretary of Franklin Plan Cor- 
poration, testified that he received no note or collateral: 


Q. Do you know if there was any collateral put up for this loan? 
A. That again, I do not know. 
. There was none given to you as assistant treasurer, was there? 
. No, sir. 
. And there was no note given to you as assistant treasurer? 
. No, sir. 


D. Acquisition of Chain & General Equities, Inc., with Funds 
Borrowed from Interstate Equities Corporation 


The second company, the control of which Mr. Groves purchased, 
was Chain & General Equities, Inc., with net assets of approximately 
$2,000,000.° The agreement between Mr. Groves and the investment 
company, dated September 23, 1931, provided that the authorized 
number of shares of common stock of the company was to be increased 
and that 470,400 of such shares were to be offered to the company’s 
common stockholders at $2 per share.2° Mr. Groves undertook to 
purchase on November 4, 1931, at this price all unsubscribed shares 
plus any additional shares necessary to give him 51% of the total out- 
standing voting power." However, this right of the stockholders to 
subscribe was an Ulusory one. Inasmuch as the bid and asked prices 
of the Chain & General common stock, at about this time, were $1 and 
$184 respectively, it was probably surmised that the stockholders 


16Td., at 300 and Commission’s Exhibit No. 34. 

i7¥d., Commission’s Exhibit No. 34. 

1% Id., at 302. 

19 Chain & General Equities, Inc., which had been organized by the investment banking 
firm of Childs, Jefferies & Company, Inc., of Boston, Mass., on February 4, 1929, under 
the laws of Delaware, had raised $8,000,000 from the public through the sale of its 
security issues. (Id., at 1715-6, 1733, and Commission’s Hxhibit No. 219.) By September 
30, 1931, the company’s net assets, with its portfolio holdings computed at market or 
estimated fair value, totaled $1,978,077.09, representing a decline of 75%. (Id., Commis- 
sion’s Exhibit No. 9.) By September 30, 1931, approximately $942,000 had been returned 
to stockholders, as a result of the repurchase by the company of 14,467 shares of ity 
outstanding preferred stock and 3,200 shares of common stock, for which stocks the 
company had originally received $1,526,700 from the public. (Id., Commission’s Exhibits 
Nos. 9 and 10, and derived from supplementary information supplied the Commission by The 
Equity Corporation.) 

20 Op. cit. supra, note 1, Commission’s Exhibit No. 8. The authorized capital stock of 
the company had consisted of 86,842 shares of $100 preferred stock, and 400,000 shares 
of no par value common stock of which there were outstanding 26,394 shares of preferred 
and 156,800 shares of common stock. (Id., Commission’s Exhibit No. 8.) Each share 
of preferred and common was entitled to one vote. (Id., Commission’s Exhibit No. 219.) 

21 Op. cit. supra, note 1, Commission’s Exhibit No. 8. The privilege accorded to stock- 
holders to subseribe for the new issue of stock was patently granted because of the 
existence of preemptive rights of the stockholders. 
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would not exercise their subscription rights, and that Mr. Groves 
would be permitted to purchase all the newly authorized stock? In 
fact, only 2,462 shares of the new issue of common stock were taken 
down by the Chain & General Equities, Inc., stockholders and Mr. 
Groves was therefore able to purchase 467,938 shares for a total price 
of $935,876. This stock gave Mr. Groves approximately 72% of 
the voting power of the company. 

The agreement further provided that upon payment by Mr. Groves 
for the new Chain & General Equities, Inc., stock, such directors as 
he should designate would resign and he would be permitted to have 
his nominees elected. The agreement also contained an assur- 
ance by Mr. Groves that Chain & General Equities, Inc., would con- 
tinue as a general management type of investment company.”° 

Phe common stock of Chain & General Equities, Inc., had no asset 
value and the 25,533 outstanding shares of $100 par value preferred 
stock were “under water” to the extent of $22.53 per share plus ac- 
crued unpaid dividends of slightly more than $4.58 per share, or a 
total of $692,249.20 as of September 30, 1931. Therefore $692,249.20 
of the $935,876 which Mr. Groves agreed to pay into the treasury of 
Chain & General Equities, Inc., would have to be allocated to the pre- 
ferred stock before the common stock would possess any asset value.?% 
The balance of $243,626.80 allocable to the 627,200 shares of common 
stock which would be outstanding after Mr. Groves met his commit- 
ment would give the common stock an asset value of approximately 
39¢ per share. ** Thus Mr. Groves, in purchasing 467 938 shares of 
Chain & General common stock at $2 per share, was paying $935,876 
for stock which possessed, after payment by him, an aggregate asset 
value of $182,495.82, or a premium over asset value of about 410%. 
Apparently Mr. Groves’ willingness to put almost $1,000,000 into the 
treasury of Chain & General Equities, Inc., was influenced by the 
desire to control the other $2,000,000 of the company’s assets. As 
will be indicated, Mr. Groves employed a portion of these assets to 
facilitate his acquisition of other investment companies. 

Even before Mr. Groves had advanced any money on this contract, 
the management permitted him to assume a dominant position on 
the board. On October 16, 1931, Mr. Groves was elected a director. 
On October 28, 1931, Paul H. Byers, Walter S. Mack, Jr., and Fred- 
erick Fisher, as nominees of Mr. Groves, were elected to the board, 
which then consisted of ten members.?? Although Mr. Groves de- 


” Bank and Quotation Record, November 6, 1931, p. 82. 

* Derived from supplementary information supplied the Commission by The Equity 
Corporation. 

“Op, cit. supra, note 1, Commission’s Exhibit No. 8. 

%Jd., Commission’s Exhibit No. 8. 

*Op, cit. supra, note 1, Commission’s Exhibit No. 9. See also note 46, infra. 

"Id., at 75-7, and Commission’s Exhibit No. 9. See also note 46. infra. 

4Derived from supplementary information supplied the Commission by The Equity 
Corporation. 

»Op. cit. supra, note 1, at 89. The other members were: Gerald F. Beal, George A. 
Morison, W. HE. Burnet, Paul D. Childs, J. Amory Jeffries, William B. Nichols, and Wallace 
Groves. (Derived from supplementary information supplied the Commission by The 
Equity Corporation.) 
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nied that his nominees represented his interest,*° the record indicates 
an association among them which might make them amenable to his 
wishes. 

Messrs. Byers, Fisher, Mack, Nichols, Childs, and Jeffries were 
members of the investment banking firm of William B. Nichols & 
Company, Ine.,** which was the successor firm to Child, Jeffries & 
Company, Inc., the sponsor of Chain & General Equities, Inc. In con- 
nection with his acquisition of control of Chain & General Equities, 
Inc., Mr. Groves agreed to compensate William B. Nichols & Company, 
Inc., for options held by it to purchase Chain & General Equities, Inc., 
stock and to pay the company for “services” rendered the investment 
company in negotiating its transfer to Mr. Groves.*? Mr. Groves also 
agreed that William B. Nichols & Company, Inc., would receive from 
Chain & General Equities, Inc., a two-year-management contract, 
which was subsequently executed on November 2, 1931.°° Paul D. 
Childs, a member of Childs, Jeffries & Company, Inc., the prede- 
cessor of William B. Nichols & Company, Inc., admitted the influence 
which arose from an interest in the management contract. He tes- 
tified : ** 


Q. I think our transcript indicates that at the meeting Childs, Jeffries, Nich- 
ols and Mack did not vote because they were interested parties. How were you 
interested? 

A. What meeting is this? 

Q. That is the meeting of September 28rd. It said, “The letter contract of 
Wallace Groves * * * approved, Battles dissenting; Childs, Jeffries, Nichols and 
Mack did not vote because they were interested parties.” Do you remember that 
meeting? 

A. Yes. 

Q. Was that because the agreement made provisions for a management contract 
with William B. Nichols and Company? How were you interested, in the sense 
you could not participate in the vote? 

A. Well, we were interested in the situation as to the management. Have you 
a copy of that contract there? 

Q. Yes. 


30 Op. cit. supra, note 1, at 89-90. It is significant that Frederick Fisher, one of Mr, 
Groves’ “independent” nominees to the board of Chain & General Equities, Inc., made an 
effort to restrain the Securities and Exchange Commission from conducting public examina- 
tions into investment trusts. The initial hearings were to be devoted, in part, to Mr, 
Groves’ relations with Chain & General Equities, Inc., Interstate Equities Corporation, 
and Yosemite Holding Corporation. 

On July 27, 1936, the complainant Fisher filed two suits, one in his individual capacity 
and one as a stockholder of The Equity Corporation, challenging the validity of subpenas 
issued by the Commission in its investigation into investment trusts conducted pursuant 
to Section 30 of the Public Utility Holding Company Act of 1935. In the former suit, 
Mr. Fisher sought to enjoin the individual Commissioners from compelling his appearance 
pursuant to subpenas, from issuing any further subpenas, and from taking any steps to 
cause him to be prosecuted for refusal to obey these subpenas. In the companion suit 
which named as defendants, in addition to the Commissioners, The Equity Corporation 
and its officers and directors, the complainant sought to restrain the Commission from 
taking any action to compel the giving of evidence by the latter persons, or the prosecution 
of such persons for failing to give evidence, and also sought to enjoin such persons from 
appearing and testifying at the inquiry. On August 11, 1936, the District Court for the 
District of Columbia denied the motions for preliminary injunctions on the ground of 
want of equity. (Third Annual Report of the Securities and Exchange Commission, 1936- 
1937, p. 52.) 

81 Op. cit. supra, note 1, at 89, 1801. 

82Td., Commission’s Exhibit No. 8. 

88 Derived from supplementary information supplied the Commission by The Equity 
Corporation. 

# Op. cit. supra, note 1, at 1801. 
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A. I think it outlines—that is the contract. It seems to me that would be 
plenty, wouldn't it, because we were interested in the management contract? Mr. 
Groves had agreed with us that if this plan went through he would extend that 
management contract and make it longer. 

Q. And you were associated with that, is that it? 

A. That is right. 

As will be seen, on November 4, 1931, Mr. Groves acquired undis: 
yuted control of the board of Chain & General Equities, Inc.*° On 
that date, his commitment to purchase from Chain & General Equities, 
Inc., 467,938 shares of the common stock of Chain & General Equities, 
Inc., for a total price of $935,876 matured.** This obligation, together 
with the commitments to purchase the stocks of the other investment 
companies, increased his obligations to $2,241,030.30." When ques- 
Honed as to whether his personal resources were sufficient to carry 
out any commitment he might undertake, Mr. Groves testified :°8 


A.* * * YT think I had substantial means, certainly enough to carry out 
any contract I would make. 

Q. To the extent of $1,000,000 

A, Yes, sir. I either had it or could procure it. 

Q. Or could get it? 

A, Yes, sir, or else I wouldn’t have made the commitment. 

Q. Did you have any bankers group organized or any purchase group organ- 
ized to share this commitment with you? 

A. No, sir. 

Q. You were carrying it out yourself? 

A, That was my idea, 

x * * * ok ** * 

Q. Would you say that on October 7, 1931, your net worth was sufficient to 
meet all these commitments when they matured ? 

A. I would say my net worth, and plus that, I could have borrowed money if 


J needed to. 

Actually, however, Mr. Groves fulfilled his obligation to purchase 
the Chain & General common stock with funds borrowed from 
Interstate Equities Corporation (control of which he had_ secured 
approximately three weeks before by use of the funds of Franklin 
Pian Corporation). Mr. Groves had become director of Interstate 
Equities Corporation and a member of its executive committee.*® On 
the morning of November 4, 1931, Mr. Groves entered into a contract 
with Interstate Equities Corporation pursuant to which Interstate 
Equities Corporation agreed to purchase from him 469,698 shares of 


3% Derived from supplementary information supplied the Commission by The Equity 
Corporation. Messrs. Beal, Burnet, Jeffries, Morison and Childs resigned as directors, 
and Messrs. Ewart, Robinson, Brophy, Warriner, Rogerson, and Taylor were elected as 
the new directors. 

3 Op cit. supra, note 1, Commission’s Exhibit No. 8. 

37Mr. Groves owed Franklin Plan Corporation $813,775.50. He had a commitment, 
already two days overdue, on November 4, 1931, to take up 282,500 shares of Yosemite 
Holding Corporation common stock for a balance of 277,500. (Id., at 238-9 and Commis- 
sion’s Exhibit No. 2. 28; see infra.) In addition, he still had to pay a balance of 
$145,000 to Hunter Marston for 100,000 shares of Interstate Equities Corporation common 
stock, (Id., at 250.) A contract to purchase Yosemite warrants from Baker, Simonds & 
Company added $50,878.80 to his commitments. (Id., at 242-5; see infra.) Finally, Mr. 
Groves had an obligation to Interstate Equities Corporation, incurred October 14, 19381, 
to pay $18,000 for 12,000 shares of the common stock of Interstate Equities Corporation 
within 90 days. (Derived from supplementary information supplied the Commission by 
The Equity Corporation. ) 

8% Op, cit. supra, note 1, at T1i-2, 242. 

%Jd., Commission’s Exhibit No. 94. 
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Chain & General common stock at $2 per share for a total of 
$939,896. This was the identical block of Chain & General stock 
which Mr. Groves was obligated to buy from Chain & General 
Hquities, Inc.*° Delivery to Interstate Equities Corporation was to 
be made at 15 Exchange Place, Jersey City, New Jersey, at 11 A. M. 
the exact time and place at which he was to pick up the block of 
Chain & General common stock from Chain & General Equities, Inc. 
Mr. Groves also agreed to repurchase from Interstate Equities Cor- 
poration the identical shares of Chain & General stock within ten days 
for $940,479.92.41 Although the entire transaction took the form of 
a purchase and repurchase agreement, in effect Interstate Equities 
Corporation was making a loan to Mr. Groves with the Chain & 
General stock as collateral.” 

Pursuant to'this contract Interstate Equities Corporation turned 
over to Mr. Groves, on the morning of November 4, 1931, a check 
drawn on The National City Bank of New York for $939,396.48 
Mr. Groves immediately paid over this money to Chain & General 
Equities, Inc., in fulfillment of his commitment to pick up the 467,938 
shares of Chain & General stock :*# 

Q. Isn’t it a factithat Interstate Equities had a check issued by The National 
City Bank payable to Chain & General for $936,000 and some odd dollars? 

A. If you say so. I don’t know who the check was payable to. I aSsume 
it was. 

Q. Now, this check that you got for $986,000, that was the check that you 
took over to Chain & General Equities and paid for the stock you had econ- 


tracted to purchase? Isn’t that so? 
A. I assume that it was, yes. 


1. BORROWING BY INTERSTATE EQUITIES CORPORA. 
TION TO MAKE LOAN TO WALLACE GROVES 


In this manner Interstate Equities Corporation in effect lent to 
Wallace Groves, a director and the controlling stockholder of the 
investment company, approximately $940,000 to enable him to meet 
his commitment to purchase the Chain & General stock. Interstate 
Equities Corporation, however, did not have the necessary cash to 
make this “loan.” Consequently, on November 4, 1931, Interstate 
Equities Corporation borrowed $1,000,000 from The National City 
Bank of New York, pledging as collateral securities in its portfolio 
with an aggregate market value of $1,412,125.* 

Thus, the National City Bank of New York acquired from 
Interstate Equities Corporation as collateral marketable securities 
with an aggregate market value of over $1,400,000. On _ the 
other hand, Interstate Equities Corporation received from Mr. 
Groves under the purchase and repurchase arrangement, in effect 

40Tq., Commission’s Exhibits Nos. 8 and 11. Interstate Equities Corporation agreed 
to purchase from Mr. Groves 1,760 shares more than he was obligated to buy from Chain 


& General Equities, Inc. The disparity was subsequently adjusted. 
41 Op. cit. supra, note 1, Commission’s Exhibit No. 11. 


427Td., at 118. 

43 7d., at 94-5, and Commission’s Exhibit No. 13. 
441d., at 94-5. 

45 7d., at 95, and Commission’s Exhibit No. 13. 
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as collateral, 467,938 shares of Chain & General Equities, Inc. com- 
ynon stock which on November 4, 1931, was worthless in terms of 
asset value.t® In terms of market value, too, the Chain & General 
common stock apparently had a mere speculative worth.” Had Mr. 
Groves defaulted on his repurchase obligation, Interstate Equities 
Corporation would have had, in heu of liquid securities, a claim 
against Wallace Groves for approximately $940,000 secured by a 
large block of Chain & General Equities, Inc. common stock without 
asset value.*$ 


BE. Sale by Wallace Groves of Interstate Equities Corporation 
Stock to Chain & General Equities, Inc. 


On November 4, 1931, the same day that Wallace Groves paid for 
the 467,938 shares of Chain & General stock with the funds “borrowed” 
from Interstate Equities Corporation, Mr. Groves’ nominees, Clifford 
B. Ewart, Wilfred S. Robinson, Ernest B. Warriner, Waverly Roger- 
son, William A. Brophy, and Samuel C. Taylor were elected to the 
board of directors of Chain & General Equities, Inc., in place of 
Messrs. Beal, Burnet, Jeffries, Morison and Childs.*® Almost all of 
the new directors had had previous business connections with Mr. 


48 That the Chain & General Hquities, Inc., common stock possessed no asset value is 
shown by the following (op. cit. supra, note 1, Commission’s Exhibits Nos. 9, 11, and 
17 and derived from supplementarl information supplied the Commission by The Equity 
Corporation) : 

(1) The Chain & General Equities, Inc., $100 preferred stock was “under water’ 
$22.58 per share plus approximately $4.58 per share for accrued unpaid dividends, a total 
impairment of $692,249.20. 

(2) The $935,876 which Chain & General received into its treasury for the sale of 
467,938 shares of Chain & General Equities, Inc., common stock to Mr. Groves, eliminated 
this impairment and left a balance of $245,626.80 applicable to all the then outstanding 
627.200 shares of Chain & General Equities, Inc., common stock, or 29¢ per share. 

(3) On November 4, 1931, after the receipt of $985,876 shown in (2), Chain & General 
Equities, Inc., paid $1,325,034 in cash in purchasing from Groves 642,517 shares of Inter- 
state Equities common. 

(4) The asset value of the Interstate Equities Corporation common stock, even as 
computed by the company on November 15, 1931, the nearest date available, was only 
43¢ per share, or a total of $276,282.31 for the 642,517 shares of Interstate Hquities 
common stock received by Chain & General Equities, Inc. 

(5) Thus the purchase of Interstate Equities Corporation common stock having an 
asset value of $276,282.31 for $1,325,034 in cash, decreased the net assets of Chain & 
General in the amount of $1,048,751.69, reducing the amount of net assets available for 
Chain & General Equities, Inc., common stock from $243,626.80 to a point where it had 
no asset value. In fact, on this basis the preferred stock was again “under water’ to 
the extent of $805,124.89, or $31.53 per share. 

“7The over-the-counter market prices for the month-ends of October and November 1931, 
respectively, were: 

Bid Asked 
OXOLHG) (SIP Se se Rees ete ee ee ee ee eee $1 $1% 
INOVEIMDEIY 20s ee a eee a 14%, 2 

The bid price declined steadily to % within 7 months (Bank and Quotation Record, 
November 6, 1931, p. 82; December 4, 1931, p. 82). 

4 Op. cit. supra, note 1, at 114-6. 

#Jd., at 96, and derived from supplementary information supplied the Commission by 
The Equity Corporation. 
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Groves.°° In addition, the board of nine members included three 
other nominees of Mr. Groves—Messrs. Byers, Mack and Fisher.* 

Immediately after Mr. Groves’ nominees had been installed ag 
directors of Chain & General Equities, Inc., Mr. Groves submitted an 
offer to sell to Chain & General Equities, Inc., his block of common 
stock of Interstate Equities Corporation. This block consisted of the 
542,517 shares of Interstate Equities Corporation common stock 
which he had already purchased from Bancamerica-Blair Corpora- 
tion and the 100,000 shares of Interstate Equities Corporation com- 
mon which he had undertaken to purchase from Hunter Marston 
but for which he had not yet fully paid. The price of this stock to 
Wallace Groves was $1.50 per share, or a total of $963,775.50.%2 The 
price at which Mr. Groves offered the stock to Chain & General 
Equities, Inc., was $1,825,034, or a price of approximately $2.06 per 
share.** After the offer was read, Mr. Groves withdrew from the 
meeting ** and the new directorate, composed entirely of his nominees, 
accepted the offer.®® 

The net effect of these transactions was that almost simultaneously 
with the payment by Wallace Groves of approximately $936,000 
(funds which he “borrowed” from Interstate Equities Corporation) to 
Chain & General Equities, Inc., for the block of Chain & General 
stock (the block which had been “hypothecated” by Mr. Groves, as 
collateral for the loan to him from Interstate Equities Corporation), 
Mr. Groves sold to Chain & General Equities, Inc., his block of Inter- 
state Equities stock for $1,325,034. As a consequence, Mr. Groves 
almost immediately received back from Chain & General Equities, 


50 Messrs. Groves and Ewart had both been directors of Growart Corporation, a com- 
pany controlled by Mr. Groves. (Cf. op. cit. supra, note 1, Commission’s Exhibit No. 34.) 
Messrs. Taylor and Brophy, as directors of Franklin Plan Corporation, had been instru- 
mental in causing Franklin Plan Corporation to Jend Mr. Groves the money with which 
he purchased control of Interstate Equities Corporation. (Id., Commission’s Exhibit No. 
34.) Mr. Warriner had negotiated Mr. Groves’ acquisition of Interstate Equities Corpo- 
ration from Bancamerica-Blair Corporation and had received from Mr. Groves a commis- 
sion of $15,000 for his services. (Id., at 1832-4.) Mr. Robinson was a personal friend 
of Mr. Warriner, and Mr. Rogerson was apparently a “dummy” director who resigned the 
same day he was elected, to permit the election of Mr. Groves as a director. {Public 
Examination, General Investment Corporation, at 15141—4, and derived from supplementary 
information supplied the Commission by The Equity Corporation.) 

51 Mr. Groves had been elected a director of Chain & General Equities, Inc., on October 
16, 1931, but had resigned on November 2, 1931. (Derived from supplementary informa- 
tion supplied the Commission by The Equity Corporation.) 

52 Op. cit. supra, note 1, at 98, and notes 7 and 8 supra. 

%3 Derived from supplementary information supplied the Commission by The Equity 
Corporation. 

5: Paul D. Childs, a sponsor of Chain & General Hquities, Inc., testified on the sig- 
nificance of the withdrawal of interested directors (op. cit. supra, note 1, at 1761-2) : 

. * * * Mr. Groves stepped out of the meeting every time there was a vote 
on one of his transactions, too, and what significance has this stepping out of the 
meeting? Isn’t that just a gesture? The thing is all agreed on before, and you 
just step out and it is voted on, and you step back, isn’t that so? : 

A. That is true, and of course if they disagree you don’t come to that point of the 
meeting. 

Q. Stepping out usually didn’t take place until you have convinced the Board of 
Directors that it is the thing for them to do; isn’t that so? I mean, you are not 
trying to impress anybody with the fact that you stepped out, that has no signifi- 
eance, isn’t that true? They ali step out, don’t they, when it comes to voting on 
transactions where they are trying to sell the trusts stock that belongs to themselves? 
That is the usual procedure? 

A. That is true. 


55 After the acceptance of the offer, Waverly Rogerson resigned as director and Mr. 
Groves was elected to the vacancy. (Derived from supplementary information supplied 
the Commission by The Equity Corporation.) 
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Inc., not only the approximately $936,000 in cash that he had paid 
that company, but approximately $400, 000 in cash in addition. The 
sale of the Interstate Equities stock to Chain & General Equities, on 
November 4, 1931, was effected at a substantial profit to Mr. Groves. 
That block had cost him $963,775.50 together with fees, commissions, 
and expenses aggregating $90,188.78 °° so that Mr. Groves made a net 
profit on the trans: action of go71, 069.72. 

The absence of arm’s-length dealing and opportunity for over- 
reaching in this transaction was pointed out by Paul H. Byers, one 
of Mr. “Groves’ “independent” nominees to the board of directors 
of Chain & General Equities, Inc. In a “private and confidential” 
memorandum to Mr. Groves concerning an earlier offer made by 
Mr. Groves on November 2, 1931, to sell this block of Interstate 
Equities Corporation commen stock to Chain & General Equities, i 
Inc." Mi. Byers attempted to persuade him to take a smaller profit 
than was contemplated. ‘The memorandum stated : °° 


Private and Confidential 


Memorandum to Mr. Groves: 

The time problem seems unimportant and surely can be solved. 

The price-profit problem seems more serious. You asked me my opinion 
Tuesday evening and I had none. Further consideration, partly during a spell 
of wakefulness last night, have raised certain points that seem worth pass- 
ing on. 

We may seem to you unduly sensitive to public, or rather informed financial } 
opinion. The reason is that those who disregard this opinion seem, in the end, | 
to be “unlucky.” This is net a matter of law, although there is a question 
there raised by Burleigh [Berle], I believe, of Columbia, but of what the right 
people consider sound practice in the year 1931. 

All the details will become known. The aspect of dealing with oneself will 
pe more obvious to outsiders than to those of us who have followed the affair. 
It will place a heavy responsibility on the independent directors who will have 
to decide, and of course involve disclosure of interest to them. They are 
anxious to work with us, but must think of themselves, too. 

Due to the decline in asset value since purchase, may they not be fearful : 
that outsiders will assume that you were stuck with a commitment, in a falling { 
market, and got out with a profit by marking the price up 50% and unloading | 
it on another company under your control. The profit being $406,500, less 
commissions, in the course of a few weeks, on an investment of $813,000. An 


upward movement which would have increased the asset value of the stock i 
would have put quite a different light on it. i 
The question is not one of the stock’s value in assets, nor for control, nor ; 


whe ine you are entitled to some profit, which you obviously are, nor whether 1 
the purchase at any reasonable price would be a good thing for Chain & Gen- 
eral, which it would. We agree about all that. 

The guestion is, as a practical matter, how and what price, nothing more. 
Cravath apie [sic] with us that the time element may be taken care of by a 
bank loan, which if you wish, we can endeavor to arrange. 

But the 500 mark-up, if it could be changed into a sum sufficient to cover 
your out-of-pocket, leaving profit till later, would be much easier to handle, 
xi Phe expenses consisted of (4) $48,188.78 commissions paid to the New York Stock Hx- 
change firm of Babeock, Rushton & Co.; (0) $15,090 interest on the ioan of approximately 


880,000 from Franklin Plan Corporation: (c) $2,000 in stamps; (d) $10,900 in legal 
fees to Robb, Clark & Bennitt; (e) $15,000 in commissions to Ernest B. Warriner for 
facilitating Mr. Groves, acquisition of Interstate Equities Corporation. (Derived from | 
stipplementary information supplied the Commission for The Hquity Corporation.) | 


Derived from supplementary information supplied the Commission by The Hquity 
Corporation. Mr, Groves had resigned from the board of Chain & General Equities, Inc., 
on November 2, 1931, in anticipation of that offer. (ibid.) 


») 


8 Op. cit. supra, note 1, Commission’s Exhibit No. 12. 
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less dangerous, easier for the director, lawyers, and ourselves. Would not 40 
cents a Share on the whole 642,000, or about a quarter of a million do this? 

People in these parts draw a line, sometimes a very fine one, between making 
money with your stockholders and making it owt of them. The trouble with 
the [names of certain investment and commercial bankers omitted] even, was 
that they didn’t recognize that line, and that as you know is what has been 
the matter with most trusts we study. It is what everyone will look for in q 
new man in the field. A suspicion of it, and acquisition would be impossible 
with certain firms. If we can be like Caesar’s wife from the beginning, it 
will be a damn good investment. Don’t you agree? 

PHB. 


Mr. Groves withdrew this original offer and on November 4, 1921, 
submitted another offer to the directors of Chain & General Equities, 


Inc., which, as has been pointed out, resulted in a net profit to Mr. 
Groves of over $270,000. 


1. PAYMENT OF PREMIUM BY CHAIN & GENERAL 
EQUITIES, INC., FOR INTERSTATE EQUITIES 
CORPORATION STOCK 


The price of $1,325,034, or approximately $2.06 per share, for the 
642,517 shares of ‘Tnterstate Equities common stock paid by Chain 
& General Equities, Inc., to Mr. Groves was substantially higher than 
even the book asset value of the Interstate Equities common stock.” 
Mr. Groves, although conceding that Chain & General Equities, Inc., 
while under his contr ol, had paid him $1,825,034 for stock possessing 
hittle, if any, asset value,” denied that the transaction was unfair" 


Q. The fact of the matter is that Bayer and Clauson stated in their report 
the net asset value of 1,238,000 shares of common stock, giving effect to the 
redemption price of $55 per share for preferred stock value after allowance for 
accrued dividends per share, was minus 11 cents; and the value without allow- 
ance for accrued dividends, was 1 cent? Isn’t that so? 

A. That appears so. 

Q. Now. on the basis of the valuation of the accountants of Chain & General 
Equities made in connection with this purchase that $1,325.000 that was paid 
to you personally by Chain & General Equities and approv ed by the Board of 
Directors composed of the majority of your nominees, was not only valueless 
but minus 11 cents a share? 

A. You are deliberately misleading everyone here when you state that. The 

value of the company as a liquidated company is one thing. The value of a 
stock that has assets of some nine million dollars may vary from a few cenis to 
a few dollars, but would not show its sale value or its fair value. 

Commissioner Hraty. Let us take it on the basis of Hquidating value first. 


By Mr. SCHENKER: 


Q. On the basis of liquidating value 
The Wrrness: I think he has given you the statement on the basis of liqui- 
dating value. 


2. CHANGE IN INVESTMENT POLICY OF CHAIN & 
GENERAL EQUITIES, INC. 


Chain & General Equities, Inc. had been avowedly organized as a 
means of providing investors with the opportunity of placing their 
funds in a diversified list of securities. The offering circulars em- 

59Td., Commission’s Exhibits Nos. 9 and 117; and see note 9, supra. 


6 Ibid. 
1d, at 140-41. 
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phasized that “the primary purpose of the Corporation is to provide 
investment safety based upon broad diversification of security hold- 
ings, chiefly in chain stores.” °? This policy of diversification was ad- 
hered to during the period in which the trust was under the control of 
its sponsor, Childs, Jeffries & Company, Inc. When the individuals 
constituting the management agreed on September 23, 1931, to trans- 
fer control of the company to Wallace Groves, they obtained the writ- 
ten assurance from him that he would continue to operate the com- 

any aS an investment company of the general management type. The 
contract stated :& 

I wish to assure you that it is my intention, in acquiring a controlling interest 
in the Common Stock of your Corporation, to cause the business of your Cor- 
poration to be continued as that of a general management investment trust, and 
not to divert or permit the diversion of the assets of your Corporation to other 
purposes, and so far as lies within my power and the power of my representa- 
tives of the Board of Directors, to maintain such policy as the policy of the Cor- 
poration, it being understood, however, that the Corporation may depart from 
this policy if and to the extent that a majority of the independent directors on 
the board (that is, directors not chosen by me) shall agree to such departures. 


However, Mr. Groves, immediately upon assuming control of Chain 
& General Equities, Inc. on November 4, 1931, caused that company 
to place $1,825,034, or about 45% of its total gross assets, in a single 
specialized investment purchased from Mr. Groves, the common stock 
of Interstate Equities Corporation, another investment company.® 
When examined on this phase of his management of Chain & General 
Equities, Inc., Mr. Groves denied that he had departed from his obli- 
gation to maintain Chain & General Equities, Inc. as a general man- 
agement trust :°° 

Q. * * * Now the fact of the matter is that on the very day, November 4, 
when you took control of Chain & General Equities, you scld Chain & General 
quities $1,325,000 of Interstate Equities stock which was substantially the con- 
ivol of the outstanding common stock of Interstate Equities Corporation?  Jsn’t 
that so? 

A. Yes. 


Q. And was that your concept of a general investment that conformed to your 


obligation under this contract? 
A. I fully conformed to my obligation. 


3, NONDISCLOSURE TO STOCKHOLDERS OF CHAIN & 
GENERAL EQUITIES, INC. 


The public shareholders of Chain & General Equities, Inc. were 


uever adequately informed of the dealings between the investment 
company and its controlling stockholder, Wallace Groves. Informa- 
tion as to the material facts of this relationship was either entirely 
omitted, or only partially disclosed. As has been indicated, Paul H. 
Byers, a director of Chain & General Equities, Inc. was aware of the 
dangers Involved in full publicity, for in his memorandum to Mr. 
Groves dealing with the sale by Mr. Groves of the Interstate Equities 
common stock to Chain & General Equities, Inc., Mr. Byers stated: ° 

"Td., Commission’s Exhibit No. 221. 

%3d., Commission’s Exhibit No. 8. 

%JTq., at 99-100, and Commission’s Exhibit Nos. 8, 9. 


Td, at 148. 
‘id., Commission’s Exhibit No. 12. 
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We may seem to you unduly sensitive to public, or yather informed financial 
opinion. The reason is that those who disregard this opinion seem, in the end, 
TO WO “online 

All the details will become known. The aspect of dealing with oneself will be 


more obvious to outsiders than to those of us who have followed the affair. 


The report to stockholders of Chain & General Equities, Inc. for the 
quarter ending September 30, 1931 emphasized that Wallace Groves 
was underwriting an issue of Chain & General stock and that the funds 
so raised would aid appreciably in reviving the weakened financial 
condition of the company.’ The letter of the president, dated Octo- 
ber 31, 1931, accompanying the report, stated in part :°° 

The new capital to be received will strengthen materially the financial posi- 
tion of your Company. The providing of a large amount of additional cash at 


this time of depressed values should place your Company in a good position to 
take advantage of opportunities now available to those with cash in hand. 


This statement was dated October 31, 1931, two days before Mr. Groves 
submitted his first offer to sell to Chain & General Equities, Inc. the 
common stock of Interstate Equities Corporation. Although Mr. 
Groves was apparently negotiating the sale of Interstate Equities 
stock to Chain & General Equities, Inc. at the time this letter was 
written, no hint of this proposed sale was given to the stockholders, 
The new capital in the form of additional cash, which was furnished 
by Mr. Groves, was immediately turned back to Mr. Groves in pay- 
ment for the block of Interstate Equities stock which he sold to Cham 
& General Equities, Inc. at a substantial profit. It was not until the 
end of the following quarter that even partial disclosure of this trans- 
action was made. 

The next report of Chain & General Equities, Inc., for the period 
ending December 31, 1931," revealed that Chain & General Equities, 
Inc. had used the new capital to purchase control of Interstate Equi- 
ties Corporation, but failed to diselose that the purchase had been 
made from Wallace Groves or that he had realized a net profit on the 
deal of over $270,000. Mr. Groves conceded that full disclosure had 
not been made to the stockholders: ™ 


Q. And there is a statement that this million dollars which you were supposed 
to contribute was contributed? Isn’t that so? 

A. Yes. 

Q. And then it goes on: This million dollars “made possible the purchase of 
a controlling interest in Interstate Equities Corporation, a management invest- 
ment trust owning a representative list of securities, including common stock, 
preferred stocks and bonds.” Was there any disclosure here that this con- 
trolling interest was purchased from you, Mr. Groves, at $1,325,000? 

A. Not in the words you have read there. 

Q. In any words? 

A. I don’t know. 

Q. Will you look at this annual report—— 

A. It doesn’t do me any good to look at it. I can’t add to the printed words. 

Q. Is there any disclosure in the annual report which refers to the million 
dollars which you contributed to Chain & General Equities which in the re- 
motest degree indicates that the $1,825,000 of Interstate Hquities stock was 
purchased from you? 

A. No, I see nothing there—not there, it doesn’t say anything. 


67 Td., Commission’s Exhibit No. 9. 

68 Ibid. 

© Derived from supplementary information supplied the Commission by The Haquity 
Corporation. 

7 Op. cit. supra, note 1, Commission’s Exhibit No. 19. 

17d., at 151-2. 
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F. Use of Funds Received by Wallace Groves from Sale of Inter- 
state Equities Corporation Stock to Chain & General Equities, 
Ine. to Acquire Yosemite Holding Corporation 


It has been shown that Mr. Groves purchased the controlling 
block of common stock of Interstate Equities Corporation from 
Bancamerica-Blair Corporation in the early part of October 1931, 
with the approximately $813,000 borrowed from Franklin Plan Cor- 
poration. Mr. Groves then “borrowed” approximately $940,000 
from Interstate Equities Corporation to pay for the controlling 
block of common stock of Chain & General Equities, Inc. Immedt- 

ately after this payment to Chain & General Equities, Inc., he sold 
to that investment company his block of Interstate Equities stock, 
which had cost him approximately $963,000 for approximately 
$1,325,000, with a net profit of $270,000 after deducting expenses. 

Wallace Groves then proceeded to consummate his acquisition of 
control of Yosemite Holding Corporation, the third company in his 
plan, with the proceeds of his sale of the controlling block of com- 
mon stock of Interstate Equities Corporation to Chain & General 
Equities, Inc. 

On October 7, 1931, Wallace Groves had agreed to purchase di- 
yectly from Yosemite Holding Corporation ” 282,500 shares of its 
authorized but unissued common stock at $1 per share for a total of 
6989,500."* The agreement required an immediate payment of $5,000 
and the payment of the balance on November 2, 1931,’* when the 
directors and officers of Yosemite Holding Corporation and at least 
a majority of the directors of its subsidiary investment company, 
Joint Investors, Inc., were to resign and the nominees of Mr. Groves 
were to be elected to the vacancies created.7> Although the amount 
of stock to be purchased by Mr. Groves directly from Yosemite Hold- 
ing Corporation constituted only 43% of Yosemite’s voting stock, it 
was sufficient to give him working control of the company.” ‘This 
was particularly so in view of the fact that Joint Investors, Inc., 
controlled by Yosemite Holding Corporation, in turn held 50,000 
shares of Yosemite common stock or over 7% of the voting power of 
this company.77 On the same day, October 7, 1931, Mr. Groves had 


eee 

72 Yosemite Holding Corporation, incorporated in Delaware on November 8, 1929, under 
the sponsorship of the Detroit firms of Baker, Simonds & Company, and Fidelity Trust 
Company, had suffered a severe shrinkage of assets. Its assets as at August 28, 1930, 
with security holdings computed at market or net asset values, aggregated $1,057,677.65, 
and had depreciated by September 80, 1931, to $313,960.00, a decline of 70%. (id., at 1367, 
and Commission’s Exhibits Nos. 28 and 31; and derived from supplementary information 
supplied the Commission by The Equity Corporation.) By September 30, 1931, $95,656.00 
had been returned to stockholders as the result of the repurchase of 2,502 shares of pre- 
ferred stock for which the company originally received $127,602.00 from the stockholders. 
(Dexived from supplementary information supplied the Commission by The Equity 
Corporation. ) 

7 Op. cit. supra, note 1, Commission’s Exhibit No. 28. 

4 Thid. 

% Tbid. 

7 Id., Commission’s Exhibits Nos. 28 and 185. 

Joint Investors, Inc., had been organized on January 11, 1926, by Grover O'Neill & 
(o., of New York. Yosemite Holding Corporation heid 20,000 shares of the Class A stock 
and 206,000 shares of the Class B stock of Joint Investors, Ine., representing 41% of the 
veting power of Joint Investors, Ine. (Id., at 738, and Commission’s Exhibits Nos. 28 
and 208; Moody’s Manual of Investments, Banks, ete., 1932, p. 2212.) 
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agreed to purchase from Baker, Simonds & Company, the co-sponsor 
of Yosemite Holding Corporation, 254,394 warrants to subscribe to 
Yosemite stock at 20¢ per warrant, for an aggregate of $50,878.80." 
Payment for these warrants, which were valueless, was not to be made 
until November 5, 1931.”° 

Mr. Groves, as in his purchases of the controlling blocks of stock 
of Interstate Equities Corporation and Chain & General Equities, 
Inc., paid a premium for the controlling block of common stock of 
Yosemite Holding Corporation. On September 30, 1931, one week 
before Mr. Groves contracted to acquire control of the Yosemite 
Holding Corporation, the company possessed net assets of $318,960.°° 
The 877,199 shares of Yosemite common stock then outstanding had 
a net asset value of 17¢ per share.*t In purchasing 282,500 shares 
from the company at $1 per share, Mr. Groves was adding $282,500 
to the Yosemite Holding Corporation’s assets. The 659,699 shares 
of Yosemite common stock that were outstanding after Mr. Groves 
inet his commitment possessed a net asset value of 53¢ per share. 
Thus the 282,500 shares which Mr. Groves acquired possessed an 
aggregate net asset value of $149,725 after the transaction was com- 
pleted. The cost of these shares to Mr. Groves was $282,500, or 
$182,775 over the net asset value of the stock after payment. The 
premium paid for control of Yosemite Holding Company thus 
amounted to 89%. Stated differently, Mr. Groves had agreed to con- 
tribute about $280,000 to acquire control over an additional $315,000 
of the net assets of Yosemite Holding Corporation.*? 

Control of Yosemite Holding Corporation was acquired directly 
from the company. Since preemptive rights were eliminated by a 
provision in the charter, it was unnecessary to make a prior offering 
to stockholders.“ The transfer of control to Mr. Groves was thus 
facilitated. Disclosure of the sale to Mr. Groves was not made to 
stockholders until after it had been consummated.*4 

On November 2, 1931, the date fixed for the payment of the balance 
of $277,500 for the Yosemite controlling block of stock, Mr. Groves, 
it will be recalled, had submitted to Chain & General Equities, Inc. 
his first proposal to sell to it the working control block of stock of 
Interstate Equities Corporation but had withdrawn the offer the 
same day, evidently after Mr. Byers in his memorandum criticized 

Op. cit. supra, note 1, at 242-5. The warrants entitled the holders thereof to pur- 
chase Yosemite Holding Corporation common stock at $7 per share until December 1, 


1934, and at $10 per share thereafter to December 1, 1989. (Id., Commission’s Bxhibit 
No. 28.) 

™ Since Yosemite common stock had an asset value at the time of 17¢ per share, the 
warrants were valueless. (Op. cit. supra, note 1, Commission’s Exhibits Nos. 28 and 185.) 
Apparently they were purchased to insure their cancelation. The sponsors acted as agents 
for all holders of warrants and were not selling for their own account. (ld., at 245.) 

Op. cit. supra, note 1, Commission’s Wxhibit No. 28. 

81 Thid. 

Mr. Groves paid a premium of $1,849,930 over the asset values of the stecks pur- 
chased from Interstate Equities Corporation, Chain & General Equities, Ine., and Yosemite 
Holding Corporation in order to acquire control over the assets of these investment 
companies aggregating $10,928,468. The amount of this premium does not include the 
sum paid for the valueless Yosemite Holding Corporation stock warrants or for com- 
missions, finders’ fees, legal fees, and other expenses, aggregating over $160,000. (See 
Appendix B, infra.) 

83 Op. cit. supra, note 1, Commission’s HWxhibit No. 185. 

®Td., Commission’s Hxhibit No. 30. 
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the price. Consequently, on November 2, 1931, Mr. Groves had not 
obtained funds to pay for the Yosemite Holding Corporation stock. 
He remained in default on his contract to pay for this stock until 
November 5, 1931, the day after he sold the controlling block of stock 
_ of Interstate Equities Corporation to Chain & General Equities, Inc. 
for $1,325,034. On that date he paid Yosemite Holding Corporation 
the $277,500 remaining due on the Yosemite Holding Corporation 
common stock and took delivery of the securities.» Thus Mr. Groves 
acquired control of 43% of the voting power of Yosemite Holding 

Corporation, which in turn had working control of Joint Investors, 
Inc., which in turn held an additional 7% of the voting power of 
Yosemite Holding Corporation. 

Wallace Groves immediately assumed control of the management 
of Yosemite Holding Corporation. On November 5, 1931, he caused 
the resignation of eight directors out of fourteen members of the 
board.*® 

Their places were taken by Wallace Groves and his nominees, 
Clifford B. Ewart, Wilfred S. Robinson, Ernest B. Warriner, Wil- 
liam A. Brophy, Samuel C. Taylor, Albert A. Sommerwerck, and 
Franklin W. Ryan.*’ Mr. Groves’ nominees also became the principal 
officers of the company. Messrs. Ewart, Ryan, Warriner, and Brophy 
were elected, respectively, president, vice president, secretary, and 
treasurer of the company. The new executive committee was com- 
posed of Messrs. Groves, Ewart, and Vance.* 


G. Fulfillment by Wallace Groves of Personal Obligations With 
Funds Received From Controlled Companies 


Tt will be recalled that on November 4, 1931, Mr. Groves had sold 
the control block of stock of Interstate Equities Corporation to 
Chain & General Equities, Inc. for $1,325,034.2° On that day, Mr. 
Groves’ obligations in connection with the purchase of the controlling 


%Td., at 257. 

8% The 8 representatives of the retiring management were Luther D. Thomas, Richard 
W. Thomas, Robert Gair, Jr., Henry EH. Riggs, F. W. ter Meulen, Jefferson Wheeler Baker, 
H. Bartow Farr, and John D. Wing. (Op. cit. supra, note 1, Commission’s Exhibit No. 31.) 
The remaining representatives of the retiring management were Messrs. Lee W. Maxwell, 
Ray Vance, Thomas S. Clayton, Ralpb W. Simonds, George E. Dyke. and Charles F. 
Kettering. (Id., Commission’s Exhibit No. 30.) 

S' Derived from supplementary information supplied the Commission by The Equity 
Corporation. All of these men, with the exception of Messrs. Sommerwerck and Ryan, 
nad been elected directors of Chain & General Equities, Inc., the day before. (Ibid.) 
In addition, Messrs. Ewart, Brophy, Taylor, and Sommerwerck were directors and/or 
officers of Mranklin Plan Corporation. (Op. cit. supra, note 1, Commission’s Exhibit No. 34.) 

Mr, Kettering, then vice president of General Motors Corporation, testified that he was 
not merely an inactive director, but that he had been elected without his knuwledge. (id., 
at 1460-2.) My. Dyke had received a commission from Mr. Groves for services in con- 
nection with his acquisition of Yosemite Holding Corporation. (1Id., at 254.) Messrs. 
Clayton and Simonds were representatives, respectively, of Fidelity Bank & Trust Com- 
pany, and Baker, Simonds & Company, the original co-sponsors of Yosemite Holding 
Corpora tion. (Id., Commission’s Hxhibit No. 30.) The record reveals no connection 
between Mr. Groves and Messrs. Vance and Maxwell. 

8 Derived from supplementary information supplied the Commission by The Hquity 
Corporation. 

% On Nevember 4, 1931 Chain & General Equities. Inc. made partial payment of $950,000 
to Mr. Groves; on November 5, 1931 Chain & General Hquities, Inc.. paid Mr. Groves 
$206,200, and on November 9, 1931 the balance of $168,834. (Derived from supplementary 
tien supplied the Commission by The Hauity Corporation.) 
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blocks of all the investment companies totaled approximately $2,- 
241,000. He was committed to repurchase from Interstate Equities 
Corporation 467.938 shares of the common stock of Chain & General 
Equities, Inc. for approximately $940,000 by November 14, 1931. Mr. 
Groves, it will be recalled, had utilized the $940,000 paid to him for 
the Chain & General stock by Interstate Equities Corporation in 
order to buy this controlling block of stock directly from Chain & 
General Equities, Inc.°° In ‘addition, Mr. Groves still owed approxi- 
mately $813,000 to Franklin Plan Corporation, which money was used 
by Mr. Groves to acquire contro] of Interstate Equities Corporation. 
He was also obligated to pay Hunter Marston $145,000 for 100,000 
shares of Interstate Equities common stock which was included in 
the block of Interstate Equities common stock sold by Mr. Groves to 
Chain & General Equities, Inc., ae to pay Baker, Simonds & Com- 
pany, one of the original sponsors of Yosemite Holding Corporation, 
approximately $50, 000 for Yevomnité Holding Corporation warrants, 
In addition, he was obligated to pay Interstate Equities Corporation 
$18,000 for 12,000 shares of Interstate Equities common stock which 
he had contracted to purchase on October 14, 1981. Finally, on 
November 4, 1931 he was already two days in default on his obliga- 
tion to pay Yosemite Holding Corporation $277,500, the balance due 
for the 282,500 shares of common stock of Yosemite Holding Corpora- 
tion. Mr. Groves utilized the $1,325,034 he had received on the sale of 
Interstate Equities common stock to Chain & General Equities, Ine. to 
meet the more immediate of these obligations. On November 5. 1931, 
Mr. Groves paid $50,878.80 to Baker, Simonds & Company for 254,894 
Yosemite Holding Corporation warrants °? and paid $277,500 repre- 
senting the balance due to Yosemite Holding Corporation for the 
a 500 shares of common stock of that company. On the same day he 

said $145,000 to Hunter Marston, the balance due for 100,000 shares of 
the common stock of Interstate Equities Corporation. He was also i bt) 
a position to pay his obligation to Franklin Plan Corporation amount- 
ing to $818,000. He still had the obligation, however, to repurchase 
the Chain & General Equities, Inc. stock from Interstate Equities Cor- 
poration for $940,000. The method by which he satisfied this obliga- 
tion will now be indicated. 


H. Use of Funds of Yosemite Holding Corporation te Repay 
“Loan” to Interstate Equities Corporation—Sale by Wallace 
Groves of Steck of Chain & General Equities, Inc. te Yosemite 
Holding Corporation 


Mr. Groves used the $1,325,034, the proceeds of the sale of the com- 
mon stock of Interstate Equities Corporation to Chain & General 
Equities, Inec.. to fulfill commitments other than the repurchase of 
the Chain & General stock from Interstate Equities Corporation.” 
It was essential for Mr. Groves to find another source of funds to 
onegs this repurchase. This source was Yosemite Holding Corpo- 

ation, the newly acquired investment company. 

0 Op cit. supra, note 1, Commission’s Exhibit No. 11. 

1d., at 249-50. 

"2 1d.. at 257. 

#9 Td., at 250, 
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Ou November 5, 1931, Mr. Groves had obtained voting control of 
Yosemite Holding Corporation and had installed his nominees in a 
majority of positions on the board of directors. Six days later, on 
November 11, 1931, the new board passed a resolution rescinding all 
prior resolutions prohibiting the officers and directors of Yosemite 
Holding Corporation from dealing with the company as principal 
or agent.°* Immediately after the passage of this resolution the 
board approved a contract between the company and Mr. Groves pur- 
suant to which the company assumed almost half of his obligation to 
Interstate Equities Corporation to repurchase the Chain & General 
common stock. 

This agreement, after reciting that Mr. Groves had the right to 
purchase 467,938 shares of the common stock of Chain & General 
Equities, Inc. from Interstate Equities Corporation, provided that he 
would cause to be sold to Yosemite Holding Corporation 231,158 
of such shares at $2.38 per share for a total of $550,000.%° Yosemite 
Holding Corporation was to make payment for and receive delivery 
of the stock two days later, November 13, 1931.°° Thus, one week after 
Mr. Groves had purchased the common stock of Chain & General 
Equities, Inc., allegedly for a “long term investment,” °* he sold ap- 
proximately one-half of his holdings of that stock to Yosemite Hold- 
ing Corporation, also controlled by him.°° 


1. LIQUIDATION OF PORTFOLIO BY YOSEMITE HOLD- 
ING CORPORATION TO RAISE MONEY TO PURCHASE 
STOCK OF CHAIN & GENERAL EQUITIES, INC. FROM 
WALLACE GROVES 


Yosemite Holding Corporation did not have cash sufficient to 
make this payment of $550,000. It possessed only $24,054.83 in cash 
as at September 30, 1931.%°° Consequently, on November 12, 1931, the 
day after Yosemite Holding Corporation agreed to purchase the 
stock of Chain & General Equities, Inc. from Wallace Groves, its 
controlling stockholder, the new board of directors sold the major 
portion of the company’s general portfolio, consisting mostly of 
marketable securities, to raise the necessary money.?% Securities 


*% Derived from supplementary information supplied the Commission by The Equity 
Corporation. The directors present at this meeting were Messrs. Ewart, Robinson, Brophy, 
Warriner, Ryan, Taylor, Sommerwerck, Maxwell, Vance, and Dyke. (Ibid.) All but 
Messrs. Maxwell, Vance, and Dyke were nominees of Mr. Groves. (Ibid.) 

% Derived from supplementary information supplied the Commission by The Equity 
Corporation. 

Op. cit. supra, note 1, Commission’s HWxhibit No. 32. An option on an additional 
125,000 shares of Chain & General Equities, Inc., common stock, exercisable at the same 
price until February 1, 1982, was granted to Yosemite Holding Corporation and/or Joint 
Investors, Ine., its controlled company. (Ibid.) The agreement also gave Mr. Groves 
the option of purchasing up to 100,000 additional shares of Yosemite Holding Corpora: 
tion common stock at $1.00 per share up to November 15, 1932. (Ivbid.) 

Op. cit. supra, note 1, Commission’s Exhibit No. 32. 

81Td., at 258-9. 

*® The manner in which Mr. Groves disposed of the balance of the stock of Chain & 
General HWquities, Inc. is discussed infra. 

00 Op, cit., supra, note 1, Commission’s Exhibit No. 28. 

mTd., at 791-6, 797. 
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which had cost Yosemite Holding Corporation and Union In- 
vestors, Inc., another Yosemite Holding Corporation subsidiary.” 
$508,750.59 were liquidated in one day for $321,138.10 at an aggregate 
loss of $187,612.49.1° After this liquidation and the purchase of Chain 
& General Equities, Inc. stock from Mr. Groves, the assets of Yosem- 
ite Holding Corporation consisted almost entirely of its holdings in 
Joimt Investors, Inc. and Chain & General Equities, Inc.°* When 
questioned on this phase of his dealings with Yosemite Holding Cor- 
poration, Mr. Groves testified : 7° 


Q. Now, isn’t it a fact that * * * “they” [the board of directors of 
Yosemite Holding Corporation] sold every single security that they had in 
the portfolio except the Joint Investors stock that they owned and the Chain 
& General stock that they owned in order for them to raise the cash to buy 
from you the Chain & General stock? 

A. They sold the greater portion of them. 

* *« * didn’t “they” clean out the portfolio to buy the Chain & General 
stock from you? 

A. I told you they sold a good deal of it, or most all of it. I don’t know 
about it. 

Q. So that on December 31, 1931, they only had Joint Investors stock and 
Chain & General stock, every share of which came from you, isn’t that so, 
Mr. Groves? 

A. Yes. 


This $321,188.10 raised by Yosemite Holding Corporation on No- 
vember 12, 1931, by the liquidation of its securities, together with 
the $282,500 derived by Yosemite Holding Corporation from the sale 
to Wallace Groves of its unissued common stock was used by Yosem- 
ite Holding Corporation to purchase the 231,158 shares of Chain & 
General stock from Mr. Groves. Yosemite Holding Corporation 
made payment on November 16, 1981, three days after the due date. 
The acquisition of this block of Chain & General stock gave Yosem- 
ite Holding Corporation approximately 35% of the total voting 
power of Chain & General Equities, Inc.” Subsequently, Mr. Groves 
caused Yosemite Holding Corporation to increase its holdings of 
Chain & General stock until by June 30, 1932 Yosemite possessed 
over 50% of the total voting power of Chain & General Equities, Inc., 

as will be indicated.*® 


1022 Tq., Commission’s Exhibit No. 28. Union Investors, Inc. was a wholly-owned sub- 

sidiary investment company of Yosemite Holding Corporation, which had merged with 
Yosemite Holding Corporation. (1d., at 799.) 
108 Tq,, at 798-800, and Commission’s Exhibit No. 106. Securities costing Yosemite 
Holding Corporation $269,011.85 were sold for $150,023.15, a loss of $118,988.70. Secu- 
rities costing Union Investors, Inc., $239,738.74 were sold for $171,114.95, a loss of 
$68,623.79. (Ibid.) 

104Td., at 797. As at December 31, 1931, Yosemite Holding Corporation assets, in 
addition to the stock of Chain & General Equities, Inc., and Joint Investors, Inc., consisted 
of only $41,624.99 in cash, $4,374.53 in accrued interest and accounts receivable, $3,375.57 
in furniture and fixtures, $510.10 in prepaid insurance premiums and securities costing 
$23,574.14 but having an ascertainable market value of $3,990. (Id., Commission’s Exhibit 
No. 30.) 

205 Td., at 796-7. 

166 Derived from supplementary information supplied the Commission by The Hquity 
Corporation. Mr. Groves’ commitment to repurchase the stock of Chain & General 
from Interstate Equities Corporation matured on November 14, 1931, but he did not make 
actual payment until November 16, 1931. (Ibid.) 

107 For the purpose of election of directors, however, provision was made for cumulative 
voting. (Op. cit. supra, note 1, Commission's Exhibit No. 219.) 

108 Derived from supplementary information supplied the Commission by The Equity 
Corporation. 
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In causing the sale of the stock of Chain & General Equities, Inc., 
to Yosemite Holding Corporation, Mr. Groves followed the same 
procedure he had employed in “unloading” # the stock of Interstate 
Equities Corporation on Chain & General Equities, Inc. the previous 
week. Mr. Groves claimed that his so-called long term investment 
of $282,500 in the Yosemite Holding Corporation stock on November 
5, 19381, enriched the investment company to the extent of the cash 
paid into its treasury.!? Eleven days later, however, on November 
16, 1931, Mr. Groves had sold to Yosemite Holding Corporation 
231,158 shares of Chain & General Equities, Inc. for $550,000. Yosem- 
ite Holding Corporation, therefore, not only paid out the cash it 
had just received, but also liquidated practically its entire portfolio 
to raise the balance of the money needed to buy the Chain & General 
stock from Mr. Groves. 


2. PAYMENT OF PREMIUM FOR CHAIN & GENERAL 
EQUITIES, INC. COMMON STOCK BY YOSEMITE HOLD- 
ING CORPORATION 


As has been previously shown, on November 4, 1931 Mr, Groves 
sold to Chain & General Equities, Inc., then under his control, 642,517 
shares of the common stock of Interstate Equities Corporation at a 
substantial premium over its asset value and at a net profit to him- 
self of $271,069.72. This sale was admitted by Paul H. Byers, one 
of Mr, Groves’ nominees to the board of directors of Chain & General 
Equities, Inc., to be an “unloading.” The sale of the 231,158 
shares of Chain & General Equities, Inc. stock to Yosemite Holding 
Corporation was of a similar nature. 

At the time of this sale Mr. Groves had voting control of Yosemite 
Holding Corporation and a majority of the directors were his nomi- 
nees. That the directors were aware of the self-dealing involved in 
the sale is indicated by their action in rescinding all resolutions pro- 
hibiting transactions between the company and a director as prin- 
cipals on November 11, 1931.11? 

In selling to the company for a total of $550,000 the 231,158 shares 
of the common stock of Chain & General Equities, Inc. for which 
he had paid only $2.00 per share, Mr. Groves made a gross profit of 
$87,684 “° and Yosemite Holding Corporation paid over a half 
million dollars for stock that had no asset value. 

In the opinion of Mr. Groves it was desirable that Yosemite Hold- 
ing Corporation purchase the common stock of Chain & General 
Equities, Inc., as a “leverage” security, in order to enable Yosemite 
Holding Corporation to recoup its past losses.1® However, as at 
"1 Op, cit, supra, note 1, Commission’s Exhibit No. 12. 


10Td., at 246. 
11 Jd,, Commission’s Exhibit No. 30. 


12 Derived from supplementary information supplied the Commission by The Equity 


Corporation. 

18 Op. eit. supra, note 1, at 267, and Commission’s Exhibits Nos. 8 and 11. 

m4 Id., Commission’s Exhibits Nos. 9 and 19. (See also note 46, supra.) Yosemite 
Holding Corporation stated the market value of the Chain & General common was 
$277,686.58, but Mr. Groves conceded that the over-the-counter market in which the 
common stock of Chain & General was traded was only a nominal one. (Id., at 291-2, 
and Commission’s Hxbibit No. 30.) 

Op, cit. supra, note 1, at 263-4. 
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December 31, 1931, the Chain & General common stock was without 
asset value and the preferred stock of Chain & General Equities, 
Inc. was $14.50 per share “under water” on the basis of par value 
and taking into account dividends in arrears.1"° Since there were then 
outstanding 25,513 shares of the preferred stock of Chain & General 
Equities, Inc., the assets of Chain & General Equities, Inc. wouid 
have had to increase by $370,019.12 before the asset value of the 
Chain & General preferred stock would reach its par figure plus 
unpaid dividends.™’ At this time, there were also outstanding 
627,200 shares of Chain & General Equities, Inc. common stock."s 
For these shares to reach an asset value of $2.38 per share, which 
was the cost to Yosemite Holding Corporation, the assets of Chain & 
General Equities, Inc. would have had to increase in value an addi- 
tional $1,492,736. In other words, a total increase of $1,862,755.12 
or an 80% increase in the value of the assets of Chain & General 
Equities, Inc. would have been necessary to cover the preferred stock 
and bring the common stock up to the price paid by Yosemite Hold- 
ing Corporation. No increase ever materialized. When Yosemite 
Holding Corporation was finally dissolved in January 19384, more 
than two years later, its héldings of the common stock of Chain & 
General Equities, Inc. were liquidated at a substantial loss.’ 


3. NONDISCLOSURE TO STOCKHOLDERS OF YOSEMITE 
HOLDING CORPORATION OF TRANSFER OF CONTROL 


The directors of Yosemite Holding Corporation failed to make 
adequate or timely disclosure to their stockholders of the more sig- 
nificant aspects of the management of the company. Thus, disclo- 
sure of the retirement of the original sponsors from the management 
of the company and the transfer of control to Wallace Groves was 
not made until December 31, 1931, seven weeks after the transfer 
had been effected. 

The letter of the president of Yosemite Holding Corporation 
accompanying the report to stockholders for the period ending De- 
cember 31, 1931 stated that Yosemite Holding Corporation had 
made a substantial investment in the common stock of Chain & Gen- 
eral Equities, Inc. but failed to reveal that the purchase had been 
made from Wallace Groves, the dominant figure in the new manage- 
ment of the company, and failed to reveal the amount of his profit. 
Likewise, the letter did not disclose that the bulk of the company’s 
marketable securities had been liquidated in order to raise money 
for the purchase of the block of Chain & General stock from Mr, 


@ Iq, Commission’s Exhibit No. 19. Figured on another basis the preferred stock 
was even further “under water,’ to the extent of $29.50. This figure represents the 
difference between the amount each preferred shareholder would have been entitled to 
on voluntary liquidation ($115) plus accrued dividends ($5.21) and the amount of assets 
available for the preferred stock ($90.71). (Id., Commission’s Exhibit No. 19 and supple. 
mentary information supplied the Commission by The Equity Corporation.) 

17 Op. cit. supra, note 1, Commission’s Exhibit No. 19. 

418 Thid. 

19 bid. 

120 See discussion infra, pp. 223-4. 

121 Op, cit. supra, note 1, Commission’s Exhibit No. 30. 
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Groves.172, Mr. Groves conceded that disclosure of his connection 
with the purchase had not been made: 1”? 

Q. Is there any indication here, Mr. Groves, in connection with the announce- 
ment that you have acquired 282,500 shares of its common stock at a dollar a 
share, that immediately upon the payment for that 282,500 shares you sold the 
corporation 236,178 shares of Chain & General Equities for half a million 
dollars? 

ok * as * aE * 

A. Let me read it. (After examining the paper.) Yes; in the balance sheet 
they show the cost of it. ; 

Q. But there is no disclosure that it was purchased from you? 

A. I don’t see any here, no. 


J. Use of Funds of Franklin Plan Corporation to Repay “Loan” 
to Interstate Equities Corporation 


Mr. Groves, in order to meet his commitment. to repurchase from 
Interstate Equities Corporation for approximately $940,000 the 467,- 
938 shares of Chain & General common stock, had thus arranged 
to sell 231,158 of such shares to his controlled company, Yosemite 
Holding Corporation, for $550,000. Yosemite Holding Corporation 
paid for the stock on November 16, 1931.24 Mr. Groves still needed 
approximately $470,000 to pick up the balance of the block of Chain 
& General stock from Interstate Equities Corporation. On the same 
day, November 16, 1931, Mr. Groves sold to Franklin Plan Corpo- 
‘ation these remaining 236,780 shares of Chain & General common 
stock at $2.40 per share, for a total of $568,272, although they had no 
asset value at this time. The agreement also provided that Wal- 
lace Groves would repurchase these shares of stock at cost within 
ninety days.’ As has been indicated, Franklin Plan Corporation 
was controlled by Wallace Groves and his brother, and had previ- 
ously lent Mr. Groves the $813,000 employed by him in purchasing 
control of Interstate Equities Corporation. 

This purchase marked a wide deviation by Franklin Plan Corpo- 
ration from its corporate purpose. Mr. Groves conceded that 
Franklin Plan Corporation, as a holding company for small loan 
companies, was not in the business of acquiring investment trusts : 126 

21d. at 290-1. 

14 See note 106, supra. 

25 Op. cit., supra, note 1, at 268, 271, 789, and Commission’s Exhibits Nos. 19 and 33. 
See also note 46, supra. This repurchase provision in some respects was similar to 
the provision in the contract for the sale of Chain & General stock by Mr. Groves to 
Interstate Hquities Corporation, which has been characterized as, in effect, a loan. 
(See discussion, supra, pp. 199-200.) 

25 Op. cit., supra, note 1, at 268-70. The board of directors of Franklin Plan Corpo- 
ration was dominated by men friendly to Mr. Groves’ interests. George Groves, William 
A, Brophy, Samuel C. Taylor, and Albert A. Sommerwerck, all nominees of Wallace 
Groves, constituted a majority of the board of Franklin Plan Corporation. (Id., Commis- 
sion’s Exhibit No. 34.) With the exception of George Groves, all of the men had 
already been designated by Wallace Groves as directors of Yosemite Holding Corporation 
and/or Chain & General Equities, Inc. (See notes 50, 51, and 87, supra.) Although 
Mr. Groves stated that the directors of Franklin Plan Corporation were desirous of 
participating in what seemed a “very fine deal,” the transaction was opposed by every 
director of Franklin Plan Corporation other than the nominees of Mr. Groves. (Op. cit. 
supra, note 1, Commission’s Hxhibit No. 34.) 
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Q. * * * What did you do with that 236,780 shares of the Chain & Gen- 
eral Equities stock, Mr. Groves? 

A. At some time thereafter I sold some part of it to Franklin Plan Corpo- 
ration at cost. 

Q. Franklin Plan Corporation—that was controlled by your brother; is that 
so? 

A. Yes. 

* * * % ES * BS 

Q. Now, the Franklin Plan Corporation didn’t have any previous policy of 
acquiring investment trusts, did it, Mr. Groves? 

A. To my knowledge, as I remember, as a director of the company, I don’t 
think they did. I don’t know. They had the theory, so they told me at the 
time, that the purchase being at cost, that practically all of the money going 
into the treasury of the company, and security prices being as low as they 
were, that it seemed I had made a very fine deal and they would like to get 
part of the stock. 


As was the case in the sale by Mr. Groves of the 231,158 shares of 
Chain & General stock on November 16, 1931, to Yosemite Holding 
Corporation whereby Groves made a gross profit of $87,684, the sale 
of the remainder of the block, 236,780 shares of Chain & General 
stock on the same day to Franklin Plan Corporation enabled Mr. 
Groves to realize a gross profit of $94,712.27 Mr. Groves, therefore, 
made a gross profit on his sale of the entire block of Chain & General 
Equities, Inc. of $182,396."°S . 

Thus Wallace Groves received a total of $1,118,272 from Yosemite 
Holding Corporation and Franklin Plan Corporation on November 
16, 1931-2 On the same day he paid approximately $940,000 of this 
money to Interstate Equities Corporation in fulfillment of his repur- 
chase obligation and took delivery from Interstate Equities Corpo- 
ration of the 467,938 shares of Chain & General common stock.’ 
He immediately turned over to Yosemite Holding Corporation and 
Franklin Plan Corporation their respective portions of this block of 
stock. 


J. Consummation of Acquisition 


After Mr. Groves repaid his “loan” to Interstate Equities Cor- 
poration on November 16, 1931, he was assured of direct or indirect 
control of three investment companies. His direct and indirect hold- 
ings of 342,500 shares of the common stock of Yosemite Holding Cor- 
poration constituted slightly over 50% of the voting power of that 
company.*! Yosemite Holding Corporation, together with Frank- 
lin Plan Corporation controlled by himself and his brother, George 
Groves, held 468,488 shares? of the common stock of Chain & 
General Equities, Inc., representing approximately 72% of the voting 


127 Op. cit., supra, note 1, Commission’s Exhibits Nos. 8, 11 and 33. 

128 Mr. Groves claimed that expenses reduced the amount of profit, but was unable to 
supply any details. (Id., at 281.) 

29 Op. cit. supra, note 1, Commission’s Exhibit No. 38, and derived from supplementary 
information supplied the Commission by The Equity Corporation. 

130 See note 106, supra. 

181 Op, cit. supra, note 1, Commission's Exhibits Nos. 30 and 185. Mr. Groves held 
directly 292,500 shares of Yosemite common stock, having purchased an additional 10,000 
shares for $10,000 from Yosemite Holding Corporation on November 6, 1981. Indirectly, 
through Joint Inyestors, Inc., he held another 50,000 shares. (Derived from supple- 
mentary information supplied the Commission by The Equity Corporation.) 

13This amount includes 500 shares acquired by Yosemite Holding Corporation from 
the portfolio of Union Investors, Ine, a subsidiary. 
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power of that company.’** Finally, Chain & General Equities, Inc., 
held 702,517 shares of Interstate Equities Corporation common stock, 
or approximately 50% of the company’s voting power.1%4 

Yosemite Holding Corporation, Chain & General Equities, Inc., 
and Interstate Equities Corporation, were now pyramided one upon 
the other with the top company controlled by Wallace Groves, with 
gross assets (unconsolidated) of approximately $14,000,000 as of 
December 31, 1931.1 Mr. Groves testified : 1% 


Q. Well, do you know what were the total assets of those three corporations? 

A. * * * eleven or twelve million dollars. - 

Q. Which you got control of in payment of $282,000? 

A. My total investment in Yosemite Holding Corporation was nearer to 
:400,000. 

: Q. Well, I will assume it was $400,000; but from the investment of $400,000, 
you had controlled, or you had the control, of assets of more than $10,000,000? 

A. That is correct, sir. 

Q. And you accomplished that purpose by selling the securities of the under 
company to the over company at the time you put your nominee on the board of 
directors? Isn’t that so? 

A. You have brought out the fact, sir. I can’t answer that yes or no. 


Although Mr. Groves’ gross investment in Yosemite Holding Cor- 


poration aggregated $400,000, the record indicates that the net cost 
to him of such investment was nominal.137 


kK. Attempted Use of Funds of Joint Investors, Inc. to Meet 
Obligation to Franklin Plan Corporation 


Mr. Groves’ program of expansion was now almost complete. How- 
ever, he still had the personal obligation to repurchase the 236,780 
shares of Chain & General stock for $568,272 from Franklin Plan 
Corporation within ninety days after he had sold this stock to Frank- 
lin Plan Corporation."** Mr. Groves failed to meet this commitment 
out of his personal resources but sought other investment companies 
to assume the burden of his obligation. He first attempted to unload 
this obligation on Joint Investors, Inc., one of his indirectly con- 
trolled companies. 

Yosemite Holding Corporation, after it had purchased 231,158 
shares of Chain & General stock (approximately one-half the block 


18 Op. cit. supra, note 1, Commission’s Exhibits Nos, 19, 30, 33, and 219. Voting for 
directors was cumulative. (Id., Commission’s Hxhibit No. 219.) Yosemite held 231,658 
shares, or 35.5%, and Franklin Plan Corporation held 236,780 shares, or 36.8% of the 
yoting power of Chain & General Equities, Ine. 

1! Op, cit. supra, note 1, Commission’s Wxhibits Nos. 2, 18, and 19. 

18 Td., Commission’s Hixhibits Nos, 18, 19, and 30, In making this calculation, securities 
in the general portfolios were taken at market or assigned values, rather than at cost. 
Yosemite’s holdings in Chain & General Iquities, Inc., and Chain & General’s investment 
in Interstate Equities Corporation were taken at asset values. (Ibid.) Thus, Yosemite © 
Holding Corporation had gross assets of $62,806.83; Chain & General’s gross assets 
aggregated $2,325,055.76 ; Interstate Equities’ gross assets totaled $11,630,776.21. (Ibid.) 
The figures on Interstate Equities Corporation were taken as of October 20, 1931, because 
no balance sheet for the year-end was available. 

18 Op, cit. supra, note 1, at 281-2. 

7 The computation showing the cost of these acquisitions to Mr. Groyes is given in 
detail in Appendix B, p. 781. 

88 Op. cit. supra, note 1, at 271, 789, and Commission’s Exhibit No. 33. 
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that Groves was required to repurchase from Interstate Equities Cor- 
poration) for $550,000, did not have the funds to repurchase the re- 
mainder of the block of Chain & General stock from Franklin Plan 
Corporation.® However, at the end of November 1931, Yosemite 
Holding Corporation had voting control of Joint Investors, Inc., an 
investment company possessing, as of December 31, 1931, net assets 
of $638,298.14 

In addition to possessing voting control of Joint Investors, Inc., 
Mr. Groves had installed his nominees on the board of directors of 
Joint Investors, Inc. On November 5, 1931, the day on which Mr. 
Groves had assumed control of Yosemite Holding Corporation, Mr. 
Groves and his nominees, Messrs. Clifford B. Ewart, Ernest B. War- 
riner, Wilfred S. Robinson, William A. Brophy, Samuel C. Taylor 
and Albert A. Sommerwerck were elected to seven of the eleven posi- 
tions on the board of directors of Joint Investors, Inc.™ 

Wallace Groves proposed to Grover O’Neill, original sponsor of 
Joint Investors, Inc., who was still a director of the company, that 
Joint Investors, Inc. purchase from him, Mr. Groves, 100,000 shares 
of Chain & General common stock at $2.30 per share for a total of 
$930,000.14 These shares were part of the 236,780 shares which 
Mr. Groves had agreed to repurchase from Franklin Plan Corpora- 
tion. As an alternative Mr. Groves proposed that Joint Investors, 
Ine. lend Yosemite Holding Corporation the $230,000 with which to 
make the purchase and take an option on the stock exercisable at the 


1399 Yosemite Holding Corporation bad liquidated almost its entire portfolio on November 
12, 1931, in order to raise money to purebase 231,158 shares of the common stock of 
Chain & General Equities, Inc. from Mr. Groves. As of December 31, 1931, it possessed 
net assets of only $52,907.38, evaluating its general portfolio at market and its invest. 
ments in subsidiaries’ stock at liquidating value. (Td., Commission’s Exhibits Nos. 19 
and 30.) 

140 In computing the net assets of Joint Investors, Inc., portfolio securities were taken 
at market value. (Keane’s Manual of Investment Trusts, 1982, p. 1378.) Joint Investors, 
Ine., had been organized by Grover O’Neill, partner in Grover O’Neill & Company, on 
January 11, 1926. At the time Mr. Groves acquired control of Yosemite Holding Cor 
poration, Yosemite held 20,000 shares of each of the Class A und Class B stocks of Joint 
Investors, Inc., representing working eontrol of that company. On November 13, 1931, 
Yosemite Holding Corporation had acquired an additional 10,000 shares of the Class B 
stock, thus obtaining voting control of Joint Investors, Ine. (Op. cit. supra, note 1, at 
738, 743-5, 1577, and Commission’s Exhibits Nos. 28, 30; and derived from supplementary 
information supplied the Commission by The Equity Corporation.) 

11 Op. cit. supra, note 1, at 478, and supplementary information supplied the Commis- 
sion by The Equity Corporation. On the same day these men had been elected to a 
majority of the positions on the board of Yosemite Holding Corporation. (Ibid.) The 
installation of Mr. Groves’ nominees on the boards of Yosemite Holding Corporation and 
Joint Investors, Inc. was affected in accordance with the agreement of October 7, 1931, 
between Mr. Groves and Yosemite Holding Corporation which provided for the sale of 
Yosemite Holding Corporation to Mr. Groves. 

1422. Qn November 11, 1931, when Yosemite Holding Corporation agreed to purchase from 
Mr. Groves 231,158 shares of Ckain & General Equities, Inc., common stock at $2.38 per 
share (op. cit. supra, note 1, Commission's Exhibit No. 32) the agreement also accorded 
an option to Yosemite Holding Corporation and/or Joint Investors, Inc., to purchase up 
to 125,000 additional shares of Chain & General common stock at the same price. This 
option was exercisable up to February 1, 1982. (Ibid.) On November 12, 1931, the day 
after the execution of the contract with Mr. Groves, the directors of Yosemite Holding 
Corporation decided to release Yosemite Holding Corporation’s interest in the option to 
the extent that Joint Investors, Inc. would exercise it. (Derived from supplementary 
information supplied the Commission by The Equity Corporation.) 
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same price for three years.4* Although Mr. O’Neill pointed out 
that such a transaction would constitute a violation of the by-laws of 
Joint Investors, Inc., Mr. Groves insisted that the deal was per- 
fectly proper. Mr. O’Neill testified in this connection as follows: 14 


A. * * * J have pointed out to Mr. Groves, article 4, section 6 of our 
bylaws as follows: 

“Phe corporation may contract for any lawful purpose with one or more of 
jts directors or with any corporation having with it a common director or 
direetors, if the contract is entered into in good faith and is approved or 
yatified by a majority vote at any meeting of its Board of Directors, providing 
the director or common director or directors shall not vote on the question and 
shall not be counted in ascertaining whether or not a quorum is present for 
the purpose of the meeting. However, no director, officer, or employee of this 
company may deal as principal with this corporation in the purchase or sale 
of securities for the account of the corporation; nor may any such director, 
officer, or employee, either directly or indirectly, loan to this corporation or 
porrow from this corporation money or securities. Nothing hereinabove con- 
jained shall be deemed to incude or refer to shares of stock of this corporation 
or any securities it may issue from time to time.” 

Nevertheless, Mr. Groves felt and was advised by his attorney that it was 
entirely proper for Joint Investors to make such a loan provided the common 
directors did not vote thereon. 


In order to have Joint Investors, Inc. make the purchase, Mr. 
Groves requested that a special meeting of the directors of Joint 
Investors, Inc. be called for the morning of February 1, 1932.14° He 
expected Mr. O’Neill to obtain the consent of the other directors of 
Joint Investors, Inc.* However, on January 30, 1932, Mr. O’Neill 


informed Mr. Groves that he would not consent to the transaction 
because it was neither a sound investment *47 nor a “proper” one.'** 

According to Mr. O'Neill, Mr. Groves, however, attempted to coerce 
him, Mr, O’Neill, into approval of the deal by thinly veiled threats 
that the management contract which Mr. O’Neill held with Joint 
Investors, Inc. would be abrogated.“* despite the fact that only a 
few weeks before Mr. Groves had proposed giving Mr. O’Neill a con- 
tract to manage Yosemite Holding Corporation as well as Joint In- 
yestors, Inc.*°° Mr. O’Neill testified that he informed Mr. Warriner, 
one of Mr. Groves’ nominees, that he would regard such tactics as 
“crooked” : 1°4 


———— 


18 Op, cit. supra, note 1, at 758-9. At a special meeting of the directors of Yosemite 
Holding Corporation held January 28, 1932, its officers were authorized, in view of the 
fact that Yosemite Holding Corporation lacked funds to exercise its option to purchase 
Chain & General stock, to negotiate with Joint Investors, Inc. for a loan to Yosemite 
Holding Corporation of the necessary money. (Derived from supplementary information 
supplied the Commission by The Equity Corporation.) 

14 Op. cit. supra, note 1, at 758-9. 

wWTd., at 765. 

4Td., at 765-6. 

“The price of $2.30 per share for Chain & General common stock represented an 
inordinately large premium over the net asset value of the stock. As of December 31, 
1931, the net assets of Chain & General Hquities, Inc., aggregated $1,260,385.59 with its 
holdings of Interstate Equities Corporation common stock considered to be without value. 
(Id, Commission's Exhibit No. 19.) In order for the common stock of Chain & General 
Bquities, Inc., to reach an asset value of $2.30 per share—the proposed cost to Joint 
Investors, Inc.—the value of the assets of Chain & General Equities, Ine., would have 
had to increase by $2,733,474, or an increase of about 215% over the existing value of 
its net assets. (Id., at 760 and Commission’s Exhibit No. 19.) 

“8 Op. cit. supra, note 1, at 766. 

wWI1d., at 767-9. 

wid, at 754, 765. 

wd, at 767-8, 
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A. I received another call in which Mr. Warriner said that he would like to 
have me call a special meeting of the Board for Monday evening, for the purpose 
of examining into the management contract, that they had been looking into 
other services. 

Q. That is, * * * [after] you said that you weren't going to buy or 
approve the purchase * * * of [the Chain &] General stock from Mr. Wal. 
lace Groves, * * * he then said, “Well, we are going to call a meeting to 
see if there isn’t something wrong in connection with your management con. 
tract,” isn’t that so, substantially? 

A. I think that that is an inference. 

* % % * 1" * * 

I developed the fact in talking with Mr. Warriner that he had just given me 
every reason to believe that they had confidence in my management and he 
admitted as much, and then I asked him why he brought up the question of 
management in that effect, that I thought that I understood what he was trying 
to do, and I said that I take it that you are endeavoring to force me to agree with 
you in the Chain & General Equities matter, and that I would regard such g 
transaction as crooked. 

I said that my name and the names of my friends are connected with Mr, 
Groves in this and other companies, and I will not permit any action to be 
taken that will bring them into disrepute. 


On February 25, 1932, Mr. O’Neill formed a protective committee 
of the preferred stockholders of Joint Investors, Inc. to oppose Mr, 
Groves.152, When examined on Mr. O’Neill’s resistance to the sale of 
Chain & General stock to Joint Investors, Inc., Mr. Groves 
testified : 1°* 


Q. And isn’t it a fact the reason you couldn’t sell the balance of that total 
commitment to Joint Investors was because Mr. Grover O’Neill resisted your 
attempt to unload that stock on that trust? 

A. That is rather difficult to anSwer in the affirmative there, because we had— 
Yosemite had—several opportunities to sell their interest in cash. 

Q. No, answer me, please; did you try to sell the balance of that stock to 
Joint Investors? 

A. It was discussed. : 

Q. Did Mr. Grover O’Neill oppose it? 

A. He didn’t want to do it. 


Shortly afterwards, relations between Yosemite Holding Corpora. 
tion and Joint Investors, Inc., were severed. On March 18, 1932 the 
protective committee purchased from Yosemite Holding Corpora. 
tion the latter’s holding of 20,000 shares of the Class A and 30,000 
shares of the Class B stock of Joint Investors, Inc., for $120,000.00. 


L. Use of Funds of Yosemite Holding Corporation to Meet 
Wallace Groves’ Obligation to Franklin Plan Corporation 


Wallace Groves had failed in his attempt to have Joint Investors, 
Inc., assume the burden of his repurchase commitment to Franklin 
Plan Corporation because of the opposition of Grover O'Neill. He 
was successful in his dealings with Yosemite Holding Corporation, 
where he met no opposition. On March 18, 1932, Yosemite Holding 
Corporation had realized $120,000 from the sale of its holdings in 


12Tq@., Commission’s Exhibit No. 212, and supplementary information supplied the 
Commission by The Equity Corporation. 

153 Op. cit. supra, note 1, at 262. 

141d, at 775, 778. Yosemite Holding Corporation used $15,000 of this sum to 
repurchase from Joint Investors, Inc. 83,200 shares of Chain & General common stock and 
50,000 shares of Yosemite Holding Corporation common stock. (Id., at 779 and derived 
from supplementary information supplied the Commission by The Equity Corporation.) 
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Joint Investors, Inc. Six days later, on March 24, 1932, Yosemite 
Holding Corporation used $99,486.40 of that sum in exercising its 
option to purchase from Mr. Groves 41,780 shares of the common stock 
of Chain & General Equities, Inc., at $2.38 per share. Simultaneously 
Mr. Groves repurchased the same number of shares from Franklin 
Plan Corporation at $2.40 per share.’” 


M. Acquisition of Granger Trading Corporation and Use of Its 
Funds to Meet Obligation to Franklin Plan Corporation 


Mr. Groves, therefore, had had only partial success in causing his 
controlled investment companies to meet his repurchase commitment 
with Franklin Plan Corporation. After March 24, 1932, he was still 
obligated to reacquire 195,000 shares of Chain & General common 
stock from Franklin Plan Corporation. Since Yosemite Holding 
Corporation had no substantial assets and the attempted sale of 
Chain & General stock to Joint Investors, Inc. had been prevented 
by a protective committee, Mr. Groves sought a new source of funds. 

“In the early part of 1932 Mr. Groves, on behalf of Yosemite Hold- 
ing Corporation, began negotiations with Jeffrey Granger, president. 
of Granger Trading Corporation,’** still another investment company, 
with the ostensible purpose of making Granger Trading Corporation 
the “nucleus” or “basis” of a larger trust. Mr. Granger testified :*°" 

* * * J understood Mr. Groves was going to use my trust as the basis 
of a much larger trust. In other words, I understood that there was going to 


be a lot more money put in the trust, and I felt that was to the benefit of my 
stockholders and I felt ultimately they would. get out of that situation with a 


profit. 

At the time of Mr. Groves’ negotiations with Jeffrey Granger, 
Granger Trading Corporation had outstanding 16,294 shares of its 
capital stock.°* Of these, 3,800 shares were held by members of the 
Granger family and employees of Sulzbacher, Granger and Com- 
pany, members of the New York Stock Exchange.’ The asset value 
of the Granger Trading Corporation stock was $12.22 per share,**° so 
that the total assets of the company aggregated $199,112.68. Of 
prime importance, however, was the fact that these assets were all cash, 
except for $15,000 in bonds.**! The shares of Granger Trading Cor- 


185 Op. cit. supra, note 1, at 805-6 and Commission’s Exhibit No. 33, and supplementary 
information supplied the Commission by The Equity Corporation. Yosemite’s option to 
purchase up to 125,000 shares of Chain & General common stock from Groves had expired 
on February 1, 1932, but had been extended by Mr. Groves. (Op. cit. supra, note 1, at 
793.) Similarly, Mr. Groves had been granted an extension on his repurchase obligation 
to Franklin Plan Corporation. 

16 Td., at 2254-5. Granger Trading Corporation had been organized as a management 
investment company on January 8, 1929, in Delaware under the sponsorship of the New 
York Stock Exchange firm of Sulzbacher, Granger and Company. (Id., at 2225-6.) From 
the outset and until control of the company was transferred to Yosemite Holding Cor- 
poration in 1932, the board of directors was composed exclusively of partners and em- 
ployees of Sulzbacher, Granger and Company. (Id., at 2229.) 

17 Td., at 22638. 

1588 Op, cit. supra, note 1, at 841. 

19 Td, at 2257-8, 2281. 

160 Td., at 2258. 

161 According to an audit of Granger Trading Corporation as of April 14, 1932, Granger 
Trading Corporation “had a net value of $198,000, all in cash with the exception of 
$15,000 worth of bonds”. (Id., at 815, 2258 and Commission’s Exhibit No. 108.) 
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poration had originally been sold at $32.50 per share to the public, 
which included brokerage clients of Sulzbacher, Granger and 
Company.?® 

On April 21, 1932, Yosemite Holding Corporation purchased from 
David Granger, Jeffrey Granger, and their associates, their personal 
holdings of 3,800 shares of Granger Trading Corporation stock, at 
$12.22 per share for a total of $46,4362% On April 20, 1939, 
Yosemite Holding Corporation purchased from the treasury of 
Granger Trading Corporation 7,500 shares of that company’s capital 
stock at its pershare asset value of $12.22, making a total of 
$91,650.1°* The issuance of this stock increased the total amount of 
the stock outstanding to 23,794 shares and raised the company’s assets 
to $290,762.68.1° These transactions gave Yosemite Holding Corpo- 
ration 11,300 shares of Granger Trading Corporation stock, or ap. 
proximately 47% of the total outstanding, sufficient to insure 
Yosemite Holding Corporation working control of that company, 

Yosemite Holding Corporation, as has been shown, lacked the re- 
sources to finance the acquisition of Granger Trading Corporation, 
On March 24, 1932, it had exhausted its cash funds in purchasing 
41,780 shares of Chain & General stock from Mr. Groves. Therefore, 
Yosemite Holding Corporation borrowed $138,000 from its subsid. 
lary, Chain & General Equities, Inc. in order to purchase the 11,300 
shares of Granger Trading Corporation stock.1% 

The Granger family had in this manner permitted Wallace Groves 
to obtain at least working control of Granger Trading Corporation 
by selling to Yosemite Holding Corporation their personal holdings 
of Granger Trading Corporation stock, and arranging for the sale 
to Yosemite Holding Corporation of 7,500 shares of the Granger 
Trading Corporation’s treasury stock.16% This transfer of control 
was apparently motivated by the fact that the Granger interests re- 
ceived compensation from Yosemite Holding Corporation in addition 
to that received for their stock. Yosemite Holding Corporation paid 
Sulzbacher, Granger and Company $19,500 for its management con- 

12 Op. cit. supra, note 1, at 2229, 2262. 

168 Id., at 2258. 

14 Td., at 2267. 

16 The implications of the issuance of the treasury stock to Yosemite are significant, 
As has been indicated, prior to the issuance of this stock, there were 16,294 shares of 
Granger Trading Corporation outstanding. Yosemite acquired 3,800 shares, or approxi- 
mately 25% of the total, from the Granger group. The purchase of an additional 3,800 
shares in the market or otherwise would have been necessary to give Yosemite Holding 
Corporation approximately 47% ownership, the percentage it actually acquired by pur- 
chase of the treasury shares. If these 3,800 shares had been purchased in the open 
market at their asset value, $12.22 per share, the cost to Yosemite would have been 
approximately $46,000, but the money would have been paid to individual stockholders 
and not to the Granger Trading Corporation. Yosemite, however, was purchasing control 
with a view to ultimate absorption of the assets of Granger Trading Corporation. It 
was important, therefore, from Mr. Groves’ point of view that any sums paid for Granger 
Trading Corporation stock be paid to that corporation. The funds paid Granger Trading 
Corporation for its treasury stock became assets of that company and in one form or 
another would be returned to Yosemite upon absorption of the assets of Granger Trading 
Corporation. This absorption, in fact, took place as will be indicated hereafter. (See 
also Report of the Commission on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees, Pt. VII, p. 224.) 

16 Op. cit. supra, note 1, at 813-4, and Commission’s Exhibit No. 108. Repayment 
was to be made within 40 days, i. e., by May 30, 1932, with 6% interest. (Ibid.) 

167 Op. cit. supra, note 1, at 2267, 2269. 
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tract with the investment company, a contract from which the spon- 
sor had never made a profit. Jeffrey Granger testified with respect 
to this purchase as follows: 16 

Q. In addition to that purchase from you for cash for $46,436, you received 
$19,500 for the cancellation of your management contract; isn’t that so? 

A. That is right. 

Q. Who paid that at that time? 

4. Mr. Groves paid that. 

Q. Mr. Groves paid it? 

JX Yes. 

Q. The fact of the matter was you testified today that the management con- 
tract had never given you a nickel throughout its entire period; isn’t that so? 

A, I don’t think—well, I testified from the management contract itself we 


had not realized any profit. 
Q. And here you were getting $19,500 from Mr. Groves for cancellation of that 


agreement ? 
A. I don’t think we cancelled, the agreement. I think we sold it to him. 
ok * Bs * * aE 


Q. In any event, you got $19,500 for the sale of your management contract? 

A. That is right. 

Moreover, Sulzbacher, Granger and Company received an addi- 
tional $6,000 for the cancellation of a lease between the firm and 
Granger Trading Corporation, thus making a total consideration 
of $71,936 received by the Granger interests, their associates, and 
Sulzbacher, Granger and Company. 

On April 21, 1932, when Yosemite Holding Corporation acquired 
47% of the voting power of Granger Trading Corporation, Yosemite 
Holding Corporation assumed direct control of the management of 
Granger Trading Corporation. Five of the six directors of Granger 
Trading Corporation resigned, only Jeffrey Granger retaining his 
directorship.“° Wallace Groves and two of his associates, Ernest B. 
Warriner and William A. Brophy, filled three of the vacancies.'™! 
These men were at the same time directors of Yosemite Holding Cor- 
poration.” In addition, Jeffrey Granger and Myron Granger re- 
signed as president and vice president of the company, and Messrs. 
Groves and Warriner, respectively, took their places.'"* Subsequently, 
during May, June, and July 1932, Yosemite Holding Corporation 
increased its holdings of Granger Trading Corporation stock to ap- 
proximately 51% of the total outstanding.“ 

With voting and management control now assured, Mr. Groves 
was in a position to transfer the cash in the treasury of Granger 
Trading Corporation to Yosemite Holding Corporation. On May 2, 
1932, two weeks later, a “Plan and Agreement of Reorganization” 
was entered into between Granger Trading Corporation and Yosemite 
“287d, at 2259-61, 

8 Td, at 2261, 

m0Td., at 2265-6. Messrs. Unger, D. Granger, M. I. Granger, Ulmann and Lewyn 
resigned. (Derived from supplementary information supplied the Commission by The 
Equity Corporation. ) 

m Op. cit. supra, note 1, at 2265. The remaining vacancies were filled by Herbert C. 
Sargent and W. H. A. Austin. (Id., at 2265.) 

™ Derived from supplementary information supplied the Commission by The Wquity 
Corporation. 

m Op, cit. supra, note 1, at 2266, and supplementary information supplied the Com- 
mission by The Hquity Corporation. 

4 Op. cit. supra, note 1, at 2270. 
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Holding Corporation..% By the terms of the “Plan,” Granger Trad- 
ing Corporation agreed to sell to Yosemite Holding Corporation all 
its assets, almost entirely in cash, then aggregating approximately 
$290,000,17° in return for 2,70184 shares of the preferred stock and 
10,807 shares of the common stock of Yosemite Holding Corpora- 
tion. The “Plan,” contemplating the subsequent dissolution of 
Granger Trading Corporation, provided that Yosemite Holding Cor- 
poration would waive its rights as a stockholder of Granger Trading 
Corporation, to the extent of 11,300 shares, to any distribution 
of Yosemite Holding Corporation stock by Granger Trading 
Corporation.1™” 

The next day, May 3, 1932, the offer to purchase Granger Trading 
Corporation’s assets was presented to its directors.“° The board, 
dominated by Mr. Groves’ nominees, accepted the offer and recom- 
mended that it be presented to the stockholders for acceptance.” 
Messrs. Groves and Warriner, two of the six directors of Granger 
Trading Corporation, were at the same time directors of Yosemite 
Holding Corporation.1%° At least two other directors of Yosemite 
Holding Corporation, Messrs. Sargent and Austin, were nominees of 
Mr. Groves. Thus, a majority of the new board of directors of 
Granger Trading Corporation were elected after Yosemite Holding 
Corporation had acquired almost a majority of Granger Trading 
Corporation’s stock and, in fact, dominated the management at the 
time of the sale of Granger Trading Corporation’s assets to Yosemite 
Holding Corporation. 

Nor were the rights of the minority stockholders of Granger 
Trading Corporation adequately protected by the one remaining 
“imdependent” director, Jeffrey Granger. When Yosemite Holding 
Corporation’s offer to purchase the assets of Granger Trading Cor- 
poration came before the directors of Granger Trading Corporation, 
Jeffrey Granger testified he did not approve the transaction:'*  — 

A. I was present at a meeting where that proposition was discussed. 

Q. What did you say when that proposition was put up? 

A. I said that I thought that it was a proposition that should be very seriously 
considered by the Board of Directors. 

Q. Serious in what respect? 

A. Serious as a step. Well, any sale of any assets of a corporation to another 


one is always a Serious step. 
* * * *% % * % 


Q. Didn’t you have any difficulty with that offer? 
A. I had a great deal of difficulty with it. 

Q. Did you ever approve it? 

A. I never approved it. 


Whatever Mr. Granger’s reaction to this transaction may have been, 
however, he must have known that his objections would fall on the 
deaf ears of a board of directors that was dominated by Mr. Groves. 
Mr. Granger testified further : 1%? 


17% Tq., Commission’s Hxhibit No. 107. 

176 Tq., at 2268, and Commission’s Exhibit No. 108. 

177Td,, Commission’s Hxhibit No. 107. 

178 Td., at 2272. 

179Td., at 2275. 

189 Derived from supplementary information supplied the Commission by The Hquity 
Corporation. 

181 Op, cit. supra, note 1, at 2272-4. 

182 7d., at 2274-5. 
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Q. Did you think that because you didn’t agree with it, you didn’t approve it? 

A, I didn’t think that it was something that I could resolve myself. I felt 
that that was something for the controlling interests to determine. They were 
then responsible for the conduct of the corporation, and I felt that they were 
the ones really to pass upon the advisability of any such offer, but I did point 
out in the meeting that before this thing should be consummated, the directors 
should give it the closest attention, and to determine whether or not it was 
for the best interests of the stockholders. 

Now, I was one out of six directors, and I presume that the Board of Di- 
rectors did give it that thought and attention, and that they finally came to the 
conclusion that that was for the best interests of the stockholders. 

+ BS * * * * * 

Q. Now, you knew that any speech that you were making at that meeting was 
peing made to nominees of Mr. Groves, is not that so, and those were his people 
that he picked, isn’t that so? 

A. I knew that he picked that Board of Directors, but I didn’t know that 
they would not exercise their best judgment in regard to what was best for the 


stockholders. 

Although Mr. Granger “never approved” the sale of assets,'** he 
did not vote against it. He testified that he was not present at the 
meeting of the board of directors when action was taken upon the 
ofer.®> In fact, when proxies were solicited for approval of the sale 
of assets by stockholders,'** Jeffrey Granger was one of the nominees 
nthe proxy despite the fact that, as he testified, he had not approved 
the plan. 

\ough Mr. Granger testified that his name was used without his 
authority, and that he realized that the appearance of his name on 
ihe proxy might cause stockholders of Granger Trading Corporation 
io believe he approved the plan, he took no steps to remove this im- 
pression. Mr. Granger’s testimony on this phase is as follows: *** 


* * * were you designated one of the proxies in the proxy that was 


sent out? 


A. My name was on the proxy, but it was not done with my authorization, 

Q, Did you object to it? 

A. I certainly did. That was sent out without my consent and I certainly 
did object to it. 

Q, On that score, did you write to the stockholders and say, “My name ap- 
years on this proxy, but it igs not only without my consent, but against my 
wishes.” Did you, Mr. Granger? 

A, I considered that, but I didn’t think it was advisable. 

Q, And wasn’t this the consequence, that a stockholder—— 

A. Because there were three or four other people there and, as a matter of 
fact, I didn’t exercise any of those proxies. I didn’t go to the meeting and I 
didn’t exercise any of them. 

Q, Isn’t it a fact that a stockholder exercising that proxy, seeing your name 
there, would have the right to assume that you approved this transaction and 
the sale of all the assets of the trust in exchange for Yosemite Holding Com- 
pany stock, and the truth is that you did not want your name there? 

A, That is true. 

* ® * * % * & 

A.* * * Anybody that asked me about it, I told them I neither approved 

nor disapproved of it. I gave them the facts. 


After the board of Granger Trading Corporation had approved 
the offer of Yosemite Holding Corporation, only the consent of the 
stockholders of Granger Trading Corporation was needed to effect 
Td, at 2274, 

18 Thid, 

Td, at 2272, 


Td, at 2284, 2290. 
Wd, at 2290-2, 
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the sale of the assets of their company to Yosemite Holding Corpo- 
ration. Under the laws of Delaware, which were applicable to the 
situation, a sale of assets could be consummated on the vote of a 
majority of the outstanding stock. Since Yosemite Holding Cor- 
poration already held a majority of the outstanding voting power 
of Granger Trading Corporation, the public investors who held the 
minority block could not by their votes prevent the sale. 

On May 25, 1932, a meeting of the stockholders of Granger Trad- 
ing Corporation was called to vote on Yosemite Holding Corpora- 
tion’s offer.8° Yosemite Holding Corporation, as majority stock- 
holder of Granger Trading Corporation, voted to accept its own offer 
to acquire the cash assets of approximately $290,000 of Granger 
Trading Corporation. Granger Trading Corporation was shortly 
thereafter dissolved.1%° 

The Granger interests, after receiving the various payments men- 
tioned above, either deliberately or unwittingly assisted Wallace 
Groves in acquiring, through Yosemite Holding Corporation, the 
cash of Granger Trading Corporation to enable him to meet his per- 
sonal obligation of Franklin Plan Corporation. 

Ag has been indicated, on April 20, 1932, Yosemite Holding Cor- 
poration purchased from Granger Trading Corporation, 7,500 shares 
of treasury stock for $91,650. It might have been assumed that by 
this purchase additional funds were to be supplied to Granger Trad- 
ing Corporation. However, two weeks later, on May 2, 1932, the 
plan of reorganization of Granger Trading Corporation, whereby 
Yosemite Holding Corporation was to obtain all the company’s as- 
sets, consisting almost entirely of cash, was proposed and consum- 
mated shortly thereafter. By this device Wallace Groves, through 
Yosemite, not only received back the $91,650 paid into the treasury 
of Granger, but also all the other cash assets of that organization. 


18 The appropriate provision of the laws of Delaware reads as follows (Delaware 
Revised Code (1935), Chapter 65, Section 65): “Every corporation organized under the 
provisions of this Chapter, may at any meeting of its Board of Directors, sell, lease, or 
exchange all of its property and assets, including its good will and its corporate fran- 
chises, upon such terms and conditions and for such consideration, which may be in 
whole or in part shares of stock in and/or other securities of, any other corporation or 
corporations, as its Board of Directors shall deem expedient and for the best interests of 
the corporation, when and as authorized by the affirmative vote of the holders of a 
majority of the stock issued and outstanding having voting power given at a stockhoiders’ 
meeting duly called for that purpose, or when authorized by the written consent of) the 
holders of a majority of the voting stock issued and outstanding, provided, however, that 
the Certificate of Incorporation may require the vote or written consent of the holders 
of a larger proportion of the stock issued and outstanding.” 

189 Derived from supplementary information supplied the Commission by The Equity 
Corporation. 

190 Tpid. On July 25, 1932, two months after the sale of the assets of Granger Trading 
Corporation to Yosemite Holding Corporation, the directors of Granger Trading Corpora- 
tion voted to dissolve the company and called a stockholders’ meeting to approve the 
decision. The stockholders, at a meeting held August 29, 1982, with Yosemite Holding 
Corporation voting 53% of the required two-thirds of the oustanding voting stock, con- 
sented to the dissolution pursuant to Delaware Revised Code (1935), Chapter 65, Section 
39. (Ibid.) Distribution of Granger Trading Corporation’s assets was then made to 
stockholders of Granger Trading Corporation, Yosemite Holding Corporation participat- 
ing only to the extent of its holdings in excess of 11,300 shares of Granger stock. The 
assets consisted of 2,70134 shares of the preferred stock, 10,807 shares of the common 
stock of Yosemite Holding Corporation, and about $2,300 in cash, representing a dividend 
on the Yosemite Holding Corporation preferred stock. (Ibid., and op cit. supra, note 1, 
Commission’s Exhibit No. 107.) 
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Manitestly, the purchase of the Granger Trading Corporation stock 
by Yosemite Holding Corporation was not for the purpose of 
strengthening the condition of Granger Trading Corporation but 
rather was a device to give Wallace Groves control of Granger 
Trading Corporation so that he could, through Yosemite Holding 
Corporation, obtain the cash of Granger Trading Corporation and 
use these funds in his own personal transactions. 

Mr. Granger, when examined on his obligations to the other stock- 
holders in Granger Trading Corporaion, testified : ** 


Q. The fact is you were the only ones out of that entire corporation, isn’t 
that so, that sold your stock to Mr. Groves for cash? 

A. You mean I, or the firm? 

Q. You or the firm or your brothers or partners. 

A. That is right. 

@. So that you got cash and the rest of the stockholders got Yosemite stock, 
isn’t that so? 

A. That was not part of my arrangement. 

2k ok * %* x Eo * 

Q. And it was at that time that you sold your stock for cash at $12.22 per 
share, which was the liquidating value, and you got $46,436, but the rest of 
the stockholders did not get cash, isn’t that so? 

A. They did not sell their stock. I was the only one sold my stock. 

Q. You have testified before, Mr. Granger. that for a period prior to the 
time the Wallace Groves interest had taken control of the situation you were 
in this liquid position? 

A. That is right. 

Q. So, if you dissolved that corporation at that time every other stockholder 
would have gotten $12.22 per share just the same as vou? 

A. That is true. 

* aK * x * ok * 

Q. Did you get any other consideration at that time. either from Mr. Groves 
or from the Granger Trading Corporation? 

A. Not that I know of. 

Q. Didn’t you get $6,000 for the cancellation of a lease? 

A. That is right. 

Q. So that in addition to your getting cash of $46,436 for your stock, you 
got $19,500 for the sale of the management contract and $6,000 for the cancel- 
Jation of a lease? 

A. That is right. 

Q. And at that time had the corporation been dissolved every other one of 
the stockholders would have gotten $12.22 also. isn't that so? 

A. I don’t know that the corporation could have been dissolved, 

Q. It had eash, didn’t it? 

A. I know, but you have to get the consent of the stockholders. and I don’t 
think they would have consented. 

Q. The stockholders would not have consented ? 

A. I don’t think so. 

Q. Did you make an attempt to ask them if they wanted cash? 

A. I canvassed a few, and I think most of them wanted to Stay in the invest- 
ment trust and recoup their losses. TI think that is a natural thing for a man 
to do who has made an investment. 

Q. Did you tell those people you wanted to turn over their cash to Mr. 
Wallace Groves to manage? 

A. We didn’t turn over the cash for them to manage. We sold our stock to 
Mr. Groves and our management contract. 

Q. That is right. This stock of the Granger Trading Corporation had been 
sold to your clients, isn’t that true? 

A. That is true. 

Q. Those people for whom you had acted as broker? 

A. That is true. 


Op. eit. supra, TOS I, ie PR 
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Q. Those people whom you owed the highest fiduciary duty, not only as their 
advisers, but as the persons who had sold them the stock in the first instance, 
isn’t that so? 

A. That is right. 

Q. You took the cash and they stayed in? 

A. That is right. 


x * * * * * * 


Q. Was there any attempt made to disclose it? 

A. No, there was no attempt made to disclose it, and no attempt made to 
hide it. I think that it was a matter of public record, that that stock, that we 
had sold that stock to him, and that he bought 7,500 shares, and as a matter of 
fact, I think that the stockholders subsequently approved these various things 
by a more than 50 percent majority, and I was told that it was almost 
unanimous. 

Q. Well, of course, don’t you think that the stockholder may have relied a 
little bit on the fact that you were on the Board of Directors, and didn’t object 
to it, and since you were the sponsors of the trust and had sold them the stock 
that you felt that it was a good idea? . 

A. I don’t think so, because I think subsequent to my selling the stock, I 


| 


| 
| 
. 
| 


think that Mr. Groves got out several letters to the stockholders, and 1 think | 


that the stockholders felt, my impression of Mr. Groves was that he was 
properly a director of the corporation. 

After repaying the $138,000 which it had borrowed from Chain & 
General Equities, Inc.,°? Yosemite Holding Corporation used some 
of the funds remaining out of the $290,000 in cash received from the 
sale of its stock to Granger Trading Corporation *% to finance Mr. 
Groves’ personal obligation. On June 30, 1982, Yosemite Holding 
Corporation purchased from Mr. Groves 46,219 shares of Chain & 
General common stock at $2.38 per share for a total of $110,001.22.7%4 
This amount supplied Wallace Groves with the money to meet his 
commitment to Franklin Plan Corporation. Thus Mr. Groves, on 
the same day, bought the same number of shares from Franklin Plan 
Corporation at $2.40 per share.*”? As a result of the purchase by 
Yosemite Holding Corporation from Mr. Groves of the Chain & 
General stock, Yosemite Holding Corporation obtained more than 
50% of the voting power of Chain & General Equities, Inc.*°° 


N. Formation of The Equity Corporation 


Wallace Groves, however, had not completely met his obligation to 
repurchase from Franklin Plan Corporation the 236,780 shares 
of Chain & General common stock which he had originally sold to 
that corporation. He had caused Yosemite Holding Corporation to 
purchase 89,749 shares.197 He was still obligated to repurchase 
147,031 shares at $2.40 per share, or a total of $352,874.40.°° It will 


now be indicated how this obligation was ultimately liquidated. 


12Jd., at 831-2, and Commission’s Exhibit No. 108. 

198 Jq., Commission’s Exhibit No. 107. Only about $15,000 was represented by securities. 
(Ibid. ) 

19% Op, cit. supra, note 1, Commission’s Exhibit No. 33. 

195 Ibid. Mr. Groves took a loss of 2¢ per share, or a total of $924.38. (Ibid.) Two 
weeks before, on June 15, 1932, Yosemite Holding Corporation had purchased from 
Franklin Plan Corporation, apparently directly, 1,750 shares of Chain & General common 
stock at $2.88 per share for a total of $4,165. (Ibid. ) 

198 Op. cit. supra, note 108. - 

197 Op. cit. supra, note 1, Commission’s Exhibit No. 33. 

28 7d., at 307. 
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On December 7, 1932, Mr. Groves and Chase Donaldson with 
various of his associates #9 organized The Equity Corporation under 
the laws of Delaware as an investment company of the general man- 
agement type. Mr. Donaldson and his associates controlled Allied 
General Corporation, a company then engaged primarily in the dis- 
tribution of securities.2°°* Mr. Groves, himself, controlled Yosemite 
Holding Corporation through a personal holding company, Compania 
Montana,?°* a Panama corporation and, through Yosemite Holding 
Corporation, indirectly controlled Chain & General Equities, Inc., 
and Interstate Equities Corporation.?°* 

On December 9, 1932, two days after the organization of The 
Equity Corporation, Mr. Groves and Mr. Donaldson and his asso- 
clates turned into the new corporation their control holdings of 
Yosemite Holding Corporation and Allied General Corporation, 
respectively, in return for 1 {650,000 shares of ‘The Equity Corpora- 
tion common stock. In addition, $50,000 in cash was supplied The 
Equity Corporation in return for 50 000 shares of The Equity Corpo- 
ration common stock. Out of the 1 500,000 shares thus issued, con- 
One all of The Equity Corporation’s then outstanding stock, 

Groves received 1,150,000 shares for his control holdings of 
volute Holding Corporation stock,?°* and Chase Donaldson and 
his associates received 500 000 shares for the Allied General Corpo- 
ration holdings and 50,000 ‘shares for the cash. 


These other associates were Herbert R. Anderson, W. F. Best, R. 8. Elliot, Jr., 
Alfred M. Elsesser, Kenneth 8. Gaston, and Eliot Sharp. (Public Examination, Allied 
General Corporation, at 5296 and Commission’s Exhibits Nos. 495 and 496.) 

20 Op. cit. supra, note 1, Commission’s Exhibit No. 881. From the outset it was the 
purpose of the sponsors of The Equity Corporation to cause the company not only to 
function as an investment medium, but also to engage in the acquisition of other invest- 
ment companies and, following that, to simplify their corporate structures. (Derived 
from supplementary information supplied the Commission by The Equity Corporation.) 

1 Op. cit. supra, note 1, at 7830, 7848, 7852. 

2 By November 16, 1931, Mr. Groves had acquired 292,500 shares of Yosemite common 
for $292,500. Commissions, fees, and other expenses increased the cost to $363,356.29. 
On December 15, 1931, Mr. Groves sold these shares for $150,000 to Wagegro Corporation, 
a Delaware corporation controlled by Mr. Groves. The sale, admittedly made to estab- 
lish a loss for tax avoidance purposes, offset the net profit which Mr. Groves had realized 
on November 4, 1931, from the sale of 642,517 shares of the common stock of Interstate 
Equities Corporation to Chain & General Equities, Inc. Shortly thereafter, Wagegro 
Corporation sold the Yosemite common stock to Compania Montana, a Panama corporation, 
wholly owned by Mr. Groves. (Public Examination, Phoenix Securities Corporation, at 
6036-40.) 

Between November 16, 1931, and December 9, 1932, Mr. Groves or his affiliated com- 
panies purchased from Yosemite Holding Corporation and in the open market additional 
shares of the common stock of Yosemite Holding Corporation until their total holdings 
aggregated 327,532 shares, representing 50.1% of the voting power of the company. (Op. 
cit. supra, note 1, at 285, and Commission’s Exhibits Nos. 185, 766 at 10, and 843; 
and derived from supplementary information material supplied the Commission by The 
Equity Corporation.) 

208 Op. cit. supra, note 1, at 7849. 

204The Allied General Corporation stock had an asset value of about $250,000. The 
Yosemite Holding Corporation stock had no asset value. Thus, on formation, The Hquity 
Corporation’s total assets, on the basis of liquidating value, were worth about $300,000. 
Yosemite Holding Corporation, however, had voting control of Chain & General Equities, 
Ine. which in turn had voting control of Interstate Equities Corporation. The gross 
assets of these companies, together with the gross assets of Allied General Corporation, 
aggregating approximately $6,500,000 at that time were thus brought under The Equity 
Corporation’s control. (Id., at 7849-50, 11983-6, 11989—-91, and Commission’s Exhibits 
Nos. 766, 831, and 1173.) 
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O. Sale of The Equity Corporation to David M. Milton 


Within six months after the formation of The Equity Corporation, 
Mr. Groves sold his interest therein, consisting of 1,150,000 shares 
of the common stock, for $1,050,000 to "David M. Milton and Ellery C. 
Huntington, Jr., members of the New York law firm of Satterlee & 
Canfield.2°° Interstate Equities Corporation, as a result of collabora- 
tion between Messrs. Milton and Groves, ultimately put up the bulk 
of the cash needed by Mr. Milton to buy out Mr. Grooves. The 
fact that Mr. Groves was indirectly in control of Interstate Equities 
Corporation °** did not prevent him from participating in and profit- 
ing from the deal. 

‘The mechanics and the details of this sale of the controlling block 
of The Equity Corporation stock are briefly outlined. On May 19, 
1933, Messrs. Milton and Huntington caused Underwriters Equities, 
Ins., their controlled subsidiary, “to sell 56 410 shares of American 
Colony Insurance Company stock and At 601 shares of Colonial 
States Fire Insurance Company stock to Interstate Equities Corpo- 
ration (an indirect subsidiary of The Equity Corporation) for $894,- 
812.90 in cash.2°"? Underwriters Equities, Inc., then transferred 
$705,010 of this cash to its controlled dummy corporation, Oceanic 
Insurance Company, Ltd., in return for all the capital st tock of this 
company.?°* 

On May 26, 19338, only one week later, Oceanic Insurance Com- 
pany, Ltd., indirectly controlled by, Messrs. Milton and Huntington 
through Underwriters Equities, Inc., bought outright from Com- 
pania Montana, the personal holding company controlled by Mr. 
Groves, 1,000, 000 shares of The Equity Corporation common stock 
for $900, 000.°° These funds consisted of the cash realized only the 
week before by Underwriters Equities, Inc., parent of the Oceanic 
Insurance Company, Ltd., by its sale of the insurance stocks to 
Interstate Equities Corporation. Thus, in effect, the funds of the 
indirect subsidiary (Interstate Equities Cor poration) of The Equity 
Corporation were used by Mr. Milton to pay Mr. Groves for control 
of The Equity Corporation. Mr. Milton testified on this phase of the 
transaction as follows: 71° 


* * * [the] situation was that on May [19] 1938, Underwriters 
Equities selis to Interstate Hquities, at the time Wallace Groves [indirectly] 


20° Op. cit. supra, note 1, Commission's Exhibit No. 837. Mr. Huntington is still a 
partner of Satterlee & Canfield. 

26 Tt will be recalled that Wallace Groves, through his personal holding company, con- 
trolled The Equity Corporation which controlled Yosemite Holding Corporation. The 
latter in turn controlled Chain & General Equities, Inc., which in turn controlled Inter- 
state Equities Corporation. 

207 Op, cit. supra, note 1, at 7917, and Commission’s Exhibit No. 837. 

#8 Td.. Commission’s Exhibit No. 887 and Securities Registration Statement for The 
Equity Corporation, Post Effective Amendment, filed with the Securities and Exchange 
Commission, July 17, 1937, Item 39. 

2 Op. eit. supra, note 1, Commission’s Exhibits Nos. 718 and 837. Of the $900,000, 
$700,000 was paid in cash and $200,000 in notes which were paid in November 1933. 
(Ibid.) The balance of Mr. Groves’ Equity stock, 150,000 shares, was taken under option 
to be executed on or before June 1, 1934, by Oceanic Insurance Company, Ltd., at $1 per 
share. (Id.. Commission’s Exhibit No. 718.) Oceanic Insurance Company, Ltd., exercised 
the option as to 75,000 shares in August 19384. The option on the other 75,000 shares 
was assigned to Chase Donaldson and exercised by him in May 1984. (Op. cit. supra, 
note BOS.) 

210 Op, cit. supra, note 1, at 7905-6. 
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controls that company * * * nine hundred thousand dollars worth of 
insurance stock, and one week later it takes [the] money it got [for] the 
insurance stock and buys a million dollars worth of stock of Equity Corpora- 
tion from Mr. Wallace Groves? Isn’t that so? 

A. That is correct. : 

q. * * * The cash that was used by this interest to get control of The 
Equity Corporation was money that came from a subsidiary of The Equity 
Corporation? Isn’t that so? * * * 

A. I think that is correct. 

Mr. Milton further testified that one of the conditions of his pur- 
chase of The Equity Corporation stock from Mr. Groves was that 
Interstate Equities Corporation purchase the insurance stocks from 
the Milton interests. He claimed the reason for the purchase was 
that the insurance stocks were a “very valuable” investment over 
which the new management wished The Equity Corporation to se- 
cure control.° However, the transaction did supply Underwriters 
Equities, Inc., admittedly without cash and with no other assets 
except the insurance stocks,"? with the funds necessary to enable 
Messrs. Milton and Huntington to purchase control of The Equity 
Corporation from Mr. Groves. 

Mr. Milton denied, however, that at the time he sold the insurance 
stocks to Interstate Equities Corporation he had committed himself 
to Mr. Groves to use the proceeds of that sale to buy Mr. Groves’ 
interest In The Equity Corporation. His testimony on that phase 
of the transaction follows: 74 

Q. You mean to say, Mr. Milton, that Wallace Groves was going to let Inter- 
state -buy a million dollars of that stock without having the commitment from 
you to buy a million dollars of Equity Corporation stock? 

A. I had no commitment. 

Q. Do you think he would have stood for one minute Interstate taking a 
million dollars of his money and putting it into these insurance companies, 
which were not insurance companies, because they reinsured that business, 
unless he was certain that when you got that million dollars you would turn 
it over to him? 

A. He may have been certain, but he had no agreement with us. 

Q. So that he knew when that stock was sold for a million dollars that 
he was going to get that million dollars? 

A. He couldn’t have known it; he may have surmised it—because it was not 
written and there was no such agreement. 

Q. And didn’t Mr. Wallace Groves say, “I will not let you sell a million dollars 
of this unless I have an assurance that you are going to take that million 
dollars and turn it over to me for the million * * * [shares] in the Equity 
that I am going to give you? 

A. He did not say that. 

Nevertheless, on May 19, 1938, the day on which Interstate Equities 
Corporation purchased the insurance stocks from Underwriters Equi- 
ties, Inc., and a week before Mr. Groves actually transferred control 
to the Milton interests, Mr. Groves knew that Mr. Milton was “ooing 
to buy him out.” This fact is made clear by the minutes of the 
meeting of directors of Interstate Equities Corporation, held on 
May 19, 1938, which state : 2%4 


In regard to the resignation of Mr. Groves, the Chairman stated that he had 


heen advised that Mr. Groves expected to sell all or Substantially all of his 


holdings in the common stock of The Equity Corporation to interests which 
controlled or were affiliated with the control of Underwriters Equities. Ine. 
211d., at 7906. 
2ENNOL, Bib Welr 
28 Td., at 7915-6. 
214 Td., Commission’s Iixhibit No. 110. 


153373— 40—pt. 3——16 


222, SECURITIES AND EXCHANGE COMMISSION 


P. Satisfaction of Wallace Groves’ Obligation to Franklin Plan 
Corporation with Funds of United States Shares Corporation 


As has been indicated, at the end of June 1932, Mr. Groves was 
still obligated to repurchase from Franklin Plan Corporation 147,031 
shares of the common stock of Chain & General Equities, Inc., for a 
total of $352,874.40.2% In September 1933 Mr. Groves settled a 
threatened lawsuit of the preferred stockholders of Franklin Plan 
Corporation by agreeing to pay to Franklin Plan Corporation 
$250,000 for the stock of Chain & General Equities, Inc.7° Mr. 
Groves paid $100,000 down and promised to pay the balance within 
two months after approval of the settlement by the creditors of 
Franklin Plan Corporation. However, Mr. Groves, after making a 
further payment of $12,500 on April 24, 1984, defaulted, leaving a 
balance of $137,500 still due.2*7 Once more the burden of Mr. Groves’ 
personal obligation was to be assumed by an investment company. 

Tt has already been indicated that Mr. Groves had sold control of 
The Equity Corporation and its subsidiaries to Messrs. Milton and 
Huntington in May 19338. Less than a year later, on April 24, 19384, 
United States Shares Corporation (Maryland) and subsequently 
Group Assets, Inc., two companies closely affiliated with Messrs. 
Milton and Huntington,”* assumed Mr. Groves’ obligation to pay 
$137,500 to the trustee in bankruptcy of Franklin Plan Corpora- 
tion.” United States Shares Corporation (Maryland) agreed to 
pay the $137,500 balance and interest by August 15, 1934, and to post 
with the trustee additional collateral consisting of 110,000 shares of 
The Equity Corporation common stock.??° By July 19384 Franklin 
Plan Corporation received the balance on its settlement with Mr. 


215 Td., at 307, and Commission’s Exhibit No. 33. : 

216 Before the stockholders’ action was commenced, Franklin Plan Corporation went 
into bankruptcy and the trustee in bankruptcy pressed the claim. In his opinion the 
sale of the stock of Chain & General Equities, Inc., to Franklin Plan Corporation was a 
contributing cause of the bankruptcy of the latter company. (Id., at 275, 276, 309-11, 
813, 316, Commission’s Exhibit No. 34, and derived from supplementary information sup- 
plied the Commission by The Equity Corporation.) 

217 Op. cit. supra, note 1, at 313. Apparently the default was dictated by Mr. Groves’ 
unwillingness to pay rather than by his inability to do so. Between May and November 
1933 Mr. Groves had received $900,000 in cash as part payment on the sale of his Hquity 
stock to the Milton interests. (See note 209 supra.) 

218 Mr. Milton was president and a director of United States Shares Corporation (Mary- 
land) from about August 1932 to July 1933. The firm of Satterlee & Canfield, of which 
Messrs. Milton and Huntington were then partners, were attorneys for the company. 
Although, as of June 5, 1934, neither Mr. Milton nor Mr. Huntington owned any stock 
of United States Shares Corporation (Maryland), a majority of the board of directors 
were ‘friends or business acquaintances * * * serving at the request of either 
David M. Milton or Ellery C. Huntington, Jr’ (Post Effective Amendment, The Equity 
Corporation, Securities Registration Statement filed July 20, 1987, Prospectus, Rider 
76 (a)). United States Shares Corporation (Maryland) in turn owned 44% of the 
stock of Group Assets, Inc. (Op. cit. supra, note 1, Commission’s Exhibit No. 972.) 

219 Op. cit. supra, note 1, at 313-4, and Commission’s Hxhibit No. 972. 

20Td., Commission’s Hxhibit No. 972. Simultaneously, United States Shares Corpora- 
tion (Maryland) assigned the obligations it had just assumed to Group Assets, Inc., 44% 
of the stock of which was owned by United Shares Corporation (Maryland). This was 
done because United States Shares Corporation (Maryland) did not have the 110,000 
shares of Equity common stock required by the trustees as collateral. (Ibid.) 
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Groves from Group Assets, Inc., the controlled assignee of United 
States Shares Corporation (Maryland) and turned over the 147,031 
shares of Chain & General common stock to Group Assets, Inc.” 


Q. Effects of Wallace Groves’ Activities on Controlled and 
Affiliated Companies 


1. FRANKLIN PLAN CORPORATION 


The experience of Franklin Plan Corporation while under the 
domination of Wallace Groves was disastrous. On October 5, 1931, 
Mr. Groves borrowed $813,000 from the company in order to pay for 
the 542,517 shares of Interstate Equities Corporation stock which he 
had agreed to purchase from Bancamerica-Blair Corporation. This 
loan, although it was subsequently repaid, had drained the company’s 
various loan offices of their liquid assets. 

Subsequently, Mr. Groves made further use of Franklin Plan Cor- 
poration. On November 16, 1931, the company had purchased from 
Mr. Groves 236,780 shares of the common stock of Chain & General 
Equities, Inc., for $568,272 with the understanding that Mr. Groves 
would repurchase the stock at cost to Franklin Plan Corporation 
within ninety days. This transaction, stated by the trustee in bank- 
ruptcy of Franklin Plan Corporation to have been a contributing 
factor to the company’s bankruptcy, was not consummated until 
July 1934, two and one-half years later, when the repurchases were 
completed. The shares had been brought back for $465,397.60, at a 
loss of $102,874.40 to the stockholders of Franklin Plan Corpora- 
Oia 


2, YOSEMITE HOLDING CORPORATION 


When Wallace Groves concluded negotiations for the acquisition of 
Yosemite Holding Corporation on October 7, 1931, the company 
had net assets of $313,960 and possessed a portfolio of diversified 
securities having a market value of almost $400,000, about 95% of 
the company’s gross assets, $425,736.29." At the same time the 
outstanding preferred stock, entitled to $51 per share on liquidation, 
was fully covered and the common stock had a net asset value of 
17¢ per share.?** 

Yosemite Holding Corporation, in the process of acquiring stock 
of Chain & General Equities, Inc., liquidated the most substantial 
portion of its portfolio at a loss of $187,612.49. Thus, at the end of 
1931 Yosemite Holding Corporation’s net assets with its holding in 
Chain & General Equities, Inc., taken at liquidating value, aggregated 

221 Op. cit. supra, note 1, at 314, and Commission’s Exhibit No. 33. On July 10, 1934, 
Group Assets, Inc., turned in the 147,031 shares of Chain & General common stock to 
The Equity Corporation, controlled by Messrs. Milton and Huntington, for 147,031 shares 
of Equity common stock. (Derived from supplementary information supplied the Com- 
mission by The Equity Corporation.) 

22 Op. cit. supra, note 1, at 308, and Commission’s Exhibit Nos. 33 and 972. 

23Tq., Commission’s Hxhibit No. 28. 

2247q., Commission’s Hxhibits Nos. 28 and 185. 
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only $52,907.88 and its diversified securities had an ascertainable 
market value of only $3,990.27 

By December 31, 1933, only a month before the dissolution of Yo- 
semite Holding Corporation,2?° its net assets had decreased to only 
$3,188.60, with its investment in Chain & General Equities, Inc. taken 
at liquidating value.’ The company had no marketable securities 
in its portfolio and the asset value of its outstanding preferred stock, 
entitled on liquidation to $51 per share, had shrank to 43¢ per share.2?8 
Practically all of the company’s assets, as a result of the repeated 
“unloadings” by Mr. Groves, had been invested in the common stock 
of Chain & General Equities, Inc. which, at the end of 1933, was 
carried on the books of Yosemite Holding Corporation at a cost of 
$776,901.66.228 Upon dissolution of Yosemite Holding Corporation, 
its holdings of the common stock of Chain & General Equities, Ine. 
were sold at public auction to its parent, The Equity Corporation, for 
$215,000 for a loss of $561,901.66.2%° 


3. GRANGER TRADING CORPORATION 


In April 1932, when Wallace Groves commenced negotiations for 
the acquisition of Granger Trading Corporation, the company had 
approximately $290,000 of assets, almost all of which was in cash. 
The capital stock of Granger Trading Corporation had an asset 
value of $12.22 per share. As has been indicated, shortly after Yosem- 
ite Holding Corporation acquired control of Granger Trading Cor- 
poration, Yosemite Holding Corporation purchased all the assets of 
Granger Trading Corporation in return for 2.70184 shares of the pre- 
ferred and 10,807 shares of the common stock of Yosemite Holding 
Corporation, ‘Thus, Granger Trading Corporation under the domi- 
nation of Mr. Groves surrendered its liquid assets in exch ange for stock 
of Yosemite Holding Corporation, a company that no longer fune- 
tioned as an investment company. 

At the time of the dissolution of Granger T ‘ading Corporation in 
August 1932, its assets consisted solely of the Yosemite preferred 
and common stock received at the time of the sale of its assets to 
Yosemite Holding Corporation and about $2,300 in cash, represent- 
ing a dividend on the Yosemite Holding Corporation preferred 
stock.*” The minority stockholders of Granger Trading Corporation 
received, as their share of the assets of Granger Trading Corpo- 
ration, a total of approximately $2,100 in cash. 2412 shares of 
Yosemite preferred stock, and 9,649 shares of Yosemite common stock, 
the two blocks of stock possessing an ageregate asset value of 


#25 Td., Commission’s Exhibit No. 30, and see note 104, supra. 

26 Mr. Groves had disposed of control of Yosemite Holding Corporation to the Milton 
interests in May 1933, but there was no substantial change in the condition of the com- 
pany between May and December 1933. 

27 Op. cit. supra, note 1, Commission’s Exhibit No, 845; and supplementary informa- 
tion supplied the Commission by The Equity Corporation. 
eS Nibid: 

“6 Derived from supplementary information supplied the Commission by ‘The Hquity 
Corporation. 

230 Op. cit. supra, note 1, at 10742. For a discussion of the extent to which the auction 
price was controlled by The Equity Corporation see the Protective Committee Report, 
op. cit. supra, note 165, Part VIT, Sec. IV, at 297-802. 

*31 See note 190, supra. 
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$5,047.60.°°? The minority stockholders of Granger Trading Cor- 
poration, holding 11,155 shares of the capital stock of Granger ‘Trad- 
ing Corporation, thus received assets worth approximately $7,700, or 
about 69 cents per share held.?** Since the stockholders of Granger 
Trading Corporation would have realized $12.22 per share had the 
company been liquidated at the time Mr. Groves acquired control, 
they suffered a loss of about $11.53 per share, as a direct result of 
acquisitions, 


4, CHAIN & GENERAL EQUITIES, INC. 


A comparison of the financial condition of Chain & General Equi- 
ties, Inc., at the time of acquisition by Mr. Groves with its condi- 
tion at the date control of that company was transferred to the 
Milton interests in May 1933 indicates that the company did not 
prosper under Mr. Groves’ management. 

Diversification of assets almost completely disappeared. As of 
September 30, 1931, when Mr. Groves became associated with the 
company, it had net assets (at market or estimated fair value) of 
$1,978,077.09, of which amount $1, 917,547.99, or 97%, was invested 
in diversified marketable securities.2** At the end of June 1933, how- 
ever, the net assets of Chain & General Equities, Inc., had decreased 
to $1, 972,942.20," of which amount only $511,858. 13, or 40%, was 
invested in diversified marketable securities.°° The bulk of the re- 
maining assets of Chain & General Equities, Inc., was invested in 
the common and preferred stocks of Interstate Kquities Corpora- 
tion. This investment, which had cost Chain & General Equities, 
Inc., the sum of $1,690 ‘986. 99, had an asset value of only $494,827 at 
June 30, 1933.?°" 


32 [bid. The asset value of the preferred stock, entitled on liquidation to $51 per share, 
was estimated at approximately $2.30 per share, valuing Yosemite Holding Corporation’s 
general portfolio at market and its holdings of Chain & General common at net asset value; 
the Yosemite Holding Corporation common stock was without asset value. (Ibid. and 
op. cit. supra, note 1, Commission’s Exhibit No. 843.) 

On the basis of the market values of the Yosemite Holding Corporation stock, the Granger 
Stockholder fared little better. There was no market in the Yosemite preferred and the 
market prices of the common stock were as follows: 

High Low 

QU US lO Sie ee aS ee eee te cee ee ee ees Se ee enh 3% 
September L932 6 eee ee ee Aes See ee a ee eee 1% SA 
(Bank and Quotation Record, Se ie ican 9, 1932, p. 76, and October 7, 1932, p. 76.) 

*33 Derived from supplementary information supplied the Commission by The Haquity 
Corporation. 

234 Op. cit. supra, note 1, Commission’s Exhibit No. 9. 

285 Op. cit. supra, note 1, Commission’s Exhibit No. 285—-l. In the valuation of total 
assets, investments in securities were taken at market or estimated fair value. The 
investment in the common and preferred stocks of Interstate Equities Corporation was 
taken at asset value, $494,827. During the period from October 1, 1931, through June 30, 
1933, there was returned to Chain & General Equities, Inc., preferred stockholders 
$172,432.25 by the repurchase of 7,083 shares of Chain & General Equities, Inc., preferred 
stock, which had originally been issued for $708,300. (Id., Commission’s Exhibits Nos. 9, 
19, 285-K, 235-L, and 843.) 

226 Op. cit. supra, note 1, Commission’s Exhibit No. 285-L. In computing gross assets, 
$1,286,786.40 of investments in securities were taken at market or estimated fair value, 
and the investment in the preferred and common stocks of Interstate Hquities Corpora- 
tion was taken at their asset values. 

27 Op. cit. supra, note 1, Commission’s Exhibits Nos. 235—L and 843. 
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This shift in the investment policy of Chain & General Equities, 
Inc., was accompanied by a decline in the asset value of the outstand- 
ing preferred stock of the company. As of September 30, 1931, the 
preferred stock, with a par value of $100 per share, had a net asset 
value of $77.47 per share before the deduction of accrued and 
unpaid dividends of $4.58 per share." By June 30, 19338, the asset 
value of the preferred stock had shrunk to $69 per share,?*® before 
the deduction of unpaid accrued dividends of $13.8714 per share. 


R. Profits te Wallace Groves 


It has been indicated that almost all of the companies which came 
under the control of Mr. Groves suffered severe losses. In the main, 
these losses were the result of transactions designed to aid Mr. Groves 
in the creation of a holding company system of investment companies 
under his control. Wallace Groves finally emerged as the dominant 
figure in Yosemite Holding Corporation and, through Yosemite Hold- 
ing Corporation, in Chain & General Equities, Inc., and Interstate 
Equities Corporation. This controlling position in Yosemite Holding 
Corporation was represented by 327,532 shares of its common stock 
which, he testified, had cost him $400,000.7#° However, at or prior to 
his purchase of Yosemite Holding Corporation stock, Mr. Groves 
had derived net profits of approximately $450,000 from sales which 
he made of the common stock of Chain & General Equities, Inc., and 
Interstate Equities Corporation to companies under his control. 
Thus, in effect, the net cost to him of the acquisition of Yosemite 
Holding Corporation, carrying with it the control of Chain & General 
Equities, Inc., and Interstate Equities Corporation, was nominal.**t 

In December 1932, Mr. Groves had transferred to The Equity Cor- 
poration his holdings of Yosemite Holding Corporation stock in ex- 
change for 1,150,000 shares of The Equity Corporation common stock. 
In May 1933, approximately one and a half years after he had ac- 
quired control of Yosemite Holding Corporation, Chain & General 
Equities, Inc., and Interstate Equities Corporation, Mr. Groves sold 
his holdings of The Equity Corporation stock to David Milton and 
his associates for $1,050,000, the entire amount of which represented 
a profit to Mr. Groves.” 

In accomplishing this result, interests of senior security holders 
and minority common-stock holders were either entirely disregarded 
or subordinated to the pecuniary interest of dominating personalities. 
Control of corporations was shunted back and forth between small 
financial cliques. The investing public, possessing the largest finan- 
cial stake in these companies, was rarely consulted on fundamental 
questions involving transfer of control of their funds or changes in 
fundamental investment policies and activities of these companies. 

238 Td., Commission’s Exhibit No. 9. 

23997q., Commission’s Exhibit No. 845 and 235-L. In making this computation, Chain 
& General Equities, Inc., holdings of the preferred and common stock of Interstate 
Hquities Corporation were figured at liquidating value. (Ibid.) 

210 Op. cit. supra, note 1, at 253. 

24 See Appendix B, p. 781. 

22The sale to the Milton interests was effected through foreign corporations so that 


Mr. Groves paid no federal income tax on this profit. (Public Examination, Phoenix 
Securities Corporation, at 6041.) 
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Nor were many of the individuals constituting the management 
concerned with their responsibilities to their stockholders. Passive 
subservience to Mr. Groves’ wishes rather than observance of their 
obligations to stockholders characterized their actions. Mr, Groves 
was able to sell at substantial profits large blocks of securities to com- 
panies under his domination—in almost all cases without the objection 
of the management. Corporations under his control were persuaded 
to borrow large sums of money so that loans could be made to Mr. 
Groves to enable him to effectuate his program of acquisition and, 
compelled to liquidate their market portfolio securities, were then 
denuded of their cash to enable him to perform his personal obliga- 
tions. Partial and misleading disclosures to stockholders apparently 
were effective in preventing corrective action on their part. 


VII. PETROLEUM CORPORATION OF AMERICA 


A. Summary 


Petroleum Corporation of America was organized on January 16, 1929, by the 
investment banking house of Blair & Co., Inc. (later Bancamerica-Blair Cor- 
poration) which at that time was one of the bankers for Harry F. Sinclair, 
and Sinclair Consolidated Oil Corporation. Approximately seven weeks earlier, 
on November 26, 1928, a syndicate formed by Blair & Co., Inc., and Harry F. 
Sinclair, chairman of Sinclair Consolidated Oil Corporation’s board of directors, 
had purchased from the Rockefeller interests 247,796 shares of stock of The 
Prairie Oil & Gas Company and 115,640 shares of stock of The Prairie Pipe Line 
Company for a total price of $38,410,872. The syndicate paid $13,410,872 in 
cash and borrowed the balance of $25,000,000 from John D. Rockefeller, Jr., for a 
period of three months, pledging these blocks of Prairie stocks as collateral 
security. Associated with Blair & Co., Inc., and Mr. Sinclair in the syndicate were 
Arthus W. Cutten of Chicago, the Chase Securities Corporation (a security affiliate 
of Chase National Bank of New York) and Shermar Corporation (personal holding 
company of Albert H. Wiggin, president of Chase National Bank). 

Immediately after its purchase of the Prairie stocks, in order to stimulate 
public interest and market activity in these stocks, the syndicate, with the 
consent of the Rockefeller interests, caused the shares of The Prairie Pipe Line 
Company to be split up four for one, and a 25% stock dividend declared. The 
shares of both The Prairie Pipe Line Company and The Prairie Oil & Gas Company 
were thereafter shifted from unlisted trading privileges on the New York Curb 
Exchange to official listing on the New York Stock Exchange. Four trading 
accounts were at once set up by the syndicate to operate, under the expert man- 
agement of Arthur W. Cutten, in the stock of the two Prairie companies. During 
the month of December 1928 and the first three weeks of January 1929, these 
accounts traded heavily in both Prairie stocks, making total purchases aggregating 
$12,576,143 and total sales aggregating $11,998,682. 

By January 21, 1929, The Prairie Oil & Gas Company stock, for which the Prairie 
Syndicate had seven weeks earlier paid $57 per share, was selling on the market 
at $65 per share, and The Prairie Pipe Line stock for which the syndicate had paid 
$42 per share (calculated on the split-up basis of five shares for one) was selling 
at $57 per share. On that date, January 21, 1929, the Prairie Syndicate sold to 
Petroleum Corporation of America, which Blair & Co., Inc. had organized largely 
for that purpose five days earlier, its entire holdings of both Prairie stocks. 
Petroleum Corporation paid the syndicate $60 per share for the Prairie Oil & Gas. 
stock and $52 per share for the Prairie Pipe Line stock, thereby giving the syndi- 
cate a profit of about $6,500,000. 

Elisha Walker, president of Blair & Co., Inc., and a director of Sinclair Con- 
solidated Oil Corporation, had been made chairman of the board of directors of 
Petroleum Corporation of America immediately upon its organization. Four other 
directors of Petroleum Corporation were associated with Blair & Co., Inc., and 
eight directors of Petroleum Corporation were, or thereafter became, directors 
of Sinclair Consolidated Oil Corporation. 


228 SECURITIES AND EXCHANGE COMMISSION 


In the circular offering Petroleum Corporation of America’s stock for sale 
to the public it was announced that Petroleum Corporation of America was pur- 
chasing the Prairie stocks from a syndicate in which Blair & Co. was interested, 
at prices which were “below present market prices but in excess of cost to the 
syndicate.” Not stated, however, were the means employed to establish or 
maintain ‘present market prices” nor the fact that the prices paid by the invest- 
ment company was more than $6,500,000 in excess of cost to the syndicate, 
representing a profit of approximately 49% on the syndicate’s cash investment, 
realized in a period of seven weeks. 

On January 22, 1929, Blair & Co., Inc., in association with a large number ‘of 
other banking houses and security dealers sold to the public 3,250,000 shares of 
Petroleum Corporation’s stock at $34 per share, for a total of $110,500,000. Of 
this sum $100,750,000 was paid over to Petroleum Corporation and the balance of 
$9,750,000 was retained by the underwriters and distributors. This spread, 
equal to approximately 10% of the proceeds to the corporation, was paid by 
Petroleum Corporation pursuant to the terms of an underwriting contract with 
Blair & Co., Inc. executed several days after the investment company’s organiza- 
tion, at a time when it was still in the hands of “dummy” directors appointed 
by Blair & Co. Under this contract, Petroleum Corporation of America agreed to 
pay to Blair & Co., Inc., $3 per share for all shares sold while Blair & Co., Ine., 
firmly committed itself only as to 20% of the total number of shares to be issued, 
and with respect to the balance agreed merely “to use its best efforts.” 

Moreover, although the stock was sold to the public on the basis of a $20 down 
payment and the balance of $14 payable on call any time after nine weeks, 
the sales commission to Blair & Co. was paid in full as soon as the initial $20 
payment was made by the purchaser. 

In addition to the cash payment of $9,750,000 to Blair & Co., Inc., and its asso- 
ciates, Petroleum Corporation issued to them, as further consideration for the 
distribution of its stock, 1,625,000 option warrants to purchase a like number 
of shares of Petroleum Corporation at any time within five years at the original 
public offering price of $34 per share. These option warrants not only had a 
total market value in 1980 of about $9,500,000, but the holders of the warrants 
could through their exercise at any time within five years, strengthen or reaffirm 
their control of the corporation and declared themselves one-third participants 
in any stockholders’ equity in excess of $34 per share. 

In addition to the profits of more than $6,500,000 realized on the sale of 
the Prairie stocks to Petroleum Corporation of America, the members of the 
Prairie syndicate received commissions of approximately $1,900,000 as participants 
in the various groups formed by Biair & Co., Inc., to aid it in distributing the 
stock of Petroleum Corporation, plus 849,893 option warrants and $321,742 addi- 
tional in cash obtained from the sale of a portion of the option warrants. 

Neither the public announcements relating to the formation of Petroleum Cor- 
poration of America, or any disclosed facts in connection with its organization 
and subsequent operations, gave indication to the public that the investment com- 
pany was conceived and organized as an instrumentality to aid Sinclair and his 
banking associates of Blair & Co., Inc., to achieve a realignment of a section of 
the oil industry in which Sinclair was to be the focal point and dominant 
figure. Nevertheless, this purpose permeated the investment company’s incep- 
tion and colored its entire subsequent career. 

The formation of Petroleum Corporation of America created, in effect, a hundred 
million dollar pool of the publie’s funds to be employed in furtherance of the 
plan to bring under the domination of the Sinclair interests a large section of 
the oil industry. Out of every dollar which the corporation possessed from its 
inception until 1938, approximately 88 cents were invested in, or committed to, 
ventures in which Sinclair and his bankers, Blair & Co., Inc. and Bancamerica- 
Blair Corporation, were directly and vitally interested. 

Petroleum Corporation of America began its career with $46,600,000, or approxi- 
mately 46% of its total assets invested in the stocks of the two Prairie Com- 
panies. Despite an increasingly unfavorable outlook for these companies, the 
investment Company continued its purchases until its investment in the Prairie 
stocks totaled more than $64,000,000. This heavy concentration of the invest- 
ment company’s funds in a single situation admittedly resulted from the insistent 
hope and desire of Petrolem Corporation’s dominant influences for a consolidation 
of the Prairie companies with Sinclair Consolidated Oil Corporation. 

Among its additional purchases of the Prairie stocks, a block of 150,000 shares 
of Prairie Oil & Gas stock was acquired by Petroleum Corporation directly from 
Sinclair Consolidated Oil Corporation for $9.000,000, a price which was $750,000 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 229 


higher than the market value of the stock at the time. Simultaneously, Sinclair 
Consolidated Oil Corporation, apparently with the money received from Petroleum 
Corporation, purchased from Bancamerica-Blair Corporation 500,000 shares of 
Petroleum Corporation stock at a price substantially lower than the public offer- 
ing price of the stock. Thereby Sinclair Consolidated Oil Corporation became 
Petroleum Corporation’s largest stockholder and dominant influence and Banc- 
america-Blair Corporation gained a profit of more than $200,009. At the time 
these transactions were effected, Elisha Walker, chairman of Petroleum Corpora- 
tion’s Board of Directors, was also simultaneously president of Bancamerica-Blair 
Corporation and a directer of Sinclair Consolidated Oil Corporation. 

In another transaction which occurred shortly after its organization, Petroleum 
Corporation of America purchased 15,000 shares of Sinclair Consolidated Oil Cor- 
poration stock at peak prices aggregating $600,000 from a syndicate operating a 
pool in that stock in which syndicate Blair & Co., Inc., and Harry F. Sinclair 
were participants. Three days after the sale of this block to Petroleum Corpora- 
tien the syndicate closed operations and the market price of the Sinclair Con- 
solidated stock thereupon began to sag. Petroleum Corporation, however, con- 
tinued to add to its holdings of Sinclair Consolidated Oil stock until the end of 
1931, when its investment totaled $2,500,000 and showed a large book loss. 

In March 1932. Sinclair Consolidated Oil Corporation, The Prairie Oil & Gas 
Company, and The Prairie Pipe Line Company were consolidated under the name 
of Consolidated Oil Corporation, and Petroleum Corporation of America exchanged 
its holdings in the three companies for Consolidated Oil stock. This stock, which 
had cost Petroleum Corporation of America approximately $65,000,000, shortly 
after the exchange had a market value of approximately $6,000,000. In connec- 
tion with this consolidation, in favor of which Petroleum Corporation voted its 
large blocks of Prairie and Sinclair stock, Bancamerica-Blair Corporation received 
for “services” $700.000, of which $90,000 was ultimately paid over to Petroleum 
Corporation. 

Following the consolidation of the Prairie and Sinclair companies, Petroleum 
Corporation of America continued to increase still further its holdings of stock 
in Consolidated Oil Corporation. In the meantime, Consolidated Oil Corporation, 
of which Harry Sinclair became chairman of the executive committee, increased 
its holdings of the stock of Petroleum Corporation. In this way there was estab- 
lished a system of circular ownership under which, at the end of 1935, Sinclair 
Consolidated Oil Corporation owned 39% of the stock of Petroleum Corporation, 
while Petroleum Corporation owned 11% of the stock of Consolidated Oil Corpo- 
ration, and each corporation was the other’s largest stockholder. 

During the time that Petroleum Corporation of America was accumulating its 
large holdings of stock in the Prairie companies and in Sinclair Consolidated Oil 
Corporation, looking to a merger of these companies, the investment company 
was made a participant in two other ventures closely related to the Sinclair-Blair 
consolidation plans. One of these ventures, undertaken in January 1930, was 
designed to place the Sinclair interests in complete control of the Rio Grande Oil 
Company. In 1932 Consolidated Oil Corporation did succeed in acquiring all the 
assets and stock of the Rio Grande Oil Company by an exchange of stock. Petro- 
Jeum Corporation, on the other hand, sustained a loss of approximately $410,000 
through its participation in the Rio Grande Qil Syndicate. 

Shortly after it had made its commitment in the Rio Grande Oil Syndicate, 
Petroleum Corporation was also made a participant in a syndicate which under- 
took to furnish the money for the purchase by Mission Securities, Ltd., of 1,078,123 
shares of Tidewater Associated Oil stock from Standard Oil Company of New Jersey 
at a price of $23,147,300. This venture revolved about an attempt of the Sinclair 
interests to effectuate their consolidation plans by securing control of Tidewater 
Associated Oil Company. In this speculative undertaking Petroleum Corporation 
of America was caused to undertake a total commitment of over $10,000,000, and 
it actually sustained a net loss of approximately $2,000,000 without ever receiving 
a single share of Tidewater stock. 

At the end of 1935 the total assets of Petreleum Corporation of America had 
shrunk from $100,750,000 to $34,413,882. After giving effect to repurchases of its 
own stock by the investment company and all dividends paid by it, the stock- 
holders of Petroleum Corporation of America as of that date had sustained a 
loss, realized and unrealized, of $54,058,000. An overwhelming portion of the 
total loss suffered by Petroleum Corporation and its stockholders was the direct 
consequence of ventures and investments undertaken by the Corporation evidently 
under the dictation of its dominant influences, Harry F. Sinclair and his banking 
associates of Blair & Co., Inc. and Bancamerica-Blair Corporation. 
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This dominant group, together with their associates and distributors, during 
the same period in which the general body of stockholders suffered losses of 
$54,058,000, realized on their own behalf tangible cash benefits in excess of 
$18,000,000. Moreover, at the end of 1935 the Sinclair interests, in part with 
the aid of Petroleum Corporation of America, had achieved control of a greatly 
expanded oil system. and they retained firm control of Petroleum Corporation 
as well. 


B. EVENTS PRECEDING FORMATION OF THE 
INVESTMENT COMPANY 


Petroleum Corporation of America, for whose securities the public 
in January 1929 paid more than $110,000,000," was organized in 
connection with the efforts of Harry F. Sinclair, chairman of the 
board of directors of Sinclair Consolidated Oil Corporation 2 and his 
banking associates, Hunter S. Marston and Elisha Walker of Blair 
& Co., ‘Inc.,' to consolidate a number of independent oil companies 
into one large system dominated by the Sinclair interests. 

Two months before the formation of Petroleum Corporation, Blair 
& Co., Inc. and Harry F. Sinclair organized a syndicate which, on 
November 27, 1928, purchased from the Rockefeller interests substan- 
tial blocks of stock in The Prairie Oil & Gas Company‘ and The 


1 Public Examination, Petroleum Corporation of America, at 2843. 

2Sinclair Consolidated Oil Corporation was incorporated in New York in 1919 as a 
holding company to take over the Sinclair Consolidated Oil Corporation (Delaware), 
Sinclair Oil & Refining Corporation, and the Sinclair Gulf Corporation. Through its 
operating subsidiaries it was engaged in the production, transportation, refining and dis- 
tribution of petroleum and petroleum products (Poor’s Industrials, 1932, p. 1888). The 
company was largely controlled by the Sinclair brothers, Harry F. and Eark W. Sinclair. 
Harry F. Sinclair was chairman of the board of directors of Sinclair Consolidated Oil 
‘Corporation and later chairman of the executive committee of Consolidated Oil Corpora- 
tion. Earl W. Sinclair was president of Sinclair Consolidated from 1921 until 1932, at 
which time he became chairman of the finance committee of Consolidated Oil Corporation. 

’Blair & Co., Inc., an investment banking company, was formed in 1920 by the merger 
of William Saloman and Company and Blair & Company, two investment banking houses. 
Blair & Co., Inc., handled the distribution of several of the Standard Oil issues (op. cit. 
supra, note 1, at 2841 and 2884) and also acted as banker for Sinclair Consolidated Oi 
Corporation. Elisha Walker was president and Hunter S. Marston was a director. In 
May 1929, shortly after the organization of Petroleum Corporation of America, Blair & Co., 
Inc., was merged with Bancamerica Corporation (investment affiliate of the Bank of America 
National Association) to form Bancamerica-Blair Corporation, of which Elisha Walker 
was chairman of the board, and Hunter 8S. Marston president. Bancamerica-Blair Cor- 
poration was thereafter an affiliate and subsidiary of Bank of America N. A. - Elisha 
Walker became chairman of the executive committee of Bank of America N. A., of which 
A. P. Giannini was chairman of the board. Bank of America N. A. was controlled in turn 
by Transamerica Corporation, a financial holding company which controlled financial 
institutions with assets at that time aggregating 2% billion dollars. (Among these in- 
stitutions were Bank of Italy N. T. and S. A., Bank of America of California, Bankitaly 
Company of America.) At the end of 1929 A. P. Giannini became chairman of the 
advisory committee of Transamerica Corporation, and Elisha Walker was made chairman 
of the board of directors. (Moody’s Manual of Banks, etc., 1929, pp. 552-3 and 2518.) 

4The Prairie Oil & Gas Company was incorporated in Kansas in December 1900, and until 
1911 was operated as a subsidiary of Standard Cil Company of New Jersey. Following 
the decision in 1911 of the United States Supreme Court ordering the dissolution of the 
Standard Oil Trust as violative of the Sherman Anti-Trust Act, Standard Oil of New 
Jersey distributed among its stockholders all its holdings of The Prairie Oil & Gas Company 
stock. As of December 31, 1928, The Prairie Oil & Gas Company controlled oil and gas lease- 
holds on more than 1,000,000 acres in the leading producing sections of Kansas, Oklahoma, 
and Texas and produced more than 73,000 barrels of oil per day. Until 1915 The Prairie 
Oil & Gas Company owned and operated the Prairie Pipe Line system, but in January 1915, 
it formed The Prairie Pipe Line Company and distributed the capital stock ratably among its 
stockholders. As of December 31, 1928, The Prairie Oil & Gas Company had outstanding 
2,426,181 shares of $25 par common stock. (Moody’s Manual of Industrials, 1929, p. 653.) 
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Prairie Pipe Line Company ° for an aggregate price of approximately 
$38,500,000.° 

Negotiations had been in progress since 1927 between Sinclair and 
the officials of the two Prairie companies looking to a merger of the 
Prairie companies with the Sinclair Consolidated Oil Corporation. 
These negotiations were, according to Earl W. Sinclair,’ carried on in- 
termittently from 1927 until they were finally consummated in 1932.° 

The Prairie companies were controlled by the Rockefeller family, 
their associates, and various Rockefeller charitable trusts.? Hunter 8. 
Marston of Blair & Co., Inc. had been conferring since the early part 
of 1927 with the Rockefeller interests in an effort to acquire all the 
Prairie stock owned by three Rockefeller trusts.t° These three trusts, 
the General Education Board, Laura Spellman Rockefeller Memorial, 
and Rockefeller Institute for Medical Research, together owned a total 
of 247,796 shares of The Prairie Oil & Gas Company and 115,650 shares 
of The Prairie Pipe Line Company.*! The holdings of the three organ- 
izations constituted approximately 10% of the total outstanding stock 
of the oil company and 14% of the pipe line company. **? Admittedly, 
these were effective blocks of stock for promoting a merger,’ and by 
the same token these blocks in unfriendly hands might prove a formi- 
‘dable obstacle to a merger.** 

Hunter Marston stated that he conducted negotiations for the pur- 
chase of the Prairie stocks with Bertram Cutler, the individual “who 


5The Prairie Pipe Line Company was incorporated in Kansas, January 1915 by The 
Prairie Oil & Gas Company, and its original capital was distributed to the stockholders of 
The Prairie Oil & Gas Company as a 150% stock dividend. The company functioned as a 
common carrier of crude oil in the state of Kansas, Oklahoma, Missouri, Iowa, Illinois, In- 
‘diana, and Texas. At the end of 1928 the company’s oil transportation system was the 
largest in the industry. There were outstanding 810,000 shares of $100 par common stock 
(Moody’s Manual of Industrials, 1929, p. 3000.) 

6 Op. cit. supra, note 1, at 2805-7 and Commission’s Exhibit No. 317. 

7Id., at 3068. 

sw. S. Fitzpatrick (president of The Prairie Oil & Gas Company in 1928 and 1929) testi- 
fied (Hearings on Stock Exchange Practices, before the Committee on Banking and Cur- 
rency, U. S. Senate, 73d Congress, pursuant to S. Res. 84 and §. Res. 56, Part 7, p. 3313) 
that prior to October 1928 negotiations between himself and Harry F. Sinclair had pro- 
gressed to the point where a yardstick for measuring the respective properties of the 
two companies had been agreed on, and each company had sent representatives to study 
the books of the other. Earl W. Sinclair testified (op. cit. supra, note 1, at 3075) that 
toward the end of 1928 Sinclair Consolidated Oil Corporation commenced making pur- 
chases of the stock of The Prairie Oil & Gas Company. 

®W. S. Fitzpatrick testified that ‘the stock represented by the Rockefellers, the trusts 
and people that had formerly been associated with the old gentleman in years gone by 
or their relatives [equaled] something like 40 or 42%. (Hearings on Stock Exchange 
Practices before the Committee on Banking and Currency, U. S. Senate, 73d Congress, 
Pursuant to S. Res. 84 and S. Res. 56, Part 7, p. 3307.) 

10Op. cit. supra, note 1, at 2801. Hunter S. Marston was at the time one of the 
officers of Blair & Co. and subsequently became president of Bancamerica-Blair Corpora- 
tion. He became a director of Petroleum Corporation at its inception, and later of 
The Prairie Oil & Gas Company and Consolidated Oil Corporation. 

111Td., Commission’s Exhibit No. 317. 

22[t was testified at the public examinations before this Commission that the Rocke- 
feller family itself owned a block of stock in the Prairie companies equal in size to that 
owned by the trusts and that the Rockefeller family continued to hold this block.:  (Id., 
at 2837, 2905.) 

13 Op. cit. supra, note 1, at 2849 (testimony of Hunter S. Marston). 

%Tqd., at 3073 (testimony of Harl W. Sinclair). 
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represented them [the Rockefellers] in all their business dealings.” © 


These negotiations were carried on intensively over a period of some 
six months before the purchase agreement was entered into in Novem- 
ber 1928.1° The use which the “prospective purchasers intended to 
make of the Prairie stocks after they acquired them was one of the 
questions carefully explored by Messrs. Marston and Cutler in their 
talks. Mr. Marston told Mr. Cutler that Blair & Co. had primarily in 
mind “the formation of a new oil unit.” "7 As Sinclair’s bankers, Blair 
& Co. had participated in the prior merger negotiations between Sin- 
clair Consolidated Oil Corporation and the Prairie Companies.® By 
November 1928, however, the plans of the bankers and the Sinclair 
interests had become considerably more ambitious. Marston stated : 1° 

A. * * * We had, however, a more comprehensive idea in mind than that. 
We had studied the oil situation and we thought there was a very real oppor- 
tunity to form another major company. We had in mind about four or five 
companies that fit into the picture that we felt would be a well-rounded unit. 
We had the Sinclair in mind, the Prairie Oil & Gas Company, the Prairie Pipe 
and Tidewater, and I believe two others. 

Q. Barnsdall? 

A. Barnsdall, and as I recall, Phillips. 


Cutler, the Rockefeller representative, indicated to Mr. Marston that 
a merger ‘between only the Prairie companies and Sinclair Consolidated 
Oil Corporation would not be viewed with favor at that time by the 
Rockefeller interests, but that they would not, however, object to the 
more comprehensive project of consolidating these companies with 
three or four others.2° Hunter Marston testified : 


Q. In the course of the conversations with Mr. Cutler, did you discuss with 


him the purpose you had in mind for the acquisition of this block of Prairie 


Pipe and Prairie Oil & Gas Company Stock? 

A. Yes. IJ did. I told him we had primarily in mind the formation of a new 
oil unit. 

Q. Was there any discussion as to which companies were going to be merged 
in that unit? 

A. Undoubtedly I told him what companies we had in mind, because my rela- 
tions with him were such that I more or less disclosed anything I would have 
in mind. 

Q. Was there any specific reference made to the Sinclair Consolidated Oil 
Company ? 

A. Yes, sir. I told him. 

Q. What was said on that aspect? 

A. I told him we had in mind the consolidation of three or four of the 
different companies, mentioning of course, the Consolidated, or the then Sinclair 


Company, as one of the major units. His mind ran to a larger plan that we 


had—at least, he liked the idea better of a consolidation of three or four of the 
other. companies. 


2 Mr. Marston stated (id. at 2802): “He [Bertram Cutler] represented them in all 
their business dealings. Neither Mr. Rockefeller, Sr. or Jr. entered ever into any discus- 
sions with reference to the investments. Mr. Cutler is the agent or officer who handles 
that.” 

1°Mr. Marston stated (Id. at 2801) that the initial conversation had taken place some 
18 months prior to November 1928. Serious negotiations commenced early in 1928. 

M7Td., at 2802. 

18 Td., at 2801. 

19 Tbid. 

21Td., at 2803. 

ATd.. at 2802-4. 
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Q. Was anything specifically said with reference to a merger with Sinclair 
Consolidated Oil Company alone? 

A. Yes; he said he would prefer to. have the consolidation involve more than 
just two companies or three companies, Prairie Pipe, Prairie Oil and Gas and 
Sinclair. 

Q. Was it merely a statement of preference, or did he say he wanted it? 

A. Well, it was a statement which led me to say to him that we would not 
use our efforts to effect a consolidation between the Prairie Pipe and Sinclair 
companies at that time without his permission, 

Q. That is, if the situation was [that] it was a question of merging the Prairie 
Pipe or Prairie Gas & Oil with Sinclair Consolidated only, * * * the efforts 
of the bankers would not be used to effect that consolidation without a specific 
consent of the Rockefellers? 

A, Exactly. 

@. But the broader picture could be accomplished, namely, the inclusion of 
the Tidewater, Barnsdall and Phillips, without your needing the consent of the 
Rockefeller interests? 

A. That in a sense was the situation, although he naturally would have been 
acquainted with the purpose. 

The formal agreement for the purchase of the Prairie stocks was 
consummated by an exchange of letters between Mr. Cutler and Blair 
& Co. on Nov ember 26 pin 27, 1928. The three Rockefeller trusts 
sold to Blair & Co. their entire holdings, a total of 115,650 shares of 
The Prairie Pipe Line Company at $210 per share and a total of 
247,796 shares of The Prairie Oil & Gas Company at BOT per share. 
The ageregate price for both blocks was $38,410,872." Simultane- 
ously with the agreement of purchase, Mr. Cutler comfir med in writing 
to Blair & Co. that John D. Rockefeller, Jr., would personally lend to 
Blair & Co. the sum of $25,000,000 for a period of three months at 6% 
interest, taking both blocks of Prairie stocks as collateral.?? In con- 
sequence of this art rangement, Blair & Co. was required to pay down 
only $13,410,872 of the purchase price and had a period of three 
months before the balance of $25,000,000 was payable. 


C. Formation of Prairie Syndicate 


The Cutler letters to Blair & Co. were written on November 26, 
1928. The following day, November 27, Blair & Co. and Harry F. 
Sinclair together with three other parties entered into a syndicate 
agreement governing the Prairie purchase.2! The additional contract- 
ing parties were the Chase Securities Corporation, Shermar C orpora- 
tion, and Arthur W. Cutten. Arthur W. Cutten was described as “a 
Chicago businessman who was * * * a member of th eWheat Ex- 
change out there—a financier and Chicago capitalist.” ?° The Chase 
Securities Corporation was the security affiliate of the Chase National 
Bank of New York, of which Albert H. Wiggin was president.2° The 
Shermar Corpor ation was the personal family holding corporation 
of Wiggin.” The participation of each of the parties was 25% , X- 
cept that Chase Securities CORO received a 249 participation 
and Shermar Corporation a 149 participation, giving them a combined 
participation equal to that of the others.°* 

221d., Commission’s Exhibits Nos. 317, 318, 320, 321. 

23Td., Commission’s Exhibit No. 318. 

*Td., Commission’s Exhibit No. 319. 

%Id., at 2812. 

26 Thid. 

* Tid. 

7° Id., Commission’s Exhibit No. 319. 
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The syndicate agreement in substance provided that the purchase 


of the Prairie stock by Blair & Co., although made in the name of 
Blair & Co., was for the account of all the parties to the agreement 
and that each of the parties agreed to participate in the purchase of 
the Prairie stocks in the proportions stated above. The agreement 
further provided that the parties would immediately form a syndicate 
or syndicates with Arthur Cutten as manager “to dispose of the 
Prairie Oil shares and of the Prairie Pipe shares in the market, or 
otherwise as the parties hereto shall determine.” In addition to the 
formation of a syndicate, the parties agreed immediately to form trad- 
ing accounts in the shares of common stock of both Prairie companies, 
such trading accounts to run for a period of six months, unless ex- 
tended. It was also provided that the parties might grant sub- 
participations to such others as were agreed on, but “not to exceed in 
the aggregate 12% of the business.” °° 

At the time of the formation of the Prairie syndicate the five 
parties who composed it were already joint venturers in another con- 
temporaneous transaction of almost equal magnitude—the Sinclair 
Consolidated Oil Syndicate.*° This syndicate, organized on October 
24, 1928, had purchased from the Sinclair Consolidated Oil Cor- 
poration of which Harry F. Sinclair was president, 1,130,000 shares 
of the corporation’s unissued stock at $30 per share for a total of 
$33,900,000. The purchase from the Sinclair Consolidated Oil Cor- 
poration was made in the name of Arthur W. Cutten, of Chicago, 
but was divided in the same manner as the Prairie syndicate: 25% 
each to Mr. Cutten, Mr. Sinclair, and Blair & Co., 349 to Chase Securi- 
ties Corporation and 144 to Shermar Corporation, the personal holding 
company of Mr. Wiggin.** 


2Jpid: Subparticipations were later granted by the original participants to the fol- 
lowing: The Famoth Corporation and the Traywin Corporation, both family corporations 
of E. R. Tinker, a director of Sinclair Consolidated Oil Corporation and the Chase National 
Bank, 1.75% each; the Haystone Securities Corporation, and the Haygart Corporation, 
affiliates of the banking house of Hayden, Stone & Co. % of 1%.each; Equitable Trust 
Co. of New York (of which Charles Hayden of Hayden, Stone & Co. and Hunter S. 
Marston were directors, 2% ; Continental National Corporation, security affiliate of the 
Continental National Bank of Chicago, 4%; Arthur Reynolds, then president of the 
Continental Bank of Chicago, 1%; L. W. Hill and C. O. Kalman, % of 1%; Archie M. 
Andrews, 1%. By virtue of these subparticipations the participations of Blair & Co., 
Arthur W. Cutten and Harry F. Sinclair were reduced to 21.75% each, that of Chase 
Securities Corp. to 14.50%, and that of Shermar Corp. to 7.25%. (Op. cit. supra, note 1, 
at 2813-4; see Appendix D, infra, p. 785.) 

30Qp. cit. supra, note 1, at 2889-91. For a more detailed account of the Sinclair 
Consolidated Oil Syndicate, see Hearings on Stock Exchange Practices before the Committee 
on Banking and Currency, U. S. Senate, 73d Congress, Pursuant to S. Res. 84 and 8. Res. 
56, Parts 6 and 7. 

31 Hearings on Stock Exchange Practices before the Committee on Banking and Currency, 
United States Senate, 73d Congress, Pursuant to S. Res. 84 and S. Res. 56, Parts 6 and 7. 
It might be thought that the financial resources of individuals such as Mr. Sinclair and Mr. 
Cutten would be severely taxed in undertaking individual commitments of approximately 
nine and one-half million dollars each in the Prairie yenture, following immediately after 
the Sinclair Oil Syndicate in which each had made a commitment of some eight and one-half 
million dollars, thus bringing the individual undertaking of Cutten, Sinclair and Blair & Co. 
in the two concurrent ventures to the sum of $17,000,000 for each participant. However, 
in financial operations of this character, apparently, computations are made little in terms 
of ultimate commitments, but principally in terms of “spot cash” required and time allowed 
to pay the balance. 

In the case of the Prairie stock purchase the participants were required to pay some 
thirteen million dollars down and had three months to pay the remaining twenty-five 
million dollars. In the case of the Sinclair purchase, however, the participants, were not 
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The manager of the Sinclair Consolidated Syndicate was Arthur 
W. Cutten who operated from Chicago through the intermediary of 
his cousin Ruloff EK. Cutten, a partner in the stock brokerage house 
of KE. F. Hutton and Company. The Sinclair Syndicate officially 
wound up its activities in May 1929 with a net profit of $12,420,499. 
Harry I. Sinclair received as his share of the profit $2,664,340 and 
an almost identical amount was received by Arthur W. Cutten and 
Blair & Co., with the other participants being paid in proportion.® 

The Sinclair Consolidated Oil Syndicate was admittedly planned 
and operated as a straight market distribution of the Sinclair Con- 
solidated Oil Stock. Two syndicate trading accounts were operated 
by the syndicate during the period of distribution, the stock being dis- 
posed of or sold on balance to the public at prices which yielded a 


required to make any down payment at all. The contract between Mr. Cutten and the 
Sinclair Consolidated Oil Corporation provided that payment for the stock was to be 
made upon delivery of the stock and delivery was to take place at any time within 
one year, as demanded by Mr. Cutten, subject to the right of the corporation after thirty days 
from October 24, 1928, to require Mr. Cutten to take delivery of whole or part, on 
thirty days’ written notice signed by the president or treasurer. Thus, under any cir- 
cumstances, the syndicate had a minimum of sixty days from the date of purchase in 
which to make payment and as much longer time as the corporation was willing to 
allow it. Since Mr. Sinclair, the chairman of the board of the Corporation was a one- 
fourth participant, the syndicate could reasonably hope for indulgent treatment on the 
part of the corporation. In fact, not much time wags required. The market operations 
of the syndicate, operating through two trading accounts, the original syndicate account 
and a second account called Sinclair Consolidated B Syndicate, were so successful that 
by the end of December 1928 the syndicate had taken delivery from the corporation of 
the entire number, 1,130,000 shares of stock, and had made full payment. The price 
of the stock had advanced to the point where the syndicate’s brokers, E. F. Hutton & 
Company, were able to procure a substantial bank loan from the Chase National Bank 
(of which Mr. Wiggin was president) with which to effect payment. By virtue of this bank 
loan it appears that none of the Sinclair Consolidated Oil participants, except one, were 
ever required to put up any money of their own whatever during the entire operation. 
(Id., Part 6, pp. 3083-5 and 3345.) 

%2 Hearings on Stock Wxchange Practices before the Committee on Banking and Currency, 
United States Senate, 73d Congress, Pursuant to S. Res. 84 and S. Res. 56, Part 6, p. 3098, 
Committee Exhibit No. 114. The original members of the syndicate had granted a number 
of subparticipations. The list of participants as finally constituted and the percentages 
and profits received by each was as follows: 

Share of profits 
$2, 632, 962. 75 
i, 1S), BOS, Ws 
877, 654, 28 

2, 632, 962. 


Cutten Co., Ltd., granted subparticipations to Lawrence Fisher and George Breen, and 
upon the termination of the syndicate they received the following share of profits based 
upon these subparticipations : 

Lawrence Fisher $585, 102. 83 
George Breen 292, 551, 41 

The total net profit of the principal syndicate account was $12,002,109.41 out of which 
William 8S. Fitzpatrick, president of The Prairie Oil & Gas Company was paid 214%, a total 
of $500,052.78, and the remaining $11,702,056 was divided in the amounts above set forth. 
(Por the details of the payment to W. S. Fitzpatrick see infra, pp. 264-6.) 

In addition to the profits listed above, the second trading account, Sinclair Syndicate 
B Account, consisting of some of the original syndicate members and a number of new 
participants, divided profits totaling $418,383.54, of which Arthur W. Cutten received 
$37,654; Blair & Co., Inc, $41,838; and Harry F. Sinclair, $31,379. (Ibid., Committee 
Exhibit No. 115.) 
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substantial profit to the participants. Elisha Walker, of Blair & Co., 
contended at the public examination before the Commission that. this 
oblique method of distribution of the Sinclair stock was almost the 
only way by which the Sinclair Consolidated Oil Corporation could 


raise the large sum of money it required, because the corporation’s 
background was inadequate from an investment point of view 


and presumably could not support a public offering. Mr. Walker 


testified : 3° 


Q. Now, about this time, Mr. Walker, Blair and Company, of course, was 
interested in the Sinclair Consolidated Oi] trading account? Wasn’t that so? 

A. Which? 

Q. Do you remember there was a syndicate formed to purchase 1,130,000 
shares of Sinclair Consolidated Oil Company, in which Blair and Company, 
Shermar, Chase Securities 

A. And Cutten? 

Q. Cutten. 

A. Yes. 

Q. Practically the same participants in the Sinelair trading account as there 
were in this? 

A. Yes, 

* * * % * * * 


Q. There was a public distribution of that stock through the medium of 
trading accounts on the Exchange? 

A. Yes. 

Q. And that one (Sinclair Consolidated Oil Corporation distribution) com- 
menced about the same time as this (Prairie Oil and Prairie Pipe). They had 
disposed of every single share they had bought from Sinclair Consolidated 
and, as you recall, they made a profit of $13,000,000, isn’t that so? 

A. I don’t remember whether it was $12,000,000 or $15,000,000. I remember 
it was a very large amount. 

Q. Yes. Then, as you recall that transaction, didn’t you use precisely the 
same technique as was intended to be used in the case of Prairie Pipe and 
the Prairie Oil, namely, you purchased the block of stock from the Sinclair 
Consolidated Oil Company and immediately two trading accounts were com- 
meneed at E. F. Hutton and Company, run by Ruloff Cutten? 

A. Yes. 

Q. And through the instrumentality of trading on the Hxchange and selling 
on balance, you finally disposed of the entire block at a profit? Isn’t that so? 

A. Yes. 

Q. Now, there was no public distribution in that case by making an advertised 
offering to the public? 

A. No. 

Q. There you used the medium of trading accounts on the Exchange to effect 
distribution of the stock? Isn’t that so? 

A. Yes, but Consolidated Oil stock, Sinclair Consolidated Oil stock, was a 
very different proposition, marketwise, than any of the Standard Oil sub- 
gidiaries. I mean, you must draw a real difference there, that Standard Oil 
subsidiaries were considered investment stocks, and certainly both Prairie Oil 
and Gas and Prairie Pipe Line were in that category, and bankers wouldn't 
hesitate to make an issue of that stock, whereas at the time Sinclair Consoli- 
dated had not the background of it that the Standard Oil subsidiaries had. 


33 Op. cit. supra, note 1, at 2889-91. 
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I mean, it was a comparatively new institution which had been growing and 
fighting its way, and it was about the only means, about the only means, that the 
capital could have been raised for the Sinclair Consolidated at that time. 

The Prairie stocks, however, unlike the Sinclair Consolidated Oil 
stocks were, as Mr. Walker testified,** considered “investment stocks,” 
of a character akin to those of the Standard Oil Companies, and these 
stocks were susceptible of distribution through the usual method of a 
public offering, if the purchasing syndicate desired to employ that 
means. Elisha Walker testified that a public offering was in fact 
one of the possibilities considered by the Prairie syndicate.** A pub- 
lic offering, however, would have entailed breaking up both these 
substantial blocks of Prairie Pipe Line and Prairie Oil & Gas stocks 
and disposing of the stocks to the public in small lots. Similarly, a 
public distribution of the stock by market operation, such as was 
being effected in Sinclair Consolidated Oil stock, would also have 
required dispersion of the stock. Sinclair and his bankers, Blair & 
Co., were able to devise a plan whereby both blocks of Prairie stocks 
could be sold to yield the syndicate a substantial profit, without re- 
Iinquishing control of these shares, which would undoubtedly prove 
of great assistance in effecting the merger of the Prairie companies 
with the Sinclair Company. Elisha Walker testified that the sub- 
stance of such a plan was a “general thought in the back of one’s 
head” : * 

Q.* * * At the time they purchased it [the Prairie stocks] what was 
the intention of the group, was it to effect a distribution, or was it to organize 
an investment trust? What was in the minds of the individuals who made a 
substantial commitment at that time? 

A. That it would do one of two or three things; it would either make a dis- 
tribution by a public offering, as distinguished from a market operation * * # 
or that we would hold the block of stock for a while in the hope that some 
consolidation might be worked out or still further in the back of their heads, 
but not, I would say, as a real immediate thought, but just a general thought 
in the back of one’s head that maybe ‘t would be advisable to form a corpora- 
tion to handle it. I think the corporation idea was the third thought, rather 
than the first thought. 

Whatever difference of opinion might have been entertained by the 
various members of the Prairie syndicate as to the best plan for the 
ultimate disposition of these blocks of stocks, two points were ele- 
mentary. First, regardless of which plan of distribution or disposal 
was employed, the purchasing syndicate to make a profit had to sell 
the stock at a price higher than the syndicate had paid for it. In 
consequence, it was fundamental that the market price of the Prairie 
stocks had to reach a price higher than the purchase price. Second, the 
distribution of the stock had to be effected within a period of three 
months from November 26, 1928, if the proceeds of the sale of these 
blocks of stock were to be used to repay the $25,000,000 loan due on 
that date, which was made by John D. Rockefeller, Jr., to the syndi- 
cate at the time of the syndicate’s purchase of the Prairie stocks. In 
addition, this three-month disposal period had to be shortened, if the 
interest liability on the loan accruing at the rate of $125,000 each month 
was to be curtailed. 

"4 See supra, p. 236. 

%®Id., at 8050. 

Id. at 3048. 
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D. Market Operations in the Prairie Stocks 


At the time of the purchase by the Blair-Sinclair Syndicate of the 
shares of The Prairie Oil & Gas Company and The Prairie Pipe Line 
Company neither of these stocks was listed on the New York Stock Ex- 
change. Both Prairie stocks were admitted to unlisted trading privi- 
leges on the New York Curb Exchange, but they were not active 
stocks.*” 

Table 1 indicates the range of prices and the volume of trading in 
each of these stocks from January 1928 until December 1928, at which 


Tapin 1—Price quotations at intervals of approximately 2 weeks and monthly 
volume of sales of The Prairie Oil & Gas Company and The Prairie Pipe Line 
Company common stocks from Jan. 1, 1928, to Dec. 1, 1928 


The Prairie Oil & Gas Company The Prairie Pipe Line Company 
Week ending— ora rw 
mien | tow | MERI | en | tow | MSR 
1928 : 

Bee ae see eee 5014 ECA eae sees 187 WAS ioe 1k tees 
Jane 28a ee fae ence te ence 4934 481% 33, 100 18614 185 4, 560 
Hepei 1 . seeeeel IS es 4914 BVA oles es 18734 WAL oo 
NGO 740 oo se ee se AQIZ 48 82, 706: 214 20634 20, 800: 
Mary leet see ett ee 08 4Ql4 AST Gl eee te eee 223 202i ee See eee 
Mar 3 ie eee et er oe 493¢ 4814 380, 400 22014 215 13, 870 
SAND rnhtae osreb oe 5044 CYA ooo ae anne 21814 DUS VAl lee emppae eaa te 
Aipric28 Lek tues. Lee ee 547% 5134 46, 600 217 214 4, 206: 
INAV 2Se sewer nek eee see! 5334 VA 2 foe 215 TU PARDON beds bear eek daed 
Miaye2682. 2-2-8 3 Sense ope ® . 5214 515¢ 88, 400 214 213 6, 350 
JUN Cg GS" seek = sok sane ee $1 Chev PRES a Bae see 21544 PAINE Ge Beret SP le 
June s30 sees seen a rere eee 4934 4814 17, 600 212 20814 20, 850 
Suly wl ee | ey See 4834 ATYG| SO AO 210 Q0 (SAE Pare os 
Julyp286 eS Fe eee 4834 475% 23, 000 20734 200 3, 550 
TAU oe lee ak 22 eee ees 49 RY RUA Se a ree ame 19484 Mets} een eae nas 
FTIR APIO Eee a ee a 4714 461% 25, 300 188 18334 22, 050 
Séperrees AIO Oo ieh 47, 4G-c\| Secor teen ae 190 1321 ar 
Septis29f oo sire tie tess o 4914 474 48, 400 191 1864 6, 900 
OctwAB Eel eat oe es es case 474 4634 | Bon eeo eee eee 186 UR4y | Herd sce et 
OCt 2 ier eee Saas 5534 47 126, 500 21514 191 23, 650° 
INOW OMe lee oor eS eeee 5634 Lay i ba emai, ee 225 P)\ihe | ps eee So 
Novi2ei rst elk eed 2 82h 61 5414 370, 700 247 218 75, 350 
Decsgl2asak eee Perey ee 68 62UG leh ee 278 DOr |e me Se LEE 


time the purchase of the Prairie stocks was made.** The price of 
The Prairie Pipe Line Company stock was $184 to $187 per share at the 
beginning of that year; rose to a high of $223 in March (about the time 
that intensive negotiations commenced between Blair & Co. and Ber- 
tram Cutler for the purchase of the stock) ; eased off to a low of $172 
in August ;*? and remained continuously below $200 during the months 
of August, September, and most of October. Toward the end of Octo- 


37 Hunter Marston stated (op. cit. supra, note 1, at 2824): “You have to take this into 
consideration. These two stocks, particularly the Prairie Pipe Line Company’s had been 
rather inactive stocks. There was practically no trading in them except from time to time.” 

88 The table shows the range of prices on a biweekly basis. Some of the highs and 
lows quoted in the text, above. are not shown in the table because they occurred on dates 
intermediate to those used in the table. : 

39 August 4, 1928. 
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ber, as negotiations between Mr. Marston and Mr. Cutler approached 
a successful conclusion the Prairie Pipe stock rose to $21514 per share 
on increased volume,*® and from that point pushed to a high of $247 
per share on the 23rd of November. It was on November 26th that the 
sale from the Rockefeller interests to Blair & Co. was actually effected 
at $210 per share. 

The Prairie Oil & Gas Company stock at the beginning of 1928 was 
about $49 per share; rose to a high of $5234 in June;*! eased off to a 
low of $46 in August; fluctuated narrowly between $46 and $49 during 
August, September, and October; rose to $5534 at the end of October; 
and pushed to a new high of $6514 on the 23rd of November. The 
Blair & Co. purchase from the Rockefeller interests on November 26, 
1928, was made at $57 per share. 

During the six months period, therefore, in which it was testified 
negotiations were in progress between Blair & Co. and the Rocke- 
fellers, the market price of the Pipe Line stock frequently was 
below $200 per share, and that of the Prairie Oil & Gas stock below 
$00 per share, while the syndicate paid $210 per share of Prairie Pipe 
stock and $57 per share of Prairie Oil & Gas stock. Clearly, if Blair 
& Co. were to make a quick profit on the basis of the prices they had 
paid, the market in these stocks required not only support but stimu- 
lation through increased market interest and activity.%2 

On November 26, 1928, the day on which the purchase of the stocks 
by the syndicate was consummated, Blair & Co. commenced to pur- 
chase blocks of both Prairie stocks. On November 26th, Blair & 
Co. purchased from Banks & Company 650 shares of Prairie Pipe 
at $230, and 200 shares at $225, and on November 27, 350 shares at 
$250, these purchases totaling $283,421.4° At the same time the 
bankers purchased blocks of The Prairie Oil & Gas Company stock 
aggregating 28,000 shares at prices ranging from $62 to $6514 at a total 
~ # October 27, 1928. 

4 June 2, 1928. 

“ Although during the weeks immediately preceding the date on which the purchase 
was made, the stocks pushed through on heavy volume to the prices paid by the syndi- 
cate, and even higher, this advance merely anticipated the important market news which 
was about to be made public, and it was to be expected that, in normal fashion, once the 


news was out the stock would settle back. The reported prices and volume of the 
Prairie stocks during the week prior to the purchase is shown in the following table: 


| The Prairie Oi] & Gas The Prairie Pipe Line 
Company Company 
Date 
High Low Volume High Low Volume 
1928 
INIA eli es ae et eee ee a et 5434 646 500 21834 
ING VeRO: Bie: warieeee eG Ae ee Y 547% 5414 5, 000 220 
NOVO Ce ae ER OD eee: 5744 5414 12. 000 220% 
INOWo Mlceasss iff eee hin er A Se eer 61 58 56, 000 221 
INO VER 2218 Peis ot 0 OU mies 61 59 22, 000 219 
INCOME 23 Aaa see renee e/a orn 6514 61 60. 000 247 
INOVag gd eet same niece, Seely NET See rere ies gee i Bes, em || SA ee 
INOVEE2 5 Bie eens ne Ue ee A a ea Pee Dement ea teen | ee eee te | 
INOW 202-45 Se Pipa apnictedins Neat te 6744, 657% 40, 000 259 250 | 4, 508 
8 Exchange closed. 6 Sunday 


‘Op. cit. supra, note 1. at 2830 and derived from supplementary information supplied 
the Commission for Petroleum Corporation of America. 
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cost of $1,815,337.4 With respect to the effect of these concentrated 
purchases in the two relatively inactive Prairie stocks Hunter S. Mars- 
ton of Blair & Co. testified : *° 


Q. Blair & Co. on November 26, 1928, purchased from W. S. Banks & Com- 
pany 650 shares at 230, and on the same day they purchased from Banks & 
Company 200 at 225, and the following day, November 27, 1928, they purchased 
850 shares at 250. 

So that the very purchases Blair & Co. were making in the open market 
on the date they made this agreement with the Rockefeller interests increased 
the price of that stock from 225 to 250. Those very purchases moved that stock 
up 25 points, isn’t that so? There was a difference of 25 points in those purchases? 

A. Well, the stock went up 25 points. 

Q. And the stock went up with the purchases made at prices ranging from 
225 to 230 to 250 by Blair & Company? 

A. Blair & Company ‘apparently made those purchases according to your 
record, but I don’t know what other purchases were made. 

Q. Not only did it make those purchases in Prairie Pipe Line on that date, 
put on that very day it signed that agreement it purchased the 28,000 shares 
of Prairie Oil and Gas at pr-ces ranging from 62 to 64.25 [sic; 6514], for a 
total of $1,815,000. So that, Mr. Marston, the fact that the market was what 
it was at that time is no criterion, because there was Blair & Company, on 
the very day they had signed the agreement with the Rockefeller interests, 
purchasing the Prairie Pipe stock at prices ranging from 2-5 to 250 and at 
prices ranging from 62 to 64.25 [sic; 6514], for the Prairie Oil & Gas Com- 
pany stock? 

A. We thought the inherent value, naturally, of those stocks was cheap at 
that price. 

Q. Well, that is so, is it not, every time people run a trading account or a 
pool account? The justification every time is that the pool participants feel 
that the stock is not selling at the price it is worth and they are just going 
to stimulate a little interest to call the public’s attention to the fact that it is 
a cheap stock. And then when the stocks reach the price that they think it is 
worth they sell the stock and step out? Isn’t that the justification in every 
pool—“‘the stock is not selling for what it is worth, and we are going to put 
it up to what it is worth, and sell it to the public”? 

A. I imagine there have been many instances of that. 


44 These purchases were all made in a single day, November 26, 1928, as follows (derived 
from supplementary information supplied the Commission for Petro!eum Corporation of 


America) : 
lt) 26/2 3ae=— 300 shares—Carpenter-Cutter Co., @ 64.25__--__ 19, 327. 50 
1/26/7282 2== 700 shares—Carpenter-Cutter Co.. @ 64.00-—----~- 45, 272. 50 
tW/2. 6/2 See 2 000 shares—Carpenter-Cutter Co., @ 64 -_-_---- 128, 350. 
1/262 Sa OO0 shares—W. S. Banks, @ @BY6 a-csne 64, 050. 
Aly/2.6)/2 See 000 shares—W. S. Banks, @e64. 4 225222 128, 350. 
/,2 0/2 8=——— 800 shares—W. S. Banks, OWES Se 52, 040. 
1/26/23 900Nshares—— a= ee @ 63% ------ 57. 807. 50 
W260). See OO SIAIRCR eS @ O55 sscsce 6, 355. 
11/26/28---- 1,800 shares—__~~-------------- @ 6B saeao= 82, 127. 50 
M2623 600 shares—____------------+- C2 37, 830. 
My 26/2 3==—— 700 shares—_-——--—_—--——_---__ @. OBA, = 44, 0'7. 50 
11/26/28---- 1, 200 shares—_~~~----__-------- @ CYA a-s= TAs, Pals 
iil (VO J Peo as D0 OSs aneS— @ G20 a= 12,425, 
11/26/28__-- 16, 200 shares—_---------_---____ @ Ga oe 1, 055, 835. 
28, 000 
VSO ES SYS Ye op a 6, 799. 58 
CNOA Se Soe ee SS 1, 815, 337. 08 


4 1d., at 2830-1. 
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The Syndicate had made careful preparations to furnish other 
unfailing market stimuli. Increased trading had barely commenced 
when the news was released that the Prairie Pipe stock was to be split 
four for one and a 25% stock dividend was to be declared.*® In addi- 
tion, both the Prairie Oil and Prairie Pipe stocks were to be moved 
from unlisted trading on the Curb to listing on the New York Stock 
Exchange, the “Big Board.” That these moves had been discussed 
with the Rockefellers and had formed part of the understanding on 
which the purchases had been made is attested by a letter addressed 
to Bertram Cutler on November 27, 1928, by Elisha Walker of Blair & 
Com ince 


Referring to our letter to you dated November 27, 1928 (confirming purchase 
of the Prairie stocks), we understand that it is agreeable to Mr. John D. 
Rockefeller, Jr., and other interests owning shares of common stock of the 
Prairie Pipe Line Company represented by you, that the Prairie Pipe Line 
Company shall change the par value of its common stock from $100 per share 
to $25 per share, increase the number of shares of such common stock and 
issue, upon such recapitalization and in part as a stock dividend, 5 shares of 
the par value of $25 each in exchange for each share of such common stock 
now outstanding. You will give or cause to be given proxies in respect of ali 
shares of common stock of the Prairie Pipe Line Company standing in the name 
of nominees of interests represented by you on the record date fixed for the 
purpose of determining the names of stockholders entitled to vote at the meeting 
called for the purpose of approving such change and increase. 

We understand that you have no objection to an application on the part of 
the Prairie Oil and Gas Company and/or the Prairie Pipe Line Company to list 
its or their capital stocks upon the New York Stock Exchange. 


The Prairie Oil & Gas stock was officially listed on the New York 
Stock Exchange on December 19, 1928; the Pipe Line stock on Jan- 
uary 9, 1929. The split-up of the Pipe Line stock was not actually 
effected until January 4, 1929, but trading in the new stock ($25 par) 
commenced on a “when issued” basis on December 4, 1928. 

Hunter S. Marston, discussing the reasons for the Prairie Pipe 
splt-up, stated : 


A. * * * T believe that [the stock split-up] had been contemplated 
before we bought the stock, and, furthermore, it gave us an instrumentality 
from the standpoint of distribution which was important, in that it was much 
more easy if you would want to sell it in the market, because the stocks selling 
around $250 a share do not have a particular appeal as far as investors are 
concerned, and it is a cumbersome quotation to handle * * *, 

Q. That is, you can hope to get a wider distribution if the stock is selling 
at $50 a share than if it is selling at $210 a share? 

A. That is correct. 

Q. That is obvious? 

A. Yes. ' 

* * * * * * a 

Q. Now, if I may discuss a little with you the aspect of the public distribution. 
The fact that the stock was split up was, you say, a safeguard in case public 

SUGL, aly Pehillsi, 


47Td., Commission’s Exhibit No. 320. 
48Id., at 2815 and 2821. 


242 SECURITIES AND EXCHANGE COMMISSION 


distribution had to be effected the stock would be in such form the public 
would take it up? 

A. It is in a more marketable form. A security that is selling at $50 a share 
is something the people prefer to buy rather than at $210 a share. 


Ruloff Cutten, who was at that time the manager on the floor of 
the New York Stock Exchange of the successful Sinclair Consoli- 
dated Oil account, and who was, at least nominally, in charge of the 
Prairie operation, testified as follows concerning the effect on the 
market of these concerted moves: *® 


Q. Well, you notice prior to November 28, 1928, in both Prairie Oil and Gas, 
and Prairie Pipe Line, there was comparatively negligible volume. Isn’t that so? 

A. That is right. 

Q. And on November 26, we find a certain marked spurt in activity? 

A. That is right. 

Q. Now, it was on November 26 that Blair and Company started buying 
those Prairie Pipe Line (Shares), which were turned over to E. F. Hutton in 
each one of those accounts? 

A. Yes. 

Q. Now, with a little news that there was going to be a split-up of the 
Prairie Pipe Line stock, and the stock dividend, and with some purchasing by 
Blair and Company, that would certainly have an effect on the volume, and the 
price, isn’t that so? 

A. Decidedly so. 

* * * * x x 

Q. And all you need with the news of the split-up and the stock dividend, is 
the initial trading to give the impetus to the stock, and to get the volume going? 

A. I should not think that they would need any with that news, a 5 for 1. 

Q. It always looks a little better when it starts to come out on the tape, 
doesn’t it? 

A. Yes. 

Q. And’ people don’t really become conscious of the fact how good everybody 
believes the news is, until they see somebody buying the stuff? 

A. That is right. 

Q. So that on November 26, we find Blair and Company starting to buy both 
Prairie Pipe, and Prairie Oil and Gas, and that certainly didn’t depress the 
price of the stock, did it? 

A. No; it would not. 

Q. And in your expert opinion it would have a slight tendency to start the 
price up, wouldn’t it? 

A. It would. 


While the news of the Prairie Pipe five for one split and the impend- 
ing shift of both stocks to the “Big Board” was being disseminated, the 
Prairie Syndicate, under the expert management of Arthur W. 
Cutten,®° commenced operations. Four trading accounts were imme- 
diately set up with the brokerage house of E. F. Hutton & Company, 
the firm out of which the Sinclair Consolidated Syndicate accounts 
were being run. The Prairie market operation was modeled after the 
Sinclair Consolidated operation: two accounts were operated in 

4 Id., at 3114-5. 

5 Mr. Cutten was at that time managing the extensive operations of the Sinclair Con- 


solidated syndicate, for which purpose he had been especially sought out by Harry F. 
Sinclair. (Op. cit. supra, note 31, Part 6.) 
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Prairie Oil & Gas stock and two accounts in Prairie Pipe stock," 
Questioned as to the similarity between the two operations, Elisha 
Walker testified : °? 


Q. I am just trying to see whether at least the same mechanics were not 
set up? 

A. Yes; the same mechanics were Set up. 

Q. The fact of the matter is thut immediately upon the purchase of this 
$38,000,000 worth of stock from the Rockefeller interests, two trading accounts 
were set up, in the Prairie Pipe Line Company’s stock at E. F. Hutton, and in 
the Prairie Oil and Gas Company stock? 

A. Yes, 

Q. And immediately trading was done in those four accounts? Isn’t that so? 

A. Well, I can’t answer that. I don’t doubt it is correct, but I can’t answer 
it. Ihaven’t the figures. 


The trading accounts in both Prairie stocks started on November 30, 
1928, several days after the purchase of the stock by the Syndicate. 
The Prairie Pipe trading accounts took over at the outset the 1,200 
shares [old] of Prairie Pipe stock which Blair & Co. had accumulated 
prior to the establishment of the trading accounts, and in addition 
immediately acquired other substantial blocks. On December 4, 1928, 
the accounts commenced trading in the new Prairie Pipe $25 par stock 
on a “when issued” basis. By the time the Prairie Pipe accounts ceased 
operations on January 28, 1929, they had bought a total of 59,900 
shares of Prairie Pipe stock for $3,314,693 and sold 88,150 shares for 
$4,860,478.° During this period there was traded on the Exchange 
a total of 208,100 shares of Prairie Pipe stock. The purchases of the 


51 The original syndicate agreement dated November 27, 1928, between Biair & Co., Inc., 
Chase Securities Corporation, Shermar Corporation, Arthur W. Cutten, and Harry F. 
Sinclair provided (1) “that the parties * * * agree immediately to form a syndi- 
cate or syndicates with Arthur Cutten as manager thereof, with customary powers, to dis- 
pose of Prairie Oil shares and of the Prairie Pipe shares, in the market, or otherwise as 
the parties shall determine,’ and (2) “the parties hereto hereby agree immediately to 
form a trading account in the shares of common stock of Prairie Oil, the aggregate com- 
mitment for such account not to exceed 150,000 shares of such stock, and a trading 
account in the shares of common stock of Prairie Pipe, the aggregate commitment for 
such latter account not to exceed 50,000 shares of such stock as at present constituted, 
and such trading accounts to run for a period of 6 months from the date hereof with 
gueh extension or extensions of such period as the parties hereto shall determine. After 
making allotments to others in each such trading account as the parties hereto shall 
determine, the parties hereto shall participate in the balance of each such trading account 
in the respective proportions in which they participate in the original purchase and 
sale of the Prairie Oil Shares and of the Prairie Pipe Shares as herein set forth. Arthur 
W. Cutten sball be manager of such trading accounts with customary powers.” 

The provision for the trading accounts was later (December 8, 1928) implemented by 
two formal contracts between Arthur Cutten and all the participants and subparticipants, 
called Prairie Oil and Gas Syndicate Agreement “B’’ and Prairie Pipe Line Syndicate 
Agreement “B.” The parties to these contracts were virtually the same as to the origi- 
nal syndicate purchase contract of November 27, with the inclusion of the various sub- 
participants listed supra (see note 29). The first account in each stock was known as 
“the syndicate account” and the second account (the syndicate ‘“B’’ account) was 
known as “the trading account.’ Pressed to explain the reason for the establishment 
of two accounts in each stock, Ruloff Cutten stated that the purpose was to provide 
added purchasing power for the initial accounts in both stocks. He testified (1d., at 
3116): “Because the original group to have purchasing power over the number of.shares, 
fortunately it started off by selling stock, but we didn’t know whether they would con- 
tinue to do so, so we had to have some buying power.” 

82 Op. cit. supra, note 1, at 2892. 

58 Td., Commission’s Exhibit No. 350. 
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Syndicate equaled 26% of the total trading volume on the Exchange 
during the entire period and its sales equaled 38% of the total trad- 
ing volume. The account ended up with its sales exceeding its. pur- 
chases by 28,250 shares of the new stock, which “short” position was 
subsequently covered from the block of 578,250 shares of new Prairie 
Pipe stock (or 115,650 shares of the old Prairie Pipe stock) pur- 
chased by the Syndicate from the Rockefellers, thereby reducing that 
block to 550,000 shares of the new stock.5# 

The general course of the market prices of the Prairie Pipe stock 
during the period from November 3, 1928, to March 2, 1929, is shown 
in Table 2, which may be compared with Table 1 (supra) showing 
market prices from January 14, 1928.°° The Prairie Pipe stock rose 


TAPLE 2.—Price quotations at intervals of approximately 2 weeks and monthly 
volume of sales of The Prairie Oil € Gas Company and The Prairie Pipe Line 
Company common stocks from Nov. 8, 1928, to Mar. 2, 1929 


The Prairie Oil & Gas Company The Prairie Pipe Line Company 
Week ending— High Low 
. s Monthly IS ee ee Ma vee es __| Monthly 
High Low volume volume 
Old New Old | New 
1928 
IN OWe Oo oe eee 5634 (oy: Saat i es 225 45 215 1G en beeen Oe. 
INOW sae eee ome oe 61 5414 370, 700 247 4934 218 | 4354| @ 75, 350 
DeciiRoow th Oe: 8 62), ne 278 5554] 250 | 50, at ae 
Dec Piste. season 5934 S64 |e. xe ek oellint eee SIS 4 | a AOS i) Sawer 
DCH 209A kamee e eNen 624 AVS! Wa |_----e ne 52a 5134| 76, 801 
1929 
Janel? ese ee. 62 SORA et She eile eae 55/7 | ee 53145 aaa Sears 
JansoGze SiG as. 4 65 59 BU C00) see Sk Miele st 55 103, 400: 
IO) WB ese nee 60 5814 NEO), WOO) |e ie 564%} ~=—-117, 700 
Mary? 2 aie eae eee 6214 6Q° Dingay nesh eel by Seg es 584 Sa Sur |e. 2 cares 
¢ Old. 


from a low of $208 at the beginning of November 1928 to $250— 
$278 at the beginning of December 1928, or in terms of the new $25 par 
stock, from $415¢ to $50—$555¢, as compared with the cost of Prairie 
Pipe to the Syndicate of $42 per share, new stock. During December 
1928 the market price of the stock fluctuated between $48 and $55, and 
during January 1929 between $5614 and $5314, reaching a new high 
of $57 on the significant dates, January 21 and January 22. 

The Prairie Oil & Gas trading accounts were evidently a more 
difficult operation than the Prairie Pipe accounts, and were less 
successful. The first Prairie Oil & Gas account was terminated 
January 14, 1929, with total purchases of 24,200 shares for the sum of 
$1,490,273 and total sales of 85,500 shares, for the sum of $2,258,525.*° 
That account ended up “short” 11,300 shares, but the price of the 


54 Tbid. 
85 Ag in the case of Table 1, p. 238, supra, the dates used are biweckly, and consequently do 
not show highs and lows on intervening dates. 
Op. cit. supra, note 1, Commission’s Exhibit No. 348. 
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stock advanced scarcely above $60 per share. Since the Syndicate 
had paid $57 per share for this stock, the spread between cost and 
market was not impressive. 

The second account in The Prairie Oil & Gas Company stock started 
purchasing heavily on January 14, at prices ranging upwards from $60 
and by the important date of January 21, the price of Prairie Oil & 
Gas had reached $65 per share. However, the account on that date had 
accumulated an excess of 53,300 shares of Prairie Oil & Gas stock,®” and 
in addition the stock began to back away from the $65 price, so that 
purchases had to be further increased. By January 28 the account 
was “long” 89,300 shares. On February 5, 1929, the account dis- 
posed of 52,204 shares in a manner which will be discussed hereafter. 
As of that date, the two Prairie Oil accounts had purchased 157,400 
shares of Prairie Oil & Gas stock for $9,261,400 (of which 118,000 
shares were purchased on the Exchange) and sold 114,700 shares for 
$7,126,848 (of which 51,196 shares were sold on the Exchange) .*8 
During the same period, the total volume of Prairie Oil & Gas stock 
traded on the Exchange was 480,100 shares. Without including its 
extensive transactions off the Exchange, purchases of the Syndicate 
equaled 25% of total exchange trading during the entire period and 
its sales equaled 11% of total exchange trading. 

After February 5, 1929, the activity of the Prairie Oil & Gas 
trading account decreased, but sporadic purchases of Prairie Oil & 
Gas stock were made from time to time during the following twelve 
months. On February 28, 1930, when the Prairie Oil & Gas trad- 
ing account was finally closed, it was still “long” 39,400 shares, which 
were distributed to the Syndicate participants at $69.50 per share. 
The market price of the stock at the time was approximately $47.50 
per share. Thus, this account showed a substantial operating loss, 
while the other accounts resulted in an aggregate operating profit 
of $96,280.59 

Both Hunter Marston and Elisha Walker, in discussing the estab- 
lishment and operation of the trading accounts, contended in effect 
that the objective of the Syndicate was merely to “police” the market 
in these stocks, and thereby protect itself in its purchase.©° Hunter 
Marston testified : * 


Q. You say there was a nominal market in the stock at the time the purchase 
group acquired it? 
A. Yes. 
Q. Then the effect of these trading accounts was to stimulate activity in 
that stock. Isn’t that so? 
A. That is one of the purposes, I assume. 
* So % * % Ls % 


That is to say, the account was “long”? 53,300 shares. Since the objective of the 
account was not to accumulate stock, but only to raise the market price in order to inflate 
the ostensible value of the syndicate’s holdings, this “long” position was a disadvantage 
and indicated that the account managérs were having difficulty in stimulating enough 
market demand to enable the syndicate to dispose of its purchases without depressing the 
market price and thereby wiping out any enhancement which had been gained by means of 
these purchases. 

58 Op. cit. supra, note 1, Commission’s Exhibit No. 348, 

59 Tbid. 

© Op. cit. supra, note 1, at 2827 (testimony of Hunter S. Marston), and id., at 2895 
(testimony of Elisha Walker). 

"1d., at 2826. 
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Q. So there were four accounts opened in those two stocks, and isn’t that 
indicative that the public distribution of that stock was contemplated at that 
time? 

A. It is hard to remember now just what was in mind. As I told you, the 
original idea in the purchase of these shares was for an oil consolidation. 
While you are holding a large block of stock you naturally have got to protect 
in a sense your market, and I assume that is why those trading accounts were 
formed. We had such a large block of those stocks that naturally in those 
days they made the market for different securities. 

Q. And they needed four accounts to do that, just to police the issue? 

A. I don’t know about that.” 


From the records of the trading accounts it is apparent that the 
Syndicate was not, as was ou attempting merely to ensure an 
orderly market for the stocks— “policing” operation—but was in- 
stead actively striving to push ihe stocks to new high levels and to 
maintain them there.** The first objective, the inflation of the market 
prices, was substantially accomplished, as Ruloff Cutten conceded, by 
the stock splitting device and the news of the listing on the "New 
York Stock Exchange, abetted by the initial trading on the part of 
Blair & Co., Inc. The four trading accounts apparently had for 
their function to hold the prices at their highs and to advance them 
a little further, if possible. To accomplish. this end, these four ac- 
counts in a period of two months made purchases of the two Prairie 
stocks aggregating $12,576,143 and made sales aggregating $11,986,- 
821.°° These accounts did a substantial volume of total exchange 
trading in both stocks over the entire period.© On certain days their 
transactions constituted the great bulk of all trading.*’ Of special 
significance is the fact that these accounts traded on the highs re- 
peatedly. With respect to the Prairie Pipe Line account, Ruloff 
Cutten testified : °° 


Q. Do you have, commencing with Deeember 3, 1928, do you have the prices, 
either on the 4th or the 5th, the highest price which you paid for the stock on 
that day? 

A. On the 4th. Is that which you are referring to? 

Q. Give it to us for the 4th. 

A. 5514 high, and 5414 low. 


6 Hlisha Walker stated (id., at 2895) “* * * the main effort was to stabilize the 
market and hold your investment as a good investment rather than let some sharpshooter 
come and sell your stock down, and you had to have a syndicate to protect yourself in that 
respect.” 

6 See the testimony of Ruloff Cutten, quoted infra, in which Mr. Cutten admitted that 
the records of the account show that the syndicate manager was attempting to “maintain” 
the market in The Prairie Oil & Gas Company at about 60, the price at which the syndicate 
had determined to sell to Petroleum Corporation of America. 

& Testimony quoted, supra, p. 242. 

6 Op. cit. supra. note 1, Commission’s Exhibit No. 350. 

6 See percentages, supra, p. 245. 

6 Mr. Cutten testified (op. cit. supra, note 1, at 3119 and 3122): 

Q. Now, you notice on December 5, 1928, the volume of transactions by the trading 
account in Prairie Pipe Line Company almost equaled the total volume on the N. Y 
Stock Exchange * * * you say that that amount of trading was necessary to 
police the stock on that day? 


A. No; it mouldmye appear cna by looking at it. 
* * * * 


5 * Nou you Seeic: that erecce the volume decreased, they still did a 
substantial portion of the trading in the Prairie Line Company, all of the way down. 
A. Yes. 


6 Op. cit. supra, note 1, at 3124-5. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 247 


Q. Do you know what the high on that day was? 

A. No, I don’t know. 

Q. The high on that date was 55%. What is the highest price that you 
paid? 


7 


A. 5514, 
_Q. For the next day? 

A. December 5th—55%,4. 

Q. Do you know what the high was for that day? 

A. 55%. 

Q. Do you know what December 6th high was? 

A. 551%. 

Q. Do you know what was the high which you traded that day? 
A. 55%. 

* * * * * * * 
Q. You were selling [buying] pretty frequently at the high, isn’t that so? 
A. Yes 

* 3 * * * co 4 * 


Q. The record indicates that you traded at the high on the 17th, on the 18th, 
on the 19th, the high on the 21st, the high on the 241 ee theohichwon 
the 27th, the high on the 31st, and the high on January 2d, and the high on Janu- 
ary Sth, and the high on January $th, and the high on January 14th, and the 
high on January 15th, and the high on January 16th, and the high on January 
19th, and that was getting pretty close to the time when they were going to 
make an announcement that they were going to sell Petroleum Corporation, 
the Prairie Pipe and Oil stock, isn’t that so? 

A. I don’t recall that date. 

Q. January 21st, January 22d, and then on the 23d, and then you stopped 
trading, according to our records, on the 25th. But on the 22d, you made a 
new high of 57 and on the 23d at 57. Now you won’t deny, Mr. Cutten, that 
the market price at least at that period was being made by the trading account, 
will you? 

A. Naturally, it had something to do with it, if I actually bought the stock 
at the high. Of course that would be right.” 


® With respect to the significance of trading on the highs, Mr. Cutten testified (id., at 
8106) : 


Q. Now, the manner of handling a trading account depends on the purpose you hope 
to accomplish ? 

A. That is true. 

Q. If you are just policing an issue, then the technique is entirely different than 
if you are trying to dispose of a block? 

A. That is right. 

Q. It is different if you are trying to accumulate a block? 

A. That is right. ’ 

Q. Now, in policing a stock, what is the general technique and what is the method 
of handling the account? 

A. In policing an account, you purchase it when sellers appear, and sell stock when 
buyers appear, and try to keep an orderly market * * A 

Q. Now, suppose that the market was rising ? 

A. In other stocks? 

Q. In your own stock? 

A. Yes. 

@- vould you step in, in that sort of a situation, if you were merely policing the 
issue? 

A. I would, and sell. 

* * * * * * * 

Q. * * * there must be some distinct and distinguishing technique in those 
situations. : 

A. There is. . 

Q. The techniques differ with respect to making new highs, isn’t that so? 

A. That is right. 

Q. Now, if you are interested in policing an account, your primary purpose isn’t 
to make new highs, is it? 

A. Not unless the particular issue is sluggish and lagging behind the rest of the 
market, and then you may buy a certain number of shares to try to put it in line with 
the rest of the oil stocks. 

_* * * That isn’t what we ordinarily mean by, for instance, an issuer or a 
corporation policing a stock where they are just going in to see that the market isn’t 
demoralized or that it is a bad market, with big swings, isn’t that so? 

Jr, BUoenG WS relay fF as, 
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The accounts on Prairie Oil & Gas stock present a similar pic- 
ture. Mr. Cutten testified: 


Q. You will notice the Prairie Oil & Gas shows while not quite a similar 
picture, this [indicating] is the volume here. When did they buy Prairie Oil 
and Gas? It was on the 26th or 27th. when there was a maximum volume that 
Blair & Company purchased the 28,000 shares. That was an awful lot of shares 
of Prairie Oil and Gas. That had a lot to do with the subsequent price, You 
won't deny that? 

A. It did. You can see it on the chart. 

Q. That is almost a scientific correlation, isn’t that correct? 

A. That is correct * * *. 

Q. I will just read you, Mr. Cutten the dates upon which the trading account 
in the Oil and Gas made highs: December 5th, 6254; December 20th, 638% ; 
December 21st, 62; January 14th, 63%; January 15th, 6354; January 16th, 
631%; January 19th, 64; January 21st, the day on which the contract was con- 
summated it made a high not only for that day but for this period of 65; Janu- 
ary 23d, 6334; January 24th, 62%; * * *: January 31st, 6014; February Ist, 
601%; February 4th, 62144. They stopped on the 4th, but then the Petroleum 
Corporation of America picked it up on February oth. 


These characteristics of the Prairie accounts, Mr. Cutten conceded, 
were not those of mere “policing” accounts.” 

Q. * * * If an account was making or buying at high, almost every day, 
would you say that was a policing account? 

A. No. 

Q. And if an account was doing a very substantial portion of the total trad- 
ing, would you say that was a policing account? 

A. No. 

Q. * * * ordinarily in a policing account, is there any limitation placed 
upon the maximum commitment that you could take or the maximum short 
position that you could take, in those policing accounts? * * * 

A. They should have maximum on what he [the floor trader] could do. 

Q. But it never takes the formidable form of a Syndicate Agreement, does it? 

A. Very seldom. 

* * ES * * * % 

Q. Does it ever take the formidable form of having two accounts in one stock, 
and two accounts in the other, whether they are running coneurrently ? 

A. I would not think so.” 


While it is evident that the trading accounts were not mere polic- 
ing accounts as Hunter Marston and Elisha Walker contended, it is 
also apparent from the records of the accounts that no attempt was 
being made by the syndicate manager to effect a wide market distri- 
bution of the stock to the public, as was being done at the time with 
the Sinclair Consolidated stock. As Elisha Walker testified, all of 
the members of the Syndicate were in agreement that to attempt 
another large market distribution concurrent with the Sinclair Syn- 
dicate would have been excessive and unwise. Mr. Walker stated:” 

wTd., at 3130-2. 

mTd., at 3110. 

7 At another point Mr. Cutten testified (id. at 3109) : 

Q. He [a person policing an issue] isn’t interested in stimulating interest in the 


account, is he? 
A. No. 


-%Td., at 3049. 
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I think in this particular case everybody felt that they had made an excep- 
tionally favorable deal in the Prairie Pipe Line stock. The Prairie Pipe Line 
stocks had this perfectly enormous quick assets. I have forgotten what they, 
were. And it had this large earning power. It was just one of those things 
that looked like to me a proposition that was very attractive for a profit, and 
at this time this particular group was really interested in the disposition of the 
[Sinclair] Consolidated Oil stock which it owned. That is the reason their 
attention was not focused, market-wise, on these stocks; it was focused on the 
distribution of the Consolidated Oil stock, and I think it would have been too 
much to even think of it, market-wise, to handle, two big operations such as 
was intimated might have been the situation here. 

T am certain that the thought in the back of the bankers’ minds was that if 
there was a public distribution it would be made by public offering and not by. 
a stock market operation.” 


_ It is patent that in the case of the Prairie stocks, Mr. Sinclair and his 
bankers had no intention of permitting these important large blocks 
of Prairie stock to be broken up but instead had conceived another 
and more advantageous formula for their disposal. 

The plan which Messrs. Walker, Sinclair, and their associates had 
formulated for the disposition of the Prairie stocks was one which 
would enable them to realize a profit on these blocks as effectively as was 
done: by the Sinclair Syndicate. In addition, the plan possessed one 
advantage of transcendent importance: it permitted these individuals 
in effect to retain control of the blocks of stock which they sold. The 
instrumentality devised for the accomplishment of this plan was 
Petroleum Corporation of America. 


E. Purchase by Petroleum Corporation of America of Prairie 
Stocks at $6,500,000 Profit to Syndicate 


‘In the early part of January, although the trading accounts in 
both Prairie stocks were effecting a large percentage of the total ex- 
change trading, the prices of both stocks kept persistently backing 
away from the highs.” It was evident from the action of the market 
that the price of the Prairie stock could not be advanced much fur- 
ther without great difficulty. Moreover, interest charges on the 
Rockefeller loan were accumulating and the time for repayment of 
the loan was rapidly approaching, _ 


™ Ruloff Cutten likewise affirmed that no attempt was being made to distribute the stock 
market-wise. He stated (id., at 3133) : 


A. * * * JT was never called in to make a market operation out of it, and I do 
believe that since Mr. Hutton had the same percentage here he had in [Sinclair] Con- 
solidated, and I was handling Consolidated, that undoubtedly I would have been given 
something to do in the Prairies, which I was not. 

Q. Did you get instructions to move it [Prairie Oil & Gas] up to 60 and keep it 
there for a period of time? 

_A. I don’t recall any of it. I don’t recall trading in the stock more than a half dozen 
times myself, because I was so active in the Sinclair Oil on the floor of the Stock 
Exchange. I do know this from my experience, where the stock became active there 
and we were trading in 20,000 shares, Say, in one day, had I been the man trying to 
dispose of that stock to the public I think it would have been close to 120,000 shares 
traded in that day. : 


*® Prairie Pipe (new) backed off from a high of 5656 on January 2 to a low of 531% on 
January B. Prairie Oil and Gas dropped from 655% on January 2 to 59% on January 11. 
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Under these circumstances, on January 16, 1929, the Prairie Syndi- 
cate caused the formation of Petroleum Corporation of America.” 
Five days after its incorporation, Petroleum Corporation purchased 
from the Syndicate its holdings of Prairie Oil & Gas and Prairie Pipe 
Line stocks at prices which yielded the Syndicate a gross profit in excess 
of $6,500,000. This profit, equal to approximately 49% on the Syndi- 
cate’s cash investment of $18,410,872, was realized in a period of less 
than two months from the date of the Syndicate’s acquisition of these 
blocks of stock.” 

The offering prospectus of Petroleum Corporation, after stating 
that the Corporation had been organized under the laws of Delaware 
for the purpose “* * * of acquiring capital stocks of representative 
oil companies,” added: 


The Corporation proposes to acquire from a Syndicate in which Blair & Co., 
Inc., and others participating in the underwriting of this issue are members, 
approximately 300,000 shares of stock of the Prairie Oil and Gas Company at $60 
per share and approximately 550,000 shares of stock of the Prairie Pipe Line 
Company at $52 per share, these prices being below present market prices but in 
excess of cost to the Syndicate. These two companies are of the so-called Stand- 
ard Oil Group, and each is among the outstanding companies in its branch of the 
oil industry. Each has been in operation for many years and has accumulated 
a large surplus. The stocks of both are listed on the New York Stock Exchange. 


The Prairie Pipe Line stock which Petroleum Corporation was 
purchasing for $52 per share had cost the Syndicate $42 per share 
on November 26, 1928 (equivalent to $210 before the five for one split- 
up), and has cold on the market earlier that same month for $415, in 
September for $3614, and in August for $343¢. During the month of 
January 1929, however, the stock had held steadily between $56 and 
$533, and had never been permitted to fall below the latter figure. On 
January 21, the date of the public offering of Petroleum Corporation 
stock, Prairie Pipe reached a new high of $57, which it maintained the 


76 Petroleum Corporation of America was incorporated under the laws of Delaware. 
With respect to the genesis of the plan for the formation of Petroleum Corporation, 
Elisha Walker testified (op. cit. supra, note 1, at 2888) : 


Q. When was the first talk about forming this investment company, the Petroleum 
Co poration ; do you remember? i 

A. That is a very difficult question, because the thought of investment trusts was so 
much in peoples’ minds, not alone by our firm but by all sorts of firms. We naturally 
had thought, but when they crystallized actually into the Petroleum Corporation it 
would be very difficult for me to say. 

Q. Now, you said that the people were thinking of investment trusts. Investment 
trusts’ securities and certificates at that time were popular? 


. Yves. 

Q. You mizht have less difficulty distributing $45,000,000 worth of investment trust 
certificates than you would have in distributing $45,000,000 worth of oil stocks at that 
time: wasn’t that so? : 

IN, Ve youllabare geny Wate Me 


1 Hunter Marston testified (id., at 2810, 2819) : 


_* * * the aggregate price received by the purchase group from the Petroleum 
Co“poration of America was $43,459,782.04, which left a gross profit of $6,243,388. 
You reca'l you made approximately 614 million dollars on the sale of that stock? 

A. I believe the group made semewhere around 614 million dollars, as I recall. 

Q. In addition to that. part of that stock was sold to E. F, Hutton & Company (to 
cover short position in Prairie Pipe Syndicate account; see infra) and there was an 
adei ional profit en that, so that the aggregate profit * * * was $6,525,888, of 
which profit $6,243,388 came from the Petroleum Corporation of America. 

A. I assume those figures are correct. 

* * * * * * * 

Q. * * * and that 6% million dollar profit was made on an advance by the pur- 
chase group of approximately $13,000.000? Isn’t that so? Because the $25,000,000 
that was borrowed from the Rockefeller interests to carry that purchase was repaid 
to the Rockefellers from the money that was received from the Petroleum Corporation 
of America when they bought that stock from the purchase group? 

A. I believe that is correct, sir. 
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following day (January 22) and then eased off to $5444 at the end 
of the month. Thus, the price of $52 per share (on the basis of the 
split-up stock) at which Petroleum Corporation purchased Prairie 
Pipe from the Syndicate was, on January 21 and January 22, $5 
per share ($25 per share on the basis of the old stock) lower than 
the market quotation on those days, but it was $10 per share ($50 
per share on the old stock) higher than the price the Syndicate had 
paid less than two months earlier and $175¢ per share ($881% on the 
old basis) higher than the market in August 1928. . 

The Prairie Oil & Gas stock which Petroleum Corporation was 
purchasing from the Syndicate for $60 per share had on November 26, 
1928, cost. the Syndicate $57 per share and earlier that same month had 
sold on the market for $525% and for $463 within the preceding month. 
During the important month of January 1929 the market price fluctu- 
ated between $5914 and $65 and on the 21st and 22d of January had 
sold at $65 and $6414 respectively. Thus the price of $60 at which 
Petroleum Corporation purchased the Prairie Oil & Gas stock was, 
on January 21, $5 below the market price on that day, but the price 
was $3 higher than the Syndicate had paid less than two months 
earlier and $1356 per share higher than the price at which the stock 
had sold in October. 

While literally true, the laconic statement that “these prices are 
below market but in excess of cost to the Syndicate,” was disingen- 
uously silent on two important questions: 


1. Was the market price of the Prairie stock on January 21st and 22d, 1929, 
a-free and untrammeled market price or was it inflated by pool manipulation? 

2. How much in excess of the cost to the Syndicate were the prices at which 
the Corporation was purchasing these blocks? 


Before this Commission, Elisha Walker answered the first of these 
questions as follows: ” 


.Q. Of course, Mr. Walker, when we talk about this price being below the present 
market price, there is no disclosure that two trading accounts were acting in 
Prairie Oil and Gas and two in Prairie Pipe Line? 

A. There is no mention in this letter. 

Q. And no menticn in the circular? 

A. That is what I mean, in the circular. 

In answer to the second question, Mr. Walker testified : 7 

Q. Now, other than “this price being below the present market price” there 
was no disclosure what the bankers paid for that stock, was there? 

A. Except the statement they paid less for it. 

Q. Well, less could be a thousand dollars or ten thousand dollars, or could 
be as much as six and a half million dollars, which it was? 
A. Yes. 


In January 1929, however, when Petroleum Corporation of Amer- 
ica was purchasing this aggregate of $46,600,000 ®° worth of Prairie 
Pipe and Prairie Oil & Gas stock from the syndicate, there was no 
person to put these relevant questions to the sellers on behalf of 
Petroleum Corporation or its prospective stockholders. Blair & Co., 


73 Op cit. supra, note 1, at 2907. 


7 Td., at 2906. 
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Inc., and associates were the sellers and Blair & Co., Inc., and asso- 
ciates represented the buyers. Mr. Walker testified : 


Q. When it was determined to sell the $38,000,000 worth of stock to an invest- 
ment company to be formed, who carried on the negotiations to fix the price 
which would be paid by the investment company to be formed for the stock 
which the Purchase Group had bought from the Rockefeller interests? 

A. I suppose that was before even the Board was actually chosen, and I 
suppose it just had been figured ‘well, the market is so and so, and this is the 
price. Is this all right?’ I imagine it was worked out by Blair & Co. and 
their associates as to what was the proper price to put this in. 

Q. That is, Blair & Co. sat down to determine what was the fair price for 
that stock and at what price they were to sell it to the investment company? 

A. Blair and associates. 

Q. By associates you mean persons ip the Purchasing Group who beught the 
stock; that was Sinclair, Chase, Mr. Albert Wiggin, and those people? 

A. Yes. 

Q. And they determined that a $50 increase on a $210 stock was fair, and 
$3 on a $57 stock was fair? 

A. I don’t think that was the basis, as to what profit was fair, but what was 
the price. A man may buy a thing for ten cents and sell it for a dollar and 
make 900% profit, but that doesn’t say that it wasn’t worth a dollar. I don’t 
think you should be quite that hard in your questions. 

Q. I am not trying to be hard. I am trying to figure out the mechanics. 

A. Yes. : 

Q. Here is Blair & Co., Mr. Sinclair and Mr.. Chase, who bought this stoek 
November 26, 1928, and then determined to organize an investment company 
where Blair & Co. are the sponsors and I assume who have a fiduciary duty 
with respect to the stockholders in that company. Isn’t that true? 

A. They owe a duty; yes. 

Q. That same group determines at what price the investment company is go- 
ing to purchase; wasn’t that the fact? 

A. Yes. Of course, an independent Board had to approve it, didn’t they, or 
it never could have been bought. 

Q. This prospectus states specifically that they proposed to acquire that at 
that price. Had the Board of Directors met before this preliminary draft. of 
the circular was prepared? 

A. That is what I can’t answer, I really don’t know when the Board: had 
its first meeting. I know there was an informal meeting of the Board of Direc- 
tors even prior to the regular Board meeting. When that was, I ¢an’t answer. 

* * £3 * ES * 

Q. Looking back in retrospect, don’t you find any difficulty in that situation? 

A. In what respect? 

Q. Well, here is a group that purchased a block of stock from the Rockefeller 
interests and fixed a price at which it was going to be sold to the investment 
company that was to be organized by the very persons who bought the block of 
stock from the Rockefeller interests and were selling it to that investment com- 
pany. Do you have any difficulty with the concept that you were really on 
both sides of that transaction? 

A. I think if you put this back in 1929, before we had any Securities and 
Exchange Commission, and will compare this with almost any other quotation 
that was made, where it states exactly the amounts and the prices of the stocks. 


81 Op. cit. supra, note 1, at 2916. 
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that are being acquired, that the insiders are making a profit on it, I think it 
would be most unusual, certainly in those days, to recite what your profit was.. 
They had taken their business risk of at least, roughly, two months. I think 
you have got to put everything in its own environment. There was no require- 
ment in those times to publish what your own costs were and so forth. 

Q. That is what I say. I am trying to draw a lesson from the experience. 

A. Iam a great believer in publicity, and I think what is being done today 
is a grand thing. 

Q. Isn’t it a question of more than believing in publicity? Do you think a 
person ought to be able to put himself in a position, publicity or no publicity, 
where he puts himself on both sides of a transaction that is of pecuniary inter- 
est to him? 

A. I don’t see how, where a corporation is formed by a banking house to 
take over certain securities in which the banking house has an interest, how 
it can be otherwise, very well, so long as the thing is stated publicly and 
frankly what it is. 

Q. Let us see. Do. you think the public would have been as prone to buy 
these securities had they known that the Purchase Group of the Rockefeiler 
stock was making a six-and-a-half-million-dollar profit on a $38,000,000 invest- 
ment on which the bankers only had to put up $13,000,000? 

A. They took a commitment for $38,000,000, didn’t they, whether they bor- 
rowed $25,000,000 or not, is another matter * * ¥*, 


Hunter Marston,** Elisha Walker,’? and Ruloff Cutten,’ each in 
turn, in the hearings before this Commission, stressed that the sale to. 
the investment company, although it yielded a large profit to the Syndi- 
cate, was “below the market.” Mr. Cutten, when questioned on the 
subject, testified : *° 

Q. Of course, the statement that it is below the market price might mean 2 
lot of things, isn’t that so? It might mean that it is a bona fide purchase, and 
the public are not familiar with the fact that that is a market made by the 
persons interested ? 

A. It means exactly what it says, it was below the market price, 

Q. But it does not say how the market price got there? 

A. No. 

In the course of the public examination an analysis of the daily 
price range and the volume of trading in the Prairie stocks (Chart 3) 
just prior to the public announcement of the’ sale of these securities to 
Petroleum Corporation resulted in some significant disclosures. 

With regard to the Prairie Pipe account, Ruloff Cutten testified : °° 

Q. The record indicates that you traded at high on the 17th, on the 18th, on 
the 19th, and high on the 21st, the high on the 24th, * * * the high on the 
27th, the high on the 31st, and the high on January 2d and the high on January 
Sth and the high on January 9th and the high on January 14th and the high on 
January 15th and the high on January 16th and the high on January 19th and 
that was getting pretty close to the time when they were going to make the 
announcement that they were going to sell Prairie Corporation, this Prairie Pipe 
and Oil stock, isn’t that so? 

A. I don’t recall that date. 
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Q. January 21st and 22d, and then on the 23d, and then you stopped trading, 
according to our records, on the 25th. But on the 22d you made a new high of 57, 
and on the 23d you had 57. 

Now, you won’t deny, Mr. Cutten, that the market price at least at that period 
was being made by that trading account, will you? 

A. Naturally, it had something to do with it if I actually bought the stock at 
the high, of course, that would be right. 


Mr. Cutten also testified : 87 


Q. Now, you notice another curious thing, do you not, that on January 21, and 
January 22 and January 28, which was the date that Mr. Markham wrote the 
letter to Blair & Company setting forth the terms under which they were going 
to sell that substantial block of stock to Petroleum Corporation, there is a sudden 
burst of activity by the trading account, isn’t that so? 

A. Yes. 

Q. “And about that time you have a little upswing in the price? 

A. Yes. 

Q. Now, you won’t deny that the trading of the account may have contributed 
a trifle to that increase in price, would you? 

A. No; 1 wouldn’t * * *., 

Q. Now, will you please tell us why it was necessary on the exact day that 
the announcement was being made to the public that the investment. trust, 
Petroleum Corporation, was going to buy that block of stock, to do that substan-_ 
tial bit of trading on that day, if the purpose was‘merely to police the stock # is 

A. I am sure that I couldn’t do that, as I say, I didn’t do that active trading 
myself. 


The records of the accounts established the fact that the Prairie Oil’ 
& Gas account from January 15 to January 28, 1929, had purchased. 
approximately 169,000 shares of Prairie Oil & Gas and had gismose 
of less than 24,000 shares,°8 Mr. Cutten was asked: 8? 


Q. Doesn’t it look to you as if they were trying to peg that price around 60? 

A. I wouldn’t use the word “peg”; no 

Q. What expression would you use, stabilize? 

A. Maintain the market around 60. 

Q. That is the price at which it ultimately was sold to the Petroleum Corpo- 
ration? 

A. Correct. 


F. Further Profits of $1,883,862 Realized by Prairie Syndicate; 
Underwriting Contract With Blair & Co., Inc., and Payment of 
$9,750,000 Fee; Public Distribution of Petroleum Corporation’s 
Stock 


The $6,500,000 profit realized by the Syndicate on the sale of the 
Prairie stocks to Petroleum Corporation constituted only one item of 
the profits and benefits which Petroleum Corporation’s sponsors were 
to derive from their association with that corporation. 

Elisha Walker, president of Blair & Co., Inc., was immediately 
constituted chairman of the board of directors of the newly formed 

Id. at 3123-4. 


88Td., Commission’s Hxhibit No. 348. 
89 Tale, at 3132. 


kom 
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investment company, Petroleum Corporation of America, and John 
H. Markham, Jr., described by Walker *? as “a friend of Sinclair, 
a friend of Standard and various companies” was selected by Blair 
& Co. to be president.” 

On January 21, 1929, the day on which the Syndicate sold to 
Petroleum Cor poration the stock of the Prairie companies, the new 
corporation, without waiting for the formality of a meeting of the 
board of directors, entered into an underwriting agreement with 
Blair & Co., Inc., which resulted in payment to the sponsors and their 
associates of an additional $9,750,000 as a fee for the distribution of 
Petroleum Corporation’s secur ities.” 

The underwriting agreement between Petroleum Corporation of 
America and Blair & Co., Inc., dated January 21, 1929,°* provided 
that out of a total of 3,250,000 shares of stock which the corpora- 
tion was to issue, Blair & Co, would purchase or procure purchasers 
for 650, 000 shares of stock (20% of ie amount to be issued) at $34 
per share. Of this $34 price, $20 was to be paid on delivery of the 
certificates for part-paid shares, and the balance of $14 on call, but 
not before April 1, 1929, on 30 days’ notice. With respect to 
the remaining 2,600,000 shares of stock to be issued, Blair & Co. 
made no firm commitment to purchase these shares but agreed merely 
to use its “best efforts” to procure purchasers at the same price and 
terms. Blair & Co. was to be paid $3 per share for every share sold, 
or a gross spread of nee 10% on the net proceeds to the company. 
In addition, Blair & Co. was to receive for every two shares of stock 
sold one option warrant to purchase one share of stock at $34, the 
issue price, exercisable within a period of five years. No distinction 
was made between the commission payable on the 650,000 shares for 
which Blair & Co. made a firm commitment, and the 2,600,000 shares 
as to which they merely agreed to use their “best efforts.” °* 

Under this contract, the cbligation of Blair & Co. to purchase was 
limited to 650,000 shares, but its opportunity for gain, without ob- 

3d., at 2915. 

"Mr. Markham had been one of the participants in the Sinclair Consolidated Trading 
Account. (Op. cit. supra, note 31, Part 6. Committee Exhibit No. 115, p. 3094.) 

* The authorized capitalization consisted of 10,000,000 shares of no par stock, all of one 
class and each share entitled to one vote. The charter provided that the stockholders would 
have no preemptive right of any kind. The board of directors was given the right to deter- 
mine the consideration, amounts, etc., for which the stock was to be issued, and could grant 
warrants er options therefor ‘‘for such consideration and on such terms and conditions as 
the board of directors in its sole discretion may determine.” 

The original offering to the public was 3,250,000 shares of stock at $34 per share. An 
additional 1,625,000 shares were reserved for the exercise of warrant options. On April 27, 
1932, the authorized capitalization was reduced to 4,000,000 no par shares and in 1933 the 
corporation’s certificate of incorporation was further amended to-provide that each share 
should have a par value of $5. On April 24, 1985, the authorized number of shares was 
reduced to 2,200,000 with a par value of $5. 

8 Op cit, supra, note 1, Commission’s Exhibit No. 328. 

* Ibid. The Corporation reserved the right to terminate the contract by written notice 
at any time after July 1, 1929, if Blair & Co. had not by that date found purchasers for the 
2,600,000 shares of stock for which they promised to use their ‘‘best efforts,’’? but such 
termination was not to affect the rights of Blair & Co. Ine. in the sales which had been 
made prior to the termination. Thus, even though Blair & Co. failed to find purchasers for 
the entire 2,600,000 shares, it would receive full commission and option warrants for every 
share it did sell. The Corporation, on the other hand, would be left with the unmarketed 
securities which presumably could not again be offered to the public until some time had 
elapsed, and the corporation’s financing would be left incomplete. 
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ligation, embraced an additional 2,600,000 shares.** Elisha Walker, 
however, was of the opinion that the distinction between a firm com- 
mitment and a mere option was “the bunk.” He testified : 


Q. As to the matter of liability. In the one case you have a liability to take 
up $100,000,000 worth of stock? 

A. Yes. 

Q. And in the other case you only have the obligation or liability with respect 
to $20,000,000, isn’t that so? 

A. Yes. 

Q. Then you have absolutely no liability as to the balance? 

A. I say a banking house has a practical obligation the minute they put out 
this circular with 3,250.000 shares on it * * *. 

Q. Under those circumstances, then, it is simple, is it not, that there should 
have been a firm commitment in the first instance? 

A. I have always said for years this “use your best efforts’ contract is the 
bunk, if you will pardon the word, because a banking house can’t get away 
with it. 

Q. It is getting away to the extent they won’t have to meet an eighty-million- 
dollar ($80,000,000) obligation? 

A. Technically, yes, but practically, no. If the 650,000 shares had been 
issued with the statement that there was an option on the balanee, then the 
bankers could have taken down any number at all, but when they once put 
their name on the 3,250,000 shares, practically speaking, for their own reputa- 
tion’s sake, they had to go through with it. 


The contract between Blair & Co. and Petroleum Corporation of 
America provided further that the entire commission of $3 per share 
was payable to Blair & Co. as soon as the first installment payment of 
$20 was made on the stock; and Petroleum Corporation of America 
assumed the task and the risk of collecting the $14 balance, without 
recourse to Blair & Co. even for a partial refund of the fully paid 
commission in case purchasers failed to pay the balance.*” Elisha 
Walker asserted in justification of this arrangement that a great 


many securities had been sold on this basis and ‘ “it is very popular i in 
England.” * 


To aid it in the distribution of ores Corporation’s shares, 
Blair & Co. organized three groups:*®® a “Purchase Group,” *° a 


% Hlisha Walker conceded that as to the 2,600,000 shares the arrangement actually con- 
stituted the grant of an exclusive agency to Blair & Co., Inc. to sell the sharesi at $34 per 
share. (Id., at 2925.) 

STds at 2928: 

That this was not merely an illusory risk is evidenced by the fact that although the 
corporation on June 30, 1929, issued a call for the $14 balance on the stock payable October 
1, 1929, at the end of December 1929, $1,106,555 remained unpaid. Ultimately, on January 
29, 1936, shares representing a balance of $104,484 remaining unpaid were sold by the cor- 
poration at public auction. (Id., at 2930, and the reply to the Commission’s questionnaire 
for Petroleum Corporation of America.) 

8 Op. cit. supra, note 1, at 2930. 

*® The $3 underwriting commission received by Blair & Co. was divided among these 
groups as follows: 62% cents to the “Purchase Group,” 62% cents to the “Banking Group,” 
and $1.75 to the “Selling Group”. (Op. cit. supra, note 1, Commission’s Exhibit No. 338.) 

100 The “Purchase Group” was made up of 34 members, among whom were Bancamerica- 
Blair Corporation, Transamerica Corporation, Shermar Corporation, Chase Securities Cor- 
poration, Haystone Securities Corporation, E. W. Hutton & Company and Harry F. Sinclair. 
This group divided net profits, after all expenses, of $1,856,085. (Derived from supple- 
mentary information supplied the Commission for Petroleum Corporation of America.) 
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“Banking Group,” 1° and a “Selling Group,” 1° consisting of bankers, 
brokers, and security dealers located in every section of the country, 
totaling together more than 800 different participants. Out of the 
total of $9,750,000 in commissions paid to the groups concerned in 
the distribution, $1,883,862 was paid, because of their participation. 
in various of these distributing groups, to those who formed the 
original Prairie Syndicate.°° The aggregate profit of the syndicate 
members resulting from their initial association with Petroleum 
Corporation of America was thus increased to approximately 
$8,300,000." 2 | 7 

The stock of Petroleum Corporation of America was offered to the 
public through the Selling Group on January 22, 1929, and $65,000,000, 
Jess commission, or a net sum of $55,250,000 was paid immediately to 
the corporation. On June 30, 1929, the $14 balance per share, totaling 
$45,000,000, was called for payment on October 1, 1929. At the end 


101 The “‘Banking Group” consisted of about 340 participants, among whom were many 
members of the “Purchase Group.” This group assumed the liability for a market trading 
account, which was established by Blair & Co., Inc., on February 5, 1929, the take-down 
date of the stock, for the purpose of “stabilizing”? the market. The net commission ot 
$3,088,281 earned by the Banking Group was credited to the cost of the 629,095 shares of 
Petroleum Corporation stock remaining in the stabilizing account when it was terminated 
June 3, 1929. With respect to this stabilizing account, Hlisha Walker testified (op. cit. 
supra, note 1, at 3044) : 


Q. In connection with the underwriting of the Petroleum Corporation stock, there - 
5 


was, shall we call it, a trading or stabilizing account, in Petroleum Corporation, run 
by the banking group, do you recall? 

ioe You mean after the stock was sold, the syndicate maintained the market in the 
stock? : 

Q. Yes. 

A. If I remember correctly. yes. 

Q. Do you remember what the experience of the account was? ; 

A. If I remember correctly, the stock was all disposed of in the first instance, and 
then the stock started to come back into the market, and the syndicate protected that 
market and bought back quite a substantial amount of the stock. 

Q. ad to buy back approximately 800,000 shares of Petroleum Corporation ; isn’t 
that so? 

A. Thad forgotten it was as much as 800,000. I remember 500,000. 

Q. Of course, the reason you recall 500,000 was because 500,000 at that time was 
sold to Sinclair Consolidated Oil Corporation, isn’t that so? 

A. Yes, that is the reason I remember that. 


The mechanies of the sale of the 500,000 shares of Petroleum Corporation to Sinclair and 
the manner in which it affected Petroleum Corporation are reviewed and discussed, infra. 

12'The “Selling Group’ was composed of some 750 individuals, brokers, investment 
pankers and dealers in securities, including some of the largest and some of the smallest. 
The net profit distributed to this group, after deduction of $1,195,031 representing penal- 
ties for repurchased stock, amounted to $4,106,068. (Derived from supplementary informa- 
tion supplied the Commission for Petroleum Corporation of America.) 

108 Most of the Prairie syndicate members received participations in each of the three 
groups. Several of them, however, did not participate in the Banking Group. Listed 
below is the total sum paid to each: 


iRemmcanmnarcaleube Cormoomnilom ee eS SS $1, 031, 263 
JENGA DADE SN (6isi OUDIL EL) Oe aay RS ne NR a eR ee ama iO 236, 088 
lseyeny JP, SiMm@liibe a ee ee ee SS EE SS 140, 576 
CHASE SECURES COmoOminOMm ee oe 94, 614 
Sinerimairs © Ors rats) Orie eee ee ee ee ee ee 27, 985 
Famoth Corporation | 67. 284: 
“Menai COCOONS es LF 
10), 18, WMO SES SE SE SE ESE SE EE 19, 913 
ElayStone. SeCCUuMeSCOLP OLA ON == eae ee aa Bt pa etieas vos 172, 748 
Hquitabler BrustCowes See See ae ees ee Ree ee I 57, 054 
CL ©. ikahrinin (arnel ibe «3 CO.) ase ee eee es 36, 337 
1, 883, 862° 


These additional profits received by the members of the Prairie syndicate do not include 
profits realized by inclusion on Blair & Company’s preferred Jist or from warrants.. 


These items are discussed infra, pp. 260-3. 


104 Approximately $6,500,000 on the sale of the Prairie stocks plus $1,883,862 as par- 


ticipants in the distributing groups. 
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of 1929 there remained unpaid $1,106,555 of the sum called, but this 
unpaid balance was reduced to $117,240 by the end of 1930. On 
January 29, 19386, Petroleum Corporation sold at public auction the 
shares ‘of stock representing the balance still outstanding, for 
$104,484.15 

The public paid a total of $110,500,000 for the 3,250,000 shares issued 
by Petroleum Corporation of America. Of this sum ‘the Corporation, 
however, received only $100,617,112. To the underwriters and dis- 
tributors there was paid $9, 7 50,000 in commissions.'°’ Moreover, 
under the terms of the underwriting contract the Corporation agreed 
at its own expense, to qualify the stock under the Blue Sky laws of 
the various states, to secure the listing of its stock on the various stock 
exchanges, and to pay all expenses of organization, meluding all issue 
and stamp taxes and including even the fees and disbursements of the 
underwriters’ counsel." These expenses totaled $132,888.18 

The commission paid to the underwriters by Petroleum Corpora- 
tion of America was equivalent to 8.8% on the total gross price paid 
by the public, or 9.7% of the proceeds to the Corporation, before de- 
ducting expenses. On the initial cash payment of $65,000,000, at which 
time the entire commission became payable,” it represented 15% of 
the sum actually paid by the public and 17.6% of the net proceeds to 
the Corporation. This commission, as has been pointed out, was paid 
under an underwriting contract in which the underwriter firmly com- 
mitted itself only to the extent of 20% of the number of shares to be 
issued by the Corporation. 


1. BLAIR & CO.’S LIST OF PREFERRED SUBSCRIBERS 


TF'rom the original block of 650,000 shares of stock which under the 
underwriting contract it agreed to purchase, Blair & Co. sold 220,600 
shares to a preferred list of 58 individuals and one corporation, at the 
price of $31.25 per share, or $2.75 per share under the public offering 
price of $34.00. Of these 58 individuals, 41 were persons of promi- 
nence in various parts of the country who had accepted invitations 
from Blair & Co. to become directors of Petroleuf Corporation of 
America, and whose names appeared in the circular offering the stock 
of Petroleum Corporation of America to the public on Ja anuary 22, 
1929. Of the remaining individuals, 14 were directors or officers of 
Blair & Co., Inc.“° 


106 Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Exhibit A, Schedule 19. 

106 Tq., Item 41. However, from this commission, Blair & Co. relinquished $2.75 per share 
‘on a block of 220,600 shares, or a total of $606,650, to a list of preferred subscribers, 
in the manner recounted infra, Sec. KF, 1. 

107 Wlisha Walker conceded that such a provision is not customary in underwriting 
-eontracts. Mr. Walker testified that ordinarily the company and the banker each pays its 
own legal expenses. (Op. cit. supra, note 1, at 2981.) Petroleum Corporation paid the 
-sum of $50,000 as legal expenses in eornmettilon with the issue of its stock. (Reply to 
the Commission's questionnaire for Petroleum Corporation of America, Item 44.) Mr. 
Walker identified the law firm to which the payment was made as Cravath, de Gersdoff, 
Swaine & Wood. (Op. cit. supra, note 1, at 2932.) 

1° Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Ntem 44. 

109 See supra, pp. 258-9. 

10 For a complete list of these favored subscribers see Appendix C, p. 783. 
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2. DISTRIBUTION OF OPTION WARRANTS TO SPONSORS. 
AND UNDERWRITING SYNDICATE 


In addition to the gross spread of $3 per share and as part of the 
compensation provided in the underwriting contract, Petroleum Cor- 
poration of America issued to Blair & Co. 1,625,000 option warrants to. 
purchase the stock at $34 per share, exercisable any time within five 
years from the date of issuance. In the prospectus it was stated that 
these option warrants were to be issued not only to the underwriters,. 
but “to others who will become responsible for the management of the 
Corporation.” ** Blair & Co. allotted the options on the following 
basis: Purchase Group, 40%; Banking Group, 20%; Blair & Co., 
Inc., 15%; to “assist in procuring management,” 25%? Of the 
block of 406,250 warrants allotted to “assist in procuring manage- 
ment” 356,250 warrants went to the various members of the Prairie 
Syndicate.1 The remaining 50,000 warrants were divided between 
Elisha Walker and John H. Markham, Jr., respectively chairman of 
the Board and president of Petroleum Corporation of America. 

All of the option warrants issued by Petroleum Corporation of 
America were tied up under an agreement giving Blair & Co., Inc.. 
sole right to exercise or dispose of them on behalf of all the owners.“ 
In 1930 the warrants were admitted to unlisted trading privileges on 
the New York Curb and Boston Stock Exchange,“ and during that 
year approximately 140,700 warrants were traded on the New York 
Curb Exchange at prices ranging from $57% to 50¢ per warrant.47 As 
of November 10, 1931, a total of 201,700 warrants was sold to the firm 


14 Op. cit. supra, note 1, Commission’s Exhibit No. 322. 
12 Td., Commission’s Exhibit No. 338. 
48 These warrants were distributed as follows (derived from supplementary information 
supplied the Commission for Petroleum Corporation of America) : 
Warrants 
APB Veli Be GoM rg SC eet cee en ed Sr ac a Na are ene ea 66, 609 
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f 356, 250) 

™ Ibid. Hlisha Walker testified (op. cit. supra, note 1, at 3040) : 

Q. Now, the fact of the matter is that not a Single option warrant went for man- 
agement, isn’t that so? 

A. I couldn’t answer that. 

co * * * * * % 

Q. So that of the 1,625,000 option warrants, all but 50,000 shares, which went to: 
John W. Markham, Jr., and yourself, went to the people who were in the purchase 
enoup of the Prairie Oil and Pipe stock, from the Rockefeller interests, isn’t 

at so? ; 

A. Were they passed along in turn by that group to others at all, did the directors 
get any special warrants? 

Q. The directors got a special price in connection with the Petroleum Corporation: 
of America stock, and you recall that they were sold minus the three dollar com-- 
Mission, isn’t that so? 

A. I have really forgotten that. 


15 Op. cit. supra, note 1, Commission’s Exhibit No. 322. 

46 Reply to the Commission’s questionnaire for Petroleum Corporation of America,. 
Item 49. 

117 )p. cit. supra, note 1, at 2868. 
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of Bluchen & Co. for the aggregate sum of $571,425." This sum, and 
the remaining warrants, were distributed to the various firms and 
individuals to whom the warrants had been allotted.*® 

The option warrants expired on February 1, 1934, without any 
having been exercised, evidently for the reason that Petroleum Cor- 
poration stock at its 1929 high never rose above 341% per share, and 
eventually sunk to a low of 27%. Nevertheless, the underwriting 
group actually realized $571,000 in cash from those warrants and, at 

1930 prices, the warrants had a potential market value of $812,500 at 
the low and $9,500,000 at the high.’ 

_ By reason of the warrants issued to Blair & Co. the stockholders of 
Petroleum Corporation of America were confrented at the outset 
with the prospect that if their corporation were able to earn a profit 
on its capital, in the face of the $9,750,000 paid cver to the bankers 
for distributing its stock and the $6,500,000 mark-up in the price 
of the Prairie stocks, then Blair & Co. and associates could declare 
themselves one-third partners with the original stockholders by the 
exercise of the warrants within five years at $34 per share.” 

u8 Td., at 2869. 

119 Members of the Prairie Syndicate received the following sums in cash and in addi- 


tion, the number of option warrants enumerated (derived from supplementary information 
supplied the Commission for Petroleum Corporation of America : 


Cash pro- 

ceeds dis- 

tributed 
Nov. 10, 1931 


Option war- 
rants 


Blair & Co., Ine $177, 056 453, 352 
Arthur W. Cutten 96, 525 
Harry F. Sinclair : 4 118, 860 
Chase Securities Corporation 68, 197 
Shermar Corporation , OF 34, 099 
Haystone Securities Corporation.__-_------------- TSE re ee Ee 35, 861 
Famoth Corporation 5, 00! 13, 465 
Traywin Corporation__._.------. 5, 00 13, 465 
Equitable Trust Co. of New York : 20, 369 


849, 893 


| 


The balance of the money and the options were distributed among 353 ot hers who had joined in the 
distribution of the securities. 


120 Op. cit. supra, note 1, at 2869. 
121 Hunter Marston testified (id., at 2865-9) : 


Q. There were 1,600,000 option warrants issued to the bankers? 
A. At $34 to buy at the issue price. 

Q. The bankers got one option warrant for every two shares sold? 
A. I think the syndicate got that. 

° The syndicate got it? 

Q. So that the syndicate was always in a position to dilute the equity of the 
stockholders one-third, isn’t that so, by exercising these warrants? 

A. Well, I hadn’t figured it out, but evidently there would be that additional 
amount of stock issued at $34 per share. 

Q. For every two shares of stock sold the syndicate got one option warrant, and 
that meant if it were exercised there would be three shares outstanding of which 
the syndicate owned one. 

A. But there would be additional capital in the company. 

Q. I mean there is some basis of evaluating it, isn’t that so? Here is an option 
warrant that was issued at the market price and that had five years to go. What 
would you say the value of such an option was if the price at which it is to be 
exercised was $34? Would you say it is worth $10? 

A. I don’t. know. 


* * * * * %* * 


Q. There were traded in on the New York Stock Exchange approximately 140,700 
warrants during 1930 at prices ranging from 5% dollars per warrant to 50¢ per 
warrant * * * on the basis of that $5 per warrant these 1,625,000 option war- 
rants had a market value of 9% million dollars, isn’t that so? 

A. If you could sell them all. 

Q. Well, there were 140,700 warrants traded in in 1930 after the market crash, 
isn’t that so? 

A. As I say, I don’t recall without looking that up. 
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| Moreover, these option warrants constituted an instrumentality 
for five years through which the warrant holders could maintain or 
reestablish control of the corporation. 


3. DISTRIBUTION OF PROFITS OF THE PRAIRIE 
SYNDICATE 


Under the terms of the contract dated January 21, 1929)? be- 
tween Petroleum Corporation of America and Blair & Co., Inc., for 
the purchase of the Prairie stocks, Petroleum Corporation of 
America was bound only to purchase 57,000 shares of Prairie Oil 
& Gas, and 110,000 shares of Prairie Pipe. As to the balance of 
243,000 shares of Prairie Oil & Gas, and 440,000 shares of Prairie 
Pipe, the Corporation took an option for 30 days.128 Nevertheless, 
by February 6, 1929, the corporation had purchased and paid for 
the entire 800,000 shares of Prairie Oil & Gas stock and 550,000 
shares of Prairie Pipe stock.1*4 This prompt receipt of payment by 
the Prairie Syndicate permitted the Syndicate to clear its debt to 
John D. Rockefeller, Jr. by paying to him the sum of $25,000,000. 
In addition, the syndicate paid to Rockefeller the sum of $262,500 as 
accrued interest on the loan.1?5 


222 Tq., Commission’s Exhibit No. 331. 

#3 Thid. It was suggested at the examination before this Commission that the explana- 
tion for this form of contract is that since the underwriters had taken a firm commitment 
for only 650,000 shares, the corporation could not commit itself to take up the entire 
number of shares offered. (Id., at 2911.) 

#4 Petroleum Corporation of America purchased from Blair & Co., Inc., representing the 
syndicate, 550,000 shares of Prairie Pipe and 247,796 shares of Prairie Oil & Gas. The 
balance of 52,204 shares of Prairie Oil & Gas needed to round out the block of 300,000 was 
obtained Feb. 5, 1929, for $3,182,240 from the syndicate “B” account at BE. F. Hutton & 
Co., which, as was stated supra in the discussion of that account, was long at that date 
a substantial amount of Prairie Oil & Gas stock. 

#28 Op. cit. supra, note 1, Commission’s Hxhibit No. 333. An itemized statement of ac- 
count of the Prairie purchase and sale by the syndicate is set forth below. For the table 
showing distribution of the profits to the individual participants, see Appendix D, p. 785. 

Cost of stock to the group: 
578,250 shares of The Prairie Pipe Line Company common stock 


(the old stock having been split up 4 for 1 on Jan. 4, 
1929, and a Gividend of 25% payable in the new $25 par 


stock having been declared on Jan. 8, 1939)______________ $24, 286, 500. 00 
247,796 shares of The Prairie Oil & Gas Company common stock. 14, 124, 372. 00 
ERO Callie eee cage eee © BRN Pee We ee eM ee a 38, 410, 872. 00 


Sale to Petroleum Corporation of America : 
550,000 The Prairie Pipe Line Company com- 


mon stock at $52 per share______________ $28, 594, 500. 00 
247,796 shares The Prairie Oil & Gas Com- 
pany common stock at $60 per share____-__ 14, 865, 282. 04 


(The additional 52,204 shares necessary to 
make the block of 300,000 acquired by 
Petroleum were purchased from Syndicate 
B Trading Account.) 

Sale to syndicate and delivered to BH. F. Hutton 
& Co. (to cover short position in Prairie Pipe 


Line Syndicate Account, see supra) __~________ 1, 469, 000. 00 
TOWN! ROCA ROI SAIS —— 44, 928, 782. 04 
CROSS PORT 1O Whe GWOW Ns. a ee ee ee eee 6, 517, 910. 04 


In addition to the profit to the group on the sale of stock to Petroleum Corporation of 
America, the profit made by the two syndicate accounts (the profit and loss accruing to 
the .'Frading accounts are excluded from this computation because they were run under 
different syndicate agreements, and included slightly different parties) and dividends in- 
creased the total gross profit to the group to $6,645,169.80. Expenses, including interest 
of $262,500 on the loan from John Db. Rockefeller, Jr., counsel fees to Cravath, De 
Gersdorff, Swaine and Wood of $81,493.24, and a payment to W. S. Fitzpatrick of 
$130,000 (later increased to $149,000) on account of a 214% interest in the net profits, 
amounted to $558,813.25. 
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In computing the profits realized by the members of the Prairie 
Syndicate in connection with the organization of Petroleum Corpora- 
tion of America, it has already been shown that to the gross profit 
of $6,645,169 gained by the syndicate on the sale of the Prairie stocks 
to the corporation there must be added $1,883,862 received by the 
members of the syndicate in commissions as participants in the vari- 
ous selling groups ?° and $321,742 received by members of the syn- 
dicate on the distribution of the proceeds of the option warrants 
account.” In addition, the group continued to own 849,893 option 
warrants,”> which gave it the right for five years of declaring itself 
a participant in any stockholders’ equity in excess of $34 per share, 
and of reaffirming its control of the corporation should it be neces- 
sary. But after garnering these pecuniary benefits, there remained 
in the hands of members of the original group one benefit of perhaps 
even greater consequence—the effective control of Petroleum Corpo- 
ration of America, with its $100,000,000 of assets. 


4, PAYMENTS TO W. S. FITZPATRICK 


The statement of expenses of the syndicate and the distribution 
of the profits indicates that $149,000 was paid to one William Samuel 
Fitzpatrick out of the Prairie Syndicate profits,?® and that an addi- 
tional sum of $300,053 was paid to Fitzpatrick by Sinclair Consoli- 
dated Syndicate.°° These payments to Fitzpatrick, totaling $449,052, 
represented 214% participations in both the Prairie Syndicate and 
the Sinclair Consolidated Oil Syndicate which were granted to Fitz- 
patrick without either the investment of any money or the assump- 
tion of any lability on the part of Fitzpatrick. 

The reasons why Fitzpatrick received this “soft thing,” as he termed 
it, were developed in the examination before this Commission 13 
and in the hearings before the Committee on Banking and Currency 
of the United States Senate.*? Fitzpatrick was the president of 
Prairie Oil & Gas Company and, according to his statement, had 
faithfully represented the interests of the Rockefellers in the Prairie 
companies for some twenty years. Early in 1928, Fitzpatrick heard 
that the Rockefellers were selling to Blair & Co., Inc., all the hold- 
ines of the various Rockefeller trusts in these companies, which 
meant a 50% reduction of the Rockefeller influence in the Prairie 
Companies.*4 This information caused Fitzpatrick some concern. 
He took the first opportunity to discuss the matter with Bertram 
Cutler, the Rockefeller representative. Fitzpatrick said that Cutler 
toldi laine 25° 


* * * these people [the purchasers] would probably make a market or 
find a market for theSe shares. They did not suppose * * * that they were 


1226 Op. cit. supra, note 103. 

27 Op. cit. supra, note 119. 

128 Tbid. 

1229 Op. cit. supra, note 1, at 3141. 

130 Op. cit. supra, note 32. (Of this sum, $93,473 was prorated-among the members of the 
Prairie Syndicate to take up stock in the Sinclair Consolidated Oil Company pool account 
which had been assigned in Fitzpatrick.) (Op. cit. supra, note 1, at 3143.) 

131 Op. cit. supra, note 1, at 2934-5, 3140, et seq. 

182 Op. cit. supra, note 31, Parts 6 and 7. 

133 Td., Part 7, p. 8309 et seq. 

184 [bid. 

185 [bid. 
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permanently investing in these oil companies, and they [the Rockefellers] had 
arranged with those people to, as they called it, do something for me. 


Subsequently, Fitzpatrick testified that Hunter Marston of Blair & 
Co. told him that he would be “carried” for a 10% participation in the 
profits of the Prairie Syndicate, without any obligation on his part.1% 
In the meantime, Fitzpatrick was meeting with Sinclair in negotia- 
tions for the merger of the Prairie companies with Sinclair Consoli- 
dated Oil2°7 In the course of their conferences Sinclair told Fitz- 
patrick that “he was negotiating, and expected to make a sale of the 
unissued treasury stock of the Sinclair company and get this money 
[$33,009,000] in lieu of it.”1*° Thereafter Mr. Fitzpatrick was told by 
Elisha Walker of Blair & Co., and by Edward Tinker, that he would 
be included in the Sinclair Syndicate as well as on the Prairie Syndi- 
cate. Mr. Fitzpatrick stated :1%° 

A. * * * J don’t remember just what language they employed, but I was 
given in some way to understand that they were participants in that syndi- 
cate—yes; and that they—somebody—had arranged that I should have 216%, 
along with the 214% in the other syndicate, in lieu of the 10% that had been 
talked of between Mr. Marston and me. Now, how they arranged that I never 
asked. Nobody ever told me. Why they passed that on to the other syndicate 
I do not know. Frankly, gentlemen, I regarded the opportunity to share in 
these profits as a very fine thing for the Rockefellers to do and to arrange 
for me on account of the services I had rendered, and I had no other idea 
about it, and I did not care whether it was $300,000—I had no idea it would 
be anything like that amount of money. I never dreamed that it would be 
anything like that amount of money. And I did not care how much it was, 
or how it was divided, or who got the rest of it, or anything about it. I was 
taking it and making very little inquiry about it. 

Q. Did you feel at that time that the Rockefeller interests were under some 
kind of obligation, moral or otherwise, to give you something additional to 
the salary you had received for your twenty years’ service? 

A. I did not. I knew that Mr. Rockefeller, according to the press, was giving 
millions of dollars away to this thing and that thing, and I thought it was a 
very nice and lovely thing for Mr. Rockefeller to remember a faithful employee, 
as he seemed to be remembering me.” 

89 Witzpatrick stated (id., at 3310) : ‘Later on I was talking to Mr. Marston, of Blair & 
Co., and I don’t know whether he brought the subject up or whether I did, but one or the 
other of us—the subject was talked of and I said, ‘What do you mean? He says, ‘Carry 
you; have an interest in the profits we make on whatever distribution we make of this 
stock.’ Then I said, ‘What interest? How do you mean? I am quite sure I explained to 
him that I did not want to incur any indebtedness, and he said, ‘No; carry you for a 
share of the profits. I said, ‘What share? How? He said, ‘I presume, about 10 
percent.’ ” 

SIT Abeoole. 

18 Tbid. This was the sale to Cutten and the syndicate of the 1,130,000 shares of Con- 
solidated Oil Corporation which were later distributed through pool operations, in the 
manner described supra. 

199 Td., at 3315; 

40 Harry F. Sinclair testified as follows concerning the payment to Fitzpatrick (op. cit. 
supra, note 31, Part 7, p. 3291): 

Q. Blair & Co. had no greater interest in the syndicate than you had originally? 
a aga no greater interest than Cutten had originally? 

A. Correct. 

Q. So that Blair & Co. were making him some money at the expense of all the other 


syndicate participants? 
A. There is no doubt about thate 


* * * * 
Q. So that you were one of the Santa Clauses? This was a Santa Claus syndicate, 
so far as giving Fitzpatrick $300,000 was concerned ? 

A. It sounds a bit like it, doesn’t it? 
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Elisha Walker, while conceding that Bertram Cutler, the Roc¢ké+ 
feller representative, had mentioned the matter to him, made it clear 
that the decision of the Prairie Syndicate to take care of Fitzpatrick 
was impelled by considerations in which mere amenities played no 
part. Mr. Walker testified with respect to the Fitzpatrick partici- 
pation : +4 


We were under absolutely no obligations. But there are always business: 
considerations. If we were going in to buy such an important interest in the 
Prairie Oil and Gas and Prairie Pipe Line Companies, we considered it impor- 
tant to have the management a satisfied and pleased management. Now, this: 
was nothing unusual. It has been done in other transactions before of a similar 
nature.” 


In this way, Blair & Co. and Sinclair endeavored to assure them- 
selves of the good will of Fitzpatrick and the Prairie management, 
not only for the purposes of the Prairie market transactions, but in 
the negotiations for the consolidation of Sinclair Consolidated Oil 
Corporation and the Prairie companies. This good will they 
strengthened from time to time in various ways until the consolidation 
was achieved.’** Mr. Fitzpatrick, however , for his part, never sought 
any subtle implications in his good fortune. He testified :# 


Q. Was it your understanding that the profits were to be realized out of 
transactions in the common stock of the Sinclair Company? 

A. Sure, sure. So far as I knew that was all that was involved in the deal. 

Q. You may, or may not know it, but Mr. Sinclair yesterday referred to your 
receiving that $300,000 as a “pretty soft thing.’ You would not dispute him 
in that respect, would you? . 

A. I certainly would not. [Laughter.] I so regarded it myself. 

Q. Have any other “soft things” of that same character come your way? 

A. Never have. 


G. Management and Policies of Petroleum Corporation of Amer- 
ica—Domination by Sinclair and Bancamerica-Blair 


Nothing in the charter of Petroleum Corporation of America or in 
the public announcements which accompanied the issuance and dis- 
tribution of its stock even remotely indicated that the corporation 
was intended as a vehicle for advancing the plans of Sinclair and his 
banking associates to consolidate various oil companies into one large 
unit dominated by the Sinclair interests. On the contrary, the offer- 
ing prospectus of Petroleum Corporation of America ' referring to 
the Prairie stock purchase made pointed mention that “these two com- 
panies are of the so-called Standard Oil group,” without disclosing 


HEN VGL, Ge Ba3e%3}, 
148 Mr. Walker testified further on this subject (ibid.) : : 

Q. Why was it necessary, in your opinion as a banker who contemplated buying 
shares owned by the Rockefeller Foundation in the stock of the Prairie Co., to see to 
it that the servant of the corporation was satisfied to have you become a stockholder ? 

A. Well, just ordinary business of wanting—where you undertake a very important 
transaction mounting into a great many millions of dollars, that you want ,t0 be sure 
of the good will and “the ability to work agreeably in the situation * * 

143 See infra, pp. 281—5. 
144 Op. cit. supra, note 31, Part 7, p. 3318. 
14 Op. cit. supra, note 1, Commission’s Exhibit No. 322. 
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that it was contemplated to make these Prairie companies part of the 
Sinclair system. ‘This statement may have caused many of the pros- 
pective purchasers to believe that they were investing their money in 
“Standard O11” companies managed by Standard Oil interests.1*® The 
long list of names prominent in the commercial and financial world 
which constituted Petroleum Corporation’s initial board of directors 
did not include that of Harry Sinclair. For three years after Sin- 
clair Consolidated Oil Corporation became Petroleum Corporation’s 
largest stockholder '** the name of Sinclair never appeared either as 
officer or director. In 1932, after the consolidation of the Prairie com- 
panies with Sinclair Consolidated Ou, Earl W. Sinclair accepted a 
directorship in Petroleum Corporation of America. 

The Sinclair Consolidated Oil interests, however, were never lack- 
ing in adequate representation on Petroleum Corporation’s board ot 
directors. Of the original 45 directors, 5—Elisha Walker, Hunter S.. 
Marston, George Armsby, Harry Bronner, and Leo V. Belden—were 
associated with Blair & Co., Inc., or Bancamerica-Blair Corporation, 
the Sinclair bankers.14* Eight directors were, or became, directors of 
Sinclair Consolidated Oil Corporation, or Consolidated Oil Corpora- 
tion. These were Elisha Walker, Hunter S. Marston, Arthur W. 
Cutten, Ruloff E. Cutten, Halstead G. Freeman, John H. Mark- 
ham, Jr., H. H. Rogers, and Edward R. Tinker. The remaining 84 
directors whose names originally appeared on Petroleum Corpora- 
tion’s unusually large board were men selected by Blair & Co., Inc., 
to lend greater prestige to the corporation in its first public appear- 


46 The Standard Oil Companies as Elisha Walker testified (supra) were regarded as 
“high-grade investment companies,” while Sinclair Consolidated “had not the background 
tuat.the Standard Oil subsidiaries had * * * it was a comparatively new institution 
which had been growing and fighting its way * * *”. (Op. cit. supra, note 1, at 2891.) 

Mr. Walker denied, however, that the language of the offering circular might have 
created a misapprehension in the minds of the investing public. He testified (id., at 2905) : 

Q. On the other hand, would you not be giving the stockholders a false hope when 
you refer to these companies as “these companies are of the so-called Standard Oil 
group” when the whole purpose was not to keep them in the Standard Oil group, but 
to put them in another group? 

ry But the Standard Oil group still held just as many shares as this corporation 
held. 

Q. JS the Standard Oil group disposed of one-half of its holdings to you; isn't 
that so? 

A. Let me say, when you say Standard Oil group, no. Mr. Rockefeller and his 
associated charities disposed of half of their holdings but the so-called Standard Oik 
group, which included the Harknesses, the Pratts, the Teagles, and all sorts of people, 
did not sell any of their stock in this trade. 

Q. They did not sell any stock where? 

AX, Abo) Winls) orl 8 RE 

47 See infra, p. 273 and note 169. 

48 In May 1929 Blair & Co., Inc., was merged with Bancamerica Corporation, the 
investment affiliate of Bank of America National Association, to form Bancamerica-Blair 
Corporation, which in turn became the investment affiliate of the Bank of America N. A. 
By virtue of the fact that Transamerica Corporation controlled Bank of America N. A., 
Banecamerica-Blair Corp. became a subsidiary of Transamerica. In 1932 when the National 
City Bank of New York acquired Bank of America N. A., Bancamerica-Blair Corporation 
was excluded from the transfer, and it remained a subsidiary of Transamerica Corporation. 
Early in 1929, shortly after he became chairman of the board of Petroleum Corporation, 
Elisha Walker became chairman of the board of Bancamerica-Blair Corporation and of 
Transamerica Corporation and chairman of the Executive Committee of Bank of America 
N. A. These positions Mr. Walker retained until his much publicized split with the 
siannini interests and the battle which ensued, terminating in February 1932 with the 
ousting of Walker from his executive position with these corporations. (See Phe New York 
Times, Feb. 16, 1932, p. 29.) Later in 1932 Mr. Walker became a partner in the banking 
house of Kuhn, Loeb & Co. 
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ance.*#9 After the Petroleum Corporation had been operating for 
some period of time, most of this group of directors resigned, either 
voluntarily or were, as stated by Elisha Walker, “requested, if they 
didn’t mind, to retire.” ?°° By 1932, after the consolidation of the 
Prairie companies with Sinclair Consolidated Oil Corporation, the 
number had been reduced to 14. This board of 14 directors included 
8 of the original dominating group and, in addition, Earl W. Sin- 
elair. By the end of 1985 the board was further reduced to 13 mem- 
bers, 9 of whom either were or formerly had been affiliated with Blair 
& Co., Inc. or the Sinclair interests.%! Elisha Walker, who was presi- 
dent of Blair & Co., Inc., and its successor, Bancamerica-Blair Cor- 
poration, became the first chairman of the board of directors of Pe- 
troleum Corporation of America and retained the office of chairman 
continuously until December 1932. He remained a member of the 
board of directors thereafter, and at the end of 1938 was still listed 
by the Corporation as a director. John H. Markham, Jr. remained 
in office until February 1933 and was succeeded by Huntington D. 
Sheldon, who had started with the Corporation in January 1929 
as assistant secretary. Mr. Sheldon is still the president of the 
Corporation. 


149 Hor the complete list, see Appendix C. Hunter Marston admitted that this was an 
unusually large board of directors. He testified (op. cit. supra, note 1, at 2872): 

* * * Tt was unusual. I think it was predicated on the theory that they 
wanted to get sort of sources of influence throughout different geographical territories, 
so that the business of this company—if we had not run into the panic—might have 
been that of buying securities which would have gone into the consolidation. They 
attempted at that time—that was the theory promulgated—to get directors in Texas, 
Clifornia, Oklahoma, and so forth. 

Q. Do you know .of any. other industrial corporation that had [forty-five] directors 
or any other investment trust? 

A. I don’t know of any, unless it is a bank. 

The influence of these names in every section of the country is attested by the fact that 
the stockholders of the corporation represented every state in the union, as well as the 
District of Columbia, Alaska, and the Philippine Islands. (Reply to the Commission’s 
questionnaire for Petroleum Corporation of America, Item 53.) 

1450 Op. cit. supra, note 1, at 2937. 

%1In March 1933 J. Paul Getty was made a member of Petroleum Corporation’s board 
of directors at his own request, after purchasing a substantial block of stock. (Id., at 
2937.) A corporation controlled by Mr. Getty, named Getty, Inc., owned 200,000 shares 
of Consolidated Oil Corporation stock. Petroleum Corporation had in its portfolio 300,000 
shares of Tidewater Associated stock. (This stock had evidently been accumulated by 
Petroleum Corporation in connection with the Mission Securities venture. See infra, note 
264.) Apparently, as part of a transaction to eliminate Mr. Getty from the board of 
directors of Petroleum Corporation in 1933, Petroleum Corporation in a simultaneous 
transaction purchased from Getty, Inc., its 200,000 shares of Consolidated Oil Corporation 
stock at $15 per share while it sold to Getty, Inc., its 300,000 shares of Tidewater As- 
sociated Oil stock at $10 per share. (The transaction actually constituted a transfer of 
securities, as both items resulted in a total of $3,000,000.) That Petroleum Corporation 
had ro desire to acquire an additional block of Consolidated Oil at that time is evidenced 
by the fact that the Corporation then called in J. F. Feder, a private banker, and told 
him that Petroleum Corporation desired to dispose of a block of Consolidated Oil stock. 
Petroleum Corporation granted to Feder & Co. an option (without consideration) on 
800.000 shares of its Consolidated Oil stock at prices ranging from $12 to $14.50 per 
share. Feder took up from the Corporation 150,000 shares of the Consolidated Oil stock 
at an average price of $12.83. Petroleum Corporation, in turn, paid Getty, Inc., $15.00 
per share for its 200,000 shares of Consolidated, thus taking a loss of $2.17 per share 
on 150,000 of the shares it had sold to Feder. These transactions completed, Mr. Getty, 
in April 1934, resigned from the board of Petroleum Corporation. Elisha Walker stated 
with respect to Getty’s resignation, “I don’t know whether it was part of any fixed under- 
standing. It may have been discussed but I really don’t know. I don’t remember.” (Id., 
at 2944.) 
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As has already been indicated, those who formed the Petroleum 
Corporation of America and who dominated it from its inception did 
not publicly disclose to the investing public that the primary function 
of the corporation was to serve as an agency for effecting the realign- 
ment of a section of the oil industry, a realignment in which Sinclair 
was to be the focal point and dominant figure. Elisha Walker, 
who became chairman of the corporation’s board of directors, 
testified : 1° 


Q. Now, will you please tell us what persuaded the Purchase Group not to 
attempt a public distribution, but to sell it [the Prairie stocks] to the investment 
trust at a profit? 

A. I think it was just following out the thought of waiting on consolidations 
and to keep this block of stock together so that it would be a basis to’ forming 
something substantially worthwhile in the oil industry. 

Q. Now, of course, as an organizer of the investment trust the primary con- 
cerns were the considerations for the stockholders of the company? 

A. Yes. Decidedly. 

Q. I mean whether it was beneficial to the oil industry, beneficial to the 
Sinclair or the Prairie Companies; of course, that consideration should have 
played no part in connection with the sale or distribution of the Petroleum 
Corporation to the public; isn’t that so? 

A. You are right. But, of course, if it was good for the industry, it would 
have been good for the company. 

Q. * * * there came a time in between November 26 and January 16, 1929, 
when it was determined that the procedure was that it was going to be sold 
in one lot to an investment company to be formed: isn’t that so? 

A. Well, that is when the final decision was taken. As I say, the general 
thought had been months even in advance of that. 

Q. And you say that the motivating cause was to keep the block intact so 
that a merger and consolidation could be effected and, by virtue of that con- 
solidation, the oil industry would be benefited and, as a necessary corollary, 
the interest of the stockholders of the Petroleum Corporation of America would 
be served? Is that it? 

A. Yes. In general. 

Q. Now, that was a vital factor in connection with the acquisition of that 
block of stock by the Petroleum Corporation of America? Isn’t that so? 

A. I would say so. 


Mr. Walker felt that it would have been “very unwise” to apprise 
the public, to which the stock was being marketed, of the true plans 
in the minds of the corporation’s sponsors. Mr. Walker testified ; 14 


Q. You determined to turn it over to the investment company and hold it 
intact, looking forward to the time when you could use it in a consolidation 
and for improving the oil business, and therefore the position of the Petroleum 
Corporation of America stockholders? 

A. Yes. 

Q. Now, this represented an investment of $45,000,000 for the investment 
company, which was substantially half the total assets of the corporation 


12 See the testimony of Hunter Marston set forth infra, this section, to the effect that the 
consolidation plans were centered about Sinclair Consolidated : “It was an important factor 
from the very inception and was a basis for, we felt, a very complete development * * *,” 

193 Op. cit. supra, note 1, at 2898. 

HtTd., at 2903 


153378—40—pt. 3 19 
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after the bankers took nine and a half million dollars in commissions? Isn't 
that so? 

A. Yes. 

Q. And yet there was not the slightest intimation of this position, was there, 
Mr. Walker, that one of the * * * reasons why the block was kept intact 
and sold to the investment company was that ultimately they hoped to go 
through a consolidation, whether with or without the consent of the Rocke- 
fellers? 

_A. I think it would have been very unwise to talk about a consolidation which 
might not eventuate, because you would be giving the public a false hope. 


The formation of Petroleum Corporation of America created, in 
effect, a hundred-million-dollar pool of the public’s funds to be em- 
ployed without hindrance in the furtherance of the plan to bring under 
the domination of the Sinclair interests a large section of the oil 
industry. The public, which supplied the pool, however, was at no 
time apprised of this purpose. Hunter Marston, when interrogated 
on this subject, disputed the inference that the money of the stock- 
holders of Petroleum Corporation was being used to help the Sinclair 
interests achieve their aims: 1° 


Q. Mr. Marston, I think you told us that the negotiations for the merger 
between Prairie Pipe and Prairie Oil and the various other companies had 
started as far back as 1927? Isn’t that so? 

A. * * * Yes; we had discussed it probably a year or two previously. 

Q. And from the very inception was the Sinclair Consolidated Oil Company 
one of the companies that was to be part of the group? 

A. My recollection is that it was. It was an important factor and was a basis 
for, we felt, a very complete development by its association with other companies. 

Q. Well, isn’t this whole transaction, Mr. Marston, susceptible of the inference, 
at least, that the public’s money was being used to help the Sinclair interests 
effect a merger? 

A. No; that would not be my interpretation of it. 


Subsequently, however, Mr. Marston testified : *°° 


Q. But the formation of Petroleum Corporation of America brought together a 
large fund, which was used to purchase a substantial part of Prairie Oil & Gas 
and Prairie Pipe Line; isn’t that correct? 

A. Yes, sir. 

Q. And that was the lot turned in and exchanged in the merger subsequently 
effected. 

A. Ultimately. 

Q. So it is true that the public’s money that was put in Petroleum Corporation 
of America was used to facilitate that consolidation? 

A, You mean the ultimate consolidation? 

Q. Yes. 

A. That was not the primary purpose in the first instance. It resulted in the 
eventuality of that. 


1. ADDITIONAL PURCHASES OF PRAIRIE STOCKS 


By virtue of its original purchase of the Prairie stocks for $46,600,- 
000, Petroleum Corporation of America commenced its operations with 


eT at 2844. 
61d. at 2856. 
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approximately 46% of its total assets concentrated in this one invest- 
ment situation. Although the outlook for the Prairie companies was 
becoming increasingly unfavorable,!** and despite this initial heavy 
concentraction in the Prairie stocks, the management of Petroleum 
Corporation steadily added to them. By the end of 1929 the Cor- 
poration had purchased an additional 277,800 shares of Prairie Oil & 
Gas stock and an additional 40,600 shares of Prairie Pipe stock. Pe- 
troleum Corporation’s investment in both these stocks then totaled 
$64,456,525 and represented 67% of its total assets at that date.1®§ 

Of the 277,800 additional shares of Prairie Oil & Gas stock which 
Petroleum Corporation purchased in 1929, a block of 150,000 shares 
was acquired from Sinclair Consolidated Oil Corporation at $60 per 
share at a time when the market price was $55 per share.°® Elisha 
Walker, who was chairman of the board of directors of Petroleum Cor- 
poration when the purchase was made, was unable to remember why a 
premium of $750,000 was paid to Sinclair Consolidated.1% 

At the same time this purchase was made from Sinclair Consoli- 
dated at a price of $750,000 above market, allegedly in order to obtain 
“that block of stock, that big block,” the trading account which Blair 
& Co. had formed in Prairie Oil & Gas stock in January 1929 1% was 
still attempting unsuccessfully to dispose of the 50,000 shares of Prairie 
Oil & Gas stock it had accumulated and upon which it had a substantial 
unrealized loss. Although the syndicate agreement under which this 
account operated expired on June 1, 1929, it was extended to November 
1929, and again to February 1930, at which date it was still long 39,400 
shares at a heavy loss.'** Blair & Co., Sinclair, and various directors 
of Petroleum Corporation of America, as members of the original 
Prairie Syndicate, were necessarily fully acquainted with the status of 
the trading account in which they were directly interested. 

On the same day that Petroleum Corporation (of which Elisha 
Walker was the chairman of the board) bought the Prairie stock for 
$9,000,000 from Sinclair Consolidated (of which Elisha Walker was 


17 This was due not only to the unfavorable condition of the oil industry plus the 
increasingly unfavorable general economic situation, but in the case of the Prairie com- 
panies, to new competitive factors whose advent began to be rumored about this time. 
See discussion of Ajax Pine Line, infra, pp. 280-1. 

*S Total assets at the end of 1929 were $96,028,332. (Reply to the Commission’s ques- 
tionnaire for Petroleum Corporation of America, Exhibit 4.) 

19 Op. cit. supra, note 1, at 2950. The purchase was made on June ey ISP), 

169 Hlisha Walker testified (Ibid.) : 

Q. Do you know why that particular block of stock was purchased above the pre- 
vailing market at that time? 

A. I can’t remember why now. I presume the directors thought it was a good 
thing to have that block of stock, that big block. I suppose they were willing to pay a 
little above the market for it. 

161 See discussion of Prairie Oil & Gas trading accounts, supra, pp. 238-49. 

1 Ruloff Cutten confirmed in his testimony that this account was extended because of 
its inability to dispose of the stock which it was “long.” He testified (op. cit. supra, note 1, 
at 3133) ; 

. * * * will you tell me why it was necessary to continue that account after 
the block had been sold by the purchase group? 

A. Why this account? 

Q. Yes. 

A. The trading account? 

Q. Yes. 

A. Because they were long stock and they were long at a loss. They were hopeful 
of getting out even, I imagine, I believe it was extended either for six months or nine 
months. I have forgotten which. 
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a director)°? Sinclair Consolidated, apparently with part of the 
money received from Petroleum Corporation, purchased from Banc- 
america-Blair Corporation (of which Elisha Walker was president) 
500,000 shares of Petroleum Corporation’s stock at $15 per share (vep- 
resented by part-paid certificates subject to a $14 call) “"! a transaction 
on which Blair & Co. realized a profit of approximately $225,000.*"° 
The greater part of these 500,000 shares of stock had been acquired by 
Bancamerica-Blair Corporation a few days prior to its sale to Sinclair 
Consolidated Oil, from the stabilizing account managed by Bancamer- 
ica-Blair Corporation. This stabilizing account for which the Bank- 
ing Group had assumed liability at the time of the public distribution 
of Petroleum Corporation’s stock, had ended up long 629,095 shares of 
Petroleum Corporation’s stock at a substantial loss.'° Concerning 
this operation Mr. Walker testified : *°” 


Q. We have the syndicate long 629,095 shares, and then a letter was sent out 
by Blair & Company (the manager of the account) saying they were willing to 
buy the stock from these people at $14.50. They took up approximately 229,000, 
which left 400,000. That 400,000, in addition to the 88,000 by Blair & Company, 
and 12,000 they purchased in the open market, made 500,000 which was sold to the 
Sinclair Consolidated Oil Corporation at $15, plus the $14 call? 

A. Yes. You mean that the syndicate sold back to Blair 400,000; is that it? 

Q. That is right, at $14.50, and Blair & Co. sold that to Sinclair Consolidated 
at $15, so that Blair and Company made half a point, or on the 400,000 shares 
they made $200,000. 

A. Yes. 

Q. Of course, the rest of the participants in that syndicate, to use a colloquial 
expression, took a licking, didn’t they? 

A. I don’t know whether they did or not. I would be rather surprised if they 
had not made a profit. * * * 

Q. Do you know whether there was any disclosure to the other participants 
that Blair & Company had this arrangement to sell these 500,000 shares to 
Sinclair at a half a point profit? 

A. I don’t remember anything definite about the trade.“* 


The outcome of this series of transactions thus appears as follows: 
Petroleum Corporation of America by its purchase from Sinclair Con- 
solidated Oil Corporation added 150,000 shares costing $9,000,000. to 
its already substantial position in Prairie Oil & Gas paying a premium 
above market of $750,000; Sinclair Consolidated Oil Corporation dis- 


163 Mr. Walker testified before the Senate Committee on Banking and Currency (op. cit. 
supra, note 132, Part 7, p. 3324) that in 1928 he was not only a member of the board 
of directors of Sinclair Consolidated Oil Corporation but also a member of the executive 
committee of the board of directors. Although Mr. Walker continued to be a director 
of Sinclair Consolidated in 1929, it is not entirely certain that he also continued to be a 
member of the executive committee thereof. 

164 Op. cit. supra, note 1, at 2948. 

165 Phe exact amount of Blair & Company’s profit was $224,587.28. (Derived from sup- 
plementary information supplied the Commission for Petroleum Corporation. ) 

165 Sea diseussion of this stabilizing account, supra. 

167 Op, cit. supra, note 1, at 38046. 

168 Harl W. Sinclair testified that he carried on negotiations for this transaction with 
Mr. Markham and Mr. Walker (id., at 3077). At that time Elisha Walker was also a 
director of Sinclair Consolidated Oil Corporation. E. R. Tinker, Arthur W. Cuiten, and 
H. H. Rogers, other directors of Petroleum Corporation, were also at that time directors 
of Sinclair Consolidated. Subsequently, Mr. Markham and Hunter Marston were placed 
on the board of Sinclair Consolidated. (1d., at 3078-9.) 
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posed of its holdings of Prairie Oil & Gas to Petroleum Corporation 
for $9,000,000, and ‘acquired from Bancamerica-Blair Corporation for 
$7,000, 000, 500 000 shares of Petroleum Corporation (subject to a call 
of $14 per share), which made Sinclair Consolidated the largest single 
stockholder of Petroleum Corporation; 1 Bancamerica-Blair Corpo- 
ration realized a net profit of approximately $225,000 on its sale of 
the Petroleum stock to Sinclair Consolidated, while Bancamerica- 
Blair Corporation’s associates in the Petroleum Corporation stabiliz- 
ing account suffered a substantial loss.” 

Of more far- reaching significance is the fact that this transaction 
marked the start of an intrenched system of circular ownership be- 
tween Petroleum Corporation (which owned at that time 15,000 shares 
of Sinclair Consolidated Oil stock)! and Sinclair Consolidated Oil 
Corporation (which now owned 500,000 shares, 17% of the total out- 
standing shares, of Petroleum Corporation’s stock). He 

Following the purchase of the block of Prairie Oil & Gas from 
Sinclair Consolidated in June 1929 Petroleum Corporation continued 
steadily to increase its holdings of both Prairie Oil & Gas and Prairie 
Pipe stock. These additional purchases were made both in the open 
market and privately. On October 17, 1929, on the eve of the market 
break, 100,000 shares of Prairie Oil & & Gas were purchased through 
Bancamerica- Blair Corporation and the Bankers Trust Company 
from Edward H. Harkness at $50 per share for an aggregate of 
$5,000,000.177 At the same time active purchasing in both Prairie 
stocks was being carried on almost daily by the Corporation in the 


169 At the end of 1929 there were outstanding 2,937,900 shares of Petroleum Corpora- 
tion’s stock. (Reply to the Caemmission’s questionnaire for Petroleum Corporation of 
America, Item 280.) The 500,000 shares purchased by Sinclair Consolidated therefore 
represented in excess of 17% of the total shares outstanding. Apparently no other 
stockholder ever owned more than 44,000 shares of Consolidated Oil stock. (Op. cit. supra, 
note 1, Commission’s Exhibit No. 334.) Thus, instead of owning merely 150,000 shares of 
Prairie Oil & Gas, Sinclair Consolidated acquired working control of Petroleum Corporation 
with $100,000,000 of assets, among which were more than 450,000 shares of Prairie Oil & 
Gas (including the 150,000 taken over from Sinclair) and more than 550,000 shares of 
Prairie Pipe. Obviously, Sinclair’s influence in promoting a consolidation with! the Prairie 
companies was thereby increased manyfold. 

“o The exact amount of the loss suffered by the Banking Group was not definitely ascer- 
tained. However, the entire amount of commission earned by this group, the sum of 
$3,088,281 was first eredited against the cost of the 629,095 shares the account was long, 
which Bancamerica-Blair Corporation stated in its letter of June 3, 1929 (referred to in 
the testimony quoted supra) reduced the cost of this stock to $15.44 per share (subject 
to a $14 call). Bancamerica-Blair offered to distribute the stock to the members of the 
participants at cost ($15.44 per share) or to purchase all or any part of said shares 
at $14.50 per share. Apparently 400,000 shares were sold to Bancamerica-Blair Corpora- 
tion on this basis, which meant a further loss to the other members of 94 cents per 
share, or $376,000. This sum, added to the commission which was earned by the mem- 
bers of the Banking Group but never paid to them, would indicate a loss of approximately 
$3,500,000. 

1 Wor details of Petroleum Corporation’s acquisition of this block of Sinclair Consoli- 
dated Oil stock, see infra. 

12 As has been pointed out supra, the Sinclair interests did not find it necessary, fol- 
lowing their acquisition of working control of Petroleum Corporation, to effect any change 
in the composition of the board of directors of Peroleum Corporation or in the executive 
personnel, 

3 Hdward H. Harkness was one of those named by Elisha Walker (see supra) as 
among the Standard Oil group which retained its Prairie holdings. According to infor- 
mation received from the Bankers Trust Company, Mr. Harkness did not know at the 
time the identity of the buyer of his block of stock. (Derived from supplementary informa- 
tion supplied the Commission for Petroleum Corporation of America.) 


274 SECURITIES AND EXCHANGE COMMISSION 


open market.* As of December 31, 1929, Petroleum Corporation 
had $64,356,595 or 67% of its then total assets invested in the stock 
of the two Prairie Companies.’ Questioned concerning the magni- | 
tude of Petroleum Corporation’s investment in the Prairie stocks 
Elisha Walker stated,° “Nobody ever dreamed of it.” 

Subsequent to the market break of 1929, the stock market price 
of both Prairie stocks began to decline rapidly. On January 25, 
1930, Petroleum Corporation established formal trading accounts in 
both Prairie stocks. Throughout 1930, and until April 1931, these 
accounts traded in the Prairie stocks almost daily.” 

The continued investments by Petroleum Corporation in the 
Prairie stocks seem attributable only to the refusal of Sinclair and 
his associates to abandon their determination to effect a merger be- 
tween the Prairie Companies and Sinclair Consolidated. Petroleum 
Corporation under their domination was obviously one of the prin- 
cipal instrumentalities by which this result was to be achieved. 
Hunter Marston when examined on this subject testified : 17° 


Q. You say the discussions continued with respect to the merger, Mr. Marston, 
past the time that the Trust, or the Petroleum Corporation of America, acquired 
this $45,000,000 worth of Prairie Pipe and Prairie Oil and Gas? 

A. Yes. 

Q. The fact of the matter is, is it not, Mr. Marston, that the Petroleum 
Corporation of America continued buying Prairie Pipe Line and Prairie Oil 
and Gas, even after they purchased that $45,000,000 worth in the first instance? 

A. I believe that is correct. 

Q. Now isn’t that indicative of the fact that the trust was accumulating 
this stock in order to be in a position to effect a merger? 

A. Well, they felt, naturally they must have felt, that the purchase of this 
stock was an advantageous one and if a merger were effected, they expected 
to make a profit. 

Q. Well, the fact of the matter is 

A. (Interposing.) But the great disaster happened on or about that time 
the panic started. 

Q. Well, as of December 31, 1929, they still continued purchasing Prairie Oil 
and Gas Company commen and Prairie Pipe Line Company common. * * * 
now, there evidently was some difficulty in effecting the contemplated merger? 
Isn’t that so, Mr. Marston? When was the merger ultimately effected? 

A. Are you referring to the larger merger or to the merger between the Sinclair 
Company ? 


174 Op. cit. supra, note 1, Commission’s Exhibit No. 352. 

1% Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Table 2. 

177 Op. cit. supra, note 1, at 2946. Mr. Walker testified (ibid) : 


Q. These offering circulars, Mr. Walker, to the stockholders, of course, gave no 
indication that eventually the Trust would own $64,000,000 of that stock? 

A. Nobody ever dreamed of it. ? , : 

Q. Well, of course, when you say that nobody dreamed of it, you would think this 
was something that happened without any volition on the part of the board of 
directors of the Petroleum Corporation of America. I mean, this wasn’t an act of 
God. This was a deliberate, intentional act of the board of directors of the Petroleum 
Corporation of America in acquiring $64,000,000. Isn’t that so? | . 

A. Well, it was an act in connection with the exchange of Prairie Oil & Gas and 
Prairie Pipe Line, yes, for Consolidated stock, yes, if that is what you mean. 


Vi Td., Commission’s Exhibit No. 352. 
178Td., at 2846-9. 
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Q. The larger merger never took place? 

A. No; the larger merger never evolved. 

Q. But the merger with the Sinclair Consolidated Oil Company and the Sinclair 
Oil 

A. It did eventuate, 

Q. That was in March 1932? Isn’t that so? 

A. I don’t recall. You probably have the date there. 

Q. And yet Petroleum Corporation of America never got out of its position 11 
Prairie Pipe Line and Prairie Oil and Gas? 

A. No; they did not, except through exchange of stock, ultimately. 

Q. And ultimately they exchanged it for—Consolidated Oil stock, and yet the 
chart indicates, and you know it is a fact, that the price of that stock was declining 
and declining and declining? 

A. It was. 

Q. It seemed to have no bottom? Isn’t that so, Mr. Marston? 

A. Well, that chart indicates there was quite a decline. 

Q. And yet no attempt was made by the Petroleum Corporation of America to 
aiminish its position in that stock? 

A. Well, they felt they had something with inherent value, and they had pur- 
chased the stock with the idea that an ultimate consolidation would evolve, and 
to have disposed of the stock—and I am just speaking from my own impression— 
it would have meant either putting the money in something else, which apparently 
the Board didn’t feel was safe, or as safe as being in the Pipe Line. 

Q. Of course, there was the other side of this picture * * *, Had the trust 
determined to lessen its position in that stock, that would have meant a dissipa- 
tion of this substantial block, which was an effective block as far as the merger 
proceedings were concerned. Isn’t that so? 

A. Yes; usually 10 per cent is an effective block. 


2, PETROLEUM CORPORATION PURCHASES STOCK OF 
SINCLAIR CONSOLIDATED OIL CORPORATION 


On April 13, 1929, Petroleum Corporation purchased 15,000 shares 
of Sinclair Consolidated Oil stock at $40 per share from the trading 
account operated by the Sinclair Consolidated Oil Syndicate.17”? The 
market price of the Sinclair stock at that time ranged from $87 to $3914 
per share. The Sinclair Syndicate closed operations three days after 
this transaction was effected.1*° Elisha Walker, chairman of the board 
of directors of Petroleum Corporation, and president of Blair and Co., 
Inc., which was active in the Sinclair Consolidated Syndicate,1*? denied 
that the funds of Petroleum Corporation were being used “to bail” 
the Sinclair Syndicate out of its closing long position. Mr. Walker 
suggested that it might be good business “to buy up the tail end of a 
pool.” He testified : **? 

Q. Petroleum Corporation wasn’t bailing this trading account out of its long 
position at the end? 

A. I should imagine just the reverse, probably Petroleum Corporation was 
aware that the Syndicate had been closed out of all its holdings, and probably 


49 Td., at 3027-9. For discussion of this syndicate, see supra. 

180 Tbid. 

1'The participants in the Sinclair Consolidated Syndicate, as has been pointed out 
supra, were almost identical with those in the Prairie Syndicate. This was conceded by 
Elisha Walker. (Id., at 3027.) 

182 Td., at 3028. 
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thought that it would be a very good time, with the closing out of that account 
and the ceasing of the liquidation to make what for it was a more or less modest 
purchase of 15,000 shares. 

Q. $600,000. I do not understand, frankly, how termination of the syndicate 
account made that a more attractive purchase. The fact of the matter is that as 
soon as the pool stopped trading and stepped out of the market, the natural reac- 
tion would be a decline. 

A. I do not agree necessarily on that. I think when the syndicate is closed and 
there is no more stock being put on the market from the syndicate, the market 
would take care of itself and might do better rather than worse. 

Q. Is it your experience that when a pool stops operating that there is an 
increase in price to the stock? 

A. I know of cases where people have thought it good business to buy up the 
tail end of a pool. 


The Sinclair Consolidated Oil Corporation stock never thereafter 
rose above 407% at its highest point, and even before the market break 
of October it was selling below 35. Subsequently, it declined steadily 
to an eventual low of 414.188 While defending energetically the good 
faith of all parties concerned in the purchase of the Sinclair stock, 
Elisha Walker admitted that the transaction was tinged with self- 
dealing on the part of the inside group—those who comprised both 
the Prairie and the Sinclair Syndicates and who were then in control 
of Petroleum Corporation. Mr. Walter testified: *** . 


Q. The fact is, though, that Blair & Company was interested in this pool of 
Sinclair Consolidated Oil Corporation. 


A. Yes. 

Q. And Harry F. Sinclair was interested? 

AR BCS Fy ay lee. 

Q. And the fact is that you were a participant in Sinclair Consolidated Oil pool? 

A. Yes. 

Q. And the fact is that you were one of the moving spirits in Petroleum Cor- 
poration. 


A. Petroleum Corporation had a paid president, and a very capable and able 
man, Mr. John Markham * * *, 

Q. And the fact is that, without imputing any bad faith, that you were sub- 
stantially on both sides of that transaction ; isn’t that so? 

A. I was substantially on both sides; yes. 


From October 21, 1929, to November 14, 1929, Petroleum Corpora- 
tion continued purchasing Sinclair Consolidated Oil stock in a col- 
lapsing market. These purchases, evidently designed to cushion the 
fall in Sinclair Consolidated stock during the market break, were 
made on a scale down from $335¢ per share to $21 per share in blocks 
ranging in size from 5,000 shares to 300 shares. A total of 50,000 
shares additional was bought during this period for the aggregate 
sum of $1,373,777. In February 1930, Petroleum Corporation estab- 
lished a trading account in the stock of Sinclair Consolidated Oil Cor- 
poration which conducted trading operations in this stock almost 
throughout the entire year of 1930.1*° 

183 Tq., Commission’s Hxhibit No. 342. 

184 Td., at 3030. 

18 Td,, Commission’s Hxhibit No. 352, 

180 Ibid. 
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3. PURCHASE OF VACUUM OIL COMPANY STOCK FROM 
SINCLATR CONSOLIDATED 


On October 5, 1929, shortly before the market break, Petroleum 
Corporation of America purchased from Sinclair Consolidated Oil 
Corporation 35,000 shares of stock of Vacuum Oil Company.%** In 
this transaction Earl W. Sinclair represented Sinclair Consolidated 
Oil Company and Elisha Walker represented Petroleum Corporation. 
Mr. Walker was at that time both chairman of the board of Petro- 
leum Corporation and a director of Sinclair Consolidated Oil 
Corporation.188 | 

The Vacuum Oil Company stock had cost Sinclair Consolidated Oil 
Corporation approximately $75 per share. Petroleum Corporation 
purchased it from Sinclair Consolidated at $120 per share, the ap- 
proximate market price at that time, for a total of $4,199,000. Earl 
W. Sinclair testified that “* * * the price got to a point where 
we thought it was wise to sell and get the money, or at least dispose 
of it at that price.” **° Subsequent events vindicated the judgment 
of the directors of Sinclair Consolidated Oil Corporation. Within 
two months after the purchase, Petroleum Corporation had an un- 
realized loss on this block of Vacuum Oil Company stock of $1,000,000, 
and, at the end of 1930, its unrealized loss was $2,300,000.12 At the 
end of 1935, stock of the merged company, Socony-Vacuum Corpora- 
tion, had been received by Petroleum Corporation for these shares, the 
cost of the block had been increased to $6,128,000 by additional pur- 
chases and the unrealized depreciation had mounted to $3,600,000. 
At that date, this block’ of Socony-Vacuum stock was the second 
largest holding of the Corporation.1” 

This transaction provides an apt demonstration of the anomalous 
situations created when an officer of an investment company sits on the 
board of directors of a company whose interests in a transaction 
are adverse to those of the investment company. The directorate of 
Sinclair Consolidated Oil Corporation of which Elisha Walker was 
a member “thought it was wise to sell and get the money, or at least 
dispose of it (Vacuum Oil stock) at that price.” 192 Elisha Walker 
as chairman of Petroleum Corporation’s board of directors evidently 
thought it was wise to buy it (Vacuum Oil stock) at that price and to 
pay over to Sinclair Consolidated Oil Corporation “that money” 
which totaled $4,199,000. 


4. REPURCHASES OF OWN STOCK BY PETROLEUM 
CORPORATION 


Within a few months after they were first issued, the shares of 
Petroleum Corporation were selling on the market at a discount of 
several points.1°* In July 1929, the board of directors authorized re- 

*TTd., at 3038, 3080. See also supra, note 163. 

185 Op. cit. supra, note 1, at 3080. 

189 Td., at 3081. 


0 Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Table 2. 


191 Thid. 

#2 Op. cit. supra, note 1, at 3081 (testimony of Earl W. Sinclair). 

* During May 1929 the market price of Petroleum Corporation ranged between 801% 
and 27%; during June, between 28 and 2614. 
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purchase of 500,000 shares of the Corporation’s stock and gave 
authorization to the chairman to borrow up to $15,000,000 for this 
purpose. As of December 31, 1929, the Corporation had repurchased 
312,100 shares of the stock at a total cost of $7,478,547.50.°% This 
represented a repurchase of almost 10% of the total number of shares 
originally issued eleven months earlier. During the succeeding years 
repurchases were continued in a declining market. As of December 
31, 1935, aggregate repurchases equaled 1,239,840 shares (almost 40% 
of the original issue) at a cost of $14,469,322. The average price per 
share paid by Petroleum Corporation in its repurchases was $11.67, 
as compared with the price of $384 per share paid by the public in 
January 1929.1% 

These figures provide some indication of the severity of the decline 
in the market price of Petroleum Corporation’s shares. In point of 
fact, the stock at the end of 1931 sank to a low of $27% per share 
on the market.1°° 

This attrition in the market price of Petroleum Corporation’s shares 
was due not only to general market and economic conditions, but it 
reflected the extraordinary collapse which occurred in the market 
price of the shares of Prairie Oil & Gas and Prairie Pipe Line in 
which Petroleum Corporation’s assets were so heavily concentrated. 
Prairie Pipe Line shares for which Petroleum Corporation had paid 
the Blair & Co. syndicate $52 per share (calculated on the splt-up 
basis), declined to a low of $57% at the end of 1931; while Prairie 
Oil & Gas shares, for which Petroleum Corporation had originally 
paid $60 per share, sank to a low of $414.197 

This decline in the Prairie stocks which had been considered high- 
grade investment shares, was more severe even than the decline in 
Sinclair Consolidated Oil stock which never fell below $414 from a 
high of $407%.1% ; 

Reflecting the collapse in the market value of the Prairie stocks, 
the total assets of Petroleum Corporation had shrunk from more than 

1% Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Item 54. 


1% The following table demonstrates the repurchase by the corporation of its own 
shares each year, 1929-1935, inclusive, with cost and asset value of the shares: 


Mier price range 
Number of . Net asset ec a 
Year shares re- Cost A bc value at 
purchased ig year ends 
High Low 
1.920 ees erie tee sy eens cha eta eo 312, 100 | $7, 478, 500 $23. 96 $31. 75 $3416 $17 
3 OR) maee te ee Eee oe Se 202, 300 2, 173, 500 10. 74 13.82 29 534 
O03 eee See ies See eee 389, 140 2, 278, 900 5. 86 6. 52 10% 21% 
1Q30Rsd mele AA Jobs ui eee See 160, 400 916, 600 5. 71 7. 23 7% 23% 
[O33 Seed wae ee eese se La ee a a 45, 800 344; 200 Uo 14.14 15 456 
ako RVL Ds So 8 ee ms reed) eS 52, 800 514. 100 9: 74 12, 56 1444 84 
DR as Se 5 ea enn nes a 77, 300 763, 500 9. 88 17.12 14 | 7% 
ood al f 
1, 239, 840 | 14, 469, 300 11. 67 CN uf Rada ieee | Sess ee 


« Average. 
196 Op. cit. supra, note 1, Commission’s Hxhibit No. 346. 
197 Td., Commission’s Exhibits Nos. 343 and 344. 
198 Td., Commission’s Exhibit No. 342, 
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$100,000,000 at the inception to approximately $15,000,000 at the end 


Oi IB ; 
The market action of these shares is graphically portrayed in 


Chart 4. 
5. THE AJAX PIPE LINE 


The unusual severity in the decline of the Prairie stock was at- 
tributed by witnesses at the examination before this Commission °° 
and at the hearings before the Senate Committee on Banking and 
Currency, to the construction by rival interests of a new pipe line 
which cut sharply into the business of the Prairie companies. This 
pipe line, named the Ajax Pipe Line, made it possible for various com- 
peting oil companies to capture business in the East, which until that 
time had belonged to The Prairie Oil & Gas Company. With the loss 
of its markets in the East, The Prairie Oil & Gas Company was forced 
to curtail its shipments through the lines of The Prairie Pipe Line 
Company.?°2. Thus both companies suffered a blow of a permanent 
nature, superimposed on general depressed economic conditions. 

It was alleged that among those responsible for the construction 
of the Ajax Pipe Line were several of the Standard Oil companies. 
W.S. Fitzpatrick named the Standard Oil Company of New Jersey, 
Standard Oil Company of Ohio and the Pure Oil Company as the 
participants in the Ajax Pipe Line venture. Earl W. Sinclair 
stated that several of the Standard Oil interests constructed the 
Ajax Pipe Line. He testified with respect to the Ajax Pipe Line 
venture as follows: 7° 


You will understand that during that period there was a great transforma- 
tion in the value of the Prairie Oil and Gas Company, and the Prairie Pipe 
Line Company. The Prairie Oil and Gas had customers in the Hast and they 
used the Prairie Pipe Line. During this period the Prairie Oil and Gas Com- 
pany lost its customers in the Hast, and the pipe line consequently lost their 
business. That was brought about by the building of a new line, the Ajax 
line. 

Q. That Ajax Line was constructed by what interests? 

A. Several of the Standard interests. 

Q. So after the Standard Oil interests had sold out $38,000,000 of the stock 
of the Prairie Oil and Gas and Prairie Pipe Line which ultimately was bought 
by the Petroleum Corporation, they then created by the new pipe line new 


199 The following table shows the total assets of Petroleum Corporation at year-ends from 
1929 to 1935 (reply to the Commission’s questionnaire for Fetroleum Corporation of 
America) : 

Total assets 
Dec. 31: (at market) 


[O20mE== ene ee as eee tT GARY ns OI OTR ER $93, 502, 000 
FIG (ie MR Aas Rater teem, £* Sea es, bt es SS ee en een 38, 845, 000 


26, 215, 000 
34, 414, 000 


For 1938 figures, see note 323, infra. 

200 Op. cit. supra, note 1, at 3090-1. 

21 Op. cit. supra, note 31, Part 7, pp. 3360-2. 
202 Thid. 

203 Tbid. 

204 Op. cit. supra, note 1, at 3090. 
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competition with the Prairie Pipe Line, which ultimately caused a decline in 
the price of Prairie Pipe Line and Prairie Oil and Gas? 
_A. I say the Standard units brought that. Whether Rockefeller had anything 
to do with that, I don’t know. 

Q. You say Prairie Oil and Gas Line lost its customers in the East? 

A. Yes. 

Q. By what source were new competitive factors introduced? 

A. By a new source of supply. I won’t say they lost all their customers but 
as I remember they lost the larger percentage because the Pipe Line when it 
was consolidated was carrying very little oil for the Prarie Oil and Gas.” 


. ULTIMATE CONSOLIDATION OF THE PRAIRIE COM- 
PANIES AND SINCLAIR CONSOLIDATED OIL COR- 
PORATION 


Despite the declining market prices and asset values of the stocks of 
all the companies concerned,?°° and highly unfavorable business con- 
ditions, negotiations for a consolidation of the various companies with 
Sinclair Consolidated Oil Corporation were pursued throughout 1930 
and 1931.2°7 Some of these negotiations, as in the case of Tidewater 
Associated Oil Company, proved fruitless.2°° But on March 31, 1982, 
a consolidation was actually effected with the Prairie companies. 

By this time, Petroleum Corporation’s holdings constituted about 
94% of the entire outstanding stock issue of The Prairie Oil & Gas 
Company, 14% of the stocle of The Prairie Pipe Line Company, and 

2% of the stock of Sinclair Consolidated Oil Corporation. 209 At the 
same time Sinclair Consolidated Oil Corporation’s holdings in Petro- 
leum Corporation had increased to 23% of the total number of shares 
outstanding, largely asa result of Petroleum Corporation’s repurchases 
of its own stock and the consequent reduction in the total out- 
standing.??° 

Moreover, the Bancamerica-Blair Sinclair group had succeeded in 
placing three of its members on the board of directors of each of the 
Prairie companies. Appendix E isa table indicating the interlocking 
directorates of Bancamerica-Blair, Petroleum Corporation, Sinclair 
Consolidated Oil Corporation, and the two Prairie companies through- 
out that period. 

26 The extent of the impairment actually suffered by the Prairie Companies as a result 
of the competition of the Ajax line was not established before this Commission. It is to be 
noted that the testimony of Earl W. Sinclair, quoted above, was offered by Mr. Sinclair in 
defense of the ratio of exchange allowed to the stockholders of the Prairie companies in 
the consolidation which was ultimately effected between those companies and Sinclair Con- 
solidated Oil Corporation, discussed infra. 

206 See Chart 4, supra. 

27 Op. cit. supra, note 31, Part 7 (testimony of William S. Fitzpatrick). 

*8 Wor details of the attempt to acquire control of the Tidewater Associated Oil Company, 
see infra, under the heading ‘‘Mission Securities Venture.’ Barnsdall Oil Company, which 
had originally been contemplated (see testimony of Hunter Marston, supra) could not be 
obtained although attempts were made. (Public Examination, The Equity Corporation, at 
453.) However, acquisition of Rio Grande Oil Company was finally effected (see infra). 

209 At that time Petroleum Corporation had approximately $33,000,000 invested in the 
stock of Prairie Oil & Gas; $29,000,000 in the shares of Prairie Pipe; and $2,500,000 in 
the shares of Sinclair Consolidated. (Reply to the Commission’s questionnaire for Petro- 
leum Corporation of America, Table 2.) 

210 See table of repurchases, note 195, supra. 
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By means of these intertwined relations the Sinclair-Blair group was 
able not only to throw the full weight of Petroleum Corporation’s large 
stock holdings in the Prairie companies in favor of the consolidation, 
but the group had the assured support of persons whom they had 
placed on the board of directors of the Prairie companies. 

In addition, the group could count on the active support of the man- 
agement of the Prairie companies whose good will had been nurtured 
by various acts of thoughtfulness on the part of Sinclair and his asso- 
ciates. For example, not only was W. S. Fitzpatrick, president of 
Prairie Oil & Gas, gratuitously “cut in” on the profits of the Sinclair 
and Prairie Syndicates in the manner which has been related,?* but in 
addition Fitzpatrick and other of the officers of the Prairie Oil & Gas 
had been induced in 1929 to exchange their Prairie stock for that of 
Sinclair Consolidated Oil Corporation on a basis favorable to them. 
Mr. Fitzpatrick, who was at the time president of The Prairie Oil & 
Gas Company, testified before the Committee on Banking & Currency 
of the United States Senate (78rd Congress) on this subject as 
follows: 7! 


Q. Did you at that time (1929) in your transactions part with all your holdings 
of the Prairie Oil? 

A. No. 

Q. A substantial part of them? 

A. A substantial part of them; yes. 

Q. And you exchanged them for shares of the common stock of the Sinclair 
Company? 

A. Yes. 

Q. Which then was more or less a competing company? 

A. Well, in a measure. But the general discussion that was going on indicated 
that the Sinclair contemplated a dividend of $3 per share. I knew that was all 
the Prairie Oil could pay, if they could pay that much. I knew that I would 
receive, pending the further negotiations for the consolidation, dividend on 5 
shares at $3 a share instead of on 3 shares of Prairie at $3 a share. I wanted 
those additional dividends. I got them. And I paid my income tax on that 
additional income. 

Q. Did Mr. Rockefeller know that you exchanged the stock in a corporation in 
which he had a big interest for stock in a competing company? 

A. I am quite sure Mr. Rockefeller did not know. 

Q. Did Mr. Cutler know it? 

A. Iam quite sure that Mr. Cutler did not know it. I did not tell either one of 
them. It never occurred to me that it was any of their business. 

Q. Did you tell any of the directors of the Prairie Oil & Gas Company? 

A. Oh, yes. I told directors of the Prairie Oil & Gas Company, and several 
of the boys in both companies made the same exchange at the same time and in 


the same way. 


Q. At the time you effected the exchange of the holdings of Prairie for shares 
of the Sinclair Company on the basis of 5 shares of Sinclair stock for 3 shares of 
Prairie Oil stock, negotiations had already been in progress looking to a general 
consolidation of the two companies, had it not? 

A. They were in the preliminary stages. 


214 See supra, pp. 265-6. 
2122 Op. cit. supra, note 31, Part 7, pp. 3360-2. 
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Q. Yes. Now, at any time in those preliminary stages or particularly at the 
time when you effected exchange of your shares of Prairie Oil on the basis of 
5 to 3 for shares of Sinclair Oil, did the Sinclair people indicate that they would 
be willing to make the same kind of exchange with the other stockholders of the 
Prairie Oil? 

A. Yes. With the other officers. 

Q. Oh. Only with the officers and not with the general body of the stock- 
holders? 

A, No; and that was limited to 20,000 shares. 

Q. And that offer was held out only to the oflicers of the Prairie Oil & Gas 
Company? 

A. Yes, Sir. 

Q. Did other officers besides yourself avail themselves of the offer? 

A. Yes; they did. 

Q. All of them? 

A. Not all of them. 

Q. Which of them did so? 

A. Mr. Moody, Mr. Kelsey, and I think Mr. Wilhelm. I am not sure whether’ 
Mr. Wilhelm did or not, but there were several that did. 

Q. Was the fact of such exchanges made known by you or any other officers 
of the Prairie Oil and Gas Company to the stockholders at the time that the 
negotiations were finally concluded on a share-for-share basis? 

A. We didn’t send out any letter to the stockholders; no. 

Q. Well, did you indicate the fact to the stockholders of the company in any 
form ? P 3 

A. There was no effort on anybody’s part, so far as I know, to conceal it. 

Q. But was the information given to the stockholders? 

A. I don’t know. 

Q. Was there anything affirmatively done, in other words? 

A. I don’t know. 

Q. I mean to inform stockholders of the deal that the officers had obtained 
for themselves? 

A. I don’t know. 

Q. What was that answer? 

A. I don’t know. 

Q. Doesn’t it appear to you, Mr. Fitzpatrick, that while doing this you were 
really scuttling your ship with the Prairie Oil & Gas Company? 

A. It did not. 

Q. It would seem to me that if I owned 15% of a company and my officers 
were exchanging their stock for stock of a competing company I would consider 
that my ship was being scuttled. 

A. It was not being scuttled. No; it was not being scuttled, and I am sorry 
that you gentlemen want to try a lawsuit that is pending out in Kansas, but 
if you do we will just have to try it here. 

Q. I did not know there was a lawsuit pending out there. 

A. Well there is a lawsuit pending in Kansas. 

Q. About what? 

A. A very few stock owners, something like 1% or 114% of the stockholders 
are complaining that they did not get as much as they should have gotten in 
this deal. 


Mr. Fitzpatrick stated further : 2% 


I was at all times favorable to the consolidation * * ¥*%, 


48 %d., at 3314. 
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The plan of consolidation which was adopted provided that each 
share of Prairie Pipe Line stock would be exchanged for 1449 shares 
of Sinclair Consolidated Oil stock, and each share of Prairie Oil & 
Gas stock would be exchanged for one share of Sinclain Consolidated 
stock.2!* The name of the corporation was then changed to Consoli- 
dated Oil Corporation.?® 

Harry F. Sinclair became chairman of the Executive Committee of 
Sinclair Consolidated Oil Corporation. Earl W. Sinclair became 
chairman of its Financial Committee and executive vice president. 
William S. Fitzpatrick became vice chairman of the Executive 
Committee. 

Bertram Cutler, representing the Rockefeller interests, who, at 
the time of the sale of the Prairie stocks to the Blair group had 
admonished against a consolidation restricted only to Sinclair Con- 
solidated Oil Corporation and the Prairie companies, now withdrew 
his interdiction.2% On the other hand some of Prairie’s smaller 
stockholders did not regard the consolidation plan as acceptable to 


214 Ag compared with the exchange ratio of 5 shares of Sinclair Consolidated for each 38 
shares of Prairie Oil & Gas stock received by Fitzpatrick and his associates in 1929. 

25 The stockholders of the 3 companies were furnished with information which was 
outdated and inadequate. Although the plan of consolidation was submitted to the stock- 
holders of the respective companies on January 14, 1932, and stockholders’ ratification 
meetings were held March 1, 1932, the comparative balance sheets which were sent to the 
stockholders were based on the financial conditions of the companies as of May 31, 1931, 
a period some 10 months earlier. (Op. cit. supra, note 1, Commission’s Exhibits Nos. 341—A, 
B, and C.) No comparative earnings’ statements of any kind were submitted to the stock- 
holders. According to Moody’s (Moody’s Manual of Industrials, 1932, p. 2853) Sinclair Con- 
solidated Oil Corporation for the 18-month period ending January 31, 1932, showed a loss 
before dividends on its common stock (but after dividends on its preferred and interest on its 
bonds) of $28,353,318. The Prairie Pipe Line Company for the 11-month period ending 
November 30, 1931, showed a loss before dividends on its common stock of $547,841 (id., 
p. 2857) ; Prairie Oil & Gas Company for the 12-month period ending December 31, 1980 (the 
latest report published) showed a profit before dividends of $1,496,183. (Id., p. 2856.) 

On the basis of the comparative balance sheets sent to the stockholders, Sinclair Con- 
solidated Oil Corporation had a net worth per share of common stock of $33.76; Prairie 
Oil & Gas, $35.91; Prairie Pipe Line Company, $32.26. However, net current assets* for 
the respective companies were: Sinclair Consolidated, $6.55 per share; Prairie Oil & Gas 
Company, $5.67 per share; Prairie Pipe Line Company, $13.69 per share. But, whereas, 
the claims of the common stock of Sinclair Consolidated Oil Corporation were preceded by 
approximately $82,000,000 of fixed debts and preferred stock, on the other hand the claims 
of the common stock of the two Prairie companies were entirely free and unencumbered. 

The market value on March 1, 1932 (the date of the stockholders’ ratification meetings) 
of the Sinclair Consolidated stock received by the stockholders of the Prairie companies 
through the exchange, equaled $6.13 for each share of Prairie Oil & Gas stock and $8.58 
for each share of Prairie Pipe Line stock. In the ease of Prairie Pipe Line stock the 
current asset value alone equaled, as has been indicated, $13.69 per share, and consisted 
mainly of cash and U. S. Government bonds. 

*Current assets as used herein include cash, U. S. Gov’t, and other marketable securi- 
ties; notes and accounts receivable, less reserves ; crude oil and refined products at lower 
of eost or market. Excluded are “materials and supplies” and ‘‘other current assets.” 
A debt of $28,853,816 owed by Prairie Oil & Gas Company to Prairie Pipe Line Company 
has been treated aS a current liability of Prairie Oil & Gas Company and a current asset 
of Prairie Pipe Line Company. 

26 Zunter Marston stated (op. cit. supra, note 1, at 2877): 

A. * * * Before the consolidation was effected between Prairie Oil & Gas and 
Prairie Pipe Line Company and Sinclair Company, a study was made by the so-called 


Rockefeller interests and consent was obtained for the consolidation of the two 
companies * * *, 


W. S. Fitzpatrick testified (op. cit. supra, note 31, p. 3328) : 


. * * * Are the Rockefellers interested in the Sinclair Oil? 
A. It is my understanding that they are, when it came to voting in the stockholders 
meetings of the Prairie Oil & Gas Co. to approve this consolidation, I voted their stock. 
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them,*** and some viewed it with such disfavor that they had re- 
course to the courts.*'s 

The Prairie stock held by the Petroleum Corporation was, of 
course, voted in favor of the consolidation, although the question was 
never laid before the Corporation’s stockholders, but was decided 
at a meeting of the Corporation’s Executive Committee held in 
February 1932.%° It was reported to the Executive Committee of 
Petroleum Corporation that Bancamerica-Blair Corporation would 
receive $700,000 as a fee for its services in connection with the con- 
solidation.**° A committee was appointed to urge on Bancamerica- 
Blair, Petroleum Corporation’s right to share in the fee by reason 
of the valuable services rendered by Petroleum Corporation’s ofli- 
cers.*** As a result, after long negotiation, the sum of $90,000 was 
finally paid to Petroleum Corporation by Bancamerica-Blair.222 

*17 Under date of February 15, 1932, a letter was sent out to the stockholders of Prairie 
Pipe Line Company by an independent group calling itself “Stockholders Protective Com- 
mittee” in which the following pertinent question was posed: 

Should the Prairie Pipe Line stockholders subordinate their present common stock 
equities to a bonded indebtedness of another company of approximately $66,000,000, in 
addition to cumulative 8% preferred stock of over $14,000,000, and exchange their present 
common stock equities, unincumbered, as follows: 


Net Current Asses, Mer Sihare.- =e $6.51 

Additional Current Assets, due from Prairie Oil & Gas Company, per share 
(loans, notes, and accounts receivable of $28,853,316.80)__________ epele 

Making a total of net liquid assets, as above, per share_________________ nye 3.63 


8% Preferred Stock, as aforementioned) equal to (per share) -________ ta), IL) 


If you are OPPOSED to surrendering $8.48 of net liquid assets, per share, for an 
equal or larger amount of other assets (mostly fixed) you should vote NO. 

(Supplementary information supplied the Commission for Petroleum Corporation 
ot America.) 

“18 In addition to the suits mentioned by Mr. Fitzpatrick in the testimony set forth above, 
The New York Times on May 21, 1932, reported (at p. 22) that a stockholder named 
William R. Carney had filed a petition in equity in the Federal District Court, Northern 
District of Illinois, in Chicago, Dllinois, asking that a receiver be appointed for 
Consolidated Oil Corporation. 5 

29 Op. cit. supra, note 1, Commission’s Exhibit No. 336. The executive Committee of 
Petroleum Corporation at this time included Charles Hayden (of Hayden, Stone & Co.), 
John H. Markham, Jr., Elisha Walker, and H. H. Rogers, all members of the Bancamerica- 
Blair and Sinclair group. ; 

220 With respect to the services rendered by Bancamerica-Blair Corp. for which this fee 
was intended to compensate, Hunter Marston stated (op. cit. supra, note 1, p. 2878): “A 
great deal of work was done in connection with trying to convince both sides that it ought 
to be effected, and many trips were made and studies’ of the situation. It involved, I 
think, a period of over a year and a halt’s work, and it was finally demonstrated that it 
was the proper thing to do and a very advantageous thing to do.” 

221 Tbid. 

2 In considering this instance of self-assertion by Petroleum Corporation against its 
sponsor, Bancamerica-Blair Corp., it will be recalled that at this period Elisha Walker 
was in the midst of his struggle with A. P. Giannini for control of Transamerica Corpora- 
tion, which controlled Bancamerica-Blair, a struggle which Mr. Walker definitely lost on 
Feb. 16. (See supra.) At the hearings before this Commission, Mr. Walker conceded that 
he played a part in procuring the payment for Petroleum Corp. Mr. Walker testified (op. 
cit. supra, note 1, at 3028): 

At the time of this resolution, Feb. 1, I was still technically, I think, a director 
of Bancamerica, but on the 15th of February I ceased to be, and the settlement, if 
I remember right, was made after the 15th of February and while I wasn’t a member 
of the [negotiating] Committee, I took, I think I took part in getting for Petroleum 
Corporation the $90,000 or whatever it was that they received. 

Q. There were quite a bit of discussions with regard to that? 

A. Pretty strong discussions on that. 

Q. Who resisted the payment? i 

A. I suppose each one was protecting their own interest. 


153573—40—pt. 3 20 
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7. PETROLEUM CORPORATION INCREASES POSITION IN 
CONSOLIDATED OIL CORPORATION; CONSOLIDATED 
OIL CORPORATION INCREASES ITS POSITION IN PE- 
TROLEUM CORPORATION 


Petroleum Corporation received for its holdings in the Prairie 
companies and in Sinclair Consolidated Oil Corporation following the 
consolidation 2** 1,466,340 shares of stock of Consolidated Oil Cor po- 
ration. This block constituted more than 10% of the total 14,218,835 
shares of Consolidated Oil Corporation outstanding, after giving 
effect to the consolidation. The 1,466,840 shares of Consolidated Oil 
Corporation stock received by Petroleum Corporation had a market 
value at the end of 1932, the year of their issuance, of $7,881,577.7"+ 
On June 4, 1932, shortly after the consolidation, the market value of 
this stock had heen $5,865,360. Since this block of Consolidated O11] 
Corporation. stock had cost Petroleum Corporation $64,733,540,2" 
Petroleum Corporation had an unrealized loss on its investment of 88% 
at the end of 1982. 

Despite this tremendous unrealized loss in the concentrated holdings 
of this stock, during the following year (1933) Petroleum Corpor ation 
made additional purchases of the shares of Consolidated Oil Corpo- 
ration to the extent of 116,000 shares. By the end of 1935, Petroleum 
Corporation’s holdings of the stock of Consolidated Oil Corporation 
totaled 1,582,340 shares and equaled 11.3% of the total outstanding 
shares. 

The result of this investment concentration is indicated by the fol- 
lowing table which gives the amounts of the concentrated holdings 
of shares in the Prairie and Sinclair Oil Companies and their suc- 
cessor, Consolidated Oil Corporation, and their percentages to the 
total portfolio of Petroleum Corporation, at cost and market values, 
at three year-end dates.?°® 


Cost Market 
Year-end 

eee Concen- 9 Concen- 
Entire trated Percent | _Entire trated Percent 

portfolio holdings portfolio holdings 
ODO te aay rene tee eee Sa OR aye $86, 345, 785 |$66, 350, 370 76.8 |$88, 819, 844 |$66, 407, 950 | 79, 2 
OS Oars eee tee prea cepa eee 88, 102, 677 | 64, 733, 540 73.5 | 14, 552,141 | 7, 881, 578 | 54.2 
HACC Yi Sie Sua Ae aes ieee eee eo 84, 549, 794 | 64, 028, 272 75.7 | 38, 509, 729 | 18, 998, 080 56.7 


The balance of the portfolio, consisting of common stocks of a diver- 
sified group of oil companies, made a much better showing on a per- 
centage basis than did these concentrated holdings. The former 
group at the end of 1935 showed a loss of only 30% as compared with 
a loss for the concentrated holdings equal to 70%, as is demonstrated 
by the following comparisons at the end of the same three years. 

28 Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Table 2. 

24 Thid. 

25 [hid. 

226 Tid. 
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Unrealized loss or gain 


Concentrated holdings Balance of portfolio 
P Percent Percent 
Dee. 31 Amount Oe GOR Amount Cost 
1920 Ree eter Bee ee ere ere ea nm ra ee +$57, 580 +0.1 — $2, 583, 521 —12.9 
DO a ee ea ar ner Ne i A So | —56, 851, 962 —87.8 —16, 698, 57 —71.5 
L935 SERRE. Bt Se Ey Sh ee ee — 45, 030, 192 —70.3 —6, 009, 878 —29.3 


Subsequent to 1932, at the same time that Petroleum Corporation 
was Increasing its holdings in Consolidated Oil Corporation, Con- 
solidated Oil Corporation was adding substantially to its holdings 
of the stock of Petroleum Corporation. By the end of 1935, its in- 
itial block of 500,000 shares of Petroleum Corporation stock which 
Sinclair had purchased from Blair & Co. had been increased to 
781,276 shares.**7 By reason of Petroleum Corporation’s heavy re- 
purchases of its own stock, Consolidated Oil Corporation’s holdings 
also increased with extraordinary rapidity percentagewise and, at the 
end of 1935, amounted to 39% of the total outstanding shares of 
Petroleum Corporation.?** As the result, Consolidated Oil Corpora- 
tion, at the end of 1935, owned a 89% interest in Petroleum Corpora- 
tion and Petroleum Corporation in turn owned an 11.8% interest in 
Consolidated Oil Corporation, and each corporation was by far the 
other’s largest stockholder.?® 

This situation intensified the system of reciprocal ownership be- 
tween the two corporations previously commenced ?*° and established 
a circular arrangement by which the management of these corpora- 
tions was alded in perpetuating its control over both.?** Concerning 
this situation, Hunter Marston testified : °°? 


Q. The situation at the present time is, is it not, Mr. Marston, that Con- 
solidated Oil Corporation owns approximately 39% of Petroleum Corporation, 
which in turn owns approximately 11.3% of Consolidated Oil Corporation. 
Isn’t that so? 

A. I believe that is correct. 

@. The merger has been effected, has it not? 

A. Yes, sir. 


227 Derived from supplementary information supplied the Commission for Petroleum 
Corporation of America. 

28 Op. cit. supra, note 1, at 2852. 

228'The next largest stockholder of Sinelair Consolidated Oil Corporation owned only 
120,000 shares, equal to 1.29% of the total outstanding. (Derived from supplementary 
information supplied the Commission for Petroleum Corporation of America.) 

230 See discussion of the commencement of this system, supra, pp. 275-6. 

*17Tt is obvious that under such an arrangement the difficulties of a successful stock- 
holders’ opposition are greatly increased, for a successful attempt to dislodge this control 
would necessarily require that it be launched simultaneously in both corporations, in 
order to avoid being crushed by the reciprocal influence of the management. For a case 
where a court of chancery enjoined the consummation of a similar circular arrangement 
between two corporations, see Robotham v. Prudential Ins. Co. of America, 64 N. J. Eq. 
673, 58 A 842 (1910). 

232 Op. cit. supra, note 1, at 2859. 
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Q. And I assume one of the purposes of the trust has been accomplished, 
namely, the effecting of the merger which took place in March 1932? 

A. Yes. 

Q. Do you know the reason why Petroleum still holds that 1,582,000 shaves 
of Consolidated Oil Corporation stock? 

A. I think, it is my hope, speaking individually that this Consolidated Oil 
stock is eventually going to retrieve its decline and that this consolidation 
will achieve a pretty good record of earnings * * 

Q. Here we have a situation, Mr. Marston, where over 60% of the stock- 
holders’ interest in Petroleum Corporation is represented by the Consolidated 
Oil Company, isn’t that so? 

A. Correct. 

Q. Why—and I am just thinking out loud—isn’t Petroleum Corporation 
dissolved and the stockholders given their aliquot interest in Consolidated Oil 
Corporation, because substantially that is what they are—stockholders in Con- 
Solidated to the extent of over 60% of the assets of Petroleum Corporation 
anyway. 

A. The Petroleum Corporation engages in other activities. They buy and 
Sell shares in other oil companies * * * and the holdings of Consolidated 
Oil Stock is being continued on the theory that there is going to be an appre- 
ciation. 

Q. And isn’t it also one of the consequences that * * * the dominant 
interest of the Consolidated Oil Corporation maintains control of the Con- 
solidated Oil Corporation, by virtue of the fact that they control Petroleum 
Corporation, which in turn controls over 11% of Consolidated Oil; isn’t that 
so? 

A. I wouldn’t say they controlled. They have a dominant interest so far ns 
percentages go. 


Mr. Marston conceded ?** that by reason of the wide diffusion of the 
Petroleum Corporation stock (the next largest stockholder after 
Consolidated Oil Corporation owned only 44,600 shares, less than 
2% % of the total amount outstanding) ?** that Consolidated Oil Cor- 
poration had “potential working control in any situation.” He testified 
further : 235 


Q. By virtue of the fact that they owned this 39% of Petroleum Corporation, 
which in turn owns 11% of Consolidated Oil Corporation, the [management 
of] Consolidated Oil Corporation can, if it sees fit, have the stock of Gon- 
solidated Oil Corporation owned by Petroleum Corporation voted as they see 
fit, isn’t that so? 

A. Subject to—if it were at the request and with the approval of the Board 
of Directors. 

Q. And if the Board of Directors did not do what they were told there would 
be another election at the end of the year, isn’t that so? 

A. I don’t know. I doubt it. 

Q. * * * if the most substantial stockholder, owning 39%, does not like 
what the board of directors does, he pretty much can turn them out at the next 
annual election. Is there any doubt about that, Mr. Marston? 

A. Well, if there were not a proxy fight. 


237d., at 2868. 

24 As at Dec. 31, 1935, Petroleum Corporation had 2,010,160 shares of stock outstanding. 
(Reply to the Commission’s questionnaire for Petroleum Corporation, Item 28.) 

235 Op. cit. supra, note 1, at 2863. 
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Q. Well, in order to beat him you would have to get substantially every 
other stockholder of the corporation to oppose him, isn’t that so? 

A. You would have to get a very substantial amount. 

Q. If, on the other hand, Petroleum Corporation were dissolved, and if you 
had a distribution of its portfolio securities and Consolidated Oil Corporation 
was to get its proportionate share of the Consolidated Oil Corporation’s stocks 
in the portfolio of Petroleum Corporation, that stock would then become treasury 
stock and it could not vote it at all; isn’t that so? 

A. I don’t know the legal status on that. 


ok % ok 3k * * * 


Q. The point I am trying to make is, isn’t it to the interest of [the manage- 
ment of] Consolidated Oil Corporation that this arrangement be kept alive, 
because by virtue of their ownership of 39% in the Petroleum Corporation 
they control 11% of Consolidated Oil Corporation. 

A. I don’t know. J haven’t discussed that situation. 


236 


8. ADDITIONAL LOSSES SUFFERED BY PETROLEUM 
CORPORATION IN CONNECTION WITH SINCLAIR’S 
PLANS; THE RIO GRANDE OIL COMPANY VENTURE 


It will be recalled that Sinclair and his banking associates, Blair 
& Co., at the time they purchased the Prairie stocks from Rockefeller. 
had in mind a project far more ambitious than consolidation merely 
of the Prairie companies and Sinclair Consolidated Oil Corporation. 
Their plans, as Hunter Marston testified,2*7 embraced at least three 
other large oil companies, including Tidewater Associated Oil Corpo- 
ration and Barnsdall Oil Company. Despite the deepening economic 
depression, this project was not abandoned readily, and successive 
attempts were made to accomplish the consolidation. In each attempt 
Petroleum Corporation was made a participant and in each venture 
Petroleum Corporation sustained a substantial loss. 


236 On the same subject, Earl Sinclair testified (op. cit. supra, note 1, at 3096) : 


Q. Mr. Sinclair, do you see any investment purpose or economic purpose that is 
being served by the Petroleum Corporation still maintaining that very, very sub- 
stantial block of Consolidated Oil Corporation? 

A. I think that is simply a question of policy. They are in business to make 
money. At least, that is the way we feel about our investment in that corporation. 
It is a large block of stock. Whether they could get rid of it advantageously or not 
is a question. I don’t believe they could today. 

Q. Was there any discussion as to whether the Petroleum Corporation should 
attempt to reduce its position in Consolidated Oil Corporation? 

A. I think the board of the Petroleum Corporation discussed that. Then the 
question came up whether they would get more profit than they would in the Con- 
solidated Oil. 

Q. I mean, was there any discussion in the Consolidated Oil interests as to the 
advisability or feasibility of doing that? 

A. I have just explained that the board of the Petroleum Corporation naturally 
discussed the various issues that they had. 

Ey % * * * ES ES 

Q. The Sinclair Consolidated Oil Corporation does not vote its stock, treasury 
stock, on any matters involving corporate affairs, does it? 

A. No. 

Q. Of course if there had been a distribution of the Consolidated Oil Corporation 
shares and Consolidated Oil Corporation was to get its 39 percent of Consolidated 
Oil Corporation stock, which is held by Petroleum Corporation, of course the Con- 
solidated Oil Corporation could not vote that stock on any matters, could it? 

A. Oh, no. 

Q. But by virtue of the fact that it owns 89 percent of the Petroleum Corpora- 
tion, which in turn owns 11 percent of Consolidated Oil Corporation, substantially 
Consolidated Oil Corporation can vote that stock ; isn’t that so? 

A. We have never seen the necessity yet for the Petroleum Corporation proxies. 
I might tell you at our last stockholders’ meeting we had proxies for something in 
excess of 10,000,000 shares. 


237 See testimony of Hunter Marston set forth supra, p. 232. 
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One of these attempts by Sinclair and Bancamerica-Blair Corpora- 
tion concerned the Rio Grande Oil Company.?** In December 1929, 
after Sinclair had become the dominant interest in Petroleum Corpo- - 
ration, Sinclair and Bancamerica-Blair set out to arrange a con- 
solidation of the Rio Grande Oil Company with Sinclair Consolidated 
Oil Corporation. Petroleum Corporation was made a participant 
in this new project in which it ultimately sustained a loss of approxi- 
mately $410,000.?*° 

The dominant management group in Rio Grande Oil Corporation 
was comprised of three individuals, L. KE. Lockhart, C. S. Jones, and 
L. M. Lockhart.*#° At the start of negotiations between Sinclair 
and the Rio Grande interests, these three individuals owned 450,000 
shares of Rio Grande Oil Corporation stock,?4! of which 225,000 shares 
were pledged with brokers in California who were demanding addi- 
tional margin.**? Bancamerica-Blair Corporation agreed to furnish 
Messrs. Lockhart, Jones, and Lockhart the funds they needed in return 
for obtaining control of the Rio Grande Oil Company.** 

The genesis of negotiations for the consolidation of Rio Grande with 
Sinclair Consolidated was described in a memorandum by Charles S. 
Jones, of Lockhart, Jones and Lockhart, as follows: ?44 


Early in December 1929 I was in New York negotiating with the Barnsdall 
Corporation with a view of merging Barnsdall Corporation and Rio Grande Co. 
Mr. Tinker,“ who is a member of the Barnsdall board, was fully informed 
regarding these negotiations. Toward the conclusion of the negotiations Mr. 
Walker invited me to call on him. He told me that he had been in touch with 
the Barnsdall negotiations and that he felt a better deal for Rio Grande could 
be made with the Sinclair Company, and after discussing the matter with him 


238 Rio Grande Oil Company was incorporated in November 1925 in Delaware as a holding 
company for the purpose of acquiring all of the outstanding capital stock of the Rio 
Grande Oil Company, a Texas Corporation. At the end of 1929 Rio Grande Oil Company 
and its subsidiary companies constituted a complete unit for producing, refining, and 
marketing petroleum and its products. It owned oil-producing properties in Los Angeles 
and Santa Barbara Counties, California, and Loving and Howard Counties, Texas, from 
which it had a net average production in excess of 7,500 barrels per day. The company 
distributed its gasoline in California, Arizona, Texas, and New Mexico from 26 bulk 
stations. It had total assets of $49,000,000 at the end of 1929, and there were out- 
standing 1,200,000 shares of stock without par value. 

239 This sum, however, is but a fraction of the loss to which Petroleum Corporation was 
exposed in this venture, and but a fraction of the loss sustained by it in the Prairie and 
Mission Securities ventures. 

240 In addition to controlling a large block of stock in the Rio Grande Oil Company, 
these 3 individuals were the executive officers of the corporation: L. E. Lockhart was 
president, L. M. Lockhart was vice president and secretary, and Charles S. Jones was a 
vice president and treasurer. : 

241 Public Examination, The Equity Corporation, Commission’s Exhibit No. 35. 

242 Thid. 

243 Op. cit. supra, note 1, at 2993 (testimony of Elisha Walker). 

244 Public Examination, The Equity Corporation, Commission’s Hxhibit No. 35. 

243 Hdward R. Tinker was a member of the Prairie and Sinclair Syndicates through his 
family corporations, the Famoth Corporation and the Traywin Corporation. Mr. Tinker 
had been president of Chase Securities Corp. and was a member of the board of directors 
of Sinclair Consolidated Oil Corporation and Petroleum Corporation, and during the 
period in question (1930) he was also a member of the Board of Bancamerica-Blair Cor- 
poration and chairman of its executive committee. In October 1929 he became president 
of Interstate Equities Corporation, another investment company sponsored by Banc- 
america-Blair Corporation at that time. Mr. Tinker resigned as president of Interstate 
Equities Corporation in 1932 following disagreements with Wallace Groves, who had 
become the dominant figure in Interstate Equities Corporation. 
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for some time he made an appointment for me with Mr. Sinclair, and I called 
upon Mr. Sinclair; after several days of discussion, in which both Mr. Walker 
and Mr. Tinker participated, we arrived at the basis of a deal for the merging 
of the Rio Grande into Sinclair. 


The basis of the “deal” which was arrived at was, in substance,?‘° 
that Messrs. Lockhart, Jones and Lockhart would accumulate a block 
of 700,000 shares of Rio Grande Oil Company stock, amounting to 
56.5% of the total stock outstanding, which they would sell to Banc- 
america-Blair Corporation on the following terms: 


130,000 shares (of the management’s holdings) at $35 per share. 

320,000 shares (the remainder of the management’s holdings) in exchange 
for 256,000 shares of Sinclair Consolidated Oil Stock. 

250,000 shares (to be newly issued by Rio Grande Oil Co.) at $17 per share. 


In addition to purchasing the 700,000 shares of stock, Bancamerica- 
Blair agreed to lend to Messrs. Lockhart, Jones and Lockhart $2,812,- 
500 for a period of six months,?** plus an additional $500,000 on de- 
mand notes, which loans were to be deducted from the purchase price 
of the stocks. 

Bancamerica-Blair’s obligation to perform its purchase agreement 
with Messrs. Lockhart, Jones and Lockhart was made contingent upon 
the willingness of Sinclair Consolidated Oil Corporation to carry 
through a contract which Sinclair Consolidated had simultaneously 
entered into with Bancamerica-Blair, relative to the Rio Grande Oil 
Company stock. In this contract *4* Sinclair Consolidated agreed with 
Bancamerica-Blair that, prior to February 15, 1930, Sinclair Consoli- 
dated would take from Bancamerica-Blair the 700,000 shares of Rio 
Grande to be obtained from Messrs. Lockhart, Jones and Lockhart and 
would turn over to Bancamerica-Blair in exchange 650,800 shares of 
Sinclair Consolidated Oil stock. In addition, Sinclair Consolidated 
undertook to make a general offer of exchange for the 786,000 shares 
of Rio Grande Oil stock outstanding in the hands of the public on the 
basis of 44 of a share of Sinclair Consolidated stock for each share of 
Rio Grande. Sinclair Consolidated agreed to pay to Banamerica- 
Blair $1.00 per share as a commission on all the outstanding stock 
which was exchanged on this basis.?4° 

The obligations of Sinclair Consolidated Oil Corporation under its 
contract with Bancamerica-Blair were in turn made contingent upon 
a satisfactory report by its own representatives after an inspection of 
the business and properties of the Rio Grande Oil Company.?°° 

If these interrelated agreements had been fully performed, the result 
would have been as follows: 

Messrs. Lockhart, Jones and Lockhart would have received $1,787,500 
in cash, after clearing off their bank loans,?* plus 256,000 shares of Sin- 


46 This deal was set forth in a series of letters exchanged by the various parties con- 
cerned and introduced in evidence before the Commission. (Public Examination, The 
Equity Corporation, Commission’s Exhibits Nos. 36a, b, c, b, and e.) 

~7 This sum was to enable Messrs. Lockhart, Jones and Lockhart to straighten out their 
brokerage accounts and procure the release of the 225,000 shares of Rio Grande Oil Company 
stock which were pledged with the brokers, and which would then be turned over to Banc- 
america-Blair as security for the loan. 

48 Public Examination, The Equity Corporation, Commission’s Exhibits Nos. 87, 38. 

249 Tbid. 

250 Tbid. 

251 $4,550,000 received from the sale of 130,000 shares of Rio Grande stock at $35 less 
the $2,812,500 loaned to them by Bancamerica-Blair Corp. 
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clair Consolidated Oil Company stock which had a market value at 
the time of $6,656,000.2°? Bancamerica-Blair and its associates would 
have paid out $8,800,000 in cash 7°* and would have ultimately ended 
up in return with 394,800 shares of Sinclair Consolidated Oil Corpora- 
tion stock *?°* which it would have had to divide ratably among the 
syndicate participants, or for which it would have had to seek some 
method of disposal without “breaking” the market; in addition, the 
Bancamerica-Blair group had a potential commission of $786,000 to be 
earned on the public exchange of stock. Sinclair Consolidated Oil 
Corporation would have acquired 700,000 shares of Rio Grande stock, 
equal to 56.5% of the total outstanding, in exchange for 650,000 shares 
of its own stock, thus giving it absolute majority control of Rio Grande 
Oil Company ; and in addition, it expected to obtain a large portion of 
the remaining Rio Grande stock in the hands of the public, on the basis 
of four shares of Sinclair for each five shares of Rio Grande, which 
would make possible formal consolidation of Rio Grande with Sinclair 
Consolidated. Thus, by virtue of these transactions, the management 
group in Rio Grande would have received $35 per share for a large 
portion of its stock when the market price was only $21 per share and 
the corporation itself was receiving only $17 per share; Bancamerica- 
Blair and its associates would have been left with a block of 394,800 
shares of Consolidated Oil stock; and Sinclair Consolidated Oil would 
have absorbed another oi] company with assets of $42,000,000, at a total 
cash outlay of $786,000. Questioned as to the reasons why Banc- 
america-Blair was willing to pay to the management group of Rio 
Grande a price more than twice that which it proposed to pay to the 
Rio Grande Corporation, Elisha Walker stated : 25° 


* * * the only explanation I can see would be this: That if I remember 


right, Rio Grande stock was selling somewhere around $20 a share, and the 
company would have been very happy to have gotten $17 a share for a block of 
stock so as to give it the working capital that it could use in this business, and 
the only other side of the picture that I could see was that the insiders took the 
position: “Well, if you want control of this company you have got to pay some 
fancy price for our stock,” and that is about the only explanation that I can see 
for that. 


Of course, unfortunately, that has been known to be done by insiders, disposing 
of a controlling interest at quite a premium.?® 


Bancamerica-Blair’s rights and obligations in the Rio Grande Oil 
Company venture were divided among a four-party syndicate, consist- 


252 256,000 shares of Sinclair Consolidated in exchange for 320,000 shares of Rio Grande, 
(See supra.) The market price of Sinclair Consolidated at that time was approximately $26 
per share. 

283 $4,550,000 in cash to Lockhart, Jones and Lockhart for 130,000 shares of Rio Grande 
at $35 per share, and $4,250,000 to the Riod Grande Oil Company for 250,000 shares of 
Rio Grande at $17. 

24 Bancamerica-Blair Corporation would receive 650,800 shares of Sinclair Consolidated 
Oil stock from that corporation in exchange for the 700,000 shares of Rio Grande. From 
this amount they would be required to turn over 256,000 shares to Messrs. Lockhart, Jones 
and Lickhart in exchange for 320,000 shares of Rio Grande stock to complete the purchase 
price. (See supra.) This would leave Bancamerica-Blair a balance of 394,800 of Sinclair 
Consolidated. 

25 Public Hxamination, The Equity Corporation, at 2997. 

26 Mr. Walker stated further with respect: to this transaction (id., at 2298): “Banc- 
america-Blair weren’t their brother’s keeper, and it was due or up to the management of 
Rio Grande and Bancamerica-Blair, as I see i, had no responsibility to the stockholders of 
Rio Grande * * *.” 
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ing of itself, Sinclair Consolidated Oil Corporation, Interstate Equities 
Corporation, and Petroleum Corporation of America, each assuming 
a 25% participation. Like Petroleum Corporation of America, Inter- 
state Equities Corporation was an investment company which had 
been sponsored and was controlled by Bancamerica-Blair.?>" 

By virtue of its 25% participation in the Rio Grande Oil Company 
venture, Petroleum Corporation undertook a commitment of $2,200,000 
in return for which, if the transaction was consummated, it had the 
prospect of receiving 98,700 shares of Sinclair Consolidated Oil Corpo- 
ration stock to add to its already substantial holdings of that stock. 
On this subject Elisha Walker testified : 2°8 


Q. So, in addition to the Prairie group, the Prairie Pipe and the Sinclair 
Consolidated that you purchased in the market, and from other persons * * * 
you had here a situation that in order to effect a merger between the Sinclair 
Consolidated Oil Corporation and the Rio Grande, the group [the syndicate] 
would receive an additional 650,800 shares of Sinclair Consolidated Oil, of 
which 25 percent would go to the Trust; isn’t that so? 

A. Twenty-five percent would go to the Petroleum Corperation, unless it was 
disposed of in the market. 

Q. That is correct * * * and the fact of the matter is that was the thing 
which was hoped for, isn’t that so, that the group would wind up with 650,80 
shares, or else these agreements wouldn’t have been made. : 

A. I think that they would have disposed of the stock at a profit. 

Q. These agreements look forward to the group getting 650,800 shares from 
Sinclair, with the ultimate hope of disposition; isn’t that so? 

A. Yes; I presume so. 


The transactions envisaged by the contracts never materialized, nor 
did the profits. Mr. Sinclair began to delay in the performance of the 
agreements.”°° He told Mr. Jones that he did not wish to proceed at 
this time with the Rio Grande Oil Company exchange because unfore- 
seen. obstacles had developed in working out the consolidation between 
his company and the Prairie companies, which he considered an inter- 
related transaction.*° At the same time, opposition developed within 
the Rio Grande Oil Company on the part of stockholders who regarded 


“7 Interstate Equities Corporation was organized on July 29, 1929, under the laws of 
the State of Delaware by Bancamerica-Blair Corporation. It commenced operations in 
October 1929 with $25,000,000. On June 30, 1932, the assets of the corporation had 
shrunk to $4,450,000. On March 26, 1985, the assets and liabilities of Interstate Equities 
Corporation were taken over by The Equity Corporation. At that time the book asset value 
of Interstate Hquities Corporation totaled $5,464,608. 

Three successive managements controlled the corporation’s affairs from its inception 
until 1985 when The Equity Corporation took it over. The first of these managements 
was that of Bancamerica-Blair Corporation and Edward R. Tinker, as president July 1929 
to June 30, 1932. The second management was that of Wallace Groves, July 1, 1932, to 
June 30, 1933; the third was that of The Equity Corporation, July 1, 1933, to March 26, 
1935. (Public Examination, The Equity Corporation, at 1-500.) ; 

28 Td., at 3004. 

29 Td., at 3009-10. 

°0 Mr. Jones, in his memorandum introduced in evidence before the Commission (Public 
Examination, The Equity Corporation, Commission’s Exhibit No. 35) stated: “A meeting 
of the Sinclair Company was scheduled to be held in February 1930 for the final approval 
and consummation of the trade. I returned to New York from California for the pur- 
pose of carrying out the details of the merger and was informed by Mr. Sinclair that some 
unforeseen circumstance had arisen, regarding the Prairie deals and because he did not 
wish one deal to be made unless the other was assured, he would postpone submitting the 
deal to his directors until some future time.” 
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the price of $17 per share which was to be paid to the corporation as 
inequitable in the light of the $35 price which was to be paid to the 
management group. As the result of this opposition, the preferential 
price for the management group had to be eliminated from the contract 
and a substantial loan for the management substituted in its place.?* 

Despite these serious difficulties, on February 15, 1930, the syndicate 
made to Messrs. Lockhart, Jones and Lockhart the $2,812,500 loan pro- 
vided for in the contract.?*? The entire sum was advanced on behalf of 
the syndicate by Interstate Equities Corporation, the investment com- 
pany sponsored by Blair & Co., which received the promissory note of 
Messrs. Lockhart, Jones and Lockhart and 225,000 shares of Rio 
Grande Oil Company stock as collateral security. 

In April 1930, Rio Grande Oil Company found it necessary to 
construct steel storage tanks to contain a large quantity of oil which 
it could not dispose of. The Bancamerica-Blair Syndicate advanced 
$5,000,000 for this purpose in the form of a revolving credit.?* Pe- 
troleum Corporation of America contributed as its percentage of this 
fund the sum of $1,250,000.?%4 

When the note matured on June 30, 1930, Messrs. Lockhart, Jones 
and Lockhart defaulted in payment.?*° Although the market value of 
the collateral at that time was adequate to have repaid the syndicate in 
full, no attempt was made to realize on the collateral, but instead, 
the syndicate accepted a new demand note in place of the matured 
note. Elisha Walker testified on this subject as follows: ?% 


Q. When the note was not paid you had the 225,000 shares of Rio Grande Oil 
stock as collateral? 

A. Yes. 

Q. Did the group foreclose or call for payment of the note? 

A. I don’t think so. 

Q. The collateral at that time would have beer sufficient to do that, would it 
not, Mr. Walker? 

A. I really don’t remember the prices. 

* cS 2 * * * * 


Q. But in any event, on June 30, 1930, the note was not paid, the collateral 
was not foreclosed ; isn’t that so? 

A. Yes. 

Q. Of course, if you foreclosed that collateral you would have broken up that 
substantial block of stock which would have been effective in any subsequent 
proceedings to merge Rio Grande and Sinclair; isn’t that so? 

A. Oh, I imagine so. 


261 Hlisha Walker testified (op. cit. supra, note 1, at 2998) : 

Q. * * * Ultimately, when the stockholders of Rio Grande found out that that 
was being done, there was a little rumpus created, wasn’t there? And, as a matter 
of tact, this deal was abandoned, and the provision requiring you to purchase the 
130,000 shares at $35 a share was taken out, * * * and a different provision 
substituted, that you would loan them money on the stock, isn’t that so. Mr. W alker? 

A. I don’t remember all that transpired until you bring it up, but that is right. 

263 Td., at 2999. 

263 Public Hxamination, The Equity Corporation, at 457. 

264 Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Schedule 8. This sum was subsequently repaid, (Ibid.) 

285 Op. cit. supra, note 1, at 3011. 


26Ti pid: 


be 
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Q. Wasn’t that one of the things that motivated the group, to hold the stock 
intact; they wouldn’t foreclose the collateral so that they could hold that block 
intaet, consummating a merger with Sinclair? 

A. I think there were a variety of reasons, such as influenced banks generally 
not to foreclose in the hope they could carry their people through and save 
a very disastrous situation which was in the making, but in addition to that 
I think there was undoubtedly in the background that if this situation is 
worth saving, there is a probable profit in this situation eventually for those 
interested in the deal, including Petroleum Corporation. 


Subsequently in July 1930 Interstate Equities Corporation made 
formal demand on Messrs. Lockhart, Jones and Lockhart for payment, 
of the entire amount of the note. Although payment was not received, 
no steps were taken to foreclose the collateral.°** In the meantime 
divers new plans for effecting a consolidation between Rio Grande Oil 
Company and Sinclair Consolidated Oil Corporation were alternately 
adopted and rejected; and negotiations continued from year to year, 
while the note remained unpaid.?** The market price of Rio Grande 
stock declined from $21 as of January 1930 to $2 as of July 1932,?%° 
while that of Sinclair Consolidated Oil declined in the same period 
from $26 to $5.50.27° In July 1932 Consolidated Oil Corporation (the 
consolidation of the Prairie companies and Sinclair Consolidated was 
effected March 1932) made an offer of exchange to all the stockholders 
of Rio Grande Oil Company, on the basis of two shares of Consolidated 
Oil Company stock for five shares of Rio Grande oil stock.?"" This | 
offer of 24 of a share of Consolidated for each share of Rio Grande 
was a 50% reduction in the ratio of 44 for one contemplated by the 
contracts of January 1930.?7 

On July 12, 1932, the Atlantic Trading Company, Ltd. of St. 
John’s, Newfoundland, a company controlled by Elisha Walker, ad- 
dressed a letter to Interstate Equities Corporation, the other invest- 
ment company sponsored by Blair & Co., which stated that “the un- 
dersigned Atlantic Trading Company (which Mr. Elisha Walker 
controls) is endeavoring to obtain options on certain blocks of stock 
of the Rio Grande Oil Company with a view to offering the same 
to the Consolidated Oil Corporation for cash * * *,” 278 

The Atlantic Trading Company purchased Interstate Equities Cor- 
poration’s holdings of Rio Grande stock for $4.25 per share.?* At 
the same time Walker arranged to purchase Petroleum Corporation’s 
holdings of Rio Grande stock for $5.00 per share.?** Mr. Walker 
then resold the Rio Grande stock to Consolidated Oil Corporation 
for $5.00 a share, making a profit of $58,000.2*° Petroleum Corpora- 
"21 Id., at 3017. 

28 Public Examination, The Equity Corporation, at 469-70. 

289 Op. cit. supra, note 1, at 3020. 

0 Td., Commission’s Exhibit No. 545. 

2 Td., at 3017. 

772 See supra, p. 291. 

273 Public Examination, The Equity Corporation, Commission’s Exhibit No. 47. 

274 Op. cit. supra, note 1, at 3010. This stock was Interstate Equities Corporation’s pro- 
portionate share of the collateral pledged by Messrs. Lockhart, Jones and Lockhart as 
security for the loan of $2,812,500 advanced by the syndicate, as recounted supra, p. 294. 
Petroleum Corporation likewise held a block of this stock received from the same source. i 

25 Thid. 


276 Thid. 


a 


tion’s loss in the Rio Grande Oil Company venture was approximately 
$410,000.27" 

At the time these transactions were effected, Mr. Walker was still 
chairman of the board of Petroleum Corporation of America and a 
director of Interstate Equities Corporation. Mr. Walker testified 
regarding these transactions as follows: °*78 
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I was then in business for myself. I was no longer connected with Banc- 
america-Blair. I was a director by sufferance only of Interstate Equities, the 
control having passed. I was still a director of Petroleum Corporation. I 
undertook to see if I could work out some proposition which might be accept- 
able to the members of this group, and I arranged for the—got an offer—I don’t 
know whether I got an offer, but I made some arrangement anyway With the 
Sinclair Consolidated whereby they would pay a corporation in which I was 

- interested $5.00 a share for that stock. 

So far as Petroleum Corporation is concerned I was still chairman of its 
board; I had quite some responsibility in its management, and I paid them the 
exact price that I received, $5 a share, less the expenses of the transaction, 
transfer Stamps, etc. 

Q. But even with the $5.00 the Petroleum Corporation lost $447,000 on that 
deal; isn’t that so? 

A. I don’t remember the amount. 

Q. Now, with respect to Interstate, what transpired? 

A. I made a deal with Interstate to buy their stock at $4.25 per share. 

Q. That gave you a profit of 75¢ a share? 

A. A gross profit of 75¢ a share, which on their total of 78,550 shares amounted 
to a gross profit of $58,875. 

Q. And how much did the trust lose? They lost $447,000; isn’t that so? 

A. I don’t remember what they lost. 


BS * * ok * * * 


Q. You were still on the board of Interstate at that time? 

A. I was on-the board, but not an active factor in any Sense of the word. | 
stayed on by sufferance at Mr. Tinker’s request, so long as he was President. 

Q. Of course, Bancamerica-Blair brought that piece of business to Interstate 
Equities. 

A. Yes; I think Bancamerica-Blair brought it to Interstate Equities. It was 
all put in the record and so forth, that I was making a profit. Interstate 
Equities knew it. I didn’t vote. Everything was done, I think, in very proper 
Horn 9 Ee, 


Although for the other members of the syndicate the Rio Grande 
venture brought only losses, Sinclair Consolidated Oil Corporation 
before the end of 1932 had achieved complete acquisition of Rio 
Grande Oil Company. The Rio Grande Oil Company as a corporate 
entity was kept alive until 1988 and was used by Sinclair as an effec- 
tive instrumentality to extend still further his increasingly dominant 
position in the oil industry. In February 1938 the Rio Grande Oil 
Company’s assets were transferred to the Richfield Oil Corporation 


277 After making complete allowance for all sums received in the form of interest, etc., 
the corporation officially calculated its loss at $406,675. (Reply to the Commission’s 
questionnaire for Petroleum Corporation of America, Exhibit A, Schedule 8.) 

278 Op. cit. supra, note 1, at 3018. 
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and the company was thereafter dissolved. The Richfield Oil Cor- 
poration had by that time passed into the joint control of Consoli- 
dated Oil Corporation and the Cities Service Company.?”° 


_ PETROLEUM CORPORATION’S LOSS OF $1,984,844 IN 
TIDEWATER ASSOCIATED OIL COMPANY VENTURE 


The Rio Grande Oil Company venture had barely gotten under way 
when the Sinclair Bancamerica-Blair group undertook to obtain con- 
trol for the Sinclair interests of Tidewater Associated Oil Company, 
one of the oil industiy’s leading independent companies, possessed in 
1930 of assets in excess of $250,000,000.28° . 

In May 1930 Mission Securities, Ltd., was organized by the manag- 
ing officers of Tidewater Associated Oil Company, to take over a 
block of 1 078,125 shares of Tidewater common stock which Standard 
Oil Company of New Jersey held in its portfolio and which it wished 
to sell.28t These shares of stock equaled approximately 19% of the 
total outstanding common stock of Tidewater and, consequently, con- 
stituted an effective block? The officers and directors of Tidewater 
Associated Oil Company were anxious to have this important block 


pak 


of stock “in friendly hands and good hands.” ?*? Among the direc- 
tors of Tidewater Associated Oil “Company were Hunter 8, Marston 
of Blair & Co., and Halsted G. Freeman of Chase Securities Corpora- 
tion, both at that time directors of Petroleum Corporation of 
America.?*# 

The newly organized Mission Securities, Ltd., entered into a con- 
tract with Standard Oil Company for the purchase of this Tidewater 
stock for the sum of $23,147,300. This price equaled $21.50 per share, 


2779 These transactions are summarized in Moody’s Manual of Industrials, 1938, p. 768, as 
follows: 

In September 1932 Consolidated Oil Corporation acquired all the property, assets, 
and business of the Rio Grande Oil Company (Del.) subject to certain liabilities ot 
said corporation which were assumed, paying therefor 494,329 shares of Consolidated 
Oil common stock at the rate of 4/10 of a share of Consolidated Oil common for each 
share of Rio Grande Oil stock. 

Pursuant to an agreement dated January 28, 1936, between the company and Cities 
Service Company, Rio Grande Company (Texas), being a wholly owned subsidiary of 
the company, increased its authorized capital ‘stock from 30,000 shares to 60,000 
shares and issued said 30,000 additional shares to the Cities Service Company in 
consideration of the conveyance to Rio Grande of certain undeveloped oil acreage in 
California * * * and the assignment and transfer to Rio Grande of all securities 
held by the Cities Service Company, in| Richfield Oil Company of California and Pan 
American Petroleum Company * 

The Richfield Oil Company and skis suiyeigRares, Pan American Petroleum Company, 
were reorganized under a plan consummated in March 1937, and Rio Grande Oil 
Company acquired an interest in Richfield Oil Corporation, the reorganized company, 
by reason of ownership of the above-mentioned securities and by the transfer to 
Richfield Oil C OT ORE win of substantially all of its (Rio Grande’s) assets. 

On February 4, 1938, it was announced that Rio Grande Oil Company had been 
dissolved followi ing completion of transfer of its assets to Richfield Oil Corporation, in 
accordance with the merger reorganization plan effected in Mareh 1987. Stock of 
Richfield Oil Corporation obtained by Rio Grande Oil in exchange for its physical 
properties has been distributed to Consolidated Oil Corporation and Cities Service 
Company * * * Consolidated Oil and Cities Service now own 35.78% of Rich- 
field’s outstanding common stock, divided 717,469 shares, or 17.89%, to each. In 
addition, both companies hold * * * option warrants * * # exercisable, 
some in three years and some in four years. 

20 Woody’s Manual of Industrials, 1930, p. 1401. 

21 Op. cit. supra, note 1, p. 2962. 

22 At the beginning of 1936, Tidewater Associated Oil Company had outstanding 
5,709,845 shares of common stock (no par) and 732,845 shares of 6% preferred stock 
($100 par). The preferred stock, however, was nonvoting, except after default of 4 quar- 
terly dividends. (Moody’s Manual of Industrials, 1930, p. 1401.) 

283 Testimony of Elisha Walker, op. cit. supra, note 1, at 2962. 

24 Voody’s Manual of Industrials, 1980, p. 1401. 
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while the market price at the time was approximately $17.50 per 
share.*** Thus the price which Mission Securities, Ltd., agreed to 
pay included a pr emlum above market of about $4,270,000. 

The purchase price of $23,147,300 was payable in three equal 
installments of $7,715,766 each: the first on execution of the agree- 
ment; the second on August 15, 1931; and the third on August 15, 
1932. All unpaid balances carried interest charges at the vate of 5% 
per annum. Pending final payment for the stock, the entire block 
was pledged with the Standard Oul Company as collateral security. 
If the purchaser defaulted in the payment of any installment of 
principal or interest, the contract provided that after sixty days 
Standard Oil Company had the right to declare all installments due 
and payable, and to sell the stock at private sale without notice, in 
order to satisfy itself for the unpaid sums, but without any right to 
proceed against Mission Securities, Ltd., for ¢ any deficiency.?** 

By virtue of the provisions of this contract, Mission Securities, 
Ltd., was not entitled to the possession of a single share of Tidewater 
stock until the entire purchase price was paid, and failure to pay the 
entire purchase price would result in forfeiture not only of Mission 
Securities’ contract rights, but also of all monies paid in up to that 
time on the contract.?8? This was conceded by Hunter S. Marston: 28 


Q. Now, under this agreement Mission was not entitled to a single share of 
the Tidewater Associated Oil stock unless they had paid the full $23,000,000, 
isn’t that so? 

A. Yes. 

Q. So that if they paid the first instalment of approximately $7,000,000 and 
paid the second instalment of approximately $7,000,000 and then defaulted on 
the last instalment or even an instalment of interest, the contract was termi- 
nated and Mission had no claim upon the Standard for a single share of stock, 
isn’t that so? 

A. Yes. 


Simultaneously with its contract with Standard Oil Company, 
Mission Securities entered into a contract with Bancamerica-Blair, 
under which Bancamerica-Blair advanced to Mission Securities the 
$7,715,766 required by the latter as a down payment on the stock. 
In return, Mission Securities gave to Bancamerica-Blair its promis- 
sory note for the sum, payable August 15, 1931, and assigned to 
Bancamerica-Blair as collateral security all of Mission Securities’ 
outstanding capital stock, consisting of ten shares, and all of; its 
interest in the Tidewater stock. Bancamerica-Blair was given broad 
powers over the disposition of the stock, including the manner in 
which the stock should be voted in the election of officers, and in 
questions regarding mergers, consolidations, sale of assets. Banc- 
america- Blair was given ‘the right, subject to certain contingencies, 
to take over Mission Securities’ interest in the Standard Oil contract 
prior to June 1931 by canceling the note and paying the organiza- 
tion expenses of Mission Securities, ede? 

ES IP nolbie Examination, The Equity Corporation, Commission’s Exhibit No. 71. 

286 Td., Commission’s Exhibit No. 64. 

287 In the event of foreclosure and sale of the collateral, however, if any surplus re- 
mained after Standard had paid itself all sums due to it under the contract plus expenses 
of the sale and stamp taxes, such surplus would be payable to Mission Securities, Ltd. 


288 Public Examination, The Equity Corporation, at 5638. 
289 Td., Commission’s Hxhibit No. 65. 
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The contract between Bancamerica-Blair and Mission Securities 
gave clear evidence in many ways that the Mission venture was inte- 
grally interwoven with the consolidation plans of Sinclair.2°° The 
third paragraph of the contract stated significantly : 2% 

Mission agrees that prior to December 15, 1930, it will not engage in any 
negotiations for any consolidation of Tidewater or any subsidiary with any 
other corporation or corporations, other than a consolidation approved by Blair, 
or cause or permit any of the stock covered by the purchase agreement to be 
yoted in favor of, or to consent to, or to participate in, any consolidation not 
so approved. Any acquisition of stock or assets of one corporation by another 
corporation, or any merger of corporations, shall be deemed a consolidation 
within the meaning of this agreement. Blair will, during the period prior to 
December 15, 1980, endeavor to formulate a plan, acceptable to it and to Mission, 
and to the Board of Directors of Tidewater, for the consolidation of Tidewater 
with one or more other corporations, to form a complete and integrated unit.292 


On the same day that the two contracts described above were 
entered into, May 29, 1930, Bancamerica-Blair Corporation entered 
into a syndicate agreement with four other parties governing its con-— 
tract with Mission Securities.”?? The participants in the syndicate 
were: Sinclair Consolidated Oil, Chase Securities Corporation, Petro- 
leum Corporation of America, Bancamerica-Blair, and Interstate 
Equities Corporation. The participation of Bancamerica-Blair was 
15%, and that of Interstate Equities Corporation was 10%. Each of 
the others participated to the extent of 25%. The syndicate agree- 
ment, in addition to providing Bancamerica-Blair with the funds 
required by its contract with Mission Securities, established Banc- 
america-Blair as syndicate manager, gave it full powers to work out 
plans for the consolidation of Tidewater Associated Oil with one or 
more other corporations, and authorized it to purchase, in its discre- 
tion, an additional $20,000,000 worth of stock of Tidewater Oil Com- 
pany “or of the stock of any other corporation between which and 
Tidewater Associated Oil Company negotiations for a merger were 
pending.” 794 


*9 Tt was admitted at the hearings before the Commission that prior to the Mission 
Securities venture, Sinclair and Tidewater executives had been engaged in merger nego- 
tiations. Hunter Marston stated (Public Examination, The Equity Corporation, at 581) : 
«x * * Mr. Humphreys who was head of the Tidewater, and Mr. Sinclair were dis- 
cussing a consolidation; in fact, reports were made by each company on that * * ¥*,” 

21 Td., Commission’s Exhibit No. 65. 

*2 With regard to this clause, Hunter Marston testified (Public Examination, The Equity 
Corporation, at 565-6) : 

A.* * * JT believe also in that contract we had a certain time to offer to them 
some suggestions with reference to a consolidation, and we had one in mind. 

Q. Which one did you have in mind at that time? 

A. If I recall, it was the Sinclair and Tidewater. 

Q. Then, this was another incident where Bancamerica-Blair was trying to ac- 
cumulate or get control of a block of stock of another oil company in contemplation 
of effecting a transfer to the Sinclair interest. 

A. Well, I won’t exactly accede to that * * 


23 Td., Commission’s Hxhibit No. 66. 

%Tbid. Apparently in the belief that the plans of the syndicate would not meet with 
favor in Standard Oil circles, the members of the syndicate agreed that no disclosure was 
to be made with respect to the syndicate agreement. Under date of May 29, 1930, they 
signed a supplemental document (id., Commission’s Exhibit No. 68) which stated that ‘in 
connection with the agreement dated May 29, 1980, between Bancamerica-Blair and 
Mission Securities, Ltd., the undersigned hereby agree that, unless default is made under 
said agreement, neither said agreement nor any assignment of the purchase agreement 
therein referred to shall be filed or recorded prior to August 15, 1931, nor shall notice of 
the making of said agreement or of the assignment of such purchase agreement be given 
to Standard Oil Company prior to said date.” ; 
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The total amount for which Bancamerica-Blair Corporation was 
authorized to commit the syndicate members by virtue of the agree- 
ment was $43,147,300; $23,147,000 under the Mission Securities con- 
tract, and $20,000,000 for the market purchase of additional stock. 
Petroleum Corporation of America, by its participation of 25%, was 
therefore liable for a commitment of $10,787,000. At this time Pe- 
troleum Corporation was already bound under the terms of the Rio 
Grande Syndicate agreement for a commitment of $2,200,000 in an- 
other venture designed to further the Sinclair Consolidation plans.** 

Sinclair and his bankers, Bancamerica-Blair Corporation, were 
entirely definite and explicit in their understanding as to the plans 
which Bancamerica-Blair, as the syndicate managers, were to seek 
to effectuate. In a letter written to Sinclair Consolidated Oil Cor- 
poration by Bancamerica-Blair on the same date as the three agree- 
ments discussed above, Bancamerica-Blair stated : °°° 


AS managers of said syndicate, we will keep you informed and not take any 
important action under said syndicate agreement, whether in regard to con- 
solidation or otherwise, involving questions of policy or any commitment in 
excess of $500,000, without consulting you and obtaining your consent. * * * 
We hereby agree that as managers of said syndicate we will use our best efforts 
to work out a plan for the consolidation of Sinclair Consolidated Oil Corpora- 
tion with the Tidewater Associated Oil Company, and that we will not, as such 
syndicate managers, negotiate for any consolidation of Tidewater Associated 
Oil Company with any other corporation unless and until the same is approved 
by you. 


As a result of this understanding between Sinclair Consolidated and 
Bancamerica-Blair, the managers of the syndicate, the other members 
of the Mission Syndicate, became participants in a venture restricted 
merely to the possibility of a consolidation of Tidewater Associated 
Oil Company and Sinclair Consolidated Oil Corporation. This was 
conceded by Elisha Walker: °° 


Q. There was this limitation, although the Sinclair Consolidated Oil Corpora- 
tion hadn’t put up one nickel more than Petroleum Corporation, had it? 
A. No. 


25 To obtain a more precise picture of Petroleum Corporation’s situation at this time, 
it must be recalled that at the end of 1929 Petroleum Corporation had paid out $64,- 
356,595 for its holdings of the Prairie stocks and $1,993,775 for Sinclair Consolidated 
Oil stock. In 1930, in connection with the Rio Grande venture, it contributed $1,250,000 
to the $5,000,000 revolving fund set up by the syndicate for the Rio Grande Oil Company. 
(See supra, pp. 289-97.) 

In addition, apparently in connection with the Mission venture, to assure Sinclair's 
control over Tidewater Associated Oil Company, Petroleum Corporation early in 1930 
began to accumulate the stock of Tidewater Associated Oil Company. By the end of 1930 
Petroleum Corporation had purchased a total of 201,000 shares of Tidewater Associated 
for the aggregate price of $2,483,347. These purchases were continued throughout 1931, 
and as of December 31, 1931, Petroleum Corporation held 323,000 shares of Tidewater 
Associated at an aggregate cost of $2,938,870. 

In consequence, Petroleum Corporation’s financial undertakings in connection with 
Sinclair ventures at this period totaled $83,546,240 (not including the cost of the Vacuum 
Oil stock purchased from Sinclair Consolidated for $4,200,000; see supra, p. 277.) 

Following the collapse of the Mission Securities venture, 300,000 shares of Petroleum 
Corporation’s holdings of Tidewater Associated Oil stock were disposed of to Getty, Inc, 
in the manner which has been recounted supra, note 149. 

26 Public Examination, The Equity Corporation, Commission’s Exhibit No. 69. 

27 Op. cit. supra, note 1, at 2974-7. 
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Q. And yet Sinclair Oil Corporation could prevent the syndicate from taking 
any action of any consequence with respect to this commitment in the Tidewater 
Associated Oil. 

A. I don’t agree with you on the question of disposition of the stock. I 
agree with you that they could not have spent more than $500,000 of the $20,- 
000,000 without consulting them. 

Q. Suppose they had received an offer of consolidation from some other 
interest, with respect to Tidewater Associated Oil Corporation, which would 
have been more advantageous than the terms offered by the Sinclair Consoli- 
dated Oil Corporation, could you have gone through with it without the Sin- 
clair Consolidated Oil Corporation’s consent? 

A. Not during that period, but consolidations don’t come that easy * * *, 

* Bs * * * * * 

Q. * * * even if all of the other participants wanted to effect a con- 
solidation with some other company, the Sinclair Consolidated Oil Corporation, 
although it only had one quarter participation, could refuse to approve it and 
prevent that consolidation, isn’t that so? 

A. They could during that period of the syndicate. 

* * * 2k * % * 

Q. So that they [Sinclair interests] were in a position that they could block 
any consolidation except with themselves during that period. 

A. They were in that position ; yes. 

Q. And even though the terms that might be offered by some other company 
with respect to consolidation were better than the Sinclaix Consolidated Oil 
Corporation, if they wanted to say no, that was the end of that. 

A. If they wanted to be arbitrary, yes; it is very definitely in the letter.” 


The Mission Securities venture was a complete loss to the syndicate. 
On May 29, 1930, the syndicate members furnished to Mission Secu- 
rities the sum of $7,715,766, which the latter paid over to Standard 
Oil Company as its initial contract payment.?°° Petroleum Corpora- 
tion’s contribution to this payment was $1,984,884.2° At a later date, 
an interest payment of $525,275 was made, of which $135,818 was paid 
by Petroleum Corporation.?* 

The second payment of principal, in the sum of $7,715,766 was due 
on August 15, 1931, pursuant to the provisions of the contract. between 
Mission Securities and Standard Oil.?°? In the interval, the market 
price of Tidewater Associated Oil stock declined from $17.50 per share 
to approximately $2.25 per share and the dividend on the Tidewater 
stock was discontinued.**? All hope of effecting a consolidation at 
this time of Tidewater Associated and Sinclair Consolidated was 
completely abandoned." 

“In similar vein Hunter Marston testified (Public Examination, The Equity Corpora- 
tion, at 581): 


__Q. So wasn’t this entire group aggregating $43,000,000 put in the control of 
Sinclair Consolidated Oil Corporation by the commitment ? 
A. That interpretation is possible * * *, 


*» Op. cit. supra, note 1, at 2978. 

%° Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Exhibit A, Schedule 8. 

301 Tbid. 

92 See supra, pp. 297-8. 

33 Op, cit. supra, note 1, at 2980. 

The reasons for the failure of negotiations for the consolidation of Sinclair Consoli- 
dated and Tidewater Associated were not definitely determined at the hearings, but doubt- 
less the collapse of market values coupled with severely unfavorable economic conditions 
were factors which contributed to this failure. 

153373—40—pt. 3 21 
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At the level to which the Tidewater Associated stock had sunk in 
the market, the initial payment of $7,715,766 which Mission Secu- 
rities had made to Standard Oil in May 1930 represented a sum more 
than three times as great as the total market value of the stock in June 
1931. Under these circumstances, none of the syndicate participants 
was willing to proceed any further with the venture. 

On June 6, 1932, Mission Securities wrote to the Standard Oil 
Company urging that it be granted a three-year moratorium in 
further payments. After reciting the changed economic situation 
and the severity of the decline in Tidewater stock, the letter con- 
cluded : *°% 


The certificates representing said 1,078,123 shares of stock are in your posses- 
sion and held as security for the payment of the balance of the purchase price, 
and with this agreement to pay you all dividends that may accrue or be paid 
on the stock during the moratorium, Mission will merely retain the legal right 
to hold the stock during the said period, a consideration for which it has al- 
ready paid the large consideration of $8,241,041.48. Even though the down 
payment already made represents a large portion of the total purchase price 
and is equivalent to approximately three times the present market value of the 
securities, it is obviously impossible under present conditions for Mission to 
refinance this purchase contract. The situation in the oil industry is so well 
known to you that we believe you will not be averse to granting this additional 
period of time to Mission to carry out its obligations. Your granting this re. 
quest will permit Mission to avoid a great loss at this time, and afford it an 
opportunity of completing the transaction under more favorable conditions. 


Standard Oil Company’s reply was brief and unequivocal. Under 
date of June 20, 1929, it wrote : *°° 


Your letter of the sixth instant in which you request a three-year moratorium 
on payments of both principal and interest, with a corresponding deferment of 
the payment of instalments and a waiver of interest was duly received. After 
full consideration, our Board has concluded not to grant your request, and is 
expecting you to comply with your contract obligations. 


Mission Securities sent William F. Humphrey, vice president of 
Tidewater Associated Oil Company, as its personal representative to 
intercede with the officers of Standard Oil Company. *°* Humphrey 
first suggested that if the moratorium were not granted the contract 
should be canceled and the total consideration of $8,241,041 should be 
returned, “as the purchaser had received no benefit from the contract 
and the seller had suffered no loss.” °° 

The Standard Oil representatives stated that the board of directors 
would not consider returning any part of the consideration.*°? Hum- 
phrey then suggested that the Standard Oil Company deliver to 
Mission Securities as many shares of Tidewater stock, calculated at 
the per-share contract price, as the full amount of the cash payment 
theretofore made would pay for. The Standard Oil representatives 


305 Public Examination, The Equity Corporation, Commission’s Exhibit No. 71. 
306 Td., Commission’s Exhibit No. 74. 

307 Td., Commission’s Hxhibit No. 75. 

808 Tbid. 

309 Tbid. 
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replied that their company would not consider reducing the number 
of shares held in the block covered by the purchase agreement.*? 
Finally, Mr. Humphrey was informed that the board of directors of 
Standard Oil Company refused to grant the moratorium, and also 
refused to return any part of the consideration or to deliver shares 
of the common stock of Tidewater Associated Oil Company in return 
for the consideration paid.?!? 

The syndicate was compelled to permit Standard Oil Company to 
declare a forfeiture of every dollar that was paid by the participants. 
Petroleum Corporation’s net loss in this venture was $1,984,844.77,512 a 
sum which nevertheless was less than 20% of the amount which it 
might have lost by reason of its liability under the syndicate agree- 
ment. ‘This was conceded by Hunter Marston in his testimony before 
the Commission : *+8 


Q. Let us see if we can see what has transpired up to the present time. 
They made an agreement on May 9, 1930, which involved this commitment of 
. $43,000,000 ; isn’t that so? 

A. Yes. That is a potential commitment. There was an actual commit- 
ment of $28,000,000. 

Q. This rapid decline [in the market price of the Tidewater stock] could have 
taken place after the second instalment; isn’t that so? I mean, you were lucky 
it happened after only the first payment, or else you would have been in for 
$14,000,000? 

A. That seems a fairly accurate conclusion. 

* * * 5 * * * 


Q. And by the time the second modified instalment became due you had paid 
sufficient money on your first instalment to pay for the entire block; isn’t 
that so? 

A. At the market price; that is so. 

Q. At the market price; and for that $7,000,000 payment you never received 
a single share of Tidewater stock. The only thing you had was your con- 
tractual obligation to get the million shares, provided you paid the $23,000,000; 
isn’t that so? 

A. That is according to the contract. 


Elisha Walker testified to the same effect as to the outcome: 214 


Q. And ultimately the entire agreement was abandoned and the $7,719,000 was 
completely lost, except with one possible saving feature,*® isn’t that so; when 


#10 Tbid. 

311 Tpid. 

“The total of Petroleum Corporation’s payments was $2,064,760.38 (principal and 
interest). It received back a payment of $55,782.98 and a payment of $24,092.68, probably 
as its share of dividends received on the Tidewater stock by the syndicate prior to 
discontinuance of Tidewater dividends. ‘The net loss was thus $1,984,884.77. (Reply to the 
Commission's questionnaire for Petroleum Corporation of America, Exhibit A, Schedule 8.) 

38 Public Examination, The Equity Corporation, at 887-9. 

34 Op. cit. supra, note 1, at 2981-2. 

3° At the end of 1985, Petroleum Corporation acquired from Revada a 10% interest in an 
option held by Revada Corporation which gave Revada the right to purchase on or before 
December 31, 1937, 250,000 shares of common stock of Tidewater Associated Oil Cor- 
poration for $3,575,000 ($14.30 per share) which option was exercisable as a whole only. 
(Op. cit. supra, note 1, Commission’s Exhibit No. 335.) Mr. Marston was of the opinion 
that this option might make possible the recoupment of a portion of the corporation’s loss 
in the Mission Securities venture. (Public Examination, The Equity Corporation, at 598.) 


304 SECURITIES AND EXCHANGE COMMISSION 


the agreements were terminated, the syndicate did not get a single share of 
Tidewater Associated Oil stock? 

A. That is right. 

Q. And Petroleum Corporation did not get a single share of Tidewater Asso. 
ciated Oil stock, and dropped approximately $2,000,000; isn’t that so? 

A. That is right. 

Q. And that was all in connection with an attempt to merge Tidewater 
Associated Oil with Sinclair Consolidated, substantially; isn’t that so? 

A. I don’t agree that that is the limitation that you should place on the 
merger, or on the freedom of action to sell the stock if the market had gone up. 


The participation of Petroleum Corporation in a venture of such 
magnitude and speculative qualities is explicable only in terms of the 
affiliations of the investment company’s directors and dominating 
influences. At this period, Sinclair Consolidated Oil Corporation 
had become, as Earl W. Sinclair conceded,?** Petroleum Corpora- 
tion’s largest stockholder and its dominant influence. Elisha Walker, 
chairman of Petroleum Corporation’s board of directors was also 
chairman of the board of Bancamerica-Blair Corporation, a director 
of Sinclair Consolidated Oil Corporation, a director of Interstate 
Equities Corporation, and chairman of the board of Transamerica 
Corporation.*** Hunter Marston, president of Bancamerica-Blair 
Corporation, was a director of Petroleum Corporation, a director of 
Tidewater Associated Oil Corporation, and a director of Interstate 
Equities Corporation.** Edward R. Tinker, a director of Petroleum 
Corporation, was also a director of Sinclair Consolidated Oil Corpo- 
ration, and president of Interstate Equities Corporation.*!® 

Hunter Marston, seeking to explain why these various ventures 
revolved around the person of Harry Sinclair, based his explanation 
on the circumstance that Sinclair “has had his nose, so to speak, 
in a good many situations.” He testified : **° 


A. Well, we thought that we knew a good deal about oil stocks, and Mr. 
Tinker, the president of the Chase Securities Corporation, after we had invited 
him to come as president of the Interstate, his firm and ours had been bankers 
for Sinclair, so naturally, in many of the things that Sinclair was interested 
or involved in were discussed with us, and being bankers on the situations 
which we would hear about, we would take up with him all of the Tidewater 
or such other oil propositions as we had. So that that probably accounts for 
the fact that Sinclair’s name, as you say, sticks out in all of these situations, 

Q. I am vitally interested in that situation, as a matter of principle, aside 
from the specific application. 

A. I think that the explanation is that probably Mr. Sinclair over a number 
of years had been one of the most active men from the standpoint of investigat- 


316 Op. cit. supra, note 1, at 3085. 
317 Mr. Walker testified (id., at 2970) : 
Q. In any event, you were on the Sinclair Board, you were associated with Petroleum 
Corporation. Interstate Equities, and Bancamerica-Blair, which was the sponsor of 
Interstate Hquities, and sponsor of the Petroleum Cor poration, and one of the bankers 
for the Sinclair interests; isn’t that so? 


A. Yes. 
318 Public Examination, The Equity Corporation, at 582. 
319 Thid. 


320Td., at 605. 
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ing other properties. That property was built up as you probably recall from 
nothing to one of the third largest corporations today, and so he has had 
his nose, So to Speak, in a good many situations. 


H. Investors’ Experience 


The investing public in January 1929 paid $116,500,000 for the 
shares of Petroleum Corporation of America.*’? As of December 
31, 19385, Petroleum Corporation possessed net assets at market of 
$34.413,892.°22 The sum of $14,469,322 had been paid out by the 
cor poration in repurchases of its own Stock 24 and the sum of St, 059,- 
575 had been paid out as dividends.*?® After giving effect to these 
deductions, the aggregate loss, realized and unrealized, to the in- 
vesting publi ic at the end of 1935 was $54,058,000. ‘The investor who 
paid $34 per share in January 1929 and who remained a stockholder 
throughout the intervening years received dividends of $2.83 per 
share, and emerged December 1935 with a share of Sols whose 
asset value was $17, 12 *?6 and whose market value was $14.°27 The net 
loss to the shareholders on that date equaled ee 50% 
based on asset value and 59% based on market value, before divi- 
dends, and 41.4% and 49.5%, respectively, after allowing for 
dividends. : 

The stockholder of Petroleum Comporavion of America who was 
both able and willing to retain his stock during the economic and 
corporate vicissitudes of the years 1929 to 1935, inclusive, benefited 
reatly from the repurchases by Petroleum Corpor ation from those 
of its stockholders who relinquished their stock during that period. 
It has already been shown **8 that Petroleum Corporation repurchased 


8% Mission Securities, Ltd., in connection with which Petroleum Corporation lost approxi- 
mately $2,000,000 in the manner described above, must not be confused with Mission 
Corporation, a corporation organized in 1934 by Standard Oil Company as part of a plan 
to distribute ratably to its stockholders the block of Tidewater stock which Mission Securi- 
ties failed to take up. In 1934 Standard Oil Company transferred 1,128,123 shares of Tide- 
water common stock to Mission Corporation in exchange for 1,128,123 shares of Mission Cor- 
poration’s shares. In January 1935 Standard Oil declared a dividend to its stockholders 
of four shares of Mission Corporation stock for each seventy-five shares of Standard Oil 
stock. 

322 See supra, p. 230 et seq. 

88 Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Hxhibit A. As of December 31, 1988, total assets of Petroleum Corporation were 
$25,747,658. There were outstanding in the public’s hands 1,963,200 shares of stock. 
(Annual report for the year 1938, Petroleum Corporation of America.) 

34 See supra, p. 278. 

#5 The Corporation paid the following dividends per share to its stockholders (reply to 
the Commission’s questionnaire for Petroleum Corporation of America, Item 39): 

192.9 Rass See ee 


1932 CR a) Ee YS IS a ee 2S ee Pe ee a See eee a No dividend 
on eee oe 22 ea ee ee en SR ee ee, No dividend 
BS a a a SP nk FoR | od ee We eb oa a a ma, eR . 50 

CID 3) EARS DM Ee ee DE a ee eS ee, ee patie ey ARN OR33 


* Reply to the Commission’s questionnaire for Petroleum Corporation of America, 
Item 28. 

“At the end of 1938 (December 31) the net asset value per share of Petroleum Cor- 
poration was $13.08, but allowance must be made for the fact that 14 share of Consolidated 
Oil Corporation stock was distributed for each share of stock held by the stockholders of 
Petroleum Corporation on Sept. 26, 1938. The market value of this distribution was $1.80. 
As of December 31, 1938, the market price of Petroleum Corporation stock was $95. 

°8 See supra, p. 278. 
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a total of 1,239,840 shares (equal to 37.7% of the total number issued ) 
for the ageregate sum of $14,469,822, an average of $11.67 per share. 
For these 1,239,840 shares the original stockholders had paid 
$42,154,560. 829) The loss of $27,685 260 suffered on these shares re- 
dounded to the advantage of the remaining shareholders to the 
extent of from $4,600,000 “to $6,000,000, by which sum asset value of 
the repurchased shares exceeded cost to the corporation.®*° 

The decline in Petroleum Corporation’s net assets from the initia 
capital of $100,750,000 to $34,413,892 as of December 31, 1935, equaled 
66% of the original contributed capital and 60% of the net con- 
tributed capital as of 1935 (original contribution less $14,469,000 
expended by the corporation for repurchases of its own stock). 

An overwhelming portion of the total loss suffered by Petroleum 
Corporation was the direct consequence of ventures and investinents 
which the corporation made, evidently under the dictation of its 
dominant influences, Harry F. Sinclair and his banking associates of 
Blair & Co., Inc., and Baneamerica-Blair Corporation. The Prairie 
Oil & Gas Company, The Prairie Pipe Line Company and the Con- 
solidated Oil Corporation transactions alone accounted at the end of 
1985 for a loss of $45,040,192; **+ and the Mission Securities and Rio 
Grande Oil Company ventures accounted for $2,391,559 additional.®* 

Although the prospective stockholders of Petroleum Corporation 
of America in 1929 were not apprised that it was the intention of 
the sponsor to use the corporation’s funds in furtherance of Sin- 
clair’s aspirations in the oil industry, and although the name of 
Sinclair never appeared in connection with the company’s organi- 


322 On the basis of $34 per share, the issuing price in January 1929. 

330 This figure is an approximate estimate, computed on-the basis of a comparison of the 
asset value per share at each year (reply to the Commission’s questionnaire for Petroleum 
Corporation, Table 7a) with the average cost per share repurchased each year, as shown 
in the following table: 


Petroleum Corporation of America—Repurchase of corporation’s capital stock 


(1) (2) (3) (4) (5) (6) (7) (8) (9) 
Ak Aor Approx- Asset Estimated 
Percent} ~ aye Total imate value Total excess of 
Y Number of Bee ayanoutalt year- per amount | asset value 
Cae of shares total on (cost) end share (asset over cost of 
sold | p =a market end of value) shares re- 
a price year purchased 
19290 22.52 312, 100 9 $238.96 | $7,478, 500 $20 $31.75 | $9,909,175 | $2, 430, 675 
19302 202, 300 6 10. 74 2, 173, 500 6%| 13.82 | 2,795, 786 | 622, 286 
1193) eee | 389, 140 12 5. 86 2, 278, 900 | 3k 6.52 | 2,537, 193 258, 293 
1932 a | 160, 400 5 ty, 71a 916, 600 454) 7.23 | 1, 159} 692 243, 092 
1933 aeons | 45, 800 1.4 TOL 344, 200 | 9h4) 14. 14 | 647, 612 303, 412 
O34 aes = | 52, 800 1.6 9. 74 514, 100 914 | 12. 56 663, 168 | 149, 068 
1193) | 77, 800 2.4 9.88 768, 500 14 NIA |) Weve BG | 559, 876 
| i = | = 
Total 1, 239, 840 38 11. 67 | 14, 469, 300 2914) 214,73 | 19, 036, 002 | 4, 566, 702 
| | | | 
« Average. 
331 Reply to the Commission’s questionnaire for Petroleum Corporation of America, Table 2. As of De- 


cember 31, 1935, Petroleum Corporation owned 1,582,340 shares of Consolidated Oil stock (of which 1,466,340 
shares had been received in exchange for its holdings of Prairie Oil & Gas, Prairie Pipe Line and Sinclair 
Consolidated stock) whose cost to the corporation was stated in the questionnaire as $64,028,272.50. The 
market value at that date was $18,988,080. (Ibid.) 

332 Petroleum Corporation’s loss in the Mission Securities syndicate, after allowing for all returns, was 
$1,984,884. Petroleum Corporation’s loss in the Rio Grande syndicate—after allowing for all returns, was 
$406,675. (Reply to the Commission’s questionnaire for Petroleum Corporation of America, Balance Sheet, 


Schedule 8.) 
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gation, or its operations until 1932,3°° approximately 88 cents out 
of every dollar which the investment company possessed from its in- 
ception until 1938 were either invested in, or committed to, transac- 
tions in which Sinclair and his bankers, Blair & Co., Inc., were 
yitally and directly interested.*** 

During the same period in which the investors who purchased 
Petroleum Corporation’s stock suffered a loss of $54,000,000, Sin- 
clair, Blair & Co., and their associates and distributors realized tangi- 
ble cash benefits in excess of $18,000,000. ‘These cash benefits are 
summarized in the following table: 


BPxcess of selling price of Prairie stocks over cost to Syndicate__ $6, 517, 910 
Underwriting fees received by Blair & Co. and shared with asso- 

CIAteS Ain! CliSiWRlOTNKOWS ee EEE PE SORTS EE BOE LOWS OS OOO: 
Gash actually received for payment of option warrants___-_-_~_~ 571, 425 
Excess over market received by Sinclair Consolidated Oil Corpor- 

ation in sale of Prairie stocks to Petroleum Corporation___-_~-~ 750, 000 


profit received by Blair & Co. from sale of Petroleum Corpora- 
tion’s stock to Sinclair Consolidated Oil Corporation in connec- 


tion with the above transaction_____~_ SE EE 224, 587 
Fee received by Blair & Co. in connection with Prairie-Sinclair 
consolidation (less $90,000 paid over to Petroleum Corporation) —_ 610, 000 
Fees paid to Blair & Co., Inc., and Bancamerica-Blair Corporation 
for research, selection, and supervision of investments 0_____- 55, 000 
LhOta Ria ed SATE it ae ce. SET eo ie PE SGAES. SE TERE LS ¢ $18, 478, 922 


« Allowance should be made in connection with this item for the $606,650 sacrificed to 
Blair & Company’s preferred list and the commissions which were lost by the Banking 
Group in seeking to stabilize the market. 

>In 1929 Petroleum Corporation paid $35,000 and in 1930, $20,000 to Blair & Co., and 
Bancamerica-Blair Corporation. (Reply to the Commission’s questionnaire for Petroleum 
Corporation of America, Exhibit A, Schedule 20—A, and supplementary information supplied 
to the Commission for Petroleum Corporation of America.) 

c Not included in the cash benefits enumerated above are such items as the $1,000,000 
loss which Sinclair Consolidated Oil Corporation avoided by its sale to Petroleum Corpora- 
tion of the Vacuum Oil stock; the $148,862 paid during the period as fees to directors and 
members of the executive committee; the salaries to: officers totaling $241,335 for the 
period: and the brokerage fees paid to firms with which members of the sponsoring group 
were affiliated. In the year 1935 alone brokerage fees were paid to groups in which 
directors of Petroleum Corporation were members, as follows: 


IMA, LOAD es Co, Coinsingn Waller, joReuNee) S25 ee SSeS $14, 731 
Hayden, Stone & Co. (Charles Hayden, partner) ~_________-______-~ avy Po, UM) 
ID, Js, Jehiiom ke Co, (milo? Conien, joeneiner) ee ep eS a SS Py OU 


(Reply Re the Commission’s questionnaire for Petroleum Corporation of America, Item 60, 
Table b. 


333 Tt will be recalled that Sinclair’s name appeared nowhere on the offering circular, 
nor on the long list of directors, but instead the offering circular stated with respect to 
the Prairie stock that “These companies are of the so-called Standard Oil Group.” Elisha 
Walker, in testimony quoted supra, stated that the Sinclair Consolidated Oil Corporation 
was a comparatively new institution, without the background of more seasoned stocks 
like the Standard Oil stocks and presumably without attraction to the investing public. 
When the Sinclair Consolidated Oil Corporation in October 1928 wished to market 1,130,000 
shares of its own stock, Mr. Walker claimed that almost the only way in which this stock 
could be gotten into the hands of the public was through the medium of the market 
operations conducted by Arthur W. Cutten on behalf of the Sinclair syndicate. 

34 These investments and commitments were as follows: 


Prairie Oil & Gas and Prairie Pipe Line stock (purchase) __________ $64, 356, 596 
Sia@euie Comsolickyiacl Onill simak (owe) 2 2, 577, 560 
Mission Securities syndicate (commitment) ______________________ 10, 787, 000 
Ini Crmace fvncheCaie (@oimnaminoaemnir) ———— * 2, 200, 000 
RIO Eman nevalyine @renlie COHN) ———— 1, 250, 000 
Midewacerenssociave ds Oil stocks (UCase) ere ee 2, 938, 870 
Vacuuiin Orll StO@k (ounR@iASe)) 2 ee 4, 406, 000 


$88, 516, 026 
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Substantial as was his share of the enumerated monetary benefits, 
Harry F. Sinclair secured for himself and his company advantages 
which doubtless transcended in importance and duration those which 
expressed themselves in simple terms of immediate money gain. For 
him there were the comprehensive advantages inherent in control of 
Petroleum Corporation of America by Consolidated Oil Corporation. 

Curiously, the benefits to the sponsors of Petroleum Corporation of 
America seem invariably to have coincided with losses to the corpo- 
ration and its body of public stockholders. Not a single instance can 
be ascertained among all Petroleum Corporation’s investments and 
transactions ascribable to the sponsor group, which redounded in any 
way to the pecuniary advantage of the corporation. Without excep- 
tion, every transaction from which the sponsors profited in one form 
or another resulted in a loss to the corporation. 

It is significant that all of these transactions were strongly tinged 
with self-dealing on the part of the sponsors. While occupying posi- 
tions of trust and confidence in relation to the stockholders, execu. 
tive officers and directors of Petroleum Corporation of America un- 
dertook to represent the corporation as its faithful agents in transac. 
tions in which they were themselves personally interested as princi- 
pals, adversely to the corporation. 

Elisha Walker, who for three years was chairman of Petroleum 
Corporation’s board of directors and that of its sponsor, Bancamerica.- 
Blair Corporation, ventured to discuss this subject briefly at the public 
examination before the Commission. Speaking with relation to the 
purchase by Petroleum Corporation of 15,000 shares of Sinclair Con- 
solidated Oil Corporation stock from the Sinclair Syndicate operation 
in which Blair & Co. was one of the principals,??> Mr. Walker 
stated : 3° 


A. * * * J am not going to have the good faith of these directors im. 
pugned by intimating that they were bailing out for the sake of 15,000 shares, 
of a 1,000,000 share transaction. There is absolutely nothing to it. 

Q. Well, the fact is, Mr. Walker 

A. These directors are men of honor and standing in the community, and 
they weren’t being used for suckers. 

Q. The fact is, though, that Blair and Company was interested in this pool 
of Sinclair Consolidated Oil Corporation. 

A. Yes. 

Q. And Mr. Harry F. Sinclair was interested. 

A. Yes, you have recited all of that. 

Q. And the fact is that at the tail end of the pool they sold to Petroleum 
Corporation this 15,000 shares at $40 a share; isn’t that so? 

A. Yes, you have stated so. 

Q. And the fact is that you were a participant in Sinclair Consolidated Oil 
pool. 

A. Yes. 

Q. And the fact is that you were one of the moving spirits in Petroleum 
Corporation. 

A. Petroleum Corporation had a paid president and a very capable and able 
man, Mr. John Markham, who was paid for his work, and I was chairman 
of the board in an advisory capacity without compensation. 


335 Discussed in detail, supra, pp. 275-7. 
8% Op. cit. supra, note 1, at 3030-2. 
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Q. And the fact is that without imputing any bad faith, that you were sub- 
stantially on both sides of that transaction, isn’t that so? 

A. I was substantially on both sides, yes. 

Q. And the only thing I am interested in, is not whether it was bad faith 
or good faith, but is that a healthy condition to exist at any time with any 
person? 

A. Oh, there are times when it is to the advantage of a corporation to be 
dealing with directors. 

@. Will you give me a single instance? 

A. As long as the directors are honest and capable people. 

Q. Will you give me a single instance in the entire history of Petroleum 
Corporation, that started with $110,000,000, raised through securities that were 
sold to the public, and wound up in 1936 with $35,000,000, that redounded to 
the benefit of the trust—one single transaction, Mr. Walker, in that entire period 
where the trust received any benefit from its association with Blair and 
Company? 

A. I think that is an unfair question to ask me without preparation on it, but 
I know that I have been of value to this corporation, and I don’t question it 
for one second, and I think that the directors will all support me in that 
statement. 

Ea * * * * * * 

Q. * * * JT asked a simple question of fact. I asked in studying the rela- 
tion between an investment banking house, and an investment company, what 
are the advantages and disadvantages. And now can you tell us any of the 
advantages which accrued to the trust by the virtue of its association with 
Bancamerica-Blair during the entire period? 

A. I am not prepared to answer a general question of that type, but I know 
that there are advantages. 


VII. INVESTMENT TRUSTS AND COMPANIES CON- 
TROLLED BY DONALD P. KENYON AND ASSOCIATES 


A. Summary 


In December 1935, Donald P. Kenyon, a promoter, purchased for the sum of 
$2,300 a management and distribution agreement which gave him control of 
Alpha Shares, Inc., a restricted management type investment company with 
approximately $43,000 of liquid assets, He promptly caused his own intimate 
associates and himself to be made directors and officers of this company. The 
first official act of the new management was to remove the investment restrictions 
so as to permit Mr. Kenyon’s control to be unhampered. 

By selling the marketable securities out of the portfolio of Alpha Shares, Inc., 
and substituting therefor the practically worthless securities of other companies 
controlled by him, Mr. Kenyon secured funds to purchase control of a group of 
investment and sponsoring companies consisting of National Associated Dealers, 
Inc.; Lancaster, Havens & O’Brien, Inc.; Monthly Income Shares, Inc., of New 
Jersey; and Monthly Income Shares, Inc., of New York, representing roughly an 
aggregate of about $350,000 of assets. This second acquisition was completed in 
February 1936, and within a few weeks Kenyon entered into an agreement for 
the purchase of control of North Bergen Trust Company, a bank located in North 
Bergen, New Jersey, for $50,000 plus a contribution to the surplus account, re- 
quired by the banking commissioner of New Jersey, of $39,000. Mr. Kenyon 
secured the money to pay for this acquisition by having George R. Grantham, 
an associate, borrow $50,000 from Monthly Income Shares, Inc., of New York, 
a Management investment company, and by having Mr. Grantham borrow 
$36,000 from Monthly Income Shares, Inc., of New Jersey, a management invest- 
ment company, a total of $86,000, or nearly all the sum of $89.000 required to 
complete the transaction. 
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Upon his acquisition of control of the bank Mr. Kenyon installed his asso- 
ciates as officers and directors and made substantial loans to himself, to other 
officers and directors and to companies controlled by himself and other officers 
and directors, in total amounts of about $154,000. He also sold a large portion 
of the more conservative bond investments of the bank and replaced them with 
speculative common stocks, all of which was subsequently criticized severely by 
examiners of the Federal Deposit Insurance Corporation as being not only unwise 
and unsound banking policy and a violation of applicable banking statutes, 
but as having resulted in a serious impairment of the bank’s capital assets. 

Within a month or so of his acquisition of the North Bergen Trust Company, 
Mr. Kenyon commenced negotiations for the acquisition of a group of invest- 
ment companies and trusts which, at that time, were sponsored and controlled 
by a corporation known as Universal Shares, Ltd., a holding and sponsoring com- 
pany of investment trusts and investment companies. This group consisted of a 
series of investment companies and trusts and miscellaneous sponsoring and 
distributing companies having total assets of about $14,000,000. Mr. Kenyon first 
purchased the interests of one Harold R. Espey for $20,000 and the interest of 
one Murray R. Spies for $40,000. As part of the consideration of the transfer 
from Mr. Spies, Mr. Kenyon secured a written promise from Mr. Spies not to inter- 
fere with any future program adopted by the management. Mr. Kenyon then 
perfected control over Universal Shares, Ltd., and its subsidiaries by negotiating 
for and securing the resignation of the then voting trustees who controlled 
Universal Shares, Ltd., and who were also the voting trustees of the stock of 
certain of the subsidiaries. 

As soon as he was installed with his associates in the key offices of these 
companies, Mr. Kenyon proceeded systematically to deplete their assets for his 
own personal use. His first act was to have each of the monthly income shares 
corporations authorize an issue of Class AA preferred stock which was to take 
priority over the voting common stock of those two corporations, but which was 
in each case subordinate to the outstanding Class A preferred stock in respect 
‘to both dividends and liquidation rights. Since there were insufficient assets in 
the cases of both Monthly Income Shares corporations to meet the prior claims 
of the senior stock, which was the Class A stock, the newly created Class AA 
stock was in both cases without asset value and, in addition, the Class AA stock 
in both cases had no voting power. 

Despite these facts, Mr. Kenyon represented to the board of directors of In- 
vestors Fund of America, Inc., one of the newly acquired investment companies, 
which beard consisted of himself or his associates, that this newly acquired 
issue was the senior issue, and had the board adopt a resolution to buy 135,000 
shares of the Class AA stock of Monthly Income Shares, Inc., of New York, and 
115,000 shares of the Class AA stock of Monthly Income Shares Inc. of New 
Jersey, at a price of $1 per share, or a total purchase price of $250,000. At the 
same meeting, Mr. Kenyon proposed that Investors Fund of America, Inc., pur- 
chase from himself a total of 350 shares of the stock of North Bergen Trust Com- 
pany for $115 a share, or a total of $40,250. In these proposed transactions, 
however, Mr. Kenyon met an obstacle in a custody agreement whereby Estate 
Administration, Inc., a corporation, was required to approve every purchase made 
for the account of Investors Funds of America, Inc. There were also other 
restrictions in the charter as to the type of securities that could be purchased 
with which the proposed purchases did not comply, and a provision that all pur- 
chases must be made through members of the New York Stock Exchange. Mr, 
Kenyon overcame the cbstacle of the management contract by paying Estate 
Administration, Inc., $20,000 to cancel all its contracts and thus release all its 
control over Investors Fund of America, Inc. He then appointed a personal 
acquaintance, one Edward E. Embree, as investment administrator and paid 
him $500. Mr. Embree thereupon approved the proposed purchases. Mr. Kenyon 
then proposed amendments to the charter which would remove all investment 
restrictions. By permitting certain dealers who objected to the proposed charter 
amendments to surrender all the shares which they owned or represented ata 
stipulated asset value, Mr. Kenyon eliminated these objecting dealers. 

Mr. Kenyon then commenced to deplete the assets of United Standard Oil 
fund of America, Inc., one of the investment companies in the Universal Shares, 
Ltd., group, As in the previous cases, he secured loans to himself, or corporations, 
or individuals controlled by him and substituted notes and other evidences of 
debt which were, in fact, worthless, for good assets which were sold to raise the 
money for his purposes. 
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In the period of approximately one year during which he controlled or 
dominated these various companies and organizations, Mr. Kenyon obtained 
more than $900,000 by borrowing from these organizations without collateral 
or in worthless collateral; by selling them worthless securities; by charging them 
extremely high commissions for various services, some of which were never 
rendered, and other similar methods. 

In the fall of 1986, after the State authorities began to investigate the Monthly 
Income Shares companies, and the Federal Deposit Insurance Corporation began 
its investigation of the North Bergen Trust Company, Mr. Kenyon and his asso- 
ciates ultimately relinquished control of practically all these companies and made 
restitution of a part of the sums taken. However, Mr. Kenyon and his associates 
yetained a substantial part of the sums obtained from these companies. 


Donald P. Kenyon, a native of Boston, Massachusetts, had been 
engaged in promotional activities, principally in real estate in that 
city, until December 1935. At that time he went to New York City 
and with one Frank Bryant, a former associate, opened offices to 
conduct a general investment business and to act as fiscal agent for 
Administrative Corporation, a depositor for several fixed trusts. 

In December 1935, Mr. Kenyon started a program of acquiring 
control of investment trusts and investment companies which ulti- 
mately involved the acquisition of control of groups of financial 
organizations and the use of their assets for his own purposes. Ac- 
quisition of control of these organizations was in four steps, all of 
which occurred within the period of six months from December 9, 
1935, to June 10, 1936. Mr. Kenyon’s activities began immediately 
after his first acquisition on December 9, 1935, and ceased, at least 
as far as these companies are concerned, about March 31, 1937, after 
the commencement of various proceedings by the Attorney General 
of New York and the Attorney General of New Jersey. His further 
activities were subsequently curtailed by separate proceedings by the 
Federal Deposit Insurance Corporation and the Securities and Ex- 
change Commission. 

However, during Mr. Kenyon’s control over the organizations 
which are the principal subject of this report, covering the period of 
about 16 months between December 9, 1935, and March 31, 1937, he 
caused these organizations to suffer severe losses. 

Mr. Kenyon’s counsel, at the public examination by the Commis- 
sion of these companies, made the following statement with respect 
to Mr. Kenyon’s activities in connection with these companies: + 


* * Jt is true Mr. Kenyon and his associates did various things that 
even we aS counsel say were not proper * * *. As a matter of fact, it is 
our contention that Mr. Kenyon not only one might say defrauded stockholders 
and the public in general, but he also was defrauded when he bought into 
these companies. 


The companies and trusts involved in this report are as follows: 
Sponsoring, Holding, or Distributing Companies 


Alpha Management, Inc. 

American Composite Shares Corporation. 
Harriman Fund Management Corporation. 
Investment Trust of New York, Inc. 
Kenyon & Company, Ine. 


? Public Examination, Alpha Shares, Inc., et al., at 19408. 
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Kenyon & Company, Ltd. (of Canada). 
Laneaster, Gorman & Co., Ine. 
Lancaster, Havens & O’Brien, Ine. 
Laneaster, Paynter & Co., Ine. 
National Associated Dealers, Ine. 

New York Shares Corporation. 
Standard Oilshares, Ine. 

Trustee Standard Shares, Incorporated. 
United Depositor Corporation. 

United Sponsors, Ine. 

United Standard Oilshares Corporation. 
Universal Shares, Ltd. 


Management Investment Companies 


Alpha Shares, Ine. 

Harriman Investors Fund, Inc. 

Interstate Investors, Ine. 

Investors Fund of America, Inc. 

Monthly Income Shares, Inc. (New Jersey). 
Monthly Income Shares, Inc. (New York). 
United Standard Oilfund of America, Inc. 


Fixed and Semifixed Trusts 


American Composite Trust Shares, Cumulative series. 
Collateral Trustee Shares, Series A. 

Trustee Standard Investment Shares, Series “C.” 
Trustee Standard Investment Shares, Series ‘D.” 
Trustee Standard Oilshares, Series “A.” 

Trustee Standard Oilshares, Series “B.” 

Trusteed New York Bank Shares. 


Bank 


North Bergen Trust Conypany. 
B. Alpha Shares, Inc. 


Mr. Kenyon’s first acquisition was Alpha Shares, Inc., effected on 
December 9, 1935. This acquisition Mr. Kenyon made by causing his 
agent to purchase from Alpha Distributors, Inc. all the stock in 
Alpha Management, Inc.,? which in turn controlled Alpha Shares, 
Inc., an investment company, by means of management and distribu: 
tion, agreements.? The consideration for the transaction was $7,500, 
but becatice Alpha Management, Inc., owned $5,200 of United States 
Government bonds which were tr nncterred at the time of settlement to 

2Td., Commission’s Exhibit No. 3106. 

See also Hearings in the Matter of Donald P. Kenyon, Charles R. Kenyon, Norman EB. 
Dizer, George Grantham, Edward Embree, Harry Pasternak, Kenyon & Company, Inc., held 
on April 28, 1937, pursuant to order for investigation dated April 22, 1937, under Sec. 
19 (b) and See. 20 (a) of the Securities Act of 19338, pp. 387-94. 

3 Hearings in the Matter of Donald P. Kenyon, Charles R. Kenyon, Norman HE. Dizer, 
George Grantham, Hdward Embree, Harry Pasternak, Kenyon & Company, Inc., held on 
April 28, 1937, pursuant to order for investigation dated April 22, 1987, under Sec. 19 (b) 
and Sec. 20 (a) of the Securities Act of 1933, pp. 887-8. 
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Alpha Distributors, Inc., only $2,300 cash was actually paid by Mr. 
Kenyon.* 

Alpha Shares, Inc. had been incorporated under the laws of 
Maryland in 1933 as a restricted management type, open-end invest- 
ment company.° It had immediately executed a management and 
distribution agreement with Alpha Management, Inc., a subsidiary 
of its sponsor, Alpha Distributors, Inc., which served to perfect con- 
trol of the company in the hands of the sponsors. From the date 
of its organization to the time of Mr. Kenyon’s acquisition of control 
of the company, 21,144 shares of the company’s $1 par common stock 
were sold to the public at prices ranging from $5 to $6.50 per share.’ 
During the same period 14,660 shares of the stock were repurchased 
on demand of the holders.* The balance sheet of the corporation at 
December 31, 1935 showed total assets of the corporation to be 
$42,723.69. ‘These assets consisted in the main of $28,834.97 of listed 
securities and $13,306 of cash.° 

Upon Mr. Kenyon’s accession to control he supplanted the existing 
board of directors with his own nominees, his brother Charles Russell 
Kenyon, Norman E. Dizer, George R. Grantham, and Helene Sher- 
man, Who in turn elected themselves officers of Alpha Shares, Inc.” 


i, REMOVAL OF RESTRICTIONS ON MANAGEMENT OF 
ALPHA SHARKS, INC., AND SALE THERETO OF STOCK 
OF KENYON & COMPANY, INCORPORATED 


On December 26, 1935, 17 days after Mr. Kenyon’s acquisition of 
control of Alpha Shares, Inc., a notice of a special stockholders’ 
meeting to be held January 27, 1936 was mailed to stockholders, At 
this meeting, 5,019 of the 6,152 shares issued and outstanding were 
recorded.* At this meeting resolutions approving a charter amend- 
ment were adopted,” the effect of which was to remove most of the 
restrictions on the management and to vest much broader powers 
inthe board of directors. Immediately after the meeting but before 
the amendment became effective, the directors adopted a new list of 
corporations whose securities were eligible for the investment of the 
company’s funds.t? Included in the list were Bryant & Company, 
Incorporated, Kenyon & Company, Incorporated (of New York), and 
Kenyon & Company, Ltd. (of Canada), all personal corporations of 
Mr. Kenyon * which he had recently organized. 

The State Tax Commission of Maryland received the amendment 
to the charter on February 10, 1936,° and on F ebruary 13, 1936 the 
board of directors of the company authorized the purchase of 80 

* Op. cit. supra, note 1, Commission’s Exhibit No. 3106. 

*Op. cit. supra, note 3, at 387-8. 

“Id. at 400. 

‘Summary statement supplied the Commission for Alpha Shares, Inc. 

*Tbid. 

“Op. cit. supra, note 1, Commission's Exhibit No. 3093. 

1 Ibid. 

Ibid. and id., at 19679—80. 

Ibid. 

“Ibid. and id., at 19682. 

“Id., at 19683 and Commission's Exhibit No. 3107. 
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shares of the preferred stock of Kenyon & Company, Inc. at $100 
per share.’* This company was merely the instrumentality which 
Mr. Kenyon used to facilitate his various transactions.” This stock 
was paid for by check in the amount of $8,000 dated February 14, 
1936, payable to a certain “Arnold & Co.,” and endorsed by such payee 
to Kenyon & Company, Inc. by whom it was deposited." 

The next step in the Kenyon program was the acquisition of 
Monthly Income Shares, Inc. of New York, Monthly Income Shares, 
Inc. of New Jersey, both investment companies, National Associa- 
ated Dealers, Inc., a depositor. corporation for several fixed trusts, 
and Lancaster, Havens & O’Brien, Inc., a sponsoring and distributing 
company. 


2, ACQUISITION OF MONTHLY INCOME SHARES, INC., OF 
NEW YORK, AND LANCASTER, HAVENS & O'BRIEN, 
INC. 


Monthly Income Shares, Inc., of New York was an unrestricted 
closed-end management investment company incorporated at the 
- instance of one Robert E. Lancaster under the laws of New York in 
December 1933.19 Its initial authorized capital consisted of 100,000 
shares of Class B voting stock of the par value of 10 cents per share, 
and 1,000,000 shares of Class A nonvoting stock of the par value of 
25 cents per share. Upon liquidation of the company the Class A 
stock was entitled to receive $1.00 per share plus 1%, of any assets 
which remained after the payment of 40 cents per share to the Class 
B stock. The incorporators of the company, Joseph A. Pace, George 
Shaw, Jr., and Murray A. Cobb subsequently constituted the board 
of directors, and elected themselves president, vice president, and 
secretary-treasurer of the company, respectively.*° These indi- 
viduals were nominees of Mr. Lancaster. They continued to act as 
officers and directors of the company until they were supplanted by 
Mr. Kenyon’s nominees, as will hereinafter appear. > __ 

Between December 18, 1933, and April 2, 1934, 20,000 shares of 
Class B stock were issued to Mr. Lancaster and his associates.” 

Immediately upon its incorporation the company entered into an 
agreement with Mr. Lancaster for the sale by him of 50,000 shares 
of the Class A stock to the public at a price to net the company 5) 
cents per share. The agreement also provided that Mr. Lancaster 

®Td., at 19683-4. 

WYd.. at 20069—70, and Commission’s Exhibit No. 3121; see further discussion, infra, 
pp. 343-5. 

18 Td., at 19547—-8, 19684, and Commission’s Hxhibit No. 3096. 

19Td., Commission’s Exhibit No. 3079 (p. 2). Robert E. Lancaster at March 1, 1939, 
was serving a sentence in San Quentin prison for a fraudulent securities transaction of 
which he had been convicted and sentenced in 1928 under the name of Martin Leach, 
Thus his transaction in New York under the alias of Robert E. Lancaster from 1953 to 
1938 took place while he was a fugitive from justice. (Derived from supplementary infor. 
mation material supplied the Commission for Investors Fund of America, Inc.) 

20 Woody’s Manual of Investments, Banks, etc., 1986, p. 1884. 

2 Op. cit. supra, note 1, Commission’s Exhibit No. 3079 (p. 4); see also People, etc., 1. 
Monthly Income Shares, Inc., et al., Supreme Court of the State of New York, King’s 
County (Consent Decree entered May 14, 1935), affidavit of Robert R. Wilson, Senior 
Accountant, Bureau of Securities of the New York State Department of Law, submitted in 
support of the bill of complaint, p. 51. 
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was to form a corporation to undertake the distribution of the re- 
maining 950,000 shares of the Class A stock.?? 

Thereupon, on April 11, 1934, Lancaster, Havens & O’Brien, Inc. 
was incorporated under the laws of New York, primarily as a secu- 
rities distributing company.”? Its authorized capital consisted of 
1,000 shares of common stock with a par value of $5 per share and 
5,000 shares of preferred stock with a par value of $5 per share.?4 
Two hundred shares of the common stock were issued to Robert E. : 
Lancaster, apparently being all the voting stock issued.?° i 

On May 26, 19384, Monthly Income Shares, Inc., of New York 
granted the exclusive right to distribute 500,000 shares of its Class A 
stock to Lancaster, Havens & O’Brien, Inc. For each 5,000 shares 
of this stock sold, the distributor was to receive a commission at the 
rate of 10% of the selling price, and in addition the right to buy 
5,000 additional shares at 50 cents per share.?* 

It appears that only about two-thirds of the proceeds of the sale 
of this stock to the public by Robert E. Lancaster and by Lancaster, 
Havens & O’Brien, Inc. under these distribution agreements was 
ever remitted to the corporation.” The following table shows these 
transactions: i 


| Amount re- 4 
ceived by 


At Ba AY an Number of | Gross pro- | Monthly In- ' 
Distributor ie shares sold ceeds come Shares, 
Inc., of F 

New York ] 


R. E. Lancaster (1/1/34 to 6/1934). ____________. -| $1. 00-$1. 10 50, 000 $54, 015. 36 $25, 000. 00 
Lancaster, Havens & O’Brien (6/1934 to 2/30/36) | 1. 10-1. 20 156, 181 176, 176. 62 | 128, 516. 59 
| 
fs eee 
i 
Total 


Sy eee Ee 206, 181 230, 191. 98 | 158, 516. 59 


The charter of Monthly Income Shares, Inc., of New York con- 
tained restrictions against loans to officers, directors, and holders of 
the Class B stock of the corporation; required at least 50% of the 
company’s assets to consist of cash, United States Government bonds, : 
and/or securities listed on the New York Stock Exchange or New 
York Curb Exchange; limited the investment in any one corporation 
to an amount equal to 25% of the investment company’s assets; and 
provided that dividends might be paid only out of net profits or 
earned surplus.?8 

The offering of the stock was limited to residents of the State of ; 
New York and was at prices ranging from $1.10 to $1.20 per share.” 


~ People, etc., V. Monthly Income Shares, Inc., et al., Supreme Court of the State of New 
York, King’s County (Consent Decree entered May 14, 1985), affidavit of Robert R. Wilson, 
Senior Accountant, Bureau of Securities of the New York State Department of Law, sub- 
mitted in support of the bill of complaint, p. 52. (Derived from supplementary informa- 
tion supplied the Commission for Investors Fund of America, Inc.) 

28 Tpid. 

* Ibid. ; see also op. cit. supra, note 3, at 812, and Commission’s Exhibit No. 160 thereto. 

* Op. cit. supra, note 22, at 52. 

26 Tpid. 

7 As disclosed by an examination by the office of the Attorney General of New York. 
(Ibid. ) 

*“Jd., bill of complaint, Exhibit A (p. 19). 

“Thid. and op. cit. supra, note 1, Commission’s Exhibit No. 3079 (p. 3). 
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By confining the offering to one state, Lancaster avoided the necessity 
of registration under the Securities Act of 1988. 

The distributors offered the stock by means of a prospectus, empha- 
sizing the charter restrictions set out above and in addition stating 
that the corporation would pay dividends of 1 cent per month on 
each share of stock out of earned surplus.*° It is to be noted that 
in order to pay 1 cent per month on the stock the corporation would 
have to show net earnings of 16% per annum on the proceeds of the 
sale of stock, because of the large commissions retained by the 
distributor. 

During the period from April 1934 to April 1985, Monthly Income 
Shares, Inc., of New York frequently lacked sufficient earnings to pay 
the monthly dividends. The dividends were, nevertheless, paid out 
of capital and this fact was concealed by making bookkeeping entries 
in connection with the sale of certain oil royalties by Lancaster, 
Havens & O’Brien, Inc. and Mr. Lancaster personally, so as to make 
it appear that Monthly Income Shares, Inc. had realized a profit on 
the sale of securities.** 

On May 13, 1935, Lancaster, Havens & O’Brien, Inc., consented to 
the entry of a decree by the Supreme Court of the State of New 
York enjoining them from continuing the practices set out above.* 


3. MONTHLY INCOME SHARES, INC., OF NEW JERSEY 


On May 31, 1934, a little over a month after Lancaster, Havens & 
O’Brien, Inc., was organized, Monthly Income Shares, Inc., of New 
Jersey was incorporated under the laws of New Jersey.** Its corporate 
structure and management and distribution agreements with Lancas- 
ter and Lancaster, Havens & O’Brien, Inc., were identical with those 
of Monthly Income Shares, Inc., of New York.** Sale of this corpo- 
ration’s securities was to be restricted to residents of the State of 
New Jersey, and, as in the case of the New York corporation, regis- 
tration under the Securities Act of 1983 was thereby avoided. 

Ten thousand shares of the voting Class B stock of the company 
were issued to Mr. Lancaster, instead of 20,000 as in the case of 
Monthly Income Shares, Inc., of New York.*° 


4. NATIONAL ASSOCIATED DEALERS, INC. 


In October 1934, Lancaster, Havens & O’Brien, Inc. acquired all 
the outstanding stock of National Associated Dealers, Inc., from 
White, Hodge & Company, investment dealers.** This stock con- 
sisted of 180 shares of common stock having a par value of $100 per 
share. National Associated Dealers, Inc., was at that time the depos- 
itor under a trust agreement creating a fixed trust, Trusteed New 


York Bank Shares.®? 


30 Op. cit. supra, note 22, Bill of Complaint, Exhibits A and B. 

31Td., at 54-6. 

88%d., affidavit of John R. O’Hanlon, Assistant Attorney General of the State of New 
York, pp. 35-6. 

% Op. cit. supra, note 1, Commission’s Exhibits Nos. 3081 and 38079 (p. 23) 0 

84 Tbid. 

35Td., at 19477. 

36Td., at 19697-8. 

87Td., at 19697-8. 


iol 


Immediately upon completion of the acquisition, Mr. Lancaster 
caused the authorized capitalization of National Associated Dealers, 
Inc., to be changed to provide for the issuance of 100,000 shares of 
preferred stock of a par value of 25 cents per share, and_ 100,000 
shares of common stock with a par value of 25¢ per share. The pre- 
ferred stock was to have a priority upon liquidation up to $1.60 per 
share.2® Lancaster, Havens & O’Brien, Inc. exchanged their 180 
shares of the original stock for 8,000 shares of the new common and 
8,000 shares of the new preferred stock.*® An agreement was imme- 
diately executed whereby Lancaster, Havens & O’Brien, Inc. was 
to have exclusive distribution rights for the preferred stock of Na- 
tional Associated Dealers, Inc. and to receive a commission of 20% 
on all gross sales.t° Between January 1935 and February 1986, a 
total of 29,163 shares of this stock was sold under the agreement to 
the public at approximately $1.50 per share.** 

On February 14, 1936, Donald P. Kenyon purchased from Robert 
E. Lancaster and his nominees all the voting stock outstanding of 
Monthly Income Shares, Inc., of New York, Monthly Income Shares, 

Inc., of New Jersey, National Associated Dealers, Inc., and Lancaster, 

Havens & O’Brien, Inc., for $60,000.47 By the terms of the contract 
of sale, $10,000 was paid on February 14, 1986, and $30,000 on Feb- 
ruary 19, upon completion of the transaction.* Mr. Kenyon’s notes, 
due in 30 and 60 days, in the amount of $10,000 each, were given to 
complete the payment.** ; 

On February 20, 1936 Donald P. Kenyon caused himself, his 
brother, Charles Russell Kenyon, and Norman E. Dizer, one of his 
associates, to be elected officers and directors of these four cor- 
porations.*° 


5, SALE OF STOCK OF MONTHLY INCOME SHARES, INC. 
OF NEW JERSEY TO ALPHA SHARES, INC. 


On February 19, 1936 five days after Mr. Kenyon acquired control 
of Monthly Income Shares, Inc., of New Jersey, and nine days after 
the effective date of the amendment to the charter of Alpha Shares, 
Inc. removing the investment restrictions and giving the company’s 
directors exclusive authority over investments, Mr. Kenyon caused 
Alpha Shares, Inc. to purchase from himself 5,000 shares of the 
Class B stock of Monthly Income Shares, Inc., of New Jersey for 
$5,000.4° 

This stock was worthless in terms of asset value at the time because 
its issuer did not have enough assets to meet the prior claims of the 
preferred stock.‘ 
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38 JTd., Commission’s Exhibit No. 3114. 

39 Op. cit. supra, note 22, at 59. 

40 Tbid. 

44Tbid. and op. cit. supra, note 3, at 776, and Commission's HDxhibit No. 153. 

#2 Op. cit. supra, note 1, Commission’s Exhibits Nos. 8079 (p. 7) and 3149. 

48 Tpid. 

44 Thid. 

#Id., at 19479. 

4“ Td., at 19687. 

47Louis J. Carr, the accountant for the company, testified at the Public Examination 
on Alpha Shares, Inc. (id., at 19689), that the stock had a maximum book value as of 
the date of sale of ‘‘three to five cents’ a share. Later (id., at 19690) Mr. Carr stated that 
he wanted to change his testimony on this point; that the Class B stock (of the New 
Jersey corporation) had no book value whatsoever. 
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6. SALE OF STOCK OF MONTHLY INCOME SHARES OF 
NEW YORK TO ALPHA SHARES, INC. 


On February 26, 1936, seven days after the foregoing transaction, 
and twelve days after Mr. Kenyon’s acquisition of Monthly Income 
Shares, Inc. of New York, Mr. Kenyon caused Alpha Shares, Inc., 
to purchase from him 3,000 of his shares of the Class B_ stock 
of Monthly Income Shares, Inc., of New York, for $1.50 per share, or 
a total of $4,500.48 This stock, like the Class B stock of its New 
Jersey counterpart, was without asset value at the time.* 


7. SALE OF STOCK OF NATIONAL ASSOCIATED DEAL- 
ERS, INC., TO ALPHA SHARES, INC. 


On March 5, 1936, within three weeks after Mr. Kenyon’s acces- 
sion to control of National Associated Dealers, Inc., he sold 1,000 
shares of his personal holdings of 8,000 shares of the common stock in 
National Associated Dealers, Inc. to Alpha Shares, Inc. at $2.50 
per share, or a total price of $2,500.°° At the time of the sale this 
stock was without asset value and no dividends had ever been paid 
on it. On March 10, 1936, one week later, and again, a short time 
thereafter, Mr. Kenyon repeated this transaction, each time selling 
Alpha Shares, Inc., 1,000 shares of his personal holdings in National 
Associated Dealers, Inc., for $2.50 per share,” and each time the stock 
was without asset value.*®? Thus, by three successive transactions Mr. 
Kenyon sold to Alpha Shares, Inc., 3,000 shares of the asset valueless 
common stock of National. Associated Dealers, Inc. for a total price of 
$7,500. 


8. SALE OF STOCK OF KENYON & COMPANY, INCORPO- 
RATED TO ALPHA SHARKS, INC. 


On or about April 1, 1936, within two months after he secured con- 
trol of Alpha Shares, Inc., Mr. Kenyon caused Alpha Shares, Inc. 
to purchase an additional 10 shares of the preferred stock of Kenyon 
& Company, Incorporated (of New York), one cf his personal cor- 
porations, at $100 per share, or a total of $1,000.*4 


9, RESUME OF SALES TO ALPHA SHARES, INC. 


Thus, within a period of five months after Mr. Kenyon acquired 
control of Alpha Shares, Inc., he had caused that corporation to pur- 
chase from him, for an aggregate of $26,000, seven blocks of stock in 
companies promoted by him—stocks which had no asset value at the 


48 Op. cit. supra, note 1, at 19690-1 and Commission’s Exhibit No. 3111. 

49Td., at 20060. 

> Td., at 19691—-2 and Commission's Exhibit No. 3112. 

*17Td., at 19695—8. 

*2Td., at 19693-4 and Commission’s Exhibit No. 3113. 

53 Td., at 19695-6. 

“tTd., at 19694. Kenyon & Company, Incorporated was the principal instrument 
through which Donald P. Kenyon conducted his activities during this period. Monies paid 
in to this corporation were in most cases paid out immediately to Mr. Kenyon. For this 
reason it was characterized by Mr. Dizer as Mr. Kenyon’s “conduit”. (Id., at 19738.) 
The corporation did not even have a set of books until 1936, when a set of books was 
written up to comply with a subpoena duces tecum. (Id., at 20068.) See discussion infra, 
p. 844. 
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time Alpha Shares, Inc. purchased them and which had no asset 
value at any time thereafter. 

When Mr. Kenyon secured control of Alpha Shares, Inc. on De- 
cember 10, 1935 its total assets, consisting of cash and listed secur- 
ities at market value, aggregated $42,723. By June 30, 1936 a balance 
sheet of Alpha Shares, Inc.,?° showed total assets of the company at 
497,223, consisting of about $1,200 cash and the seven blocks of stock 
in affiliates carried on a cost basis of $26,000. A note to the balance 
sheet stated that market values of these securities were not 
available.°° 

During this period, stockholders of Alpha Shares, Inc. who sur- 
rendered their shares for redemption under the open-end provision 
of the charter were paid amounts averaging $7.40 per share, and 
over 2,600 shares were liquidated at approximately this price.” On 
the basis of balance-sheet values the asset value of the stock of Alpha 
Shares, Inc., was. $6.27 at the time of Mr. Kenyon’s accession to con- 
trol in December 1935 and $6.77 at the end of June 1936. . However, 
the latter figure is based on the cost value of $26,000 of the stock 
acquired from affiliates. Since this stock had neither asset nor mar- 
ket value the actual realizable asset value at June 30, 1936 of the 
Alpha Shares, Inc. stock was six cents, a decline of $6.71 per share, 
or over 99%. 


10. SALE OF STOCK OF MONTHLY INCOME SHARES 
COMPANIES : 


On February 24, 1936, ten days after Mr. Kenyon acquired control 
of the Monthly Income Shares group, Mx. Lancaster organized Lan- 
caster, Gorman & Company, Inc. under the laws of New Jersey and 
Lancaster, Paynter & Company, Inc. under the laws of New York 
These two corporations were to act as distributors of the Class A 
stock of the Monthly Income Shares companies in the States of New 
Jersey and New York respectively.** These distributing companies 
received exclusive distribution rights and were to recelve a commis- 
sion of 2214% on the gross proceeds of all sales of the stock.” 

As of February 29, 1936, the liquidating value of the Class A stock 
of Monthly Income Shares, Inc., of New York was 77 cents per share. 
There were 206,185 shares outstanding, and the net assets of the cor- 
poration amounted to $158,267.°° The net assets of Monthly Income 
Shares, Inc. of New Jersey, as of February 29, 1936, were $85,017.44, 
and there were 88,517 shares of the Class A stock outstanding which 
thus had a net liquidating value per share of 96 cents.* 

From February 24, 1936, to July 31, 1936, a total of 710 shares of 
Class A stock of Monthly Income Shares, Inc., of New York were 
cold by Lancaster, Paynter & Company, Inc. to the residents of New 
York at prices ranging from $1.10 to $1.20 per share; while during the 


= Op. cit. supra, note 1, Commission’s Hxhibit No. 3125. 
56 Tbid. 


| Op. cit. supra, note 3, p. 411. 

38 Op. cit. supra, note 1, Commission’s Exhibit No. 83079 (pp. 10-11). 

5) ITd., Commission’s Exhibit No. 3079 (p. 13). 

60 Id., Commission’s Exhibit No. 3083. 

‘2 Op. cit. supra, note 8, at 229-30 and Commission’s Exhibits Nos. 72-5. 
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same period a total of about 1,154 shares of the Class A stock of 
Monthly Income Shares, Inc., of New Jersey were sold to residents of 
New Jersey at similar prices.°* Under the terms of the distribution 
agreements only 7714 cents of every dollar paid by the public for this 
stock went to these corporations. 

On February 25, 1936, the day after the execution of the distribu- 
tion agreements, the two distributing companies submitted to Mr. 
Kenyon drafts of prospectuses to be used in connection with the 
sale of the Class A stock of the two Monthly Income Shares com- 
panies.°* ‘These prospectuses, approved on February 27 by Mr. Ken- 
yon, contained representations that the charters of these companies 
provided (1) that no loans could be made by the corporations to any 
of their officers, directors, or Class B stockholders; (2) that at least 
50% of the corporation’s assets must consist of cash, United States 
Government and/or listed securities; (3) that not more than 25% of 
the assets of either of the corporations could be invested in the securi- 
ties of any one corporation; and (4) that all dividends of the corpora- 
tions were required to be paid out of earned surplus only. 

Despite the fact that Donald P. Kenyon had approved these repre- 
sentations, he began almost immediately upon obtaining control of 
these corporations to circumvent these charter restrictions by having 
Kenyon & Company, Inc., his dummy corporation, borrow various 
sums of money from the Monthly Income Shares companies. In or- 
der to increase the cash position of these companies and thus increase 
the amount of cash funds which he could borrow, Mr. Kenyon caused 
Monthly Income Shares, Inc., of New York to pledge practically its 
whole portfolio as collateral for loans from the Lawyers Trust Com- 
pany of New York, and from Maloney, Anderson & Block, a broker- 
age firm. The total amount borrowed from the bank and the broker- 
age firm was $109,700. The securities pledged with the Lawyers 
Trust Company were valued, on a cost basis, at $145,891.88, and with 
Maloney, Anderson & Block, on the same basis, at $12,267.50, or a 
total of $157,659.38.° All this money was immediately lent. ostensibly 
to George R. Grantham and Kenyon & Company, Inc., but actually 
to Mr. Kenyon to whom the bulk of this money was paid shortly 
after its receipt by the ostensible borrowers.*° Mr. Kenyon effected 
similar transactions with Monthly Income Shares, Inc., of New 
Jersey. 

Since March 1936 Monthly Income Shares, Inc., of New York has 
never had any earned surplus. Since April 1936 Monthly Income 
Shares, Inc., of New Jersey, has never had any earned surplus.* 
Despite the charter restrictions and the representations in the selling 
literature with respect to payment of dividends except from earned 
surplus, Donald P. Kenyon, Charles Russell Kenyon, and Norman 
I. Dizer caused each company to pay monthly dividends of 1 cent per 
share on the Class A stock of each company out of the paid-in surplus 


62 Op. cit. supra, note 1, Commission’s Exhibit No. 3079 (pp. 13-14) and Commission's 
Exhibit No. 3121 (pp. 759-60). 

688 Td., Commission’s Exhibit No. 8079 (p. 11 et seq. and Exhibits thereto). 

6 Td., at 19957 and Commission’s Exhibits Nos. 8154 and 3155. 

% Id., Commission’s Exhibit No. 3087. 

6 Td., at 19601-2 and 197388. 

67 Op. cit. supra, note 3, at 277-8. 

6 Op. cit. supra, note 1, Commission’s Exhibits Nos. 3157-8 and op. cit. supra, note 3, 
at 256-7. 
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or capital; up to and including August 29, 1936, in the case of Monthly 
Income Shares, Tne., of New York; and up to July 27, 1936 in the 
case of Monthly Income Shares, Inc., of New Jersey. 6° Tt will be 
recalled that during April, May, June, and July of this year, Lan- 
caster, Gorman & Company, Inc. and Lancaster, Paynter & Com- 
pany, Inc., were selling the Class A stock of both these investment 
companies on the representation that such dividends were being paid 
out of earned surplus pursuant to the charter provisions. 

Despite the representation as to the respective charter requirements 
that at least 50% of the companies’ assets must consist of cash and 
government or listed securities, the bulk of the assets of the com- 
panies, from February 28, 1936, until September 1936, consisted of 
accounts or notes receivable from Mr. Kenyon, his associates, or cor- 
porations that he controlled. As of June 30, 19386 Monthly Income 
Shares, Inc., of New Jersey had total assets of $171,558, of which 
$192,225 represented amounts due from Kenyon & Company, Inc.. 
$9,500 due from Grantham and Winans, $4,200 due from National 
Associated Dealers, Inc., and $9,973 due from Lancaster, Havens & 
O’Brien, Inc., a total of $138,898 due from corporations or individuals 
dominated by Mr. Kenyon.*° The total of listed securities and cash 
constituted less than 19% of this company’s assets at June 30, 1936, 
instead of 50% as required by the charter. As of July 31, 1936 
Monthly Income Shares, Inc., of New York had total assets of $225,- 
836.09. Of this total $187, 616. 83 was represented by notes and _ac- 
counts receivable from companies and individuals dominated by Mr. 
Kenyon, and only $31,337.64, or less than 14%, consisted of listed 
securities or cash, instead of 50% as required by the charter.4 This 
condition prevailed generally from May 31, 1936, until September 
1936 when pressure of the investigations caused Mr. Kenyon to 
restore the portfolios to their required condition.” 

Similarly, in violation of the charter provisions of both investment 
companies prohibiting investments im any one corporation in excess 
of 25% of the total assets of the investment companies, Mr. Kenyon 
and Ths dummy corporations were indebted to each of the Monthly 
Income Shares corporations at all times between February 29, 1936 
(about two weeks after his acquisition of the corporations) and 
November 20 of the same year, in amounts equal to or exceeding 25% 
of the assets of these investment companies respectively. For eX- 
ample, as has been indicated, as of June 30, 1936 Kenyon & Company, 
Incorporated, owed Monthly Income Shares, Inc., of New York the 
sum of $111 028. 75, which was 49.16% of the corporation’ s assets at 
that date," and as at July 31, 1936 Kenyon & Ue Inc. owed 
Monthly Tncome Shares, Inc., of New Jersey the sum of $122,225, or 
71.25% of that corporation’s assets as of the same aaa ag 


C. North Bergen Trust Company 


The third acquisition by Donald P. Kenyon was the control of the 
North Bergen Trust Company, a bank and trust company organized 


® Op. cit. supra, note 1, at 19507-8 and op. cit. supra, note 3, at 256-77. 
“ Op. cit. supra, note 1, Commission’s Exhibit No. 3083. 

7 ee Commission’s Exhibit No. 3162. 

@1d., at 20063-5. 

“Td., Commission’s Exhibit No. 3162. 

“Td., Commission’s Hxhibit No. 3083. 
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in 1926 and located in North Bergen, Hudson County, New Jersey.” 
In October 1982, the North Bergen Trust Company had fallen into 
difficulties, and 28 banks in Hudson County, New Jersey, had jointly 
contributed the sum of $120,000 to the North Bergen Trust Company 
to enable it to meet its obligations.7® In consideration of this con- 
tribution, the contributing banks received from the trust company’s 
stockholders 1,188 shares of its 1,500 shares of stock outstanding.” 
On January 1, 1934, the bank received a charter evidencing member- 
ship in the Federal Deposit Insurance Corporation. 

As of February 3, 1986 the assets of the trust company were $18,- 

430.06, or a net book value of $12.30 per share of stock."* In March 
1936 the banks holding the 1,138 shares of stock in the trust company 
agreed to sell this block to George R. Grantham, agent for Donald P. 
Kenyon, for $50,000, or about $44.13 per share. 
At the same time, the New Jersey Banking Commissioner required 
Mr. Kenyon to donate $39,000 to the surplus account of the bank in 
order to adjust the book value of the stock closer to its market 
value.®° 

On March 24, 1986 Mr. Kenyon caused Monthly Income Shares, 
Inc., of New York to lend $50,000 to Mr. Grantham, and Monthly 
Income Shares, Inc., of New Jersey to lend $36,000 to Kenyon & Com- 
pany, Incorporated, to meet his obligations in connection with the 
purchase of the bank stock. Norman E. Dizer admitted knowing that 
the funds were to be used for this purpose.** 


Q. Mr. Dizer, did you know at the time that Monthly Income Shares, Inc., 
of New York, extended a loan to George Grantham that that was going to be 
used for this purpose? 

A. Yes. 

Q. You knew that the $50,000 was going to be applied to the purchase of 
1,123 shares of stock of North Bergen Trust Company? 

A. 1 believe I did. 


Mr. Dizer further testified : ®? 


Q. Did you know, Mr. Dizer, at the time Monthly Income Shares, Inc., of 
New Jersey, extended the loan of $36,000 to Kenyon and Company in March of 
1936 that that money was going to be applied as a donation to the surplus 
of the North Bergen Trust Company as required by the bank commissioner? 

A. Yes. 


The $50,000 lent Mr. Grantham was paid to the banks for the 1,133 
shares of trust company stock, and the $36,000 lent to Kenyon & 
Company, Incorporated plus an additional $3,000, was paid into the 
trust company’s surplus account pursuant to the Banking Commis- 
sioner’s direction.®? 


™% Td., Commission’s Hxhibit No. 3101. 
7 Td., at 19584, 

7 Tbid. 

7% Td., at 19585-6. 

797Td., at 19587, 19591. 

80 Td., at 19590-1. 

81Td., at 19587-8. 

82 Td., at 19591. 

88 1d., at 15987-8, 19591. 
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1. LOANS BY NORTH BERGEN TRUST COMPANY 


Mr. Kenyon acquired control of the North Bergen Trust Com- 
pany on March 24, 1936. Within one week Mr. Kenyon had put 
Messrs. Dizer, Thayer, Grantham, and himself on the board of 
directors of the company, and thus dominated the board. On March 
28, 1936, Kenyon put through a resolution of the executive committee 
of the board authorizing the following loans: ** 


NaOMal ASsoO@iennecl IDevikerns, Ibis a ____ $20, 000 
iLAMC@AgUeIR, ISB WeMS wy OBrrem, INC. 20, 000 
Kenyon oy Conmnoainy, Iln@omnoORAIeGl 20, 000 
Wel Wileynnegerneins Clonnoeiay Pa TOTS 
Would eke ny Om sees sO TRAE PS ee Ore ate NOS 20, 000 
Charles Russell Kenyon____________ ER SIRAS SEU SEAAD_ 235UA TNS SENG 15, 000 
Mi@mmonlyy Inaveovnays, Sagas, Te, (CON NC) is 20, 000 
Monthly Income Shares, Inc. (N. J.)_---______ SORES RE ea 20, 000 
Ota a 2 ieee eae Es 


ma eeer aes) AYO ASL SPAT SY PO RE tek 9 150, 000 


The resolution did not require that the loans be secured. These 
loans were stated by examiners for the Federal Deposit Insurance 
Corporation to be in violation of the New Jersey banking laws, in that 
they were loans in which directors had an interest.*¢ Of the loans 
which the board authorized to be made to Mr. Kenyon and his 
associates, the following loans were actually made: 


Apr. 80, 19386. Kenyon & Company, Inc____ me rae so Hild, OUC,; OC 
Noe, BO, Wass, INeiiOMell Awssooiawecl IDYeeuiems, INC. 15, 000. 00 
Apr. 80, 19386) Lancaster, Havens & O’Brien, Ine__-______==== _____= 15, 000. 00 
Apr 30 slO36s) Monthlyeincomes Shanress limes (Ng Y.) ==) sae eee 15, 000. 00 
Apr. 30, 1936. Monthly Income Shares, Ine. (N. J.)----------- == === 15, 000. 00 
Nor 23}, Wo, \ivetll Wikinaeenneng COs. 12, 009. 00 
May 9, 1986. Weil Management Co________-____________ Pe ATO 0OR00 
Aug. 8, 19386. Weil Management Co____ pict ie es ee ee is ae 5, 000. 00 
Ajo, Ad, IGE, Charles Iuisselll Ikxenmyp@mi 8, 000. 00 
Aug. 38, 1986. Charles Russell Kenyon____________________ eee eS OOONOO 
oe, 272, IRB, IDoOMeUiGl 12, IX@nyOm ee ee SE eS OOOROO 
June 22, 1936, Lancaster, Gorman & Company, Inc__________________ 15, 000. 00 
Oe, B, UGS, 19, IK. SeMwatit#e 2s 5, 000. 00 
May al OS GHAR EG Olas eke ee iiekd eee ERT OL A NEA ED ee 301. 50 
Ames, Ui, ICR IOs IR, IiyMNSsiOMm 10, 000. 00 

ARO tall at TE Se ed 8 wee dee sbi ky Le BEBE oe ets ee SEE DANONE S50 


At the same meeting, the directors authorized the sale of $291,000 
of government, municipal, and high-grade industrial bonds and the 
purchase of a miscellaneous block of stocks as follows: 200 shares of 


%& The information contained in this discussion of loans of the North Bergen Trust 
Company is based largely on testimony taken in New York City before D. V. Penn, 
Supervising Examiner of the Federal Deposit Insurance Corporation on January 21-22, 
1937, In the Matter of North Bergen Trust Company. ; 

8% Weil management Co. was a corporation with which Mr. Kenyon and his associates 
were identified. 

8 Op. cit. supra, note 84, at 35. New Jersey, P. L., 1936, Ch. 181, sec. 15, as amended 
June 5, 1936. 
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Curtiss-Wright Corporation, Class A, 200 shares of Douglas Air- 
craft Company, Inc., common, 100 shares of Bethlehem Steel Corpo- 
ration, common, 1 200 shares of Chrysler Motors Corporation. The 
bonds were sold and all the stocks purchased pursuant to the resolu- 
tion, except 100 shares of Chrysler Motor Corporation. 

In addition to these loans, the account of Kenyon & Company, 
Incorporated with the North Bergen Trust Company showed an 
overdraft of $5,500 from June 15, 1936, to September 18, 1936; the 
account of Monthly Income Shares, Inc., of New Jersey showed an 
overdraft of $5,000 from July 3 to J uly 6, 1936; and the account of 
Monthly Income Shares, Inc., of New York showed an overdrati 
of $4,000 from July 8 to J uly 9, 1936. 

The report of an examination of the bank by the Federal Deposit 
Insurance Corporation examiners in the latter part of September 
1936 indicated a capital impairment of about $113,000 as a result of 
these practices. No information is available to indicate the amount 
which was repaid on these loans. The important element in connec- 
tion with this report on Mr. Kenyon’s activities is the fact that he 
-used a substantial part of $169,000 of funds obtained from the bank 
to facilitate his activities in connection with the various companies 
- that he controlled.*" 


D. Universal Shares, Ltd., United Sponsors, Inc., et al. 


The fourth group of acquisitions by Mr. Kenyon consisted of the 
following investment and sponsoring companies and fixed invest- 
ment trusts: 

(a) Universal Shares, Ltd., a sponsor-holding company which 
owned or controlled: Trustee Standard Shares, Inc., depositor for 
fixed trusts known as Trustee Standard Investment Shares, Series C, 
and Trustee Standard Investment Shares, Series D; Standard Oil 
Shares, Inc., depositor for fixed trusts known as Trustee Standard 
Oilshares, Series A, and Trustee Standard Oilshares, Series B; Amer- 
ican Composite Shares Corporation, depositor for American Com- 
posite Trust Shares, Cumulative Series, a fixed trust; and Invest- 
ment Trust of New York, Inc., depositor for Collateral Trustee 
Shares, Series A, a fixed trust; 

(b) United Sponsors, Ine. (formerly Corporate Securities, Inc.), 
a sponsor-holding company for Investors Fund of America, Inc. 
(formerly Cor porate Securities Fund, Inc., an investment company) ; 

(c) United Standard Oilshares Corporation, a sponsor-holding 
company for United Standard Oilfund of America, Inc., an invest: 
ment company ; 

(d) Harriman Investors Fund, Inc.; and 

(ec) Interstate Investors, Inc., management investment companies, 

Universal Shares, Ltd., was incorporated 1 in 1983 under the laws of 
Delaware for the purpose of owning, controlling, and_ sponsoring 
various investment trusts and companies, primarily the fixed invest- 
ment trust type.8® The organizers of this company were Harold 
Espey and his associates. Shortly after the organization of the com- 

87 On April 19, 1937, control of the bank passed to a group of residents of North Bergen 


(Op. cit. supra, note 84; see also op. cit. supra, note 1, at 19592-3.) 
88 Op. cit. supra, note 1, at 19436-7. 
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pany, Lucian A. Eddy, who had been a vice president of the Equi- 
table Trust Company of New York, became an officer and director 
of the company.®? 

At about this time Corporate Equities, Inc., a holding company 
organized Corporate Securities, Inc., a distributing company.®® All 
the stock of Corporate Securities, Inc. was issued to Corporate Equi- 
ties, Inc. or its nominees. Corporate Securities, Inc., received the 
contract to distribute the shares of and manage Corporate Securities 
Fund, Inc., an open-end restricted management investment company, 
which had also been organized by the same predecessor sponsor 
group. Under these agreements, Corporate Securities, Inc. received 
a management fee equal to 14 of 1% on the daily average value of 
the fund, and a distribution commission of 914% of the asset value 
of the shares sold.°* 

The investments of Corporate Securities Fund, [nc., the invest- 
ment company, were to be limited to listed securities, government 
bonds and securities of banks and investment companies whose port- 
folios were composed of listed, government, or bank securities. Not 
more than 5% of the company’s assets were to be invested in secu- 
vities of any one issuer. The authorized capital of the company con- 
sisted of 20,000,000 shares of stock of the par value of 25 cents per 
share.’ The First National Bank of Jersey City became trustee 
and depositary for the property of the company immediately upon 
the organization of the latter.®* 

In November 1933, all the stock of Universal Shares, Ltd. was placed 
ina voting trust with Messrs. Spies, Eddy, and one John F. O’Ryan as 
the voting trustees.°* On May 2, 1934, Universal Shares, Ltd. acquired 
all the common stock of Corporate Securities, Inc., the distributing 
company, from Corporate Equities, Inc. for $25,000, in cash,®* and 
promptly changed the name of Corporate Securities, Inc., to United 
Sponsors, Inc., and the name of the investment company, Corporate 
Securities Fund, Inc. to Investors Fund of America, Inc.°* 

On February 8, 1935 the same group (Messrs. Spies, Hillyer, Eddy, 
Espey, and O’Ryan) incorporated under the laws of Delaware an- 
other investment company, United Standard Oilfund of America, 
Inc. and its sponsor, manager, and distributor, United Standard Oil- 
shares Corporation.*” The investment company was identical in 
structure with the Investors Fund of America, Inc., formerly 
Corporate Securities Fund, Inc., except that its portfolio was to be 
limited to oil stocks. The sponsor, United Standard Oilshares 
Corporation was identical in structure with United Sponsors, Inc.°* 
The stock of United Standard Oilshares Corporation was issued to 
Universal Shares, Ltd.°%° The authorized capital of the United 


89 Td., at 19487. 

%Td., at 19434-6 and Commission’s Exhibit No. 8066. 

2Td., at 19487-40 and Commission’s Exhibits Nos. 3067 and 3068. 

"Td., at 19435-6, 19444, and Commission’s Exhibit No. 3066. 

*®Td., at 19448-9. 

*Td., at 19445. 

%Td., at 19437. 

%®Td., at 19435-6. 

“Td., at 19448-4, 20078; see also summary statement supplied the Commission for 
United Standard Oilfund of America, Inc. 

*® Op. cit. supra, note 1, at 194434. 

"Td. at 19446, and Commission’s Exhibit No. 3104. 
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Standard Oilfund of America, Inc. consisted of 20,000,000 shares of 
common stock of the par value of 25 cents per share.*°° 

Prior to the commencement of the distribution campaign of the 
stock of these two investment companies, Investors Fund of America, 
Inc., and United Standard Oilfund of America, Inc., contracts were 
entered into between the two sponsoring companies, United Sponsors, 
Inc., and United Standard Oilshares Corporation, and Estate Ad- 
ministration, Inc., a corporation controlled and managed by one 
George F. LeBlane and one W. L. Wirblauer, under the terms of 
which Estate Administration, Inc. became the investment admuinis- 
trator for the two investment companies with mandatory powers over 
their portfolios.**? 

In May 1934 and February 1935, respectively, Universal Shares, Ltd. 
caused the two sponsoring corporations, United Sponsors, Inc. and 
United Standard Oilshares Corporation, to authorize the issuance of 
debentures in the principal amounts of $100,000 each, to be sold to 
the public. Both these debenture issues were to be retired out of a 
sinking fund which was to be created by the payment of 1% on the 
gross sales price of the stock of the investment companies. The inden- 
tures for these debentures, the debentures themselves, and the pros- 
pectuses used in connection with the sales of these debentures, all 
provided that the distribution contracts could not be assigned or can- 
celed without the consent of the holders of the majority of the deben- 
tures outstanding. These debentures were all sold to the public by 
Dwelly, Pearce & Company, Inc., investment bankers, United Spon- 
sors, Inc., and United Standard Oilshares Corporation.*° 

About 3,000,000 shares of the stock of Investors Fund of America, 
Ine. were sold to the public at prices ranging from 82 cents to $1.20 
per share from the date of its organization through June 10, 1986. On 
June 10, 1936, Investors Fund of America, Inc. had total assets of 
$2.939,791.1°* About 240,000 shares of the stock of United Standard 
Oilfund of America, Inc. were sold during the same period at prices 
ranging from $1 to $1.50.°% On June 10, 1936, United Standard Oil- 
fund of America, Inc. had total assets of $250,517.7°° Dwelly, Pearce 
& Company, Inc. supervised distribution of these shares until 1935, 
when Dwelly, Pearce & Company, Inc. terminated its connection with 
the distribution which was thereafter carried on actively by United 
Sponsors, Inc. and United Standard Oilshares Corporation, 
respectively. 

During the period from June 1933 to June 1936, Universal Shares, 
Ltd. acquired control of a number of depositors of fixed investment 
trusts: Trustee Standard Shares, Inc., depositor for Trustee Standard 
Investment Shares, Series C, and Trustee Standard Investment Shares, 
Series D; Standard Oilshares, Inc., depositor for Trustee Standard 
Oilshares, Series A, and Trustee Standard Oilshares, Series B; Amer- 
ican Composite Shares Corporation, depositor for American Compos- 


100 Tq. at 19444; see also summary statement filed with the Commission for United 
Standard Oilfund of America, Inc. 

101 Op. cit. supra, note 1, at 194388-40, 19444—-5, and Commission’s Exhibit No. 3069. 

12 Td., at 19441-2, 19447-8, and Commission’s Hxhibits Nos. 3070 and 38072. 

103 Tq., Commission’s Hxhibit No. 3105. 

104 Td., at 19446-7. 

105 Td., Commission’s Exhibit No. 3105. 
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ite Trust Shares, Cumulative Series; Investment Trust of New York, 
Inc., depositor for Collateral Trustee Shares, Series A.1°° Most of 
these trusts had been created under the sponsorship of Dwelly, Pearce 
& Company, Ine.1°%7 The holders of the shares of these fixed investment 
trusts were solicited to exchange their shares for shares of Investors 
Fund of America, Inc., and United Standard Oilfund of America, Ine., 
the two management investment companies. Numerous holders were 
induced to exchange their shares.1°° 

Toward the end of 1935 and the early part of 1936, United Sponsors, 
Inc. and United Standards Oilshares Corporation became short of 
funds, due to the burden of salaries and overwriting agreements in 
favor of certain of the officers and voting trustees,1°° and the manage- 
ment apparently became receptive to any arrangement which would 
furnish additional funds. 

In May 1936 Mr. Espey, one of the original sponsoring group, sold 
his voting trust certificates, representing 12%, 500 of the 500 0000 shares 
of outstanding stock in the controlling company, Universal Shares, 
Ltd. to Donald P. Kenyon for $20,000 cash.17° Mr. Espey agreed to 
sever his connection with Universal Shares, Ltd. and to use “his best 
efforts to obtain the resignation of the voting trustees. Since the 
asset value of Mr. Espey’s “stock did not exceed approximately $12,750, 
Mr. Espey received from Mr. Kenyon approximately $8,000 in excess 
of the asset value of the shares. Mr. Espey represented to Mr. Ken- 
yon that this block constituted control of Universal Shares, Inc. and 
its subsidiaries. However, Mr. Kenyon later discovered "that this 
block did not represent control.1*? He thereupon, on June 10, 1936, 

paid the sum of $40,000 to Murray R. Spies, who agreed to resign as 
: voting trustee and to secure the resignation of Lucian A. Eddy as a 
voting trustee. Mr. Spies resigned all offices and directorates in the 
various corporations and executed a release for all claims against the 
company for back salary, overwriting commissions and advances.1? 
Mr. Spies paid Mr. Eddy $2,000 for his resignation as voting trustee.11% 
The agreement between Mr. Kenyon and Mr. Spies further provided 
that Mr. Spies would not interfere with Mr. Kenyon’s operation of 
Universal Shares, Ltd. and its subsidiaries, and that Mr. Spies would 
not represent stockholders of any of the companies in any action 
avainst Mr. Kenyon. The agreement provided : !*4 


* * * The Party of the Second Part [Spies] hereby represents that he will 
not, at any time hereafter, take any steps, directly or indirectly, or perform any 
act, and will not in any way interfere with the Party of the First Part [Kenyon] 
being able to acquire any existing obligations of any of the above companies at 
such prices as Said Party of the First Part may be able to acquire same, and 
that said Party of the Second Part will not in any way interfere with, directly 
or indirectly, with the business or alffairs of any of said corporations, so long as 


16 Td., at 19959-60, et seq., 19436-7, and Commission’s Exhibit No. 3104. 

107 Td., at 19967. 

08 Td., at 19965, 199712 

109 Td., at 19449—50. 

10 Td., Commission’s Exhibits Nos. 3159 and 3160. 

1 Td., at 19868—9, 19978. 

12 Td., at 19452-3, and Commission’s Exhibit No. 3078. 

13 Jd., at 19453. Mr. O’Ryan was also induced to resign by Mr. Kenyon. (ibid.) 
4 Tqd., Commission’s Exhibit No. 3073. 
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the Party of the First Part shall be the owner and in control thereof. (Inter- 
ference as herein defined is as follows:) “to enter into or take part in the con- 
cerns of the Party of the First Part and the affiliated companies mentioned 
herein, especially to prevent some act taken, or contemplated by the Party of the 
First Part, or the affiliated companies.” 


8 % % 3 eo 3 ** 


The Party of the Second Part [Spies] represents and agrees that he will not 
accept a retainer to act as the Attorney, Agent, or representative of any of the 
stockholders or security holders of the several corporations hereinabove named, 
and/or the affiliates thereunder. 


Thus for a consideration Messrs. Spies and Eddy, who personally 
owned few if any of the shares of stock or voting-trust certificates 
of Universal Shares, Ltd. and its subsidiary investment companies, 
abdicated their position as voting trustees and turned over the man- 
agement and control of these companies to Mr. Kenyon. The stock- 
holders who were the beneficial owners of the assets of these enter- 
prises were never consulted or even informed about the transfer of 
control of their companies to Mr. Kenyon prior to this transfer. In 
addition, Mr. Spies agreed, as soon as he formally gave up his posi- 
tion as a fiduciary of the stockholders, not to oppose any of Mr. 
Kenyon’s future acts. 

Shortly after June 10, 1936, the date of the payment to Mr. Spies, 
the constituency of the control group was entirely changed. Donald 
P. Kenyon, George R. Grantham, and Harry S. Thayer became offi- 
cers and directors of Universal Shares, Ltd., United Sponsors, Inc., 
and United Standard Oilshares Corporation, ‘and of the various other 
companies.‘ Messrs. Eddy and Keppler were the only two of the 
original regime who were retained. Mr. Eddy became ee 
and general manager of Investors Fund of America, Inc. under 
five-year contract ‘which called for compensation to him of about 
$15,000 per year, and a five-year contract to act in a similar capacity 
for United Standard Oilfund of America, Inc. for $5,200 per year, 
or a total of $20,200.%* This new compensation of Mr. Eddy was 
substantially more than he had been receiving.1” 


SALE OF STOCK OF MONTHLY INCOME SHARES, INC., 
ETC., TO INVESTORS FUND OF AMERICA, INC. 


On June 15, 1936, Donald P. Kenyon had his attorney, Samuel 
Sobel, amend the charters of Monthly Income Shares, Inc., of New 
Jersey and Monthly Income Shares, Inc., of New York, to authorize 
a new class of stock for each of these. corporations, consisting of 
500,000 shares of Class AA preferred stock for each company, of the 
par value of 25 cents per share.“® This stock in each case was made 
subordinate to the outstanding Class A stock sold to the public, both 
as to dividend and liquidation priorities, but senior to the Class B, 
voting stock held by the controlling interests.11° After this amend- 

us Td., at 194538-4, 19455-6, and Commission’s Exhibit No. 3074. 

46 Td., at 19453-5. 

oT Tbid. 


118 Td., at 20008, et seq., and Commission’s Exhibits Nos. 8081 and 3082. 
119 Tbid. 
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ment, the authorized capital of each of Monthly Income Shares com- 
panies was as follows: 


Class A | Class AA cea 

shares shares sins 
Monthly Income Shares, Inc., of New York____._-_---_____-__-_-__- 1, 000, 000 500, 000 100, 000 
Monthly Income Shares, Inc., of New Jersey__.....-.------------_- 1, 000, 0C0 500, 000 100, 000 


On June 18, 1936, eight days after Mr. Kenyon had secured con- 
trol of Investors Fund of Americ ‘a, Inc. and three days after the 
charter amendments of the Monthly Income Shares companies, Mr. 
Kenyon called a meeting of directors of Investors Fund of America, 
Inc., at which he recommended that the corporation purchase at $1. 0c 
per share 115,000 shares of Class AA stock of Monthly Income Shares, 
Inc., of New J ersey and 135,000 share of Class AA stock of } Monthly 
Income Shares, Inc., of New York.2° The directors adopted this 
recommendation and purchased these shares. At the meeting, Mr. 
Kenyon submitted two statements purporting to show that each of 
the Monthly Income Shares companies had portfolios composed of 
listed securities as of the date of the meeting.*2*. As a matter of fact 
over 80% of the assets of each of these two companies consisted of 
notes and accounts receivable due from Kenyon & Company, Incorpo- 
rated, and other individuals and corporations controlled by Donald 
P, Kenyon, all of which notes. and accounts were unsecured.!?? Mr. 
Kenyon further represented that the Class AA stock, which he pro- 
posed that Investors Fund of America, Inc. purchase, was the senior 
issue of the respective companies and had priority over all the other 
securities of their respective issuers. Lucian A. Eddy testified that 
these representations were made: 17° 


Q. Did Mr. Kenyon at the time these purchases were authorized by the 
Board of Investors’ Fund make any representations with respect to the prefer- 
ence of this stock? 

A. He did. He indicated to us that it was a preferred stock as called. 

Q. Did he explain to you that each of the Monthly Income Shares corpora- 
tions had other outstanding stock? 

A. Yes; subordinate to that. 

(. But he represented that this new preferred stock was senior to the other 
outstanding issues? 

A. That is right; he did. 

@. You say it was on the basis of Mr. Kenyon’s representation relative to these 
three blocks of. stock that the directors of Investors’ Fund authorized the 
purchase thereof. 

A, And entirely on his recommendation and representations. 


As a matter of fact, the Class AA stock of both corporations were 
subordinate to the Class A stock and were without asset value at the 


20 Td., at 19457—9, 19460, and Commission’s Exhibits Nos. 3075 and 3076. 

2 Tbid., and Commission’s Exhibits Nos. 3075 (Schedule A), 8076, 3077, and 3078 
Td... at 19480-4. 

**Td., at 19461. 
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time of the purchases. Louis J. Carr, accountant for the companies, 
testified : 124 

Q. So that on June 30, 1936, since the outstanding Class A stock has prior 
rights of liquidation up to $1.50 a share, the Class AA preferred stock at that 
time was worthless. Is that correct? 

A. That is correct. 

Q. That is on June 30, just twelve days after Investors’ Fund of America 
paid $135,000 for 135,000 shares of the Class AA stock? 

A. That is right. 

Q. Can you testify from that sheet, Mr. Carr, as to the net book value of the 
Class A stock of Monthly Income of New York as of May 31, 1936? 
. Sixty-two cents per share. 7 
And as of July 31, 1936? 
$1.06 per share. 
. As of August 31, 1986? 
. $1.05 per share. 
. As of September 2, 1936? 
. $1.06 per share. 
. So that at no period up to September 2, 1936, did the Class AA preferred 
stock have any book value whatsoever? 
PAY Rhatvishright: 


Mr. Eddy, president of Investors Fund of America, Inc., approved 
the purchase of the “AA” stocks of the Monthly Income Shares com- 
panies on these representations of Mr. Kenyon, without making any 
attempt to verify the relative priorities of the “AA” stocks and with- 
out insisting on an independent audit of the securities held by the 
Monthly Income Shares companies. Mr. Eddy testified.’ 


Q. At the time of the purchase just referred to [the North Bergen Trust 
Co. stock] Mr. Eddy were you taking orders from Donald P. Kenyon? 

A. I wasn’t supposed to be taking orders but he was running the business 
without consulting me. 


Mr. Eddy testified further: **° 


Q. * * * Mr. Eddy, as I understand it, the company of which you were 
president bought Monthly Income Shares of New Jersey stock. 

A. The preferred stock. 

Q. At the time the preferred stock was purchased, did they show you the 
schedule of securities? 

A. Yes. 

Q. And that is the one that was signed by Kenyon? 

A. That is right. 

Q. Did you know where the securities were kept, who had custody of the 
Monthly Income Share securities? 

A. I think at that time he represented that the North Bergen Trust Com- 
pany was custodian. 

Q. Did you call the North Bergen Trust Company and ask them if they 
were there? 

A. We did not. 

1241d., at 19501-2. 


125 7q., at 19456. 
261d., at 19487—92. 
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Q. This schedule which purports to set forth the securities in the portfolio 
of Monthly Income Shares of New Jersey was not certified by an accountant, 
was it? 

A. No. 

Q. It was not certified by the bank? 

A. No. 

Q. It was just signed by Charles Russel Kenyon? 

A. That is right. 

@. And you were president when you bought these just on his original 
representation that that is what they had. 

A. It would appear that way * * * 

Q. So they told you they had $75,000 worth of securities. They gave a 
piece of paper signed by Mr. Kenyon and that was all right with you? 

A. Yes. 

Q. You didn’t call the depository to see if they had them—you had no ac- 
countant go over them? 

A. No. 

Q. Did you call up the accountant for Monthly Income Shares and say “I 
have got a certificate here signed by Mr. Kenyon saying there are $75,000 
worth of blue chips here, do you know whether he has them’’? 

A. No; I didn’t do that. 

Q. Mr. Eddy, before you approved of the purchase of the Monthly Income 
Class “AA” preferred stock, did you examine the charters of the Monthly Income 
Shares Corporation ? 

A. No. 

Q. To determine its priority or inferiority in liquidation? 

A. No. 


Similar representations were made to the custodian for the assets 
of Investors Fund of America, Inc., the First National Bank of Jersey 
City, as to the stock proposed to be purchased.127 This bank was not 
affiliated with Mr. Kenyon, and officers of the bank insisted that the 
corporation comply with the terms of the trust agreement and procure 
the written approval of the investment manager of the fund, Estate 
Administration, Inc.*8 Upon being approached by Mr. Kenyon’s 
representatives for such approval the officials of Estate Administra- 
tion, Inc. refused to approve the purchases because they were not 
convinced that the stock was what it purported to be.129 

On June 20, 1936, Mr. Kenyon removed this obstacle by the payment 
to Estate Administration, Inc., of $20,000 to cancel its contract with 
Investors Fund of America, Inc., and thereby surrender its mandatory 
powers over the corporation’s investment policy.%° Two days later, 
Mr. Kenyon hired one Edward Embree, an acquaintance, to act as in- 
vestment administrator for a period of only 30 days.*+ | Mr. Embree 
was given the mandatory powers formerly possessed by Estate Admin- 
 211d., at 19563. 

"Id, at 19555-9. 

~1d., at 19539. 

0 Td., at 19659-60, 

™ Id., at 19510-19 and Commission’s Exhibits Nos. 3088 and 38089. Mr. Hmbree testi- 


fied that he had been an analyst, statistician, and investment counsel with various organi- 
zations since 1914, (Id., at 19510.) 
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istration, Inc., including the power under the custody agreement to 
approve portfolio purchases for Investors Fund of America, Ine." 
As soon as this agreement with Mr. Embree was signed, Mr. Kenyon 
paid Embree $500 in cash and handed him, for his signature, certain 
typewritten letters directed to the First National Bank of Jersey City, 
trustee, approving the proposed purchases of Class AA stock of the 
two Monthly Income Shares companies."** The letters were on the 
stationery of “Edward Embree & Company,” an organization of which 
Mr. Embree stated he had never heard, and which never existed before 
or at the time Mr. Embree signed the letters. Mz. Embree testified : 


Q. Will you explain that, please? What is the origin of Edward Embree & 
Company ? 

A. Prior to Mr. Kenyon’s arrival, I had never heard of Hdward Embree & Com- 
pany, and when Mr. Kenyon brought down Edward Embree & Company letter- 
heads, these letterheads on which these letters were written—— 

Q. (Interposing.) He brought that stationery with hiny? 

A. He did. 

Q. On June 22nd? 

A. That is right; and I said, “I have not formed any Edward Embree & Com- 
pany.” He said at that time, “Well, your wife can be a member of the company,” 
and said, “That can be fixed up later.” 

Q. What did he mean by “fixed up’? 

A. That is, formally registered, the name Edward Embree & Company. 

Q. As a trade name or incorporated? 

A. As a trade name, which I did later. 

* aK * * * * * 

Q. The name originated entirely with Donald P. Kenyon. Is that correct? 

A. Yes; it is. 


One more provision of the charter of Investors Fund of America, 
Inc.,."** and the custody agreement '° had to be circumvented before 
Mr. Kenyon could complete this transaction: all purchases and sales 
for the account of the corporation had to be executed by a member of 
the New York Stock Exchange. Neither Kenyon & Company, Inc., 
which ostensibly acted as the brokers for the Monthly Income Shares 
corporations, nor any of the Kenyon companies or individual asso- 
ciates were members of the New York Stock Exchange. Accordingly, 
the firm of Guttenstein & Lasdon, members of the New York Stock 
Exchange, through their partner, one Harry Pasternak, was secured 
as brokers in the sale of the Class AA stock of the two Monthly In- 
come Shares corporations to Investors Fund of America, Inc. A 
commission or fee of $2,500 was paid to this firm for the service.’ 
The stock was thereupon purchased; the checks in payment therefor 
in the respective amounts of $136.350 and $116,150 were issued and 
= 

188 Thid, 

184 Tq, at 19521-2 and Commission’s Exhibit No. 3090. 

185 Td., Commission’s Exhibit No. 3066. 

136 Tq,, Commission’s Hxhibit No. 3097, Article II, sec. 2.05, p. 9. 

137 Beeause of provisions in the charter of Alpha Shares, Inc., requiring purchases and 
sales for that company’s portfolio to be made through a member of the New York Stock 
Ixchange, Mr. Kenyon had come to an understanding with Mr. Pasternak, acting for 
Guttenstein & Lasdon, whereby the latter would ‘‘clear’’? these purchases and thus comply 


with the charter provisions. (Id., at 19700—-9.) The instant transaction was simply one 
of a series. (Id., at 19709—11.) 
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delivered to Guttenstein & Lasdon and endorsed by them to Kenyon 
& Company, Inc.%* Although Kenyon & Company, Inc., was acting 
as broker for both Monthly Income Shares corpor ations, the money 
was never turned over to these corporations. The proceeds were ac- 
counted for by Kenyon & Company, Ine. > OT charging commissions of 
$56.250, or 2214 % of the selling price of the Class AA preterred stock, 
and setting up the balance on the books of the Monthly Income Shares 
corporations as accounts receivable due from Kenyon & Company, 
which accounts receivable were unsecured. With reference to the 
application of the proceeds, Mr. Dizer testified : 1° 

@. You were treasurer of Monthly Income Shares of New York at this time? 

A. I was. 

Q. Do you recall whether or not Monthly Income Shares of New York received 
$135,000 in cash; that is, the proceeds of the sale of this stock from Investor’s 
Fund of America? 

A. They did not. 

Q. Isn’t it true, Mr. Dizer, that prior to this sale Monthly Income Shares 
of New York entered into a contract with Kenyon and Company, Inc., pursuant 
to Which Kenyon and Company, Inc., was given exclusive rights to the distri- 
pution of the Class “A” preferred stock? 

A. I believe there was. . 

Q. And also pursuant to that distribution contract, wasn’t Kenyon and Com- 
pany entitied to a 224% percent commission on all sales effectuated? 

A. I believe that is right; yes. 

Q. Soe that, would you say 2214 percent of the $135,000 went to Kenyon and 
Company, Inc., as their brokerage commission? 

A. Yes. 

Q. And the other 77144 percent, you say, was never received by Monthly 
Income Shares, Inc., of New York? Was it set up as an account receivable 
on the books ef Monthly Income Shares, Inc., of New York, do you know? 

A. It was. 

Q. An account receivable from Kenyon and Company, is not that correct? 

A. Right. 

Q. Are you also familiar, Mr. Dizer, with the sale of 115,000 shares of Class 
“SA” preferred stock of Monthly Income Shares, Ine., of New Jersey to In- 
yestor’s Fund of America as of June 26, 1936? 

AL, Ji yao, 

Q. And you are aware of the fact that Investor’s Fund of America paid 
$115,000 fer that stock? 

A. I am. . 

Q. And isn’t it true that Kenyon and Company had a similar distribution 
contract with Monthly Income Shares, Inc., of New Jersey, pursuant to which 
it was entitled to exclusive rights of the distribution of the Class “A” stock 
ad also under which it was entitled to a commission of 2214 percent upon 
ach sale effected ? 

A. I believe that is right. 

Q. So that Kenyon and Company received 2214 percent of $115,000 as its 
brokerage commission upon this. sale? 

A, Wneve mg wasnt, 


88 Op. cit. supra, note 1, at 19711—26, and Commission’s Exhibits Nos. 8099 and 3100. 
19Td., at 19608-10. These accounts were paid after the company had been thrown into 
receivership by the Attorneys General of New York and New Jersey, respectively. (Id., at 
19611.) : 

15337: 
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Q. And the other 77% percent, was that set up as an account receivable also. 
upon the books of Monthly Income Shares, Inc, of New Jersey? 

A. It was. 

Q. As an account receivable from Kenyon and Company? 

A. Right. 


By this transaction Investor’s Fund of America, Inc. received prac- 
tically worthless preferred stock of corporations the market value 
of whose assets was less than 20% of their book value. After paying 
$20,000 to Estate Administration, Inc. to eliminate its opposition to 
the purchase, and paying $500 to Edward EK. Embree to act ostensibly 
as investment manager to approve the purchase and paying $2,500 to 
Guttenstein & Lasdon as brokers, Mr. Kenyon appears to have taken 
about $227,000 as the net proceeds of the sale by Monthly Income 
Shares corporations of their Class AA stocks to Investors Fund of 
America, Inc. 


9. SALE OF STOCK OF NORTH BERGEN TRUST COMPANY 
TO MONTHLY INCOME SHARES, INC., OF NEW JERSEY 


On May 25, 1936 Mr. Kenyon caused Monthly Income Shares, Ine., 
of New Jersey, to accept, in partial satisfaction of the indebtedness to 
that investment company of Kenyon & Company, Inc., 300 shares of 
his stock of the North Bergen Trust Company at $115 per share for a 
total of $34,500.14° Later Mr. Kenyon caused Monthly Income Shares, 
Inc., of New Jersey, to accept an additional block of 50 shares of the 
North Bergen Trust Company at $115 per share for a total of $5,750, 
which was also to be applied against the indebtedness of Kenyon & 
Company, Inc.1*t As has been previously indicated, this bank stock 
had been bought by Mr. Kenyon on March 24, 1936, about two months 
prior to the above transactions. At that time the former management 
of the bank had appraised the value of the stock at $12.80 per share 
plus its proportionate share of $39,000 cash contributed to the surplus 
account of the bank by Monthly Income Shares, Inc., of New Jersey, 
through Mr. Kenyon. On this basis the bank stock had a_value in 
May 1936 of about $38.30 per share, or about $5.83 less than Mr. Ken- 
yon paid for the stock, and $76.70 per share less than the price at which 
Mr. Kenyon sold it to the investment company.* 


3. SALE OF STOCK OF NORTH BERGEN TRUST COMPANY 
TO INVESTORS FUND OF AMERICA, INC. 


On June 18, 1986, eight days after Mr. Kenyon acquired control 
of Investors Fund of America, Inc., and at a meeting of directors held 
the same day as the meeting at which he caused that company to pur- 
chase the Monthly Income Shares stock, he also caused his dummy 
board of directors to purchase 350 shares of the stock of North Bergen 

40 Op. cit. supra, note 1, at 19605-7. Op. cit. supra, note 3, at 859-60 and Exhibit 
No. 145-B. 

141 Thid. 

142 See discussion, supra, pp. 321-4. It will be recalled that Mr. Kenyon had purchased 
this bank stock with funds borrowed from both the Monthly Income Shares corporations. 
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Trust Company at $115 per share.**® Mr. Kenyon was faced with the 
same obstacles in consummating this transaction as confronted him in 
the sale of the stock of the two Monthly Income Shares corporations to 
Investors Fund of America, Inc. These obstacles were provisions in 
the trust agreement with the First National Bank of Jersey City, New 
Jersey, Trustee, requiring (a) the approval of Estate Administration,. 
Inc., for all purchases of securities for the corporation, and (b) that 
all purchases of securities be made through a New York Stock Ex- 
change firm. Mr. Kenyon solved this problem at the same time and. 
by the same device used in the sale of the stock of the Monthly Income 
Shares corporations. As has been previously indicated, “Edward 
Embree & Company” was substituted for Estate Administration, Inc., 
after his contract with the latter had been canceled in consideration of 
the $20,000 and Mr. Embree was paid the $500 for his services as invest- 
ment administrator for 30 days.14* The approval of Mr. Embree of the 
purchase of the North Bergen Trust Company stock was thereupon 
secured; and these purchases were cleared through Guttenstein & 
Lasdon to meet the applicable charter requirement. Investors Fund 
of America, Inc., paid $40,250 for the North Bergen Trust Company 
stock, the check for this amount being issued by the First National 
Bank of Jersey City, Trustee, to Guttenstein & Lasdon, who in turn en- 
dorsed it to Kenyon & Company, Inc., Kenyon’s corporate “conduit.” 148 


4 REMOVAL OF CHARTER RESTRICTIONS IN INVES- 
TORS FUND OF AMERICA, /INC., AND CANCELATION 
OF DISTRIBUTION AGREEMENT 


Because of the difficulty Mr. Kenyon had met in his plan to place the 
stock of the Monthly Income Shares companies into the portfolio of 
Investment Fund of America, Inc., he decided, on or about June 20, 
1936, to amend the charters of Investors Fund of America, Inc. and 
of United Standard Oilfund of America, Inc. He accordingly called 
a meeting on July 3, 1936, of a number of dealers who had been dis- 
tributing the stock of these two corporations and submitted to them 
proposed charter amendments which would remove all restrictions 
upon the management.*° Some of the dealers protested both the pro- 
posed change and the recent acquisition by Investors Fund of America, 
Inc. of the Class AA stock of the two Monthly Income Shares cor- 
porations.4* Despite these dealers’ objections, notices of a meeting to 
be held on July 21, 19386 were sent to stockholders of Investors Fund 
of America, Inc. and United Standard Oilfund of America, Inc. 
These notices contained, among other things, the statement that the 
stockholders’ investments would be much better protected under the 
proposed amended charter.*** 

1483 Op, cit. supra, note 1, at 19455f and Commission’s Exhibit No. 3074. 

14 Td., at 19510-19 and Commission’s Exhibits Nos. 3088 and 3089, and see discussion, 
supra, pp. 328-34. : 

45 Op. cit. supra, note 1, at 19571 and Commission’s Exhibit No. 3098. 

40Td., at 19749-50, 

uTTd., at 19750. 

us Td., at 19750f and Commission’s Exhibit Nos. 3122 and 3123. 
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On July 20, 1936, Mr. Kenyon effected a settlement with the object. 
ing dealers 149) by causing Investors Fund of America, Inc. and United 
Standard Oilfund of America, Inc. to repurchase any stock which 
had been sold by the objecting dealers at a stipulated price. In con. 
sideration of these purchases the dealers in effect agreed to vote for the 
proposed amendments.*°° With the dealers’ opposition thus elimi. 
nated, the amendments giving the directors unrestricted authority over 
the corporations’ policies were passed at the meeting of stockholders 
of the respective companies held on July 21, 1986, and the last tech. 
nical obstacle to Mr. Kenyon’s complete domination of these cor pora- 
tions was removed.1>* 

Mr. Kenyon’s first act under the now unrestricted charters was 
to cause the cancelation of the management and distribution agree. 
ments between the two corporations ~and their respective sponsor. 
distributor corporations.%* On or about August 1, 1936, Ma. Kenyon 
caused Investors Fund of America, Inc., to pay to United Sponsors, 
Inc., the sum of $175,000 for the cancelation of its management and 
distribution agreement, and United Standard Oilfund of America, 
Inc. to pay to United Standard Oilshares Corporation the sum of 
$60,000 for the cancelation of its manangement and distribution agree. 
ment. 153 These cancelations were effected although each of these 
sponsor-distributor corporations, as has been pr eviously indicated, had 
outstanding in the hands of the public an issue of debentures, which 
were a prior claim on the avails of these distribution agreements 
and no attempt was made to obtain the consent or even determine 
the sense of the debenture holders with respect to the cancellation 
of these agreements.!°* At this time, as far as available records dis. 
close, $85, 000 of debentures of United Sponsors, Inc. were oustand. 
ing ‘and $65,000 of debentures of United Standard Olilshares 
Corporation were outstanding.?” 

No part of the sums received for the cancelation of these distrib. 
tion contracts was used to retire the debentures, but instead, such 
proceeds were turned over to Mr. Kenyon. As to this application 
of these funds, Norman E. Dizer testified : 7°° 


Q. Now, as treasurer of United Standard Oilshares, Inc., you probably 
received the $175,000 paid by Investors Fund of America, did you not? 

A. I don’t think I actually received it myself. 

Q. Well, do you know what happened to it? 

A. I know that $175,000—there was a large sum received. Now, whether it 
was $175,000 or not, I can’t say. 

Q. Will you recall whether any of the monies that were paid by Investor 
Fund of America, Inc., were applied to the outstanding bonds of United 
Sponsors? 

A. So far as I know, it was not. 


149 Td., at 19767-9. 

150 Tpid. and id., Commission’s Exhibit No. 3124. 

111d., at 19750, 19770-2, 19799, and Commission’s Exhibit No. 3128. 
152 Td., at 19612-3, 19620-1. 

153 Td., at 19612-3, 19620-1. 

154 Tbid., and id., at 19627-8. 

155 Td., at 19626-7. 

156 Td., at 19628-9. 
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Q. Not a single cent of the $175,000 was applied to the outstanding bonds, 

is that correct? 

A. I believe that is, but I could not say definitely. I believe it is correct. 

Q. Can you testify, Mr. Dizer, as treasurer of United Sponsors, Ine., that 

most, if not all of the $175,000 went or was loaned out to Donald P. Kenyon? 
A. I know a considerable part of the $175,000 went to Kenyon, but just 

what portion went, I do not know. 

Q. You say a considerable part of the $175,000 went to Kenyon? 

A, Yes. 

Mr. Dizer further testified : 1°” 


Q. Isn’t it true that it was no sooner received by United Standard Oilshares 
than it was immediately paid out? 

A. I know quite a bit of it was. 

Q. As a director, you know that none of the $65,000 remained in the treasury 
of United Standard Oilshares more than a few days after it was received? 

A, That is right. 

Q. And it has never been returned, any part of it? 

A. I ean’t answer that. 

Q. Not one cent of it, Mr. Dizer, was ever applied to the payment of out- 
standing bonds of United Oilshares? 

A. So far as I know, that is right. 


As a result of these transactions, the two debenture issues, one in 
the principal amount of $85,000 and the other in the principal 
amount of $65,000 went into default.1°* 


>. FURTHER ACTIVITIES IN CONNECTION WITH IN- 
VESTORS FUND OF AMERICA, INC. AND UNITED 


STANDARD OILFUND OF AMERICA, INC. 

Upon the termination of the management and distribution agree- 
ments with United Sponsors, Inc. and United Standard Oilfund 
of America, Inc., Mr. Kenyon caused both Investors Fund of 
America, Inc. and United Standard Oilfund of America, Inc., to 
enter into distribution agreements with Kenyon & Company, Inc.,*°* 
which company was to receive a 1314% commission on the gross pro- 
ceeds of the sale of the stock of both investment companies, and 
was to maintain an over-the-counter market in the stock of both 
these companies. To carry on this latter function, Kenyon & 
Company, Inc. was authorized to borrow up to $100,000 from In- 
vestors Fund of America, Inc.1*t Over $50,000 was borrowed from 
that investment company by Kenyon & Company, Inc., the personal 
company of Mr. Kenyon, ostensibly for purposes of maintaining a 
market in this stock from the date of the agreement to November 20, 
1936.42 The record does not indicate that the money was used for 
that purpose.®? Lucian A. Eddy testified : *° 

ot Td., at 19639. 

488 Donald P. Kenyon could not be located for service of process at the time of the 
public examination by the Commission of the affairs of these companies. His attorneys 
reported that he was somewhere in Texas at the time. 

1459 Op, cit. supra, note 1, at 19642-8, 19800. 

1 Td., at 19801. 

161Td., at 19801—2. 

12 Td., at 19803-6. 

18 Td., at 19806. 

11 Td., at 19805-6. 


“a 


Q. Do you know whether any of this $50,000 that was loaned to Mr. Kenyon 
was applied to maintaining the market by Kenyon and Company, if they were 
obliged to maintain a market in the securities of Investors’ Fund of America? 

A. I don’t think 5 cents was used for that purpose. 


During this same period, that is, from July 21, 1936, to November 
20, 1936, Kenyon & Company, Inc. borrowed, received, or otherwise 
obtained a total of approximately $50,000 from Investors Fund of 
America, Inc., in addition to the loans which were ostensibly made 
for purposes of maintaining a market.'® Included in this aggregate 
of $50,000 was a payment of $19,000 to Kenyon & Company, Inc., as 
broker, to purchase for the investment company 19,000 shares of 
stock of Powell Bouyon, Ltd. at $1 per share. Kenyon & Company, 
Inc., never made delivery of the stock to its principal, Investors 
Fund of America, Inc., but instead the investment company was 
given a due bill for this stock. Mr. Eddy testified : 1% 


Q. Mr. Eddy, do you know whether or not the 19,000 shares of Powel] 
Rouyon stock for which this check was issued were ever delivered to Investorg’ 
Fund of America? 

A. I don’t believe it was ever delivered. 

Q. Do you recall how this payment of $19,000 to Kenyon and Company was 
charged off on the books of Investors’ Fund of America? 

A. It was not charged off, but at the time we took over the Kenyon oj] 
property, that $19,000 was included in the exchange of securities and obliga. 
tions of Kenyon’s to the Fund. 

Q. That was on November 20, 1936? 

A. It was. 

Q. Can you testify as to how that $19,000 was set up on the books of Ip. 
vestors’ Fund of America, between September 12 and November 20, 1936? 

A. It was carried as a due bill from Kenyon and Company with a delivery 
of 19,000 shares of stock. 

Q. Was it carried as a due bill for that stock right through until November 
20th, or was it charged to an account receivable for Kenyon and Company? 

A. I think we had the due bill right up to that time. 
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6. PROCEEDINGS BY ATTORNEYS GENERAL OF NEW 
JERSEY AND NEW YORK 


On July 30, 1936, David Wilentz, Attorney General of New Jersey, 
instituted, under the New Jersey Blue Sky statutes, a proceeding in 
equity against Monthly Income Shares, Inc., of New Jersey, Monthly 
Income Shares, Inc., of New York, Lancaster, Havens & O’Brien, Inc, 
Lancaster, Gorman & Co., Inc., Kenyon & Company, Inc., National 
Associated Dealers, Inc., Donald P. Kenyon, Charles Russell Kenyon, 
Norman E. Dizer, Robert EK. Lancaster, and George R. Grantham to 
enjoin the further sale of any securities in New Jersey. On the same 
day an order to show cause was issued by the vice chancellor and a 
custodial receiver of Monthly Income Shares, Inc., of New Jersey 
was appointed. On October 15, 1936, a decree was signed by the vice 
chancellor permanently enjoining all the defendants from selling 


165 Td., at 19828. 
165 Tq., at 19807-8. 
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gecurities in the State of New Jersey and appointing a receiver to 
liquidate Monthly Income Shares, Inc., of New Jersey.**? 

At or about the same time an investigation of the affairs of Monthly 
Income Shares, Inc., of New York was being conducted by the Attor- 
ney General of New York.*** Upon the application of the Attorney 
General of New York, an order was issued by the Supreme Court of 
the State of New York on September 16, 1936, restraining the aliena- 
tion of any of the corporation’s assets, and a further restraining order 
to the same effect was issued by the same court on December 12, 1936.*°° 

Donald P. Kenyon, apparently realizing that these proceedings 
would disclose his failure to account for the proceeds of the 115,000 
shares of Class AA stock of the Monthly Income Shares, Inc. of 
New Jersey and 135,000 shares of the Class AA stock of the Monthly 
Income Shares, Inc., of New York, agreed to repurchase from Inves- 
tors Fund of America, Inc. these two blocks of stock at $1.00 per 
share.?° the price at which these shares were sold to Investors Fund of 
America, Inc. 

Mr. Kenyon took the stock down on November 20, 1936. However, 
instead of paying Investors Fund of America, Inc. the sum of $250,000 
in cash, he assigned to that investment company all his interest in a 
lease on 20 acres of oil property in Galveston County, Texas, and 
received $10,000 cash from the investment company for his resignation 
as officer and director of the investment company.’ ‘This lease was 
transferred not only in satisfaction of the repurchase: price of the 
blocks of stock of both the Monthly Income Shares companies but 
also in full settlement of all amounts or obligations otherwise owed 
to Investors Fund of America, Inc. by Mr. Kenyon, Kenyon & Com- 
pany, Ine., and his other dummy corporations.‘ The total of such 
indebtedness and obligations, including the obligation to repurchase 
the stock of both Monthly Income Shares companies, was approxi- 
mately $364,000. 

Mr. Kenyon represented to Investors Fund of America, Inc., 
that this lease had a fair value far in excess of $364,000. The 
appraisal had been made by a firm known as A. 8. Bergendahl & Asso- 
ciates, Inc., of Houston, Texas, which had, it appears, a financial in- 
terest in the property at the time.1* A report on this property, pre- 
pared by appraisers employed by Investors Fund of America, Ine. 
subsequent to Mr. Kenyon’s resignation indicated that the fair value 
of these properties was about $266,000.17 

It developed that there were several claims against the oil property 
which would create infirmities in the title of Investors Fund of 


“TTd., at 19823, 19993; David Wilentz, Attorney General, etc. v. Monthly Income Shares, 
Ine., ct al., Chancery 115-349, (Derived from supplementary material supplied the Com- 
mission for Investors Fund of America, Inc.) 

168 Op. cit. supra, note 1, at 19824, 20059, 20068f, 20070. See also supplementary mate- 
rial supplied the Commission for Investors Fund of America, Inc. 

1 Op. cit. supra, note 1, at 20070-1. 

0Td., at 198235. 

17d, at 198245, 19827-8, and 19817. 

Td. at 198279. 

173 Thid, 

4 Td., Commission’s Exhibit No. 3161. 

Id, at 19829-30 and Commission’s BExhibit No. 3146. Counsel for Lucian A. Eddy 
and Investors Fund of America, Inc., ‘at the public examination of these companies pur- 
ported to show that the fair value of the lease was in fact $265,000 or more. Garrat 


20087-8. ) 
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America, Inc. to this property unless they were satisfied or success- 
fully contested.1%° Mr. Eddy’s counsel stated, however, that he ex- 
pected this lease within a few years to have a value equal to the 
amount of Mr. Kenyon’s indebtedness, plus interest.” 


7. SALE OF STOCK OF NORTH BERGEN TRUST COMPANY 
TO MONTHLY INCOME SHARES, INC., OF NEW YORK 


On September 2, 1936, Mr. Kenyon caused Monthly Income Shares, 
Inc., of New York to accept 350 shares of stock of the North Bergen 
Trust Company at $115 per share for a total of $40,250 in partial dis- 
charge of the indebtedness then due that corporation from Kenyon & 
Company, Inc.1” 


8. ACTIVITIES IN CONNECTION WITH UNITED STAND- 
ARD OILFUND OF AMERICA, INC. 


From February 8, 1935, the date of the organization of United 
Standard Oilfund of America, Inc., to June 1936, the funds of that 
corporation were being increased by its original management through 
sales to the public of “additional securities and through investments. 
At June 30, 1936, the corporation had gross assets of 5266, 286.61, and 
net assets of abort $260,000. There were 218,019 shares of sioolk out- 
standing, with a liquidating value at the time of about $1.20 per 
share. 

John R. O’Hanlon, Assistant Attorney General of the State of New 
York, who had examined the books of the corporation, testified : 1*° 


A. * * * During the time I have described, from the time of organization 
to June 80, 1936, the books disclosed a continuous process of building up the fund. 
It reached its peak at June 30, 1936, at which time there was outstanding 218,019: 
shares of stock of a par value of 25 cents a share which had been sold at approxi- 
mately $1.25 a share. The balance sheet of this trust as of June 30, 1936, was 
very plain. The assets consisted of only three items—accounts receivable, $265 ; 
cash, $72,650.70, and marketable securities of $193,870.91. There were insignifi- 
eant liabilities, in the amount of about $5,000, leaving the net assets in a very 
liquid condition of about $260,000, and giving the outstanding 218,019 a liquida- 
tion value of about $1.20 a share. And in such a condition that it couid have 
been liquidated in a few hours during a market day. 


Upon Mr. Kenyon’s acquisition of control the assets of the corpora- 
tion began to be dissipated. Mr. O’Hanlon testified : **° 

A, * * * Between June 30—I presume it started June 10, but we will take 
the date of June 30—the progress of the corporation went into reverse, so to 


speak. From that date on, its activities consisted of the liquidation of securities | 


in the portfolio, cessation of the sale of any further stock, and disbursement of 
the cash on hand, and the proceeds of the sale of the stock in a manner I will 
describe * * * 


176 Op. cit. supra, note 1, at 19830-1. 
177 Td., at 20087-8 

178 Td., at 20066. 

179 Td., at 20078. 

180 Td., at 20079. 


The listed securities in the portfolio of that coj ’poration were reduced 
from $193,370.91 in June 1936 to $26,035.68 a/February 28, 1937.15 

However, the corporation did not poggéss even these $26,035.68 of 
listed securities because these securitig#1s2 had been pledged with the 
North Bergen Trust Company on gf about December 15, 1936, for a 
loan of $22,000 to Edward Emlffee, of the non-existent “Edward E. 
Embree & Company.” **  Theproceeds of this loan had been turned 
over to Mr. Kenyon. Thereafter, on January 14, 1937, on Mr. Ken- 
yon’s instructions, the plgdlged securities were sold through Newburger, 
Loeb & Company, afNew York brokerage firm, for the account of 
North Bergen Trug#’ Company, for $29,735.92. The proceeds of this 
sale were paid ov to the trust company, which deducted the amount 
of its loan and ifterest and issued a check to Mr. Kenyon for $7,641.19, 
representing tffe balance, which was deposited in his personal bank 
account.*** 

Mr. O'HAnlon summarized the cash record of the corporation for 
this periof{ as follows: 1% 


A. Nov I have made a thorough analysis of the cash in and the cash out of 
the coYfporation between June 1936 and March 31, 1937, which is about the date 
whenfit died. 

Qf The cash in and cash out includes the cash received from the sale of these 
Secifrities? 

#\. Cash out, meaning plus the postage of the sale in and then that much out. 

As I previously stated, the balance of cash on hand on June 80, 1936, was 
| $972,650.70. Through liquidation of securities as described, the corporation re- 
| 
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Geived in, between June 1936 and February 1937, $163,188.85. There were also 
a few other minor receipts—dividends received, $1,347.00 and about $10,000 in 
‘exchange checks but which presumably the corporation issued in a similar 
amount. 

The total receipts from these sources was $175,652.25, which, added to the 
amount on hand at the beginning, makes a total of cash which came into the 
corporation during this period of $248,302.95. 


| Thus, Mr. Kenyon had control of approximately $250,000 of assets 
of this company during this period from June 10, 1936, to March 31, 
1937. The sum of $100,500 was lent to Kenyon & Company, Inc., and 
was evidenced by unsecured notes and accounts receivable. The sum 
of $60,000 was paid to United Standard Oilshares Corporation for 
the cancelation of the management agreement. An additional 
$45,216.79 was used to repurchase the shares of stockholders repre- 
sented by the objecting dealers. Dividends paid amounted to $8,236.38 
and $18,082.91 was issued as exchange checks. The total of these 
disbursements, plus salaries, amounted to $247,387.58, leaving a cash . 


ES! THONG, 
\ “2 The portfolio securities of the corporation were sold as follows (ibid.) : 

CTU aes ee ess a fy ee ea ae en a Sh el ve eR LS (2 a $16, 452. 63 
Pe NSD USD VSI Se ER ee a, ce ee Aa A Ee ey ey ge Pd eee OO 45, 593. 03 
Septemipe une ces Sees ee oS ees ee ee a ee BO a ee 47, 343. 75 
OCtOD CT ee Se ee ee SE ea ee oe ee en eee ee 33, 001. 50 
INN AS00 DY S0) eae Se eee ee eS 8, 927. 50 

Decemib era ens Lo pee eee a a a ee ee DN 18, 010. 40 
LEN ONTUE Ws ye ES creer tel As Be Oe ee ee ee 1, 601. 48 
VSR) DEN BeNT fr eh eee ey Sn Be See ee ie ed Oe Le ne ye ed Co 6, 404. 94 


183 Td., at 20083. 
45: Td., at 20083-4, 
1% Td., at 20980. 
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balance of $915.37, according to the books of the corporation.1s° Mr. 
O’Hanlon summarized these transactions as follows: 187 


A. So, summarizing, we can say that all of the cash on haud on June 30 and 
all of the securities except the $26,000, which I will refer to later, were converted 
into cash and used principally to pay monies over to Kenyon, directly or indi- 
rectly, and to pay off complaining stockholders. 

I also want to say this: At the present time [August 4, 1937] the record 
discloses that there is outstanding about 180,000 shares of this stock in the hands. 
of the public for which the public paid $1.25 per share, and there are no liquid 
assets whatever to meet this liability to stockholders \and the only purported 
assets on the books which can be considered of value is\marketable securities 
in the amount of $26,000. 


These marketable securities of the value of $26,000 
ties which were pledged for the loan of $22,000 to Mr. Bynbree, *** and’ 
which were subsequently sold to satisfy this loan and th balance of 
the proceeds turned over to Mr. Kenyon. This $26,000 item\was there- 
fore completely eliminated. Mr. O’Hanlon testified : 1% 


Q. So that at the present time there are how many shares of United Mandard 
Oilfund stock outstanding? 

A. 180,000. 

Q. And there are absolutely no assets of the company? 

A. The only assets would be the receivables from Kenyon & Company, whi 
from my examination of the books of that company, I know are worthless, 
corporation has no assets. 


On March 23, 1937, the Supreme Court of the State of New Yor 
entered a temporary injunction against Robert E. Lancaster, Don- 
ald P. Kenyon, Charles R. Kenyon, Norman E. Dizer, Walter E. 
O’Brien, Edwin Wallace Havens, George Shaw, Jr., Murray A. Cobb, 
George R, Grantham, William H. Paynter, Kenyon & Company, Inc., 
of New York, Monthly Income Shares, Inc. of New York, Lancaster, 
Havens & O’Brien, Inc., Lancaster, Paynter & Company, Inc., and 
National Associated Dealers, Inc., and appointed receivers for each of 
the corporate defendants.’ 

On or about April 4, 1937, the Attorney General of New York ascer- 
tained that Mr. Kenyon had alienated the entire portfolio of securities 
of Monthly Income Shares, Inc., of New York, by pledging such secu- 
rities to North Bergen Trust Company during December 1936 and per- 
mitting such securities to be sold by the bank in January 1937.1% As 
this act violated the restraining order of December 12, 1986, a motion 
to punish Mr. Kenyon for contempt was filed by the Attorney Gen- 
eral of New York.’ So far as available, information discloses this 


were the securi- 


186 Td., at 20081. According to the records of the corporation, $874.40 of this cash was 
on deposit at the North Bergen Trust Company, and $40.97 was on deposit at another 
bank. Mr. O’Hanlon testified that an examination of the records of the two banks 
indicated that there was only “$2 or $3 in each account”. (Ibid.) 

187 Id., at 20081—2. 

188 Td., at 20083 and see discussion supra, p. 341. 

189 Op. cit. supra, note 1, at 20084—5. 

190 Td., at 20071-—2 and supplementary information supplied the Commission for Investors 
Fund of America, Inc. 

191 Op. cit. supra, note 1, at 20074—-5. 

192 Td., at 20076. 
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motion was pending at the time of Mr. Kenyon’s death in December 
1938. However, after this motion was made Mr. Kenyon turned over 
$50,000 to the receiver for the company.’ 


9. ACTION BY FEDERAL DEPOSIT INSURANCE CORPORA- 
TION AGAINST NORTH BERGEN TRUST COMPANY 


On April 16, 1937, the Federal Deposit Insurance Corporation, which 
had issued a membership charter to the North Bergen Trust Company, 
revoked the charter, after investigation, as of May 1, 1987,1°* assigning 
the following reasons: (1) Operating with impaired capital; (2) 
Lending in excess of the maximum limit permissible under the law; 
and (8) Unwarranted concentration of loans and extension of credit 
to persons or corporations in which the principal stockholders were 
financially interested. 

In its statement announcing the revocation of the charter the Fed- 
eral Deposit Insurance Corporation stated :1°° 


It was also found that the management of the bank by its principal stockholders 
constituted a hazard to its depositors and the corporation. 


10. LOSS TO MONTHLY INCOME SHARES CORPORATION 
ON THE NORTH BERGEN TRUST COMPANY STOCK 


On April 19, 1937, 700 shares of North Bergen Trust Company stock 
previously sold by Mr. Kenyon at $115 per share to the two Monthly 
Income Shares corporations were sold by these companies at substan- 
tially less than $50 per share,1®° resulting in a substantial loss to these 
two companies. 


EK. Kenyon & Company, Incorporated 


Kenyon & Company, Incorporated was patently the “conduit” 
through which Mr. Kenyon effected his various transactions. As was 
testified by Mr. Dizer: 1°" 


Q. Mr. Dizer, from your knowledge of the operations of Kenyon and Company, 
can you testify that Kenyon and Company was used by Donald P. Kenyon merely 
as a conduit or vehicle by means of which he borrowed money from others and 
loaned it to himself? 

A. Well, I would say that a greater part of the transactions were just that. 

Q. And most if not all of the moneys borrowed by Kenyon and Company came 
from various other corporations controlled by Donald P. Kenyon. Isn’t that 
correct? 

A. The greater part of it; yes. 

Q. So that eventually all of the moneys borrowed by Kenyon and Company 
from the various other organizations or corporations in a very short time there- 


198 People, etc. v. Monthly Income Shares, Inc., et al. Supreme Court of New York, 
Kings County (action commenced December 12, 1936). (Derived from supplementary in- 
formation supplied the Commission for Investors Fund of America, Inc.) 

4 The New York Times, April 17, 1937; op. cit. supra, note 1, at 19592-5. 

1% The New York Times, April 17, 19387. 

196 Op. cit. supra, note 1, at 19593. 

17 Td, at 19738. 
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after found their way into the hands of Donald P. Kenyon and were converted to 
his own purposes. Correct? 
A. I should say that was substantially correc 


Kenyon & Company, Incorporated kept no books of account until 
the Attorney General of New York demanded the production of such 
books, at which time Kenyon caused a set of books to be prepared. Mr. 
O’Hanlon testified : 1°° 


Q. Did you make any attempt to secure the books of Kenyon & Company, Inc., 
at this time upon noticing the amount of receivables of that corporation? 

A. Yes, sir; I did. 

Q. Were you able to get those books? 

A. It was on December 12, I think, 1986, I served a subpoena duces tecum on 
Donald P. Kenyon to produce the books of Kenyon & Company, Inc., within a few 
days. He stated to me that the books of account of Kenyon & Company were in 
Texas in the possession of Norman H. Dizer, the treasurer of the company, and he 
requested some time to have Dizer bring them back and produce them before me. 
I think it was about three weeks later, pursuant to my direction, Donald Kenyon 
returned and at that time produced a set of books of Kenyon & Company, Inc., 
and under questioning, he admitted that the books of account had been written 
up in the interval between December 12, 1936, and the date of production. 

Q. Mr. Kenyon was duly sworn at the time he made these statements? 

A. Yes. 

Q. So that at the time the loans were negotiated by Monthly Income Shares, 
Ine., of New York, to Kenyon & Company prior to July 31, 1986, Kenyon & Com- 
pany were without books? 

A. That is correct. 


Harold F. Solomon, one of the accountants of the Securities and 
Exchange Commission who participated in the investigation of these 
companies, corroborated the fact that Kenyon & Company, Incorpo- 
rated, was merely an instrumentality of Mr. Kenyon. Mr. Solomon 
testified : 2°° 


Q. Mr. Solomon, from your examination and knowledge of the books and 
affairs of Kenyon & Company, Inc., would you say that, in your opinion, Kenyon 
& Company was used merely as a vehicle for the loan account of Donald P. 
Kenyon? 

A. In my opinion, moneys were received from various other companies and 
credited to this account, loans payable account of Donald P. Kenyon, and then 
the moneys were taken out of that account and were advanced to the account 
of Donald P. Kenyon. 


Mr. Solomon further testified : 2° 


Q. And according to that exhibit,2°? Mr. Solomon, the total receipts of the 
corporation for the period from January to November 1936, were $907,567.58, is 
that correct? 

A. According to the books of Kenyon & Company that is correct. 


(pee 


8 Mr. John R. O’Hanlon, Assistant Attorney General of New York, testified to the same 
effect. (Id., at 20069-70.) 

19 Td., at 20068. 

200 Td., Commission’s Exhibit No. 3121, at 758-9. 

201 Td., Commission’s Exhibit No. 3121, at 750-1. 

202 Reference is to Hxhibit No. 146—-C contained in id., Commission’s Exhibit No. 3121. 
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Q. And also according to Exhibit 146—-C of that particular amount $845,220.55 
represented moneys borrowed from or received for the account of Donald P. 
Kenyon, is that correct? 

A. That is correct. 

@. According to the books of Kenyon & Company ? 

A. According to the books. 

Q. And according to that same exhibit, Mr. Solomon, the total disbursements 
during the same period amounted to $859,807.81, is that correct? 

A. That is only the disbursements for loans payable account of Donald P. 
Kenyon, advances to Canada, and Texas loans, account of Donald P. Kenyon, and 
investments purchased. 

Q. What other disbursements were there? 

A. The salaries and expenses are not included in this summary. 

Q. Were you able to ascertain what the total advances were for salaries 
and expenses? 

A. The expenses were $23,753.80 and salaries were $24,323.63. 


F. Other Companies and Trusts 


There are several other corporations and trusts which came under 
the control of Mr. Kenyon during the period of the activities under 
discussion. These organizations have not been previously discussed 
in detail, since they appear to have been much less severely touched 
by Mr. Kenyon than were the others. A list of these corporations and 
trusts includes: Kenyon & Company, Ltd., of Canada, Harriman In- 
vestors Fund, Inc., Interstate Investors, Inc., and the following fixed 
trusts and their depositors: 


Trust Depositor 


Standard Investment Shares, Trustee Standard Shares, Incorporated. 


ES(G ” 


Trustee 
Series 


Trustee Standard Investment Shares, Trustee Standard Shares, Incorporated. 
Series “D.” 

Trustee Standard Oilshares, Series Standard Oilshares, Inc. 
“A” 

Trustee Standard Oilshares, Series Standard Oilshares, Inc. 
IoD 


American Composite Trust Shares, Cum- 
ulative Series. 

Collateral Trustee Shares, Series “A.” 
Trusteed New York Bank Shares, 


American Composite Shares Corpora- 
tion, 

Investment Trust of New York, Ine. 

National Associated Dealers, Inc. 


1. KENYON & COMPANY, LTD. OF CANADA 


Kenyon & Company, Ltd. of Canada apparently was a personal 


corporation of Mr. Kenyon.” 


The available data indicate that the 


public had no direct or indirect ownership in the company, and ap- 
parently it was not used, to any great extent, to assist Mr. Kenyon in 


his activities within this group. 


203 Op. cit. supra, note 1, at 19682. 
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9. HARRIMAN INVESTORS FUND, INC. 


Harriman Investors Fund, Inc., was incorporated under the laws of 
New York on May 19, 1930, as a restricted management type, open- 
end investment company with an authorized capital of 50,000 shares 
of common stock without par value. The Harriman Fund Manage- 
ment Corporation, composed and owned by officers of the Harriman 
National Bank & Trust Company, was the original sponsor of the 
company and their bank acted as depositary and transter agent for 
the company. The issue was sold to the public at $101 per share.°°* 
Quarterly dividends were paid on the stock from September 2, 1930, 
through March 1, 1936.°°° Control of the company was acquired by 
Universal Shares, Ltd., then controlled by the Spies-Espey-O’Ryan 
group in the year 1935, and passed, through them, to Mr. Kenyon on 
June 10, 1936. A balance sheet of Harriman Investors Fund, Inc., as 
of June 10, 1936, showed assets of $105,073, including an item of 
$15,614 representing accounts receivable from affiliated companies and 
$83,594.47 representing investments im affiliated companies.°°° There 
were 2,165 shares of stock outstanding at this time.?°" Lucian A. 
Eddy, president of Investors Fund of America, Inc., and one of the 
officials retained by Mr. Kenyon after his acquisition of Universal 
Shares, Ltd., testified that at August 12, 1937, the investment im 
affiliated companies by Harriman Investors Fund, Inc., was worth- 
less, and should be written off.°°* Mr, Eddy also testified that an 
item of these total assets, consisting of $83,594, characterized on the 
balance sheet as “Investments in Affiliated Companies” was worth a 
maximum of “five or ten thousand dollars at the outside” at August 
12, 1987, and that the company was, in fact, insolvent.*™ 


3. INTERSTATE INVESTORS, INC. 


Interstate Investors, Inc., was incorporated some time prior to 1985 
under the sponsorship of Murray R. Spies and his associates. Ap- 
parently the company neither made a general public offering of its 
stock nor acquired any assets. However, before Mr. Kenyon’s acqui- 
sition of that company, the predecessor sponsors caused 667 shares 
of its stock to be sold to Universal Shares, Ltd.?!° Mr. Eddy testified 
that this stock was worthless at August 12, 1937.7" 


4, THE FIXED INVESTMENT TRUSTS IN THE GROUP’*®” 


By the acquisition by Mr. Kenyon on June 10, 1936 of Universal 
Shares, Ltd. he obtained control of the following fixed trusts and 
their depositor corporations.” 


20t Standard Stock Offerings, 1936; see note 200, supra. 

205 Moody’s Manual of Investments, Banks, ete., 1936, p. 1581. No replies to the Com- 
mission’s questionnaire or summary statement were filed with the Commission. 

206 Op. cit. supra, note 1, Commission’s Exhibit No. 3105 (Exhibit 7—-a thereof). 

207 Thid. 

208 Tqd., at 19985. 

209 Td., at 19985-6. 

210 Tq,, Commission’s Exhibit No. 3105 (Schedule 1—a, thereof). 

2117d., at 19981. 

22 Por a detailed discussion of these fixed trusts see the Commission’s Report on Fixed and 
Semifixed Investment Trusts. 

43 Op. cit. supra, note 1, Commission’s Bxhibit No. 3104. 
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Trust Depositor 


(1) Trustee Standard Investment Trustee Standard Shares, Incorporated. 
Shares, Series C. 

(2) Trustee Standard Investment Trustee Standard Shares, Incorporated. 
Shares, Series D. 

(3) Trustee Standard Oilshares, Standard Oilshares, Inc. 
Series A. 

(4) Trustee Standard Oilshares, Standard Oilshares, Inc. 


Series B. 
(9) American Composite Trust Shares, American Composite Shares Corpora- 
- Cumulative Series. tion. 


(6) Collateral Trustee Shares, Series A. Investment Trust of New York, Ine. 


Mr. Hddy testified that the principal purpose in acquiring the 
sponsorship of these trusts was to obtain a list of shareholders who 
could be induced to exchange their shares for shares of the investment 
companies which the Spies-Espey-O’Ryan group sponsored.21* The 
first four of these trusts had been originally organized and sponsored 
by Dwelly, Pearce & Company, Inc.,?° which was paid by the Spies- 
Eispey-O’Ryan group for the transfer of control, a total of about 
$100,000.27" On August 12, 1937, these four fixed trusts had shares 
outstanding with a total asset value of about $8,500,000,2*" although 
their asset value had been about $10,000,000 when the Spies-Espey- 
O’Ryan group acquired these trusts.218 

American Composite Trust Shares, Cumulative Series, had been 
sponsored originally by E. F. Gillespie & Company, Inc., a firm of 
mvestment dealers of New York,?!® and had shares with a total asset 
value of about $600,000 outstanding in 19383. This fixed trust has 
since been liquidated.?*° Collateral Trustee Shares, Series A, whose 
depositor was Investment Trust of New York, Inc., had shares out- 
standing with a total asset value of $700,000 or $800,000 in 1933. 
Through liquidations and exchanges this amount had been reduced 
to about $400,000 in August 1937.22 

Trusteed New York Bank Shares was a fixed trust for which Na- 
tional Associated Dealers, Inc., was depositor by succession, and has 
no particular significance in this report. 


G. Indictment of Donald P. Kenyon’s Associates 


On March 30, 1939, the Federal Grand Jury for the Southern Dis- 
trict of New York returned an indictment against E. Fairbanks 
Chase, Norman E. Dizer, Lucian A. Eddy, Edward E. Embree, 
George R. Grantham, Charles Russell Kenyon, Ernest K. Schwartz, 
Samuel Sobel, Stanley R. Wayne, otherwise known as Stanley R. 
Weinstein, Kenyon & Company, Inc., and Weil Management Com- 
pany, Inc., for violations of the fraud provisions of the Securities 
Act of 1983 and the Mail Fraud and Conspiracy Statutes, the vio- 
247d, at 199667. 

25 Id., at 19967, 

20 Thid, 

“t Id., at 19969. 

2S Tonal, 

9 Td., at 19961. Its depositor was American Composite Shares Corporation. 

9 Td., at 19965. 

“21d. at 19964, 
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lations consisting of various of the activities previously discussed 
herein. Donald P. Kenyon was not indicted because he had died 
on or about December 27, 1938.2? The indictment contained seven 
counts alleging violations of the mail fraud statutes, one count alleg- 
ing conspiracy to violate the mail fraud statutes and three counts 
alleging violations of the Securities Act of 1933.??8 

The history of the Kenyon group of companies illustrates the 
facility with which promoters, with an outlay of an insignificant 
amount of funds, can gain control of investment companies through 
the simple device of using the funds of one investment company to 
purchase control of other companies—acquisitions which may be 
effected without the knowledge or consent of the stockholders, either 
of the acquiring or acquired companies. With an initial investment 
of $2,300 in December 1935, Donaid P. Kenyon by this technique had 
within 6 months secured control of an aggregate of 31 organizations, 
including 7 management investment companies, 6 fixed “investment 
trusts, ir banking and trust company, and 17 distributing manage- 
ment, holding, or depositor corporations. The aggregate assets of 
all these organizations at their respective acquisition dates totaled 
more than $14,000,000, the bulk of which assets had been contributed 
by the public.?*4 

Immediately upon the assumption of control and during the one- 
year period of dominance of these organizations, the controlling 
individuals consistently violated their obligations to these organiza: 
tions and their shareholders. The protective provisions in the arti- 
cles of incorporation of various of these controlled investment com- 
panies were modified or eliminated on the basis of inadequate disclo- 
sure to their stockholders. 


222 See Commission’s Release, Securities Act of 1933, No. 1933. 

223 See United States of America v. Sobel et al., United States District Court for the 
Southern District of New York, Docket C—-104-37 (1939). 

Charles Russell Kenyon, George R. Grantham, and Norman HE. Dizer pleaded guilty to 
the indictments. Lucian A. Eddy, Samuel Sobel, Ernest K. Schwartz, Edward EH. Embree, 
Kenyon & Co., Inc., Weil Management Company, Inc., Stanley R. Wayne, alias Stanley R. 
Weinstein, and H. Fairbanks Chase pleaded not guilty. After the transmittal of this 
Report to the Congress, all the defendants who had pleaded not guilty, except Wayne and 
Chase, were tried and on November 22, 1939 were convicted. Samuel Sobel was convicted 
on three mail fraud counts, on the conspiracy count and on one count alleging violation 
of the Securities Act of 1933; Lucian A. Eddy was convicted on one mail fraud count, on 
the conspiracy count and on one count alleging violation of the Securities Act of 1933; 
Edward E. Embree was convicted on the conspiracy count and on the count alleging viola- 
tion of the Securities Act of 19838; Ernest K. Schwartz was convicted on the conspiracy 
count ; Kenyon & Co., Inc. was convicted on all counts of the indictment, and Weil Manage- 
ment Company, Inc. was convicted on one mail fraud count and on the conspiracy count. 
(Ibid.) At December 1, 1939 Wayne, alias Weinstein, and Chase had not been tried. 
(Ibid.) 

24This figure is based on material contained in id., Commission’s Hxhibits Nos. 30838 
and 3084, for figures on the Monthly Income Shares group, id., Commission’s Exhibit No. 
3105, for the Universal Share group, material supplied in the summary statement filed 
with the Commission for Alpha Shares, Inc., and on Bankers Directory, Rand McNally & 
Company, 1936 (1st ed.), p. 762, for information on the North Bergen Trust Company. 
The approximate totals for each group are as follows: 


Date of 
Name of organization : acquisition Total assets 
(Gl) Alone Stores, WNC. 12/10/35 $42, 723 
(2) ee Monitinlivasin commen rasesiss 0 Ui ee 2/14/36 350, 000 
(&)) Worn iBersen Wrmee Coo iat Wh Ree hae 3/24/36 1, 155, 090 


(25) Wharhvertsenl Sloewrs, Wud, PAKOWM) 2 ee 6/10/36 13, 000, 000 
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The investment companies were caused to lend large sums of money 
to these individuals and their dummy corporations, many of which 
loans were made in violation of the provisions of the articles of 
incorporation and most of which were either never repaid or were 
only repaid when law suits or criminal prosecution became imminent. 
The investment companies were caused to create and issue junior pre- 
ferred stock which were sold to the other controlled investment com- 
panies on the representation that such stock was senior preferred 
stock and the proceeds of the sale of this stock were never turned 
over to the issuing company but were retained by these individuals. 

The controlled distribution companies were compelled to cancel 
their distribution and management agreements with the controlled 
investment companies but the large sums of cash paid to the distri- 
bution companies as the consideration for these cancellations were 
immediately appropriated by these controlling individuals. The 
controlled bank was caused to make large loans to Kenyon, his asso- 
clates and controlled corporations and the conservative investment 
securities of the bank were replaced with speculative common stock. 
Funds of these controlled investment companies turned over to these 
individuals to purchase securities for these companies were misappro- 
priated and the securities never delivered. Various blocks of stock 
were sold by these individuals to the various controlled investment 
companies at grossly excessive prices, or sold through dummy cor- 
porations, as brokers, at exorbitant commissions. As a result of 
these misappropriations, the debentures of the distribution companies 
went into default and little assets remained for distribution to these 
debenture holders. As a result of the activities in connection with 
the bank, the capital of the bank was impaired and the bank subse- 
quently was deprived of its membership in the Federal Deposit 
Insurance Corporation. 

When stockholders of the various investment companies who were 
represented by dealers complained of the acts of these controlling 
individuals, the shares of these stockholders were repurchased at 
excessive prices, while the unrepresented stockholders were not in- 
formed of these repurchases. 

The total of the funds obtained in these various ways by Mr. 
Kenyon and his associates from the controlled companies was over 
$900,000. ‘The aggregate amount which these individuals either paid 
for control of the various groups of companies or repaid to the 
companies or their receivers after discovery of these misappropria- 
tions up to December 27, 1938, the date of Mr. Kenyon’s death, 
amounted to about $500,000, resulting in a net benefit to Mr. Kenyon 
and his associates of at least $400,000. As a result of these trans- 
actions and activities of these individuals a number of the investment 
companies were compelled to go into receivership, or became hope- 
lessly insolvent. On March 30, 1939, various individual associates 
of Mr. Kenyon were indicted by the Federal Grand Jury for the 
Southern District of New York on account of the foregoing activities 
and transactions.” 


225 See note 228, supra. 
1533873—40—pt. 3 24 
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IX. ACQUISITION OF CONTROL BY FISCAL MANAGE- 
MENT GROUP AND NORTHERN FISCAL GROUP OF 
FIRST INCOME TRADING CORPORATION, CONTINEN- 
TAL SECURITIES CORPORATION, CORPORATE ADMIN- 
ISTRATION, INC., REYNOLDS INVESTING COMPANY, 
INC., INSURANSHARES CORPORATION OF DELAWARE, 
BOND AND SHARE TRADING CORPORATION, AND 


BURCO, INC. 
A. Summary 


1. ACTIVITIES OF FISCAL MANAGEMENT GROUP 


In August 1937, a group of individuals including Philip A. Frear, George H. 
Clayton, Jr., Vincent Ferretti, and others (working through a personal holding 
company known as the Fiscal Management Company, Ltd.), hereafter referred to 
as the Fiscal Management group, devised a plan whereby they could cbtain con- 
trol of various investment companies without the expenditure of any of their 
own funds. In essence, their scheme was to contract to buy a controlling block 
‘of stock of an investment company; to pay for this block of stock with funds 
borrowed on the portfolio securities of the very investment company to be ac- 
quired; to take control of the investment company and immediately liquidate 
the portfolio securities to raise the cash needed to pay off the loan; to transfer 
the controlling block of stock to the Fiscal Management Company, Ltd., their per- 
sonal holding company; to reimburse the investment company for its portfolio 
securities sold by transferring to the investment company preferred stock of the 
Fiscal Management Company, Ltd., and other securities of doubtful value; and 
to take in connection with these transactions substantial commissions and profits. 
Having once acquired control of an investment company the group used the funds 
of this company to acquire contro! of other investment companies. As a resuit of 
these transactions, these individuals, besides taking substantial commissions and 
profits, obtained control of a tcp company of a pyramided system of investment 
companies without the investment by them of any personal funds. 


a. First Income Trading Corporation 


The first investment company to be acquired by the Fiscal Management group 
was First Income Trading Corporation which had total assets of approximately 
$540,000. On August 5, 1987, Harold B. Grow, Albert 8. Wicks, and their asso- 
ciates contracted to sell all of their Class A management stock (the sole voting 
stock) of First Income Trading Corporation which they had acquired at a nominal 
cost. The Fiscal Management group borrowed $110,000, the purchase price of the 
control stock of First Income Trading Corporation, from the brokerage firm of 
Paine, Webber & Co., members of the New York Stock Exchange, and turned 
over to that firm portfolio securities of the investment company which had cost 
$182,500, Paine, Webber & Co. sold these securities in the market for 
$152,000; deducted its advance of $110,000 and turned over the $42,000 balance 
of the proceeds to the members of the Fiscal Management group, who retained 
this balance as their “commissions” or “profit” on the deal. The group then 
transferred the control block of stock to their personal holding company, the 
Fiscal Management Company, Ltd., a Canadian corporation, and received 1,825 
shares of $100 preference stock and 19,995 shares of common stock (all the out- 
standing common) of Fiscal Management Company, Ltd. The portfolio securities 
of First Income Trading Corporation sold by the group were replaced with the 
1,825 shares of the preferred stock of Fiscal Management Company, Ltd., which 
then had as its only asset the Class A management stock of First Income Trading 
Corporation. As a result of these transactions, the members of the group made 
a “profit” of $42,000 and acquired indirect control of First Income Trading Corpo- 
ration through their control of Fiscal Management Company, Ltd., which con- 
trolled First Income Trading Corporation. The balance of the portfolio securities 
of First Income Trading Corporation were subsequently liquidated by the group 
and the Funds derived were used: (1) to purchase securities of Barkley-Grow 
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Aircraft Corporation, a company with which Mr. Grow was associated; (2) to 
make personal advances to Messrs. Grow and Wicks; (3) to make loans to asso- 
ciates of the members of the Fiscal Management group; and (4) to purchase from 
Mr. Clayton and others securities of dubious value. Subsequently, First Income 
Trading Corporation was taken over by the Michigan State Securities Commission 
for liquidation, 


b. Continental Securities Corporation 


The second investment company to be acquired by the Fiscal Management group 
was Continental Securities Corporation. On October 25, 1937, J. Henry Schroder 
Banking Corporation, the sponsor, manager, distributor of the securities of, and 
cwner of approximately 26,000 shares or 44% of the outstanding common stock 
of Continental Securities Corporation, contracted to sell this stock plus an addi- 
tional 3,000 shares at $20 a share, or a total of $580,000, ostensibly to one Alex- 
ander Beverly, a member of the Fiscal Management group. The net capital con- 
tributed to Continental Securties Corporation, during the management period of 
J. Henry Schroder Banking Corporation, after giving effect to repurchases and 
dividends, amounted to $6,000,000 whereas the net assets at October 1937 amounted 
to $3,300,000. At the time of sale the common stock, which had originally cost 
J. Henry Schroder Banking Corporation $430,000, had a negative asset value and 
all of the assets of the Continental Securities Corporation “belonged” to the 
holders of its debentures and preferred stock, The Fiscal Management group 
borrowed the $580,000, the purchase price of the control stock of Continental 
Securities Corporation, from Paine, Webber & Co., and turned over to that 
firm the portfolio securities of the investment company. Paine, Webber & 
Co., sold portfolio securities with a market of $850,000; deducted its advance 
of $580,000; turned over approximately $114,000 to members of the Fiscal Man- 
agement group, which they retained as their “commission,” and turned over the 
balance of $156,000 to Continental Securities Corporation. The group then trans- 
ferred this control stock of Continental Securities Corporation to Fiscal Manage- 
ment Company, Ltd., and received 7,000 shares of that company’s preferred stock. 
The portfolio securities of Continental Securities Corporation sold by the group 
were replaced with 7,000 shares of the $190 preference stock of Fiscal Manage- 
ment Company, Ltd., which then had as its only assets the Class A management 
stock of First Income Trading Corporation (with a nominal asset value) and the 
control stock of Continental Securities Corporation (with a negative asset vaiue). 
As a result of these transactions, the members of the group not only made a 
“profit” of $114,060 but acquired ‘indirect control of Continental Securities Cor- 
poration through Fiscal Management Company, Ltd. The balance of the portfolio 
securities of Continental Securities Corporation were subsequently liquidated 
and the proceeds used: (1) To attempt to purchase collateral notes of the South 
American Utilities Corporation, a venture with which Alexander Beverly was 
associated; (2) to make personal advances to the New York Stock Exchange 
brokerage firm Prentice & Brady, which was associated with the Fiscal Manage- 
ment group; (8) to make loans to members and associates of the group; (4) to 
purchase control of Corporate Administration, Inc., which controlled Administered 
Fund Second, Inc., an open-end investment company; and (5) to purchase control 
of Reynolds Investing Company, Inc.. another investment company. In March 
1938 proceedings were instituted to reorganize the Continental Securities Corpo- 
ration under section 77B of the Bankruptcy Act. 


e. Corporate Administration, Inc. 


The third company to be acquired by the Fiscal Management group was Cor- 
porate Administration, Inc. In November 1937, Gilbert Cttley and Robert 
Strange,, who had organized Corporate Administration, Inc., which in turn had 
sponsored, managed, and distributed the securities of Administered Fund Second, 
Inc., an open-end investment company, contracted to sell to the Fiscal Manage- 
ment group for $250,000 the entire common stock of Corporate Administration, 
Ine. The only asset of Corporate Administration, Inc., was its management and 
distributing contract with Administered Fund Second, Inc., upon which contract 
Messrs. Strange and Ottley had up to that time sustained substantial losses. The 
Fiscal Management group caused Continental Securities Corporation, which the 
group controlled, to acquire this control stock of Corporate Administration, Inc., 


352 SECURITIES AND EXCHANGE COMMISSION 


for $354,000, of which amount $250,000 was paid to Messrs. Ottley and Strange, 
and the balance was retained by the members of the group as “commissions” or 
‘profits’ on the deal. The assets of Administered Fund Second, Inc., which was 
controlled by Corporate Administration, Inc., were not disturbed by the Fiscal 
Management group, apparently because of the charter restrictions relating to the 
investment policy of Administered Fund Second, Inc. In August 1937 the con- 
trol block of stock of Corporate Administration, Inc., was sold by the trustee in 
reorganization of Continental Securities Corporation for $5,000, or at a loss of 
$349,000 to Continental Securities Corporation. 


d. Reynolds Investing Company, Inc. 


The fourth investment company to be acquired by the Fiscal Management group 
was Reynolds Investing Company, Inc. On December 31, 1937, the C. K. Reynolds 
family, which had sponsored, distributed the securities of, managed, and controlled 
Reynolds Investing Company, Ine., contracted te sell approximately one mil- 
lion shares, a controlling block, of the common stock of that company for 
approximately $2,100,000 to Sartell Prentice, a partner in the brokerage firm of 
Prentice & Brady. The net capital contributed to Reynolds Investing Company, 
Inc., after deductions for repurchases and dividends, during the management 
period of the Reynolds family amounted to approximately $12,000,000, while 
assets amounted to $5,000,000 at December 1937. At the time of sale, the common 
stock which had originally cost the Reynolds family approximately $1,000,000: 
had an asset value of 4¢ a share or a total asset value of only approximately 
$40,000. Sartell Prentice was in fact, however, only the ostensible purchaser 
since the Fiscal Management group was causing Continental Securities Corpora- 
tion, which the group controlled, to purchase control of Reynolds Investing Com- 
pany, Inc. Continental Securities Corporation paid on this contract a total of 
$1,900,000 with the proceeds derived from the liquidation of its portfolio securities. 
The balance of approximately $200,000 was furnished by First Income Trading 
Corporation, controlied by the group. Approximately $900,000 of the funds needed 
by Continental Securities Corporation was raised by its sale of its block of 8,825 
shares of preferred stock of Fiscal Management Company, Ltd., to Reynolds 
Investing Company, Inc. In May 1938 the debenture holders of Reynolds Invest- 
ing Company, Inc., instituted proceedings for the reorganization of that com- 
pany under Section 77B of the Bankruptcy Act. 


2. ACTIVITIES OF NORTHERN FISCAL GROUP 


Commencing in December 1937, a group of individuals (working through their 
personal holding company known as the Northern Fiscal Corporation, Ltd.), 
started an independent program, similar to that used by the Fiscal Management 
group, to acquire control of various investment companies. This group, herein- 
after referred to as the Northern Fiscal group, included S. Leo Solomont, Ralph 
H. Robb, and Thomas W. Morris, who had been associated with the Fiscal Manage- 
ment group in their acquisition activities. 


a. Insuranshares Corporation of Delaware 


The first investment company acquired by the Northern Fiscal group was 
Insuranshares Corporation of Delaware. On December 21, 1937, Harry M. Blair, 
chairman of the Board of Insuranshares Corporation of Delaware, contracted to 
sell 78,260 shares of the common stock of Insuranshares Corporation of Delaware 
to the Northern Fiscal group, for a total of $310,000. The net capital contributed 
to Insuranshares Corporation of Delaware had depreciated under various manage- 
ments from approximately $14,000,000 to $800,000, as a result of the dissipation 
of its assets by a group which had acquired control of the investment company 
in 1932 by methods almost identical with those used by the Northern Fiscal group. 
The Northern Fiscal group borrowed the $310,000, the purchase price of the 
stock of Insuranshares Corporation of Delaware, from the brokerage firm of 
Paine, Webber & Company and turned over to that firm portfolio securities of 
the investment company with a market value of $500,000. Paine, Webber & 
Company sold these securities, deducted its advance of $310,000, and turned 
over a balance of $152,000 to the members of the group. The group then trans- 
ferred the stock of Insuranshares Corporation of Delaware to their personal 
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holding company, the Northern Fiscal Corporation, Ltd., a Canadian corpora- 
tion specifically organized in connection with the group’s acquisition program, 
and received 5,000 shares of $100 preference stock of Northern Fiscal Corporation, 
Ltd. The portfolio securities of Insuranshares Corporation of Delaware sold by 
the group were replaced with the 5,000 shares of the preferred stock of the 


Northern Fiscal Corporation, Ltd., which then had among its assets the block of 


stock of Insuranshares Corporation of Delaware. In June 1938 Insuranshares 
Corporation of Delaware was placed in receivership. 


b. Bond and Share Trading Corporation 


The second investment company acquired by the Northern Fiscal group was 
Bond and Share Trading Corporation. 

In January 1938 Frank E. Erwin and William A. Gutekunst, who had sponsored 
and managed Bond and Share Trading Corporation, contracted to sell to Insuran- 
shares Corporation of Delaware, blocks of Class A stock and Class B stock of 
Bond and Share Trading Corporation, representing a controlling interest in that 
investment company, for a total of $153,000. The net contributed capital of 
Bond and Share Trading Corporation had depreciated during the management 
period of Messrs. Erwin and Gutekunst from $313,000 to $232,000. Although the 
contract was signed by Insuranshares Corporation of Delaware, the Northern Fis- 
cal Corporation, Ltd., paid for the stock with its uncertified check of $131,000 
drawn to the order of Insuranshares Corporation of Delaware, and $22,000 in cash, 
This uncertified check was endorsed by Insuranshares Corporation of Delaware to 
Mr. Gutekunst and his associates, who in turn endorsed the check to Bond and 
Share Trading Corporation. For this endorsement Messrs. Erwin and Gutekunst 
received from Bond and Share Trading Corporation about half the portfolio 
securities of Bond and Share Trading Corporation, valued at $131,000. As a 
result of these transactions, Messrs. Erwin and Gutekunst were paid for the control 
stock of Bond and Share Trading Corporation by the delivery to them of over 
one-half the portfolio securities of Bond and Share Trading Corporation. The 
group transferred the control block of stock of Bond and Share Trading Cor- 
poration to Northern Fiscal Corporation, Ltd., in satisfaction of the debt created 
by the issuance of the $131,000 check by Northern Fiscal Corporation, Ltd. Bond 
and Share Trading Corporation then transferred the $131,000 check which it 
received for the more than one-half of its portfolio securities transferred to 
Messrs. Erwin and Gutekunst, plus $44,000 in cash, to Insuranshares Corporation 
of Delaware, in consideration of the transfer to Bond and Share Trading Corpora- 
tion by Insuranshares Corporation of Delaware of 1,750 shares of the $100 pre- 
ferred stock of Northern Fiscal Corporation, Ltd. Insuranshares Corporation of 
Delaware then transferred the $131,000 check and the $44,000 in cash to 
Northern Fiscal Corporation, Ltd., in consideration of the transfer to Insuran- 
shares Corporation of Delaware of the control block of stock of Bond and Share 
Trading Corporation. As a result of these transactions the Northern Fiscal 
Corporation, Ltd., not only received back its $131,000 check but also $44,000 in 
cash derived originally by Bond and Share Trading Corporation from the 
liquidation of its portfolio securities; and Bond and Share Trading Corporation 
was controlled by Insuranshares Corporation of Delaware which in turn was 
controlled by Northern Fiscal Corporation, Ltd. Bond and Share Trading Cor- 
poration, in lieu of approximately 34 of its original portfolio had 1,750 shares of 
the preferred stock of Northern Fiscal Corporation, Ltd. 


©, Jauiteo, Jine, 


The last investment company to be acquired by the Northern Fiscal group was 
Bureo, Inc. On March 3, 1938, Carroll E. Gray, Jr., who owned 36,000 shares, or 
38% of the outstanding common stock of Burco, Inc., contracted to sell this block 
of stock to the Northern Fiscal group for a total of $340,000. The assets of Burco, 
Inc., had depreciated from the time of its organization from approximately 
$2,300,000 to $1,250,000. At the time of sale, this block of common steck which 
had originally cost Mr. Gray $158,000, had a negative asset value; and all of the 
assets of Burco, Inc., “belonged” to the holders of its preferred stock. The 
Northern Fiscal group borrowed $290,000 from Paine, Webber & Company, sup- 
plying $50,000 of their own funds, to pay the purchase price of the block of 
Burco, Inc., stock, and turned over portfolio securities of Burco, Inc., with a 
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market value of $750,000. Paine, Webber & Company sold part of these securities, 
deducted its advance of $290,000; turned over the balance of the cash and the 
unsold portfolio securities to Burco, Inc., which in turn transferred them to one 
Howard F. Hansell, Jr., a member of the Northern Fiscal group, who had in the 
meantime sold to Burco, Inc., for $750,000, 25,000 shares of the common stock 
of Insuranshares Corporation of Delaware and 325,000 shares of the common 
stock of Delta Oil Company, Ltd., which were of doubtful value. In June 1938, 
Burco, Inc., was placed in receivership. 


B. Activities of Fiscal Management Group in Acquisition of 
Control of First Income Trading Corporation, Continental 
Securities Corporation, Corporate Administration, Inc., and 
Reynolds Investing Company, Inc. 


1. INTRODUCTION—PLAN OF ACQUISITION 


In August 1937, a group of individuals, including Philip A. Frear, 
George H. Clayton, Jr., and Vincent KE. Ferretti) none of whom had 
ever been previously connected with the sponsorship of any invest- 
ment company, conceived a plan whereby they could acquire control 
of a number of investment companies by paying for this control 
with the assets of the very companies acquired? This group, with 
the assistance of various other individuals, ultimately acquired con- 
trol, in the order named, of First Income Trading Corporation, Con- 
tinental Securities Corporation, Corporate Administration, Inc., and 
Reynolds Investing Company, Inc. The participants in ‘the eroup 
which acquired control of these investment companies, working 
through their personally owned holding company organized in 
Canada and known as the Fiscal Management Company, Ltd., will 
hereinafter be referred to in this report as the Fiscal Management 
eroup. 

The modus operandi pursued by the Fiscal Management group in 
effecting the acquisition of control of investment companies was 
briefly as follows: the group would offer to purchase from the exist- 


1 Philip A. Frear had a small investment banking house in Washington, D. C., known as 
Frear & Company. (Public Examination, First Income Trading Corporation et al., at 
555-6.) Mr. Frear, in connection with the acquisition of the control of First Income 
Trading Corporation, had borrowed $5,000 from one F. S. Grape and paid him $1,500 inter- 
est for a 12-day loan in addition to giving him an interest in the holding company that 
was to take over the control of First Income Trading Corporation. (Id., at 556-9.) At 
the same time, Mr. Frear borrowed $2,500 from one Fred Ross. (Id., at 558.) The record 
indicates that Mr. Frear expected to repay the Grape and Ross loans with the money 
which he would obtain from First Income Trading Corporation. (Id., at 559.) The loam 
from Mr. Ross, for which Mr. Frear promised to pay back twice as much as he borrowed 
from him, was initially contracted for the use in the contemplated acquisition of con- 
trol of Investors Fund of America (id., at 1584-5), which was never effected. (Id., at 1586.) 
In connection with this latter unconsummated transaction, Mr. Frear also horrowed 
$5,000 from his father, James Frear. (Id., at 1585.) 

George H. Clayton, Jr., was, the record indicates, a close associate of the brokerage 
house of Prentice & Brady. He shared office space with Jerome C. Brady a partner in 
that firm, and was apparently on very friendly terms with both the partners in the firm. 
(id., at 581, 1491.) There is no evidence that he had, prior to these transactions, 
participated in the activities of any investment company. 

Vincent EB. Ferretti was an attorney who, at first, had been counsel to Mr. Hspy when 
he attempted to acquire control of Investors Fund of America. (Id., at 1588, 1597.) It 
was through Mr. Espy that Mr. Frear met Mr. Ferretti, and thereafter together they 
participated in the acquisition of investment companies. (Id., at 1592.) 

21Td., at 562-3. 
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ing management of an investment company the control block of 
stock of such company at a price far in excess of its market value or 
asset value. The group would then pay for this control stock by 
obtaining a loan from a brokerage firm on a list. of the portfolio 
securities of the investment company. Immediately upon obtaining 
such control, the group would liquidate a portion of the portfolio 
securities of the investment company and from the proceeds of such 
sale would repay the advance of the brokerage firm. To “reimburse” 
the investment company for its portfolio securities which were sold, 
the members of the group would transfer to the investment company 
securities of their own personal holding company or other securities 
of dubious value. A portion of the remaining funds of the acquired 
investment company would then be used to acquire control of other 
investment companies. 

In the course of these acquisition transactions and of their man- 
agement of the investment companies, the members of the group 
would make loans to themselves and would pay themselves substantial 
commissions and make substantial profits on the deals effected with. 
the investment companies. 


2. ACQUISITION OF CONTROL OF FIRST INCOME 
TRADING CORPORATION 


The first investment company of which the Fiscal Management 
group acquired control was First Income Trading Corporation, a 
general management investment company. First Income Trading 
Corporation had been organized on April 27, 1988 under the laws 
of Delaware by Albert S. Wicks, Harold B. Grow, Henry 8S. Sanger,. 
and Morris 8. Bode. This company had two classes of capital 
stock outstanding, Class A stock and Class B stock. The Class A 
stock had the sole voting power+* and the total amount outstanding, 
25,000 shares, had been issued to these organizers principally as com- 
pensation for their services in connection with the organization and 
continued management of the company.’ The Class A stock was 
entitled to a prior claim of $5,000 © upon liquidation of the company 
but had no further right to any participation in the assets of the 


3Id., Commission’s Exhibit No. 2. Harold B. Grow, a graduate of the U. S. Naval’ 
Academy, was in the United States Navy until 1931 when he organized Aviation Industrial 
Corporation. This venture was not successful, and he thereafter organized the Graham- 
Grow Company, which specialized as aviation consultants. In 1932, Mr. Wicks approached 
Mr. Grow with the idea of organizing First Income Trading Corporation, which consti- 
tuted his first experience with management of investment companies. (Id., at 122-3.) 

Albert S. Wicks had been a public accountant, and immediately prior to his organizatiom 
of First Income Trading Corp., had been in the securities business. (Id., at 125.) 

Henry 8. Sanger of Detroit, at the time of his association with the investment company, 
had had no business experience. (Id., at 125.) 

41d., Commission’s Exhibit No. 2. 

5 Messrs. Wicks, Bode, and Grow received 75% of the Class A stock for services rendered 
in connection with the organization of First Income Trading Corp., for their disburse. 
ments in connection with such organization, which aggregated approximately $1,500,. 
and also for their continued management of the company. (Id., at 126-7, 182-3.) The- 
remaining 25% of the stock was issued to Henry S. Sanger and William M. Joy at the 
price of $30 a share. (Id., at 127-8.) 

®Id., at 128 and Commission’s Hxhibit No. 2. Mr. Grow testified that the value of 
$5,000 was merely arbitrary and was intended to compensate the holders of the Class A. 
stock for the expenses they incurred in organizing the company. 


356 SECURITIES AND EXCHANGE COMMISSION 


company. The holders of this stock were entitled in addition, to 
receive 25% of the annual net profits of the company.’ However, 
from the inception of this company (April 27, 1933) to the date of 
the sale of this stock to the Fiscal Management group (August 
1937) the holders of the Class A stock had received only $16,000.* 

The Class B stock, which had no voting power, was offered and 
sold to the public. As of August 1937, the month during which the 
Fiscal Management group acquired control, 153,000 shares of the 
Class B nonvoting stock were outstanding in the hands of approxi- 
mately 600 stockholders.’ The sales literature used in connection 
with the public distribution of the Class B stock indicated that the 
Class A voting stock had been issued to the managers and organizers 
of the company, and stressed the importance of honest management 
for the successful administration of an investment company. For 
example, one circular stated : 7° 


Concerning Management there can little be said; a man is of unquestionable 
honesty or he is not. Records are available on most men of any prestige and 
the question of the integrity of a group is usually one of record. However, 
actions and attitudes can be thoroughly “honest” or “honest within the law.” - 
There is a wide divergence there. The men at the head of the investment 
machine should be “honest” in the sense that they are thoroughly awake to the 
sacred nature of the trust imposed upon them and imbued with a real spirit 
of “Service’—Service being foremost in their minds as opposed to personal 
gain or reward. In other words, the management must be thoroughly honest 
and willing to subordinate personal “gain” to “service,” knowing that if service 
is well rendered Reward will come automatically. 


Mr. Grow, president of the investment company, admitted that the 
public probably purchased the stock of the company to a large extent 
m reliance on the continued management of the company by the origi- 
nal organizers. Mr. Grow testified : 2 


Q. You had prepared a great deal of literature and advertised the fact that 
you were associated with the First Income Trading Corporation, and that you 
were going to handle the money of those people, isn’t that so? 

A. That is right. 

Q. And I assume that by virtue of your reputation that there was a very 
good possibility that people, having reliance and faith in you, purchased the 
stock at $5.00 a share; isn’t that so? 

A. There is no question about that. 

K * * * * * 

Q. * * * there is no question in your mind that people in the area where 
you were relied on the fact that you were the one that was going to handle 
their money and manage their money and they bought that stock at $5.00 a 
share, isn’t that so? 


7J¥d., Commission’s Hxhibit No. 2. 

8 Mr. Grow testified that the holders of the Class A stock had received no distribution 
on their stock during the first three and one-half years of the company’s existence. (Id., 
at 338-9.) During the last year, they had received $16,000, of which Grow himself 
received $6,000. (Td.. at 329.) 
9Id., at 147 and Commission’s Hxhibit No. 5. 

10 Td., Commission’s Exhibit No. 22. 
1Td., at 134-5 
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A. There is no question of doubt that a large amount of that stock was sold 
because people believed in me. 

Q. And were also conscious of the fact that you and your group were the 
ones that had gotten the management stock, for virtually no cash, isn’t that so? 
On the reliance that you people were going to operate that trust? 

A. There is no question about that. 


About the 25th of June 1937, Philip A. Frear commenced negotia- 
tions with Mr. Grow for the purchase of the control block of ‘stock 
of the company held by Mr. Grow and his associates.2 Late in July 
1937, only five weeks after Mr. Grow met Mr. Frear? and without 
any ‘substantial investigation of the financial status or investment 
ability of Mr. Frear and his associates,* Mr. Grow, on behalf of him- 
self and his associates, contracted to sell the 25,000 shares of the Class 
A management stoc k of First Income Tr ading Corporation to 
Philip A. Frear for $125,000. The contract provided that 20,000: 
shares were to be delivered on August 5, 1937, the closing date of 
the contract, for $110,000, which included a $10, 600 bonus payment to 
Messrs. Grow and Wicks, and the remaining 5 000 shares were to be 
turned over a week later. 23 Mr. Grow and his associates also agreed 
to resign from the board of directors of First Income Trading | Cor- 
poration so that they might be replaced by representatives of the 
new management.‘® In addition to the payment of $125,000 for 
25,000 shares of the Class A stock, it was further provided that 
Messrs. Wicks and Grow would receive at the time of sale additional 
payments of $5,000 each and that they would be retained by the new 
management as technical advisers to the company for a period of 
three years at a salary of $5,000 a year.” 

On August 5, 1937, the day of the closing of this contract, S. Leo 
Solomont,!® who was an attorney for Paine, Webber & Co., a nation- 
ally known brokerage firm and member of the New York Stock Ex- 
change ? had arranged with that firm to lend $110,000, ostensibly to 
one of his clients,”° “who was later revealed to Paine, Webber & Co. 
to be George H. Cl layton, Jr.**_ The loan was to be collateralized by 
securities contained in a list shown to Paine, Webber & Co., which 


12Td., at 141-2 

18 Thid. 

4 1d., at 145-6. 

4 Td., Commission’s Bxhibit No. 5. The balance of the 5,000 shares were never turned 
over to the Fiscal Management group. They were apparently held by persons who were 
not as close to Mr. Grow as those individuals whose shares were included in the 20,000 
shares which were turned over to the Fiscal Management group on August 5, 1937. 

16 Thid. 

W1d., at 157-8. 

18S. Leo Solomont was a member of the law firm of Evart.and Solomont. Mr. Evart. a 
member of this firm, was a brother of Albert Evart, who was a partner in the firm of 
Paine, Webber & Co. (Id., at 165-6.) Until August 1937, Mr. Solomont was a negligible 
investor or trader as far as Paine, Webber & Co. was concerned and had never requested 
Paine, Webber & Co. to make substantial loans to any client. (Id., at 167-9.) Mr. Solomont 
had a small personal account with Paine, Webber & Co. (Id., Commission’s Exhibit No. 7.) 

19The brokerage firm of Paine, Webber & Co. has about 20 branches in about 17 states 
and is among the 6 largest brokerage firms in the country. (Id., at 260.) 

70Td., at 169-171. 

NGL, aie. 
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had cost approximately $182,500.22 These securities were to be sold in 
the open market by Paine, Webber & Co., and the excess of the pro- 
ceeds of the sale of these securities over the $110,000, the amount of 
the advance, was to be “turned over to the client of Mr. Solomont.” *° 

On August 5, the closing date of the contract, Mr. Grow testified 
that “we [Grow and his associates] voted ourselves out and they 
[the members of the Fiscal Management group] voted themselves 
im prior to the receipt by us of any check of any nature whatso- 
ever.” 74 

The new board of directors immediately authorized the sale of 
portfolio securities belonging to First Income Trading Corporation 
to George H. Clayton, Jr., a member of the Fiscal Management 
group. These securities were substantially the same securities in- 
cluded in the list originally shown to Paine, Webber & Co. upon 
which that firm had agreed to advance $110,000.22 The proceeds of 
the sale of these securities were to be used to purchase from George 
H. Clayton, Jr., 1,825 shares of the preferred stock of Fiscal Manage- 
ment Company, Ltd., at $100 per share for a total of $182,500.°° 
George H. Clayton, Jr., as part of the same transaction, assigned 
these portfolio securities of First Income Trading Corporation to 
S. Leo Solomont. Mr. Solomont was directed to sell these securities 
in his sole discretion; to retain $110,000 from the proceeds to pay off 
the loan to Paine, Webber & Co., and to return the balance to George 
H. Clayton, Jr.?" 

Simultaneously, Mr. Wicks, associated with the Grow manage- 
ment, removed all the portfolio securities of First Income Trading 
Corporation 2° which were in the vault, including the securities to be 


21Td., at 567. The list exhibited to Paine, Webber & Co. contained the following securi- 
ties: 700 shares of Consolidated Edison Company of New York; 600 shares of United 
Aircraft Corp.; 1,200 shares of Boeing Aircraft Co.; 200 shares of Youngstown Sheet and 
Tube Co.; 200 shares of Crucible Steel Company of America; 600 shares of Douglas Air- 
craft Company, Inc.; and “others.’”’ The credit manager of Paine, Webber & Co., to whom 
this list was shown, computed the value of these securities as between $150,000 and 
$160,000. (Id., at 171-2.) 

233161, Bue are 

27d. at 202. Mr. Wicks further testified with respect to this change in management 
as follows (id., at 221): 

Q. But you had resigned from the board before you had gotten the check, isn’t that 
so? 

ae Yes. 

Q. Now. before you had resigned from the board, had the Paine, Webber check 
been exhibited to you and then. somebody said ‘‘Mr. Wicks, see, we have the money, 
now resign ?”’ 

A. No. 

wy noe had not seen the color of their money when you resigned, is that it? 

The representatives of the Fiscal Management group on the board of First Income 
Trading Corporation included G. J. Mitchell, Jr., as president, John M. McKay as vice 
‘president, and L. A. Williams as treasurer. (Id., Commission’s Exhibit No. 13.) 

%*Jq., Commission’s Exhibit No. 14. The resolution read as follows: “That Laurens 
A. Williams, Treasurer of First Income Trading Corporation, be and he is authorized to 
sell, set over, and transfer unto George Clayton of New York, N. Y., the following named 
securities: 700 Consolidated Hdison Company of New York; 200 Bethlehem Steel Corpora- 
tion; 1.200 Boeine Aireraft Co.; 200 Youngstown Sheet & Tube Co.; 200 Crucible Steel 
‘Company of America; 600 Douglas Aircraft Company, Inc.” (Cf. note 22, supra.) 

261d., Commission’s Exhibit No. 14. j 

27Td., Commission’s Exhibit No. 27. 

21d. at 220. The securities removed from the vault constituted only a portion of the 
securities belonging to First Income Trading Corporation. The company also had accounts 
“with the brokerage houses of Fenner & Beane, Sutro Bros. & Co., and Goodbody & Co. 
<Id., Commission’s Exhibits Nos. 17, 18, and 19.) 
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transferred to Mr. Clayton, and turned them over directly to Paine, 
Webber & Co.”® for the account of First Income Trading Corporation 
in the name of S. Leo Solomont.*® In return for these securities, 
Paine, Webber & Co. delivered a check for $110,000 to the order of 
George H. Clayton, Jr.,?4 who endorsed this check to Messrs. Wicks 
and Grow in payment for the 20,000 shares of Class A stock of First 
Income Trading Corporation.*? 

Paine, Webber & Co., immediately after the transfer to it of the 
portfolio securities of the First Income Trading Corporation as col- 
lateral for the loan of $110,000, sold these securities in the open 
market for $152,504.45—securities which had cost the First Income 
Trading Corporation $182,500.22 From these receipts Paine, Webber 
& Co. deducted $110,000 in satisfaction of its advance to George H. 
Clayton, Jr.,’* and credited $802.69 to the personal brokerage account 
of S. Leo Solomont with Paine, Webber & Co. to satisfy the debit 
balance in that account.®® The balance of the proceeds, $41,701.76, 
was turned over by check to S. Leo Solomont °° and was retained by 
the Fiscal Management group as “commissions.” *7 Subsequently, 
the balance of the brokerage account of First Income Trading Cor- 
poration with Paine, Webber & Co. was transferred to the brokerage 
firm of Prentice & Brady, members of the New York Stock Ex- 
change, with which firm George H. Clayton, Jr., had long been 
associated.** 

George H. Clayton, Jr., transferred the 20,000 shares of Class A 
stock of First Income Trading Corporation to Fiscal Management 
Company, Ltd., valued for purposes of the transfer at $202,495.%° 


*?Id., Commission’s Hxhibit No. 11. These securities included 700 shares Consolidated 
Edison Company of New York stock; 600 shares United Aircraft Corp.; 1,200 shares 
Boeing Airplane Company; 200 shares Youngstown Sheet & Tube Co.; 900 shares North 
American Aviation, Inc.; 200 shares Crucible Steel Company of America; 600 shares 
Douglas Aircraft Company, Inc.; 600 shares Western Union Telegraph Company, inc. ; 
2,000 shares United Air Lines Transport Corporation; 200 shares Bethlehem Steel Corpo- 
ration; 1,000 shares Hlectric Bord & Share; 800 shares Stone & Webster, Inc. ‘These 
shares were authorized to be transferred to Paine, Webber & Co. by George J. Mitchell, 
Jr., the new president of First Income Trading Corporation. (Id., Commission’s Exhibit 
INO. 8.) 

80 Td., at 196 and Commission’s Exhibit No. 12. 

*17d., Commission’s Hxhibit No. 6. Philip A. Frear had assigned his contract to pur- 
chase the control block stock of First Income Trading Corporation to George H. Clayton, 
Jr., on August 4, 1937, prior to the consummation of the contract. (1d., at 615-6 and 
Commission’s Exhibit No. 77.) Mr. Frear stated that he had represented, in these ne- 
gotiations for the control of First Income Trading Corp., “an undisclosed group” and was 
“not a principal in the transaction’. (Id., Commission’s Exhibit No. 46.) 

* Td., Commission’s Exhibits Nos. 6 and 15. 

83 1d., at 566-7. 

$4 Ibid. 

%Td., at 1676-9. Stephen Paine testified that he did not know that $802.69 of the 
proceeds resulting from liquidated portfolio securities of First Income Trading Corporation 
had been used to wipe out the deficit balance which Mr. Solomont had with Paine, Webber 
& Co. (iIbid.) 

*6Id., at 180, 566, and Commission’s Hxhibit No. 9. 

sTd., at 567-8, 575. Mr. Solomont received $13,000, Mr. Frear received $14,000, and 
Mr. Ferretti received $15,000. (Id., Commission’s Exhibit No. 74.) 

38Td., at 582 and Commission’s Exhibit No. 75. 

8° Letter of August 11, 1937, from George H. Clayton, Jr., to Fiscal Management Com- 
pany, Ltd. (Id., Commission’s Exhibit No. 64.) It will be recalled that this block of 
20,000 shares of the Class A stock of First Income Trading Corporation was purchased by 
the Fiscal Management group for $110,000. (id., at 564-35.) 
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This transfer lodged the control of First Income Trading Corpora- 
tion in the latter « company. In consideration therefor, Fiscal Man- 
agement Company, Ltd. issued to Mr. Clayton 1,825 ‘shares of its 
preferred stock and 19,995 shares of its common stock. Mr. Clayton 
then transferred these 1,825 shares of the preferred stock of Fiscal 
Management Company, Ltd., to First Income Trading Corporation at 
$100 per share for a total of $182,500 to reimburse, on the basis of 
cost, First Income Trading Corporation for its portfolio securities 
which had been sold by the Fiscal Management group. The 19,995 
shares of common stock of Fiscal Management Company, Ltd., con- 
stituting the sole outstanding voting stock of that corpor ation, were 
retained. by Mr. Clayton and his associates.”° 

As a result of these transactions, in place of marketable portfolio 
securities which had cost approximately $182,500 and had realized 
$152,000 in the market, First Income Trading Corporation held 1,825 
shares of the preferred stock of the newly organized Fiscal Manage- 
ment Company, Ltd., the personal holding company of the group, 
which had no assets prior to the transfer to it of the management 
stock of First Income Trading Corporation. Mr. Mitchell, one of 
the Fiscal Management group, testified : * 


Q. Did you know that George Clayton was going to sell it [the preferred stock 
of Fiscal Management Company, Ltd.] to First Income Trading Corporation? 

A. That is right. 

Q. That was part of the plan, isn’t that so? 

A. That is right. 

Q. And that is the only way you could compensate the First Income Trading 
Corporation for the securities which were sold out of its portfolio, isn’t that so? 

A. That is right. 

Q. So it was your plan, from the very inception, that the control would be 
put in the Fiscal Management and the Fiscal Management would be the com- 
pany whose preferred stock would replace the investment trust portfolio seeuri- 
ties, isn’t that so? 

A. That is right. 

Q. And at the time that was done, Fiscal Management had nothing, isn’t 
that so? 

A. That is correct. 


The individuals in the Fiscal Management group received approxi- 
mately $42,000 in cash (the difference between the $152,000 realized 
from the sale of the portfolio securities and $110,000 repaid to Paine, 
Webber & Co.) as a profit or “commission”; and, in addition, they 
received the 19,995 shares of the common stock of Fiscal Manage- 
ment Company, Ltd. which constituted absolute control of that com- 
pany, which in turn held the controlling block of stock of First 
Income Trading Corporation. This control block of stock of First 


40Ibid. This letter indicates the 19,995 shares of common stock of Fiscal Management 
Company, Td., were to be issued in the following certificates: one of 10,200 shares and 
one of 9,795 shares and were to be delivered to George H. Clayton, Jr., in care of Vincent 
Feretti. These shares were subsequently distributed between Messrs. Frear and Clayton. 
(Op. cit. supra, note 1, at 560-1.) Mr. Clayton actually received 10,000 shares and Mr. 
Ferretti. These shares were subsequently distributed between Messrs. Frear and Clayton. 
Clayton, Jr., transferred his block of the common stock of Fiscal Management Company, 
Ltd., to his personal holding company, the Northern Capital Holdings, Ltd., which he had 
organized on October 12, 1987. (Id., at 1594-5 and Commission’s Hxhibit No. 78.) 

41Td., at 563-4. 
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Income Trading Corporation had been acquired by the Fiscal Man- 
agement group ‘thr ough the use of $110,000 of First Income Trading 
Corporation’s own funds. 

As a result of these transactions, the investor in First Income 
Trading Corporation, whose investment originally represented an 
interest in a diversified investment company, became a holder of se- 
ers in an investment company one-fourth of whose assets was 
represented by 1,825 shares of the preferred stock of Fiscal Manage- 
ment Company, Ltd., a holding company whose only asset, in turn, 
was the Class A management stock of his own company, First Income 
Trading Corporation. 

The ‘preferred stock of Fiscal Management Company, Ltd., was 
entitled on any liquidation of the company to a preference against its 
assets to the extent of $100 per share and accrued unpaid dividends, 
and to an annual cumulative dividend of $7 per share.” Thereafter 
the preferred stock shared equally with the common stockholder in 
any further earnings derived by the company.** However, the only 
asset of Fiscal Management Company, Ltd., as has been indicated, 
was the management stock of First’ Income Trading Corporation 
which, although it had only a fixed liquidating value of $5,000, had a 
right to 25% of the ear nings of First Income Trading Corpor ation." 

‘It will be recalled that between April 1933 and August 1937 the 
Class A management stock of First Income Trading Corporation 
had earned only $16,000 in management fees.** However, the record 
indicates that these payments were made on the management stock 
under an accounting method used to determine the “profits” of First 
Income Trading Corporation which deserves some description. In 
computing ‘ ‘actual profits realized” no deduction or provision was 
made for the unrealized depreciation on the balance of the port- 
folio securities. Therefore, although the unrealized depreciation on 
the balance of the portfolio may have er eatly exceeded the “realized 
profit” on particular securities sold, the management still considered 
that “profit” had been made on which it was entitled to commissions 
and from which dividends could be paid. Mr. Grow, when examined 
on accounting practices, testified : *° 


Q. Mr. Grow, you said that you had been paying dividends to the holders of 
the B stock for an appreciable period of time? 

A. Yes. 

Q. And your management compensation, of course, was predicated upon profits, 
isn’t that so? 

A. That ig right. 

Q. Now, when you computed profits first for. the purpose of declaring a divi- 
dend for the payment of distribution to certificate holders, did you take into 
consideration the realized profits on the sales you made, or did you also set up 
« reserve for any unrealized depreciation that you had in your portfolio? 

A. Well, we calculated on each transaction. If a block of securities was pur- 
chased and subsequently sold, that: created a profit. That profit was set up 
on the books so much as reserve, so much to management, and so much to 
dividends, you see. 


#Td., Commission’s Exhibit No. 64. 
48 Thid. 

44 See notes 6 and 7, supra. 

# See note 8, supra. 

46 Op. cit. supra, note 1, at 235-9. 
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Q. That reserve you talk about was not the reserve for unrealized deprecia- 
tion on the portfolio securities, was it? i 

A. It was a reserve to offset depreciation in the portfolio as well as to take 
eare of taxes. 

Q. Let me give you a situation. Suppose you sold a block of stock and you 
made $10,000 profit. 

A. Yes. 

Q. And after you computed the market value of the securities that you had 
remaining in the portfolio, you had an unrealized depreciation of $50,000. Did 
you consider that you had $10,000 profit? 

A. We considered that we had made a profit on that transaction. 

Q. So that you were, making distributions on the basis that you had made a 
profit on the transaction, but the fact of the matter is that at that very time 
you had a substantial unrealized depreciation on the balance of your portfolio, 
isn’t that so? 

A. It is possible that at times there was a depreciation in the portfolio while 
we were paying dividends, but indirectly from the profits. 

Q. So that what you were doing during this successful period is that any 
time you wanted to show a profit you would sell securities which were slightly 
above cost and forget about the ones which were selling below cost, is that tei, 

A. That is not it. 

Q. But that is what you were doing. You were making distributions upon 
which you were entitled to management fees even though the balance of the 
portfolio showed an unrealized depreciation, isn’t that so? 

A. No; that is not so. We were not an investment trust in the usual Sense 
of the word. We were a trading corporation. Our method of operating and 
our method of accounting had been in vogue for four and one-half, five years 

In vogue with you, you mean? 

In vogue with the corporation. 

That is right? 

That is right. 

That was your own peculiar system that you had? 

Our own special system. 

* * * * * * * 

Q. Let me first get the fact. The fact is that there were times that the profits 
that you had on the particular transaction did not equal the unrealized loss that 
you had on the balance of your portfolio; isn’t that so?* 


rPOoPOPO 


A. That is true, the same as with every corporation. 

Q. But you considered that a profit? 

A. Yes. 

Q. From which you made payments, the distribution of dividends? 

A. Yes, sir. 5 

Q. And upon which you gave yourselves a management fee, isn’t that right? 
A. Yes, sir. 

47 Mr. Grow answered this question despite the advice of his counsel, Mr. Reilly. ith 


respect to this question, Mr. Grow testified as follows (id., at 288) : 


Mr. ScHENKER. * * * You took an unrealized loss on your portfolio even though 
you sold some securities at a market above what they cost you, and you considered 
you had a profit and you declared dividends which entitled you to a management fee. 

Mr. REILLY. May I interrupt? 

Mr. ScHENKER. Let him answer first. 

Mr. Rettuy. If what you are driving at is to have Mr. Grow admit that he paid 
dividends out of capital and not out of earnings considering the whole picture I will 
advise him not to answer on the ground of his constitutional right. 

WITNESS. I’d just as soon answer that question. 
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@. And were you not really paying dividends out of capital and not out of 
earnings? 

A. No, sir. 

Q. But there is no doubt in your mind that you did that; isn’t that so? 

A. Did what? 

Q. That you considered you had profits out of which you paid dividends and 
paid yourself a management fee? 

A. No question about that.* 


Nevertheless any future increase in the salable value of the manage- 
ment stock of First Income Trading Corporation held by Fiscal 
Management Company, Ltd., which might result from an enhance- 
ment in the earnings of such management stock would redound to the 
benefit of the group which held all of the common stock of Fiscal 
Management Company, Ltd. By purposely designing Fiscal Man- 
agement Company, Ltd., as a leverage company *° to hold controlling 
blocks of the equity securities of leverage investment companies, the 
Fiscal Management group would acquire not only the leverage ad- 
vantage of the stocks in the portfolio of Fiscal Management Com- 
pany, Ltd., but would also acquire the leverage advantage of the 
common stock of Fiscal Management Company, Ltd. itself which 
it owned.®? Because of its leverage advantage the common stock 
of Fiscal Management Company, Ltd., all of which was held by its 
organizers, would increase in asset value more rapidly than an in- 
crease in the value of the total assets of the company. 

As a consequence of this leverage advantage in the common stock 
of Fiscal Management Company, Ltd. held by its organizers, any 
appreciation in the market value of the management stock of First 
Income Trading Corporation arising from increased earnings or from 
the control value of the stock, beyond the liquidating value of the 
preferred stock of Fiscal Management Company, Ltd., held by 
First Income Trading Corporation, would accrue entirely to the com- 
mon stockholders of Fiscal Management Company, Ltd.** 

On the other hand, if First Income Trading Corporation had re-. 
tained the marketable securities in substitution of which it had been 


48 See also id., Commission’s Exhibits Nos. 1 and 46. 

# For a general discussion of the characteristics of leverage, see Part One of this report 
(House Doc. No. 707, 75th Cong.), Ch. II, p. 28. 

50 As will be described infra, Fiscal Management Company, Ltd., acquired a controlling 
block of the common stock of Continental Securities Corporation, a leverage investment 
company, which in turn acquired a controlling block of the common stock of Reynolds 
Investing Company, Inc., another leverage investment company. The common stocks of 
Continental Securities Corporation and of Reynolds Investing Company, Inc., would ap- 
preciate in asset value, because of their leverage, at a greater rate than the appreciation 
in the value of the assets of such companies. The common stock of Fiscal Management 
Company, Ltd., would appreciate in asset value, because of its leverage, at a greater rate 
than the appreciation in the value of the common stock of Continental Securities Corpora- 
tion held by Fiscal Management Company, Ltd. 

Kor example, assume that the management stock of First Income Trading Corporation 
had a value of $110,000, the sum which the Fiscal Management group had paid for the: 
shares. At this point the common stock of Fiscal Management Company, Ltd., had no 
asset value since the 1,825 shares of its preferred stock held by First Income Trading 
Corporation was entitled to a preference of $182,500 against the assets of Fiscal Manage- 
ment Company, Ltd. However, if the value of the First Income Trading Corporation man- 
agement stock tripled to $330,000, the common stock of Fiscal Management Company, Ltd., 


would have increased from a minus asset value of $72,500 to a positive asset value of 
$147,500. 


364 SECURITIES AND EXCHANGE COMMISSION 


compelled to accept the preferred stock of Fiscal Management Com- 
pany, Ltd., any appreciation in the value of such marketable securities 
would have accrued entirely ** to the Class B stock of First Income 
Trading Corporation, all of which was held by the public. 

Furthermore, the interownership of stock by First Income Trading 
Corporation and Fiscal Management Company, Ltd. would tend to 
create an artificial and deceptive appearance of enhancement of the 
assets of each company. An increase in the earnings of the manage- 
ment stock of First Income Trading Corporation held by Fiscal Man- 
agement Company, Ltd. would presumably increase the value of such 
management stock. This increase in the value of the management 
stock would increase the earnings and the value of the assets of Fiscal 
Management Company, Ltd. and would thus increase the market value 
of the preferred stock of Fiscal Management Company, Ltd.°* As a 
consequence, the assets of First Income Trading Corporation would 
increase in value as the reflection of the increase in value of the shares 
of preferred stock of Fiscal Management Company, Ltd., which it 
owned. The resultant augmented value of the assets of First Income 
Trading Corporation might tend to increase the market value of its 
management stock since the earning power of such stock might be 
deemed to have increased because of the increase in the total mvestible 
assets of the company. The increased market value of First Income 
Trading Corporation management stock held by Fiscal Management 
Company, Ltd., would increase the value of the assets of that company. 

“hus the cycle of artificial valuations which has been described would 
be repeated. In fact, however, the underlying values and earning 
power of the assets of the two companies, other than their circular 
ownership of each other’s stock, would not have been increased in any 
way. 

The stockholders of First Income Trading Corporation were not 
informed or consulted with respect to the transfer of control of the 
investment company by the old management to the Fiscal Management 
eroup. Despite the fact that the Class B stock had been purchased by 
the public in reliance on the continued management of First Income 
Trading Corporation by Mr. Grow and his associates, Mr. Grow did 
not require the Fiscal Management group to make an offer to purchase 
the stock held by the public. Despite the fact that the sales literature 
distributed by Mr. Grow and his associates emphasized the high stand- 
ards of “honesty” and “integrity” °* required of managers of invest- 
ment companies, Mr. Grow did not hesitate to sell control of First 
Income Trading Corporation to persons, some of whom he had known 
only for about two weeks, and others whom he had met only on the 
closing date of the contract. Mr. Grow testified to this as follows: °° 


Q. And you only knew Frear two weeks; isn’t that so? 
A. Approximately; yes.” 


22 [It will be recalled that the management stock of First Income Trading Corporation was 
entitled to only $5,000 on any liquidation of its assets. 

53 Since the preferred stock of Fiscal Management Company, Ltd., had a participating 
share in the entire earnings of the company, the stock on the basis, of its earning power 
would presumably sell in the market at a price higher than its liquidating preference in 
assets. ; 

54 Op. cit. supra, note 1, at 242, and Commission’s Exhibit No. 22. 

55Td., at 145-7. 

56 Mr. Grow had previously testified that he had known Mr. Frear for five weeks; see 
note 13, supra. 
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Q. And you only knew Ferretti two weeks? 

A. Approximately. 

Q. Clayton you saw for the first time in your life the day you turned over 
control and got the check? 

A. I never knew Clayton. 

Q. What are some of the big names that were mentioned to you who were going 
to put up this money necesary to go out and buy these various investment trusts? 

A. Some very well-known names in their own communities; Mr. Boewing, of 
Toronto. 

Q. What did you know about Mr. Boewing? 

3 XK x * * a 3 

A. I didn’t know anything except what I was told, that he was a man of means 
and substance and reputation. 

Q. In other words, you know nothing about him? 

A. During the conversation; no 

Q. Well, go on; who else? 

A. Mr. Fred Ross, of Cleveland; he was president, I believe, Vater Fan Form 
Corporation; I don’t know. 

Q. You don’t even know the name of the company? 

A. Mr. Ernest Dixon 

q. I say you don’t even know the name of the company ? 

A. I have given it to you. 

Q. What did you say it was? 

A. Vater Fan Form Corporation. Mr. Ernest Dixon, of Toronto, who was well 
known around Michigan, and a man named George Bartholomew. 

Q. Tell us about George Bartholomew. 

A. Well, Dr. George Bartholomew was introduced to me subsequently as a 
German economist associated with the German Embassy in Washington and as 
the man who obtained the Vaughn Bible, apparently, for Congress. 2 
You say he is the adviser to the German Embassy ? 

So I was told. 

You say you were told he was the adviser to the German Embassy? 
Yes, 

Was he supposed to go on the board? 

He was supposed to head it up. 

And Ross was supposed to go on the board; is that it? 

That is right. 

And Ferretti? 

No. 

Mr. Grow took no active steps to ensure the maintenance of the 
investment policy of the First Income Trading Corporation for 
the protection of the public which had purchased the B stock upon 
the representation that the investment company was to have a di- 
versified portfolio of listed securities. Although he insisted as a 
condition of the contract that both he and Mr. Wicks be retained as 
technical advisers to the company at a salary of $5,000 a year each," 
they were never consulted in this capacity. Mr. Grow testified : °* 


POrPOPOPORES 


Q. You were the technical adviser, were you not, getting $5,000 a year; what 
was your advice as technical adviser? 


5’ See note 17, supra. 
53 Op. cit. supra, note 1, at 204 and 2380. 
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“A. My advice as technical adviser * * * as we origially were em- 
ployed * * * that Mr. Wicks and I would supervise the operation of the 
income trading plan and the portfolio of the corporation, as it had been done 
before. I went down every day. 

2k * BS * ok * *K. 

Q. All they did was say “Hello” to you, isn’t that so? 

A. That’s about it. 


Mr. Grow and his associate, Mr. Wicks, accepted this inactivity 
without being suspicious, despite the fact that at the time of the 
transfer of control Mr. Grow orally, and on the same day in a letter, 
stated that Mr. Wicks and Mr. Grow were to continue on the staff 
of the company as technical advisers in connection with the operation 
of the plan, that the policies of the corporation would not be 
changed and that every effort would be made to maintain that same 
personal relationship and good faith that the corporation (First 
Income Trading Corporation) had built up with the stockholders 
for a period of years.°? With respect to this statement and corre- 
spondence, Mr. Grow testified as follows: °° 


Q. On August 6 you were making this big speech; were you suspicious that 
these people were not going to maintain it after you got through negotiating 
with them, that you had to warn them not to change the policy? 

A. No: I was not suspicious at all. Those were the terms and conditions 
of the change of control, that nothing would be changed. 

Q. But you conferred with these people before you sold this control stock 
and you told them that that had been your practice, and that you had main- 
tained the good faith and good will for these years, and you woutd not 
permit a change of that policy? 

A. That is right. 

Q. You told them that before you sold the stock and after you passed over 
control you made this big speech, is that it? 

A. The speech was entered in the record of the minutes. 

Q. But that represents a speech that you made? 

A. Well, a statement. 

Q. Now this letter is dated August 6, 1937, in which you state: “Upon turning 
over the management of the First Income Trading Corporation to you, we be- 
lieve it is wise and proper to remind you that this corporation has been built 
on the spirit of intimate friendship and good faith with a large number of 
stockholders and in a spirit of service to them before reward to ourselves.” 
That is precisely what you told them when you sold the stock, when you turned 
over the control, and now I would like to know whether you were not sus- 
picious that they were going to do something. 

A. That is not a sign of suspicion. 

* * * * * * & 

Q. Did they come to you and ask your advice on any of this? 

A. You mean after we ceased to be officers and became advisers? 

Q. That is right. 

A. They never asked me advice on anything, but they got voluntary advice 
from me. 

Q. But they never came to you and said, “We want to sell.” Didn’t that 
make you a little suspicious at the time when they were paying you $5,000 and 
never came to you for your expert advice? 


59Td., Commission’s Exhibit No. 138. 
6 Td., at 204, 244, and 319. 
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A. Not at the beginning; at the beginning it didn’t. 

* * * * * : * * 

Q. Did they confer with you on this contract that called for expert advice 
on the portfolio? 

A. No, they did not confer with me at all. There were a few days, it may 
have been a week or two, that Mr. Wicks and I continued trading the accounts 
that were in the brokerage houses in accordance with the old practices, but 
they gradually withdrew the securities from those accounts and suspended 

trading and substituted the signature cards of the people who had authoriza- 
tion to trade and that left us with nothing to do. 


Furthermore, although Mr. Grow stated in a letter to the new 
management that he was selling the company on the condition 
that the old investment policy of the company should not be modi- 
fied unless the stockholders of the company were afforded an oppor- 
tunity to express themselves thereon,®! the contract of sale did not 
contain such condition. On the contrary, the contract provided that 
the new management had the right to adopt immediately a new 
policy of investment with respect to at least 20% of the capital 
of the company and that after six months they could modify 
the investment policy with respect to the remainmg 80% of the 
funds.°° In fact, as has been indicated, as part of the transaction by 
which control of First Income Trading Corporation was sold, se- 
curities held by that investment company, with an approximate cost 
of $182,500 (and sold for $152,504), were liquidated and replaced 
with 1,825 shares of the preferred stock of Fiscal Management 
Company, Ltd., the personal holding company of the Fiscal Manage- 
ment group, which had no assets except for the control block of 
stock of First Income Trading Corporation.®? This transaction 
effected a change of approximately 28% of the assets of First Income 
Trading Corporation.* 

Thereafter approximately an additional one-fifth of the assets of 
First Income Trading Corporation was utilized for the benefit of 
Mr. Grow himself and for a company in which he was interested,° 

In May 1937 Mr. Grow had registered with the Securities and Ex- 
change Commission 250,000 shares of the Class A common stock of 
Barkley-Grow Aircraft Corporation.*® Mr, Grow apparently was 
having difficulty in obtaining an underwriter for this issue of stock. 
Immediately after the control of First Income Trading Corporation 
had been sold to the Fiscal Management group, Frear & Co. and 
Fiscal Manageraent Company, Ltd., became the underwriters for this 

‘Td., Commission’s Exhibit No. 13. 

“Id., Commission’s Hxhibit No. 5. 

3 See supra, p. 358. 

“The market value of the assets of First Income Trading Corporation amounted to 
$542,634 on June 30, 1937 (excluding $122,064 carried ag deferred promotion expenses). 

* In 1987, prior to the sale of the control of First Income Trading Corporation to the 
Fiscal Management group, Mr. Grow apparently was in need of funds. He advertised in 
a local newspaper soliciting financial assistance for the Trans-Lever Corporation, 
a company in which he was interested. (Op. cit. supra, note 1, at 129-30.) 

® Securities and Exchange Commission. Registration Statement No. 2—3132-1,. 

“Tt was only after several amendments had been made to the registration statement 
that he finally procured Allison and Company, an investment banking firm, to enter into 
a contract to use its best efforts to distribute the securities. However, Allison and Com- 


pany, between June 1987 and August 19387, had not succeeded 


in distributing any of these 
securities. (Op. cit. supra, note 1, at 208.) 
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‘ssue of common stock of Barkley-Grow Aircraft Corporation, which 
involved a commitment of $250,000.°° Mr. Grow testified that he was 
“interested in raising money for that company,” °° whose development 
was in a preliminary stage. When examined with respect to the status 
of the company as at August 5, 1937, Mr. Grow testified : “° 

Q. What was its point of development on August 5, 19377 

A. Its point of development on August 5, 1937, was that by that time a certain 
amount of capital had been raised, a plant had been acquired, machinery installed, 
and a erew of men had been assembled, an airplane had been designed and was 
in the process of being finished. I believe by that time it had been flown, although 
I am not quite sure of that, and five other airplanes were in the process of being 
constructed in anticipation of the aircraft industry of the world, and it was hoped 
that by the end of the year orders would be received for those planes. 

First Income Trading. Corporation was caused to purchase one-half 
of the Barkley-Grow Aircraft Corporation issue for $125,000, thus 
supplying one-half of the capital which Mr. Grow required for this 
company. Mr. Grow testified that he did not know until March 
1938, approximately eight months later, that First Income Trading 
Corporation had purchased any stock in Barkley-Grow Aircraft Cor- 
poration,’? despite the fact that he was closely associated with the 
Barkley-Grow Aircraft Corporation and had been retained, as has 
been indicated, as a technical adviser to the investment company at a 
salary of $5,000 a year.” 

In addition, immediately after Mr. Grow transferred contro] of 
First Income Trading Corporation to the Fiscal Management group, 


6} Op. cit. supra, note 1, at 209 and Commission’s Exhibit No. 64 (letter of August 23, 
1937, from Fiscal Management Company, Ltd., to Barkley-Grow Aircraft Corporation: in 
which Fiscal Management Company, Ltd., undertook to purchase the 250,000 shares of 
common stock of Barkley-Grow Aircraft Corporation for a total of $205,000 or at 85¢ 
per share, and to sell these shares at $1.00 per share). 

89 1d., at 207. 

7Td., at 244-5. 

27Td., at 568-9. According to the testimony of George J. Mitchell, Jr., one of the 
Fiscal Management group, the Barkley-Grow Aircraft Corporation, was first underwritten 
by Calmur & Company, Inc., a dummy corporation which had no assets and merely con- 
stituted a vehicle to effect transactions for the Fiscal Management group. Calmur & 
Company, Inc., had been organized in the middle of August 1937 by Vincent E. Ferretti, 
and James Callanan was designated as its president. It had no assets and was originally 
organized to market the stock of Barkley-Grow Aircraft Corporation. (Id., at 1548-51.) 
Thereafter, whenever Calmur & Company needed funds it obtained assistance from First 
Income Trading Corporation. (Id., at 579.) The commitment of Calmur & Company to 
underwrite the stock of Barkley-Grow Aircraft Corporation was assigned to Fiscal Man- 
agement Company, Ltd., on August 23, 1937, 18 days after the Fiscal Management group 
acquired control of First Income Trading Corporation. (Id., Commission's Exhibit No. 64.) 
Fiscal Management Company, Ltd., also had no assets, except the controlling block of 
stock of First Income Trading Corporation. Accordingly, First Income Trading Corpora- 
tion advanced $125,000 to Calmur & Company to take up its commitment, and First 
Income Trading Corporation received as collateral for this advance the 125,000 shares of 
the Class A stock of Barkley-Grow Aircraft Corporation. (Id., at 1551.) The balance of 
the commitment was taken up by Continental Securities Corporation, another investment 
company, control of which was subsequently acquired by the Fiscal Management group. 
(See infra, pp. 377 and 407.) 

= Op. cit. supra, note 1, at 205-210. Significantly, however, Mr. Grow himself con- 
tacted Mr. Frear even prior to the consummation of the contract providing for the 
transfer of control of First Income Trading Corporation, to discuss the possibility of 
obtaining an underwriter for the Barkley-Grow Aircraft Corporation, and was aware of 
he Hea that subsequently Fiscal Management Company, Ltd., became its underwriter. 
(Ibid. ) 

3 Td., Commission’s Exhibit No. 5. See supra, pp. 365-6. 
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Mr. Ferretti, a member of that group, lent $10,000 to Mr. Grow, re- 
ceiving as collateral security an assignment of Mr. Grow’s personal 
account with Goodbody & Co., a brokerage firm.™* This $10,000 was 
evidently supplied by First Income Trading Corporation.” Subse- 
quently, Mr. Grow’s account with Goodbody & Co. became under- 
margined and Mr. Ferretti transferred, with the consent and knowl- 
edge of Mr. Grow,’® 200 shares of Western Union stock from the 
portfolio of First Income Trading Corporation, valued at $6,600, to 
this personal account of Mr. Grow.” ‘This sum of $6,600 was never 
repaid to First Income Trading Corporation," nor did Mr. Grow ever 
repay the $10,000 which he borrowed from First Income Trading 
Corporation through Mr. Ferretti.” 

To recapitulate the sums paid to Mr. Grow, his airplane company, 
and. his associates: $100,000 was paid out of the funds of First Income 
r S - % s nV; . = LS tal 7 ~ £r,p 1) 17; 
Trading Corporation to Mr. Grow and his associates for their man- 
agement stock; $125,000 of the funds of the investment company was 
used to purchase Barkley-Grow Aircraft Corporation stock; $10,000 
of the company’s funds was advanced to Mr. Grow; portfolio securi- 
ties valued at $6,600 were put into Mr. Grow’s personal brokerage 
account ; $10,000 “extra” payments were made by the company to 
Mr. Grow and his associate Mr. Wicks under the agreement trans- 
ferring control; and approximately $5,000 of the company’s funds 
was paid to Messrs. Wicks and Grow as technical advisers to the in- 
vestment company. Thus, a total of $256,600 of the funds of First. 
Income Trading Corporation was paid out either directly to Mr. Grow 
and his associates or to companies in which Mr. Grow was interested. 
There is no evidence that any of these payments to Mr. Grow and his 
associates were disclosed to the stockholders of First Income Trad- 
ing Corporation, although as a result thereof practically 47% of the 
assets of First Income Trading Corporation had been used for the 
benefit of Mr. Grow and his associates. These payments were made by 

4 Op. cit. supra, note 1, at 210-2. 

75 Mr. Callanan, one of Mr. Ferretti’s associates (id., at 1523-4), testified as follows with 
respect to the extent to which First Income Trading Corporation supplied funds to Mr. 
Ferretti. (id., at 1552-4) : 

Q. Now. anvtime Ferretti needed money he would borrow from First Income Trading 
Corporation through Calmur, isn’t that so? 
I presume that was right. 
Those were personal loans? 
For legal fees. 
Legal fees? 
At least they were entered as that. 
What? 
At least they were entered as that. 
They were entered on the books of First Income Trading Corporation? 


On the check books of Calmur & Company. 
Calmur & Company had no books, all it had is a check book? 


Yes. 

And all the bookkeeping was done on the stub? 

Yes. 

Ferretti was not a practicing lawyer, was he? 

No, sir. 

Yet the entries on the stub used to be for legal fees for Ferretti, is that it? 
For one of those. which I reeall. 

Were vou supposed to get your cut in those fees too? 

NO, SID. 

4 Did he just clear his fees through Calmur, the money that used to come in the 
form of fees to Ferretti, and he would draw it out, is that it? 

IN suppose that was it. 

76 Op. cit. supra, note 1, at 211-8. 

™7Td., at 211-8, 570-1. 
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the investment company, the investment policy of which Messrs. Grow 
and Wicks were to supervise as technical advisers of the company. 

A large part of the remaining assets of First Income Trading 
Corpor ation was used to purchase practically worthless securities | 
which were recommended by George H. Clayton, Jr., another member 
of the Fiscal Management group. An investment of $61,225 was 
made in stock of the Red Bank Oil Corporation, which was guar- 
anteed by Calmur & Company, Inc.,®° the “dummy” corporation | 
without any assets, organized as indicated above by Vincent E. 
Ferretti, a member of the Fiscal Management group and James | 
Callanan.* The value of this investment subsequently depreciated | 
to $19,000.8? The Red Bank Oil stock was then transferred to Calmur 
& Company, Inc., as agent, to sell this stock and remit the proceeds 
to the investment company.*? Calmur & Company, Inc. sold this 
stock for $19,000 but paid over only $9,000 to First Income Trading 
Corporation and never fulfilled its obligation to guarantee the in- 
vestment company against the loss on ‘the original investment of 
$61,225.54 Wirst income Trading Corporation was caused to invest 
an additional sum of $10,000 in 30,000 shares of Cook Lake Gold 
Mines, Ltd., which investment was also guaranteed by Calmur & 
Company, Ine However, Calmur & Company, Inc. failed to meet 
its guarantee on this obligation also.2® On the recommendation of 
George H. Clayton, Jr.. $37,850 was invested in 150,000 shares of the 
preferred stock of Laclede Gas Company.’? First Income Trading 
Corporation also at this time was caused to make an unsecured loan to 
Fireless Cooker Company,** in the amount of $10,000, and an unsecured 
loan to Dr. Bartholemew.®® Up to the time of the public examination 
neither of these loans had been repaid. 

In addition to these transactions, the funds of First Income Trad- 
ing Corporation were used to facilitate the program of acquisition 
of control of other investment companies by the Fiscal Management 
group. In January 1938, First Income Trading Corporation was 
caused to purchase 108,755 shares of the common stock of Reynolds 
Investing Company, Inc., for $217,000.% 


80 Originally this investment was purchased by Calmur & Company, Inc., which “did not 
have a dime,” and was subsequently transferred to First Income Trading Corporation. (Op. 
cit. supra, note 1, at 571-2 and Commission’s Exhibit No. 73.) See also note 71, supra. 

81 See note 71, supra. 

8 Op. cit. supra, note 1, at 572. 

88Td., at 572-3 

84 Tbid. and Commission’s Exhibit No. 73. 

§51d., at 576. 

86 Td., at 578. 

8tTbid. Similarly, First Income Trading Corporation was compelled to invest $7,000 in 
500 shares of the preferred stock of South American Utilities Corporation (id. at 578), 
an investment which was made in order to aid Alexander B. Beverly, who was also a 
member of the Fiscal Management group, in acquiring a controlling interest in South 
American Utilities Corporation. (See infra, pp. 399-406.) 

88 Op. cit. supra, note 1, at 579. 

89Td., at 579, 589. According to Mr. Grow’s testimony, Dr. Bartholomew was intro- 
duced to Mr. Grow as a “German economist associated with the German Wmbassy in 
Washington,’ who was supposed to become chairman of the board of First Income Trading 
Corporation. (Id., at 146.) 

%Td., at 579 and Commission’s Exhibit No. 75. Of this amount, $182,500 had been 
raised by First Income Trading Corporation from the sale by it to Continental Securities 
Corp. of the 1,825 shares of preferred stock of Fiscal Management Company, Ltd., which 
had originally been sold by the group to First Income Trading Corporation. (Id., at 580.) 
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During the seven-month period from August 1937 to March 1938, 
when the Fiscal Management group controlled First Income Trading 
Corporation, the assets.of that investment company, consisting largely 
of marketable securities with a value of over $500,000, were de- 
pleted. Approximately $80,000 was virtually dissipated in purchasing 
stock of Red Bank Oil Corporation, Cook Lake Gold Mines, Ltd. 
(whose shares were of doubtful value) and in making an advance to 
Fireless Cooker Company; the sum of $125,000 was used to pur- 
chase Barkley-Grow Aircraft Corporation stock; approximately 
$25,000 was paid to Mr. Grow and/or his associates in the form of 
loans and salary payments; the sum of $217,000 was used to pur- 
chase 108,755 shares of common stock of Reynolds Investing Com- 
pany, Inc., which went into reorganization under Section 77B of 
the Bankruptcy Act in May 1938; and $41,000 was appropriated by 
the Fiscal Management group as “commission” and “profits.” The 
Michigan Securities Commissioner has taken over First Income 
Trading Corporation for liquidation.* 


3. ACQUISITION OF CONTROL OF CONTINENTAL 
SECURITIES CORPORATION 


In October 1937, after an abortive attempt to acquire control of 
Insuranshares Corporation of Delaware (an investment company) °? 
the Fiscal Management group acquired control of Continental Securi- 
ties Corporation, an investment company with then total assets of 
$3,300,000. 

Continental Securities Corporation had been organized on Marchi 
19, 1931 under the laws of Maryland and was sponsored by J. Henry 
Schroder Banking Corporation; Clark, Dodge & Co.; Brown Bros. 
& Co. (now known as Brown Bros., Harriman & Co.) ; and Lee Hig- 
ginson & Co. It was a consolidation of Continental Securities Cor- 
poration (old) which had been organized in December 1924 and 
Continental Holding Corporation which had been organized in 
December 1930.%* : 

Continental Securities Corporation had authorized the issuance of 
debentures with a face value of $5,000,000, 50,000 shares of $5 cumu- 
lative preferred stock with a par value of $100, which was entitled 
to $100 and accrued dividends on liquidation of the company, and 
100,000 shares of $5 par value common stock which had the sole 
voting power.”* 

Continental Securities Corporation had originally raised approxi- 
mately $11,250,000, of which $5,000,000 was raised by the sale to the 
public of debentures with attached warrants,® $1,500,000 from the 
preferred stock,°® $2,750,000 from the common stock, °* and approxi- 


PMOL, aie Zals}. 

* See infra, pp. 4453-4. 

8 Op. cit. supra, note 1, at 419 and Commission’s Exhibits Nos. 61 and 62. 
%Td., at 464-5 and Commission’s Exhibit No. 61. 

%1d., at 462, 464. 

* See infra, pp. 445-4. 

97 Thid. 


5 SECURITIES AND EXCHANGE COMMISSION 


mately $2,000,000 from the sale of units of common and preferred 
stock.®* 

Between March 1931 and October 19387, Continental Securities Cor- 
poration returned to its security holders by way of repurchases and 
dividends a total of approximately $5,000,000. As at October 25, 
1937, the net capital investment was therefore approximately $6,250,- 
000. At the same date, however, the company had net assets of 
approximately $3.300,000.20° In other words, the company in its 
operation to 1937 had suffered a realized and unrealized loss of ap- 
proximately $3,000,000. 

As at October 25, 1937, Continental Securities Corporation had out- 
standing debentures with a face value of $9.778,000; 14,025 shares of 
prefer red stock entitled to $100 per share on liquidation ; and in addi- 
tion accrued unpaid dividends of $27 per share, or a total of $1.781,- 
175; and 57,759 shares of common stock. Since the market value of 
the assets of the company was only $3,300,000 and the debentures were 
entitled to $2,778,000, only $522, (00 of assets remained for the pre- 
ferred stock, valniieln was enniled to $1,781,175. In other words,. the 
outstanding preferred was under water $1,259,175, or approximately 
$90 per share. Thus the assets of the company would have had to 
increase more than $1,259,175 before they would have been sufficient 
to cover the liquidating value of the preferred stock and before the 
common stock would have had any asset value. The common stock, 
therefore, had a minus asset value of approximately $22 a share. 

Mr. Beal testified : + 


Q. * * * so that the preferred stock was $50 [sic; $683] under water on 
October 25, 1987, and by under water we mean that if the corporation was going 
to be liquidated and there was going to be a distribution to shareholders equally 
dollar for dollar, the preferred stockholders, and there were hundreds of them, 
would only get $50 [sic; $37] per share of preferred stock; isn’t that so? 

A. Yes. 

Q. And that meant that the common stockholder was minus $50 [sic; $63] 
because the assets of the trust would have to increase sufficiently to make up 
the $50 [sic; $68] for the preferred stock before the common: stock would be 
worth nothing; isn’t that so? 

A. There was that amount of money that had to be recovered in the pre- 
ferred to bring it up to par. 

Q. So that the assets of the trust would have to recoup an amount suffi- 
cient to earn $50 [sic; $63] on every share of the preferred before the common 
stock would have no asset value on liquidation ; isn’t that so? 

A. 'That is correct, on that date. 


8 JTd., at 465. The preferred and common stock had originally been placed privately, 
‘but subsequently were publicly distributed through the New York Curb Exchange and the 
Boston Stock Exchange. As of October 1, 1987, Continental Securities Corporation had 
approximately 300 preferred and 500 common stockholders. 

° Td., Commission’s Exhibit No. 64. The company repurchased debentures with a face 
value of $2,220,000 for an aggregate of $1,000,000. (Id., at 460.) The debenture holders 
who sold their debentures thus suffered a loss of $1,222,000, measured by the difference 
between the principal amount of the debentures and the sum which they received for the 
debentures which were repurchased by the company. 

100 Td., at 467. 

101 Td., at 470-1. 
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Q. Now, is that $50 [sic; $638] exclusive of the $27 that the preferred was in 
arrears on the dividends? 

A. Correct. 

Q. So, therefore, on liquidation the preferred stockholder would not only be 
entitled to his $100 but he would be entitled to his dividends that were passed, 
so that the preferred stock was really $77 [sic; $90] under water, wasn’t it, on 
October 25, 1937? 

A. That is correct. 

Q. And the assets of the trust would have to come back in an amount suffi- 
cient to give each preferred stockholder * * * $77 [sic; $90] before the 
common stock would still be worth nothing; isn’t that so? 

A. hat is right. 


As at October 25, 1937, J. Henry Schroder Banking Corporation, 
the sponsor of Continental Securities Corporation, owned 26,000 shares, 
or 44%, of the outstanding common stock of Continental Securities 
Corporation,’ which it had acquired in the open market between 
1931 and 1934 at a cost of $430,000.1°° As has been indicated, this 
common stock had a minus asset value of about $22 per share. In 
addition, J. Henry Schroder Banking Corporation held the manage- 
ment contract with Continental Securities Corporation.*°* Further- 
more, General Beal, president of J. Henry Schroder Banking Corpo- 
ration, was president of the investment company and was one of the 
seven directors on the board of Continental Securities Corporation. 

Mr. Beal conceded that the facts that the investment banking firm, 
J. Henry Schroder Banking Corporation, had sponsored the Conti- 
nental Securities Corporation, had distributed the securities of the 
investment company to the public, owned a controlling block of the 
stock of the investment company, were represented on the directorate 
of the investment company, created in each such capacity a fiduciary 
relationship between the investment banking firm and the debenture 
holders, the preferred stockholders, and the minority common share- 
holders of the investment company, particularly to the senior security 
holders who would have been entitled to all the assets of the invest- 
ment company upon liquidation. 

Mr. Beal, when examined on the nature of the obligations of the 
J. Henry Schroder Banking Corporation to the other security holders 
of the investment company, testified : + 


Q. Let me ask you this question: When your name appeared on the circular 
offering the $5,000,000 of debentures as one of the underwriters of the debentures, 
did you feel that that imposed any obligation upon J. Henry Schroder Banking 
Corporation with respect to the people who purchased these debentures? 

A. Yes, sir. 


1022 7d., at 435, 477. 

103 Td., at 435-7. 

1 Td., at 427-31. 

The seven directors were G. I. Beal (J. Henry Schroder Banking Corporation) ; 
G. B. Clark (Clark Dodge & Co.) ; Donald Durant (Cassatt & Co., Ine.) ; John McHugh 
(Discount Corporation of New York); Ray Morris (Brown Brothers, Harriman & Cons 
J. M. Miller-Aichholz (Prudential Investors, Inc.) ; and C. P. Fuller (J. Henry Schroder 
Banking Corporation). (Moody’s Manual of Investments, Banks, etc., 1937, p. 1086.) 

106 Op. cit. supra, note 1. at 422-8, 481-5. 
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Q. What did you conceive the obligation or the duty of J. Henry Schroder 
was to the people who were buying debentures which were sponsored, issued, and 
distributed by the Corporation? 

A. Well, the usual responsibilities of any issuing house—to see that the affairs 
of the company were run in a reasonably honest and efficient manner. 

Q. So that in connection with your distribution of the $5,000,000 of debentures 
to the American public you were not uninindful of the duty that was imposed, 
and which the investment bankers claimed is imposed upon them, not only to 
passively see that nothing is done to hurt the corporation and thereby impair the 
value of the bonds but an affirmative duty to see that the affairs of the corpo- 
ration were adequately and properly run so that no injury was done to the 
debenture holders. In fact, that their investment should be a good one; isn’t 
that so? 

A. Yes; I think that is correct. 

Q. And it is the duty of the distributor, according to the bankers, to obtain 
representation on the board of directors of the corporations whose securities 
they are selling to the public; isn’t that so? 

A. I think that is so; yes. 

* * *k ok cS *% *k 

Q. But aside from your duty as a distributor, did you feel you had a duty as 
the sponsor—you can conceive of a situation, can you not, Mr. Beal, where you 
were sponsor of an investment trust although you don’t distribute the securities 
which are put out to the public as an investment 

A. As one of the sponsors; correct. 

Q. As one of the sponsors? 

A. Yes. 

Q. And, as a sponsoring company, did you feel that it imposed any duty or 
obligation on J. Henry Schroder with respect to the security holders, particu- 
larly the debenture holders of Continental Securities Corporation? 

A. Yes. 

Q. So that there was a duty upon you as the sponsor of this investment trust 
to see that nothing was done to hurt the security holders of that corporation ; 
isn’t that so? 

A. Yes. ; 

. Q. There was a duty on you as distributor of the securities, the $5,000,000 
that you sold to the American public, on which you got a gross underwriting 
commission of $200,000, to see that nothing was done to hurt those security 
holders; isn’t that so? 

A. Yes. 


x * * * * * * 

Q. So that besides being one of the sponsors or organizers in conjunction with 
the other organizers, you sat down and gave J. Henry Schroder [Banking Cor- 
poration] a management contract; isn’t that so? 

A. Correct. 

Q. The debenture holders * * * never approved the contract formally; 
isn’t that so? 

A. No; the debenture holders did not; no. 

Q. When they sold the debentures to the public, the management contract 
was already there; isn’t that so? 

A. Yes. 

Q. And it continued on after they bought the debenture; isn’t that so? 

A. Yes. 
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Q. Did you feel that by virture of your having that status, of sponsor and 
manager of the trust, it imposed any obligation upon you with respect to the 
security holders of the corporation? 

A. Yes. 

Q. There is no doubt about that, is there? 

A. No. 

Q. So that we see you had a duty as sponsor, you had a duty as distributor, 
you had a duty as the manager. Now, were any of the principal stockholders 
or persons associated with the Schroder Banking Corporation officers of the 
Continental Securities Corporation? 

A. Yes; I was. 

Q. Anybody else? 

A. Yes. 

Q. Who else? 

A. There were several others, Mr. Boyd. 

q. You were president, is that it? 

A. I was president. 

— Q. At the time we are talking about what other persons associated with J. 

Henry Schroder Banking Corporation were officers of the Continental Securities 
Corporation? 

A. Mr. Boyd, Mr. Hager, Mr, Miller, and there were several assistant secre- 
taries who helped carry on the routine and that sort of thing. 


* * * * * * * 


Q. And as president did you feel you had an cbligation or duty to the security 
holders of Continental Securities Corporation? 


A. Yes. 
* * * * * * * 
Q. How many directors were there altogether? 
A. Six. 
 Q. You had one of six; is that it? 
<A. Yes. 
| Q. And he was the Schroder man who was on the board. 
, A. Yes: 
Q. There is no doubt that there was some obligation on Schroder by virtue 


of his presence on the Board of Directors; isn’t that right? 

A. Yes. 

Q. So that there were these duties on part of Schroeder because you were 
the sponsor and distributor, you were the manager, you had a member on the 
board; there are four obligations anyway, isn’t that so? 

A. Yes. 

Q. Now, did the Schroder group have any common stock in the Continental 
Securities Corporation at the time we are talking about? 

Yes. 

. How big a block of stock did they have? 

. About 26,000 shares. 

. And what percentage of the total outstanding of the common was that? 
Something over 40 percent. 

. Over 40 percent. 

Yes. 

. You were by far the largest stockholder, were you not? 

A. Yes. 
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Q. Although that was not legal control, it was actual control of the company, 
was it not? 

A. Well, it was substantial control; yes. 

Q. And you do not deny, do you, Mr. Beal, that that imposed some obliga- 
tion on you people who had this control with respect to the stockholders of that 
company and with respect to the debenture holders, do you? 

A. No. 


On September 30, 1937, Lansing MacVickar, “a professional finder” 
purporting to represent one Alexander Beverly, a member of the 
Fiscal Management group, approached Mr. Beal to ascertain whether 
J. Henry Schroder Banking Corporation was willing to sell its con- 
trolling block of the common stock of Continental Securities Corpo- 
ration. Mr. Beal testified that he caused an investigation to be made 
of the financial responsibility and integrity of Alexander Beverly 
and received reports that he “had started out in Toronto as a maker 
of phonographs”; that he “had done very well at that; that he made 
quite a bit of money”; that Mr. Beverly’s net worth was around “a 
half million dollars to as high as a million dollars at various times.” 1°7 

Mr. Beal made no investigation of Fiscal Management Company, 
Ltd., although during the course of the negotiations Mr. Beverly, who 
had met with Mr. Beal, indicated that Fiscal Management Company, 
Ltd. (in which he stated he owned a substantial controlling inter- 
est 18) was to be the purchaser of common stock of Continental Se- 
curities Corporation from the Schroder interests. Mr. Beal testi- 
rareele 


A, * *® * Then we said, ‘Well, now, what exactly is your position going 
to be in this?’ And Mr. Beverly said, “I own the controlling interest in—a 
very, very substantially controlling interest in a company called The Fiscal 
Management [Company, Ltd.], and the Fiscal Management [Company, Ltd.] 
will buy the Continental Securities Corporation shares. * * * He men- 
tioned the names of Mr. Frear and Mr. Ross and two associates interested in 
this. We said, “Are you going to be the man who will control Fiscal Manage- 
ment yourself, and through Fiscal Management control Continental” 

Q. Let me ask you, did he tell you that he owned the controlling stock, or did 
he tell you that he had the controlling stock tied up for two years? 

A. He gave us every impression that he owned the controlling stock of Fiseal 
Management. 

Q. But he did not give you the impression that it was a personal holding 
company of his, and that he was a substantial stockholder ? 

A. That there were other stockholders; there was no question about the 
complete control being in his hands. I might mention that Mr. Frear he men- 
tioned was Mr. James Frear and not Mr. Philip Frear. 

Q. Did you ask him who Mr. James Frear was? 

A. Yes. 

Q. What did he tell you? 

A. That he was an ex-congressman from Wisconsin. 

Q. And that was sufficient to satisfy you as to his eapability or right to get 
$3,300,000 of other people’s money? 

A. No, sir. 


107 Op. cit. supra, note 1, at 480-8. 

8 Td., at 486. Actually the controlling block of stock of Fiscal Management Company, 
Ltd., was held by Messrs. Clayton, Ferretti, and Frear. See note 40, supra. 

109 Op. cit. supra, note 1, at 486. 
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Q. Did you stop to find out who Mr. James Frear was? 

A. No; because we were interested in Mr. Beverly. — 

Q. He was the one who was trying to put up a half a million dollars, 
approximately, and buy the securities; is that it? 

A. That is it; not that Mr. Beverly was going to buy 100% of the stock, but 
that he was going to have a very substantial contrclling interest. 

@. In the block he was buying from you, is that it? 

A. That is right. 

@. You did not ask for the same information that Mr. Steele Mitchell did 
and say, “I don’t want the names, I want to know how much each one is going 
to put in and who they are.” 

A. No; we relied entirely on Beverly. 

Q. And that is the Mr. Beverly whom you had never heard of before in 
your life, isn’t that so, until the name was mentioned to you, isn’t that so? 

A. That is correct. 

Q. You had never spoken to him before in your life except that day when 
you said you wanted to talk to him, isn’t that so? 

IAT OS YiGSine eves 2 2G, FAs 

Q. But there is no doubt in your mind now, you say, that you were placing 
your complete faith and reliance on Mr. Beverly, and Mr. Beverly was the 
individual whom you never heard of before in your life and saw for the first 
time in your life that day when you spoke to him, isn’t that so? 

A. I would like to make it quite clear that we did not place our final reliance 
on him to the extent of going through with the business until we were completely 
satisfied as to Mr. Beverly. 

Q. Did you check Fiscal Management [Company, Ltd.], send up to Canada 
to find out what that was all about? 

A. We made no specific check on Fiscal Management [Company, I.td.]. 
There again we relied upon Mr. Beverly in our talk. 


On October 25, 1937, Mr. Beal, on behalf of J. Henry Schroder 
Banking Corporation, contracted to sell to Fiscal Management Com- 
pany, Ltd. (described by Mr. Beverly as his personal holding com- 
pany), its block of common stock of Continental Securities Corpora- 
tion for $20 a share,’?? out of which the Schroder interests agreed 
to pay $1.80 per share as commission to Mr. MacVickar.* The 
contract called for the sale of 29,000 shares 1*2 of the common stock 
of Continental Securities Corporation for a total of $580,000.% 
This block constituted an absolute majority control block of stock of 
the investment company, which then had assets of $3,300,000. Of 
this block, 26,000 shares came from J. Henry Schroder Banking 
Corporation, which received a gross of $520,000 for their shares 
which had cost them a total of $480,000,"* but which at that time 
had a minus asset value of about $572,000. 

M0 Td., at 490-1 and Commission’s Exhibit No. 64. 

mM 3d., at 490. 

2 Since the Schroder interests held only 26,545 shares of the stock (id., Commission’s 
Exhibit No. 65), they were required to purchase the balance of 2,455 shares from some 
of their clients to make up this block of 29,000 shares. (Id., ati 477, 929-32.) Burr & Co. 
bought a block of shares in the market as broker for J. Henry Schroder Banking Corpo- 
vation at a cost of between $8 or $9 a share, which were ultimately sold by J. Henry 
Schroder Banking Corporation to the Fiscal Management group for $20 a share. (Id., at 
856.) 

1 Td., at 490-1. 

4144 See note 108, supra. 
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On October 25, 1937 a check for $580,000 drawn by Paine, Webber 
& Co. was delivered to Mr. Beal, and the Fiscal Management group 
acquired the control block of the common stock of Continental Securi- 
ties Corporation. Thesource from which the Fiscal Management group 
obtained these funds necessary to effect the purchase will be described 
later. The representatives of the old management resigned and their 
places were taken by nominees of the Fiscal Management group.” 
Thus, J. Henry Schroder Banking Corporation, which was conceded 
by Mr. Beal to occupy, because of the various capacities in which it: 
was associated with the investment company, a high fiduciary rela- 
tionship to the investment company, the debenture holders, the pre- 
ferred stockholders, and the minority common stockholders, turned 
over to the new interests control of the investment company and its 
$3,300,000 of assets which “belonged” substantially to the senior secu- 
rity holders. Mr. Beal conceded that, had the investment company 
been liquidated at that time, all of its assets would have been distrib- 
uted to the debenture holders and preferred stockholders, and that the 
common stockholders, including the holders of the controlling block 
of common stock, would have had no equity.''® 


Q. In any event, * * * aside from the legal fact that the consent of the 
common stockholders was needed to liquidate that company, if that company 
was liquidated at that time the common stockholders would not have gotten 
a nickel. Isn’t that so? 

A. That is correct. 

Q.. Every dollar of that $3,000,000 odd belonged to the debenture holders and 
the preferred stockholders. Isn’t that so? 

A. Yes, Sir. 

Q. And so far as the block of the 26,000 shares were concerned, if. the 
company were liquidated you would not have gotten a nickel from the company 
for your 26,000 shares, isn’t that so? 

A. Yes. 


Mr. Beal took no steps to inform the security holders of Continental 
Securities Corporation that control of their assets was to be trans- 
ferred to a new group. Mr. Beal testified : 


Q. Did you say to Mr. Beverly, “Well, after all my debenture holders, my 
preferred stockholders, and my common stockholders think that I am in charge 
of and in control of the management of their $3,300,000, I think I will have to 
write to my stockholders to ask them whether they want to be turned over to 
Mr. Beverly”; did you'say that to Mr. Beverly? 

A. We didn’t say that to Mr. Beverly. 

Q. But you talked over the matter * * *. 

A. I would like to mention.that we did, of course, make it prerequisite to the 
business that the Fiscal Management should advise all the stockholders that the 
change of ownership had taken place * * *, 

Q. That was after the contro] had passed? 

A. That is correct. 

Q. And many things cold happen pretty quickly, as you found out, after 
control had passed; isn’t that so? 

A. Yes. 


15 The technique used in replacing the directorate without calling a meeting of the 
stockholders will be described hereinafter. 

116 Op. cit. supra, note 1, at 476-7. 

471Td., at 496-9. 
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Q. But before you turned over the other people’s money to Mr. Beverly, whom 
you personally believed to be a reputable man, you did not write a letter to any 
security holders or make any public announcement that you contemplated turn- 
ing over the money that belonged to them, to be run by Mr. Beverly; isn’t 
that so? 

A. That is right. 

Q. You can visualize that he [Mr. Beverly] can be the highest class person 
in the world, can’t you, Mr. Beal, and the stockholders might still say, “I want 
Mr. Beal to manage my money; I feel comfortable and safe with Mr. Beal of the 
Sehroder Banking Corporation, who is a person with expert management 
knowledge, and while Mr. Beverly is the highest class man in the world, I 
don't know him. He has millions of dollars; but I invested my money with 
Mr. Beal and I want him to manage it.” You can visualize that situation, 
can’t.you? 

A. Well, I want to make it quite clear again that we were satisfied with Mr. 
Beverly not only because of our investigation, but also because we had gotten so 
many good checks from what we considered first class people, that the idea that 
there was anything wrong about Mr. Beverly did not exist in our minds. 

Q. Iam assuming that I am a stockholder, and I have the same information 
on Mr. Beverly. You can still visualize that situation, that while Mr. Beverly 
is the highest-class man in the world, I might not want Mr. Beverly to handle 
my money. You can conceive of that attitude; isn’t that so? 

A. Yes: I can see that. 

Q. And you did not write to the stockholders and ask them whether it was 
all right for you to turn over the control of their funds to Mr. EACH no mat- 
ter how high class he was, did you? 

A. No. 

Q. And you made no public announcement that you contemplated doing that, 
did you? 

A. No. 

BS * a * * * * 

Q. Now, after October 25th, when you turned over your 29,000 shares, the 
debenture holders, preferred stockholders, and the minority common-stock 
holders went to bed thinking that you controlled the money, and the next 
morning woke up to find that Mr. Beverly had control of the money, isn’t that 
so? 

A. It was a very short time after that they were all notified that the change 
had taken place. 

Q. A short time, but long enough for things to happen; isn’t that so? 

A. Yes. 


Allen W. Dulles, of Sullivan & Cromwell. attorneys for Mr. Beal, 
during the negotiations for the sale of the controlling block of stock, 
testified it would have constituted an unusual procedure to notify the 


stockholders of an investment company of a contemplated transfer of 
control. He testified : 


Q. I assume you heard Mr. Beal’s testimony with respect to the fact that there 
was no public announcement and no announcement sent to the stockholders 
apprising them of the fact that the control was going to pass prior to the time 
that the control actually did pass? 

A. An announcement was sent immediately afterwards. 

Q. Had you discussed that aspect with Mr. Beal? 

A. We had. 


18 Td., at 1662-4. 
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Q. What did you say to him, and what did he say to you? 

A. We insisted as part of the agreement that all security holders, stockholders, 
and also, as far as possible, the debenture holders should be immediately informed 
publicly of the change of the management, and that a statement would be inserted 
in the press immediately of the change of management. It was done. 

Q. Subsequent to the transfer of control? 

A. Immediately after the transfer of control. 

Q. I am talking about prior. 

A. No. I think it would be unusual to give such a notice prior to the transfer. 
But it was not done. 

Q. I am not holding you responsible for this. It may be a trifle simple, or 
maybe my analysis is all wrong, but throughout this entire investigation it seems 
to me that the things which were done for the protection or for the benefit of the 
controlling interests are the usual things, and the things that might possibly be 
for the protection of the minority stockholders are the unusual things. Is that 
true? There was nothing unusual about cleaning out the board of directors 
through the device of resigning and electing, yet it was unusual to tell the 
minority stockholders and the senior security holders that their money was going 
to be turned over to a new manager. Isn’t that so? 

A. No: I do not say that. I say I think it would be unusual so far as the 
present practice is concerned. Maybe that should be done. That may be one of 
the points that your investigation will disclose. 


Despite the fact that the common stock of Continental Securities 
Corporation had a minus asset value, Mr. Beal testified that the price 
of $20 a share paid by Mr. Beverly did not create any suspicion in 
his mind that it may have been the intention of the Fiscal Manage- 
ment group to recoup their investment in some way at the expense 
of the other security holders of Continental Securities Corporation. 
Mr. Beal testified : **° 

First of all I asked Mr. Beverly why it was that he was interested in buying 
this steck and why he was interested in paying a very substantial premium for 
the break-up value. Mr. Beverly said, first of all, he had capital, and was 
interested in investment management and he wanted to buy a controlling inter- 
est. in an investment trust. He said that in the second place that he realized— 
that in Continental Securities Corporation he was particularly interested, be- 
cause he recognized the high leverage factor, and we talked about that quite a 
bit. ; 

He said that furthermore—I will repeat again to you—I said, “Why are you 
interested in paying quite a bit in excess of the break-up value,’ and he said 
that he realized that the only way he could buy a controlling interest in a 
company of this type is to pay a price somewhat quite a bit above the break-up 
value at a time when the markets are weak, as they were then. He went on to 
say that he himself felt that the prices were going to go a good deal higher 
over a period of time, and he was interested in the leverage factor, again on 


the upwand Side * «= *. 


Notwithstanding the leverage advantages, which Mr. Beal assumed 
motivated Mr. Beverly i Im paying a price > of $20 a share for the stock 
of Continental Securities Corporation with a minus asset value of 
$22 a share, Mr. Beverly restricted his purchase to the controlling 
block of stock held by J. Henry Schroder Banking Corporation, 
Mr. Beal testified that he requested Mr. Beverly to make the same 


119 Td., at 484—5. 
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offer to the other common stockholders, but Mr. Beverly was only 
“interested” in purchasing the sponsor’s stock. Mr. Beal did not 
consider that he owed any duty to the other common stockholders to 
obtain the same offer for them: !2° 

Q. Now did you say to Mr. Beverly: “That is a very nice offer. You are 
going to pay $20 a share for stock which has an asset value of minus $11 [sic., 
$22] but will you make the same offer to the other stockholders”? 

A. Yes; we did. 

Q@. What did he say? 

A. He said he was only interested in buying the control. 

@. He was only interested in buying enough stock so that he could control 
the company; isn’t that so? 

A. That is right. 

@. And you felt it [not] unfair to the other stockholders to get the same 
price for them as you were getting for yourself? 

A. That is correct. We had bought our shares in the open market like any- 
one else, and I felt we were absolutely satisfied as to the integrity of the new 
management, that it was not essential for us to get protection for the stock- 
holders. In other words, I want to make it quite clear that originally we had 
only been sponsoring the company from the viewpoint 

@. But you did not acquire the management contract in the open market? 

A. That is right. 

@. Your other duties did not arise by virtue of your Senha of the com- 
mon stock? These were independent duties vou owed to the stockholders; isn’t 
that so? 

A. That is quite right. 

@. Yet you did not insist that the same offer be made to other stockholders. 
did you? 

A. No. 

@. Did you say to Mr. Beverly, “It is true you are buying control, but you are 
buying control not of my money but of other people’s money, and I think they 
ought to haye somebody on the board of directors”; did you say that to him? 

A. No. 

The contract of sale of the controlling block of stock required J. 
Henry Schroder Banking Corporation to cancel its management con- 
tract with Continental Securities Corporation.**4— Mr. Beal conceded 
that the effect of the transaction with Mr. Beverly was to turn over to 
the latter the absolute control and management of approximately 
$3,300,000 of liquid assets which belonged to “the pulblices22 


Q. And you have to be fully conscious of a trust that is almost sacred when you 
handle other people’s money, particularly when it isin the form of liquid securi- 
ties that can be turned into cash overnight; isn’t that so? 

A. That is right. 

@. The situation here, then, was that you had this $3,800,000 of virtually all 


2 * * 4 


market securities 
A. Yes; in very large part. 
Q. That could be turned into cash overnight ; isn’t that so? 
A. Yes, sir. 
207Td., at 494-6. 


21 Td., Commission's Exhibit No. 1388. 
122 1d., at 498. 
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Q. And you were perfectly conscious of the fact that you were turning over to 
him [Mr. Beverly] $3,300,000 of other people’s money, were you not? 
A. Yes. 


‘Mr. Beal testified that Mr. Beverly assured him that the old invest- 
ment policy of Continental Securities Corporation would be main- 
tained by the new group 228 


Q. Did you discuss with him [Mr. Beverly] what the nature of the activities 
was going to be, whether he was going to run it as a diversified trust ? 

A. I was just coming to that. I said, ‘““Now, one thing you realize, Mi. Beverly, 
is we have a very strong moral commitment here toward these security holders, 
and we would not think of selling this trust to anvone unless we felt they were 
going to continue the policy of running it as a diversified investment trust, and 
one thing we want to be specifically assured of is that you do not plan to use 
some of the assets of this company—for instance, to buy securities or pyramid 
securities of other companies, or buy up interest in other investment com- 
panies Ss 

Q. You mentioned that very definitely. 

A. Yes. 

Q. What precipitated that? Did you have any information that he was going 
to do that? 

A. No. We talked about, in a general way. about some of the specific securi- 
ties we had—foreign stocks; he said he might sell some of the foreign stocks 
but in general there was no doubt in his mind that he was going to run 
it as we desired him to runit * * *, 


However, there was no provision in the contract for the sale of the 
controlling | block requiring the new management to continue the 
investment policy of Continental Securities Corporation. 

Finally, although Mr. Beal conceded that the J. Henry Schroder 
Banking Corporation stood in a fiduciary relationship to all of the 
security holders of Continental Securities Corporation, the J. Henry 
Schroder Banking Corporation did not obtain any representation 
on the new board of directors of Continental Securities Corporation 
in order to observe, for the protection of the security holders, the 
methods of opere ation of the company by the new group. In fact, 
although Mr. Beal testified he requested such representation, he finally 
agreed | to turn over the entire board to the Fiscal Management group, 
since “it was a question of putting through the business on that 
basis.” Mr. Beal testified : *°4 

“Q. * * * Did you ask whom they were to have on the board so that 
you could watch what was going on? 

A. Yes, we did. 

Q. What did he say to that? 

A. He said that they would want to have the entire board to themselves. 

Q. Didn’t that create a little suspicion in your mind? He had five on the 
board and you wanted one on the board, to see that the rights of the share- 
holders were protected. Didn’t you insist on that? 

A. We did not insist, because he said it was a question of putting through 
the business on that basis, and we gave it a great deal of consideration and 


123Td., at 485-6. 
14Td,, at 492. 
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decided that it was all right to go ahead on that basis. If there was but one 
member on the board there is * * * Mr. Beverly’s controlling interest, 
having one member on the board didn’t really matter. 


The charter of Continental Securities Corporation required that 
the directors be elected at the annual meeting of the stockholders 
or at a special meeting called for that pur pose.123 Of course, the 
holding of any such meeting would have meant delay and the stock- 
holders would have had to be apprised of the contemplated change 
in the board of directors.’** However, Mr. Beal and the Schroder 
interests proceeded to use a device whereby it was not necessary to 
wait for the annual meeting or call a special meeting of the stock- 
holders. The scheme used was to have one of the old directors resign, 
thereby creating a vacancy on the board which could be filled by the 
remaining members of the board electing a new member to the board ; 
then to have another member of the old board resign and a new 
member elected until all the members of the old board were replaced 
seriatim. Mr. Beal testified : 1°” 


Q. The fact of the matter is that in order to get these people cff the Board 
of Directors, unless they voluntarily resigned, you would have to call a meet- 
ing for a new election of the board; isn’t that so? 

A. I presume that is the case. I don’t know. 

Mr. Durtes. That is the case, but not in the terms you suggest. 

Q. And in that event the stockholders would have to be apprised of the fact 
that there was a contemplated change in the control of their money; isn’t 
that so? 

A. Yes. 

Q. But you made it possible for the control to take place without a meeting 
being held, because you got the voluntary resignations of every director and 
officer and voluntarily canceled your contract; isn’t that so? 

A. Yes. 


Mr. Dulles, as counsel for Mr. Beal, had suggested and approved 
this scheme of alternate resignations and elections of directors. He 
testified : 17° 


@. Were vou the one that suggested the mechanics that one director resign 
and another be elected, that another director resign and a new director be 
ejected, and so on? Who suggested that scheme? 

A. That is a very normal procedure at a closing. I suppose I have done 
that myself in connection with the changes of management: companies a dozen 
times. That is the usual machinery. 

Q. That is the usual machinery for that? 

A. Correct. 

Q. By usual you do not mean justifiable, do you, or sanctionable, do you? 

A. Certainly. Yes. If vou change managements that is the way, because 
you have to keep a quorum. The only way to retain your quorum is to have 
one resign at a time as new directors come in. 


25 Reply to the Commission's questionnaire for Continental Securities Corporation, Pt. I. 
176 Op. cit. supra, note 1, at 498-9. 

17 Thid. 

28 Td., at 1657-61. 
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Q. I understand that, but as I understand the articles of incorporation of 
Continental Securities Corporation, the power to elect a new board of directors 
was vested in the stockholders, wasn’t it? 

A. Well, they could, but the new directors also could be elected by the board 
itself. 

Q. Yes; but those provisions in the articles of incorporation or the bylaws. 
which say that a board of directors can fill a vacancy, did you conceive that 
that was intended to mean that you could avail yourselves of that provision 
and completely turn out the old board and put in a new board? 

A. That has been done a great many times. 

Q. I understand that. You knew this device of one resigning and another 
being elected ultimately resulted in the complete wiping out of the old board 
and the complete new board coming in? 

A. That is right. 

Q. And you also knew that in a normal situation where you elected a new 
board of directors it was to have the stockholders do that; wasn’t that so? 

A. I should say that both situations were quite usual. 

Q. By “quite usual” you say both were done. Let me ask you; if it was a 
question of electing a new board of directors, do you dispute that that was the 
inalienable right of the stockholders to select their entire new board to manage 
their funds? 

A. They had the right to do it. They did not have the exclusive right. 

Q. They could do it if the controlling interests did not indulge in some device 
which would deprive them of that right to do that; isn’t that so? They could do 
it, as I understand it if the controlling interests would let them do it; but as I 
understand it, it was intentionally and deliberately done in order not to submit 
it to the stockholders—when one resigned and another was elected, and then 
another member resigned and someone was elected in his place, and so on? 

A. The majority could, however, have elected the new board in a few weeks 
under the regular procedure under the Maryland law. 

Q. Or it could be done at the regular annual meeting? 

A. With notice; yes. 

Q. But if a special meeting was called, it was necessary to put in the notice 
that the purpose was to clean out the old board and put in a new board? 

A. That is so. 

Q. And although that might have been managed from the point of view of 
voting power, because the controlling block was in the hands of the people who 
were selling the interest, you could not anticipate what legal steps the stock- 
holders would take under the circumstances to possibly protect their interests ; 
isn’t that so? 

A. Correct. 

Q. So that this device of, shall we say “ring-around-the-rosy’—one going off 
and another going on, one going off and another going on, another going off and 
another going on, had as an ultimate end, did it not, to substitute a complete new 
board of directors? 

A. That was the case. 

Q. It was not a case where one fellow became sick and could not fulfill his 
duties as a director, an exigency, existed, a vacancy was created, and where 
somebody had to be substituted, was it? 

No. 

They were all in perfectly good health? 
Perfectly good health. 

And all compos mentis, too? 

All compos mentis. 


POP Op 
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Mr. Beal furthermore did not apparently make any investigation of 
the individuals who were to be the new directors of the investment com- 
pany representing the Fiscal Management group. When examined 
with respect to this he testified :1°° 

Q. In the course of this conversation with Mr. Beverly, did you ask him whom 
he was going to put on the board of directors? 

A. Mr. Beverly mentioned two names, and I think we have mentioned 

Q. Ex-Congressman Frear?*° 

A. Yes. 

Q. And Mr. Ross? 

A. Mr. Ross. 

Q. Did Mr. Ross’ name mean anything to you? 

A. No, sir. 

Q. Not then? 
A. No. 
Q 
A 


. You had never heard that name before; isn’t that so? 

. Yes; that is right. 
Q. How many members are there on the board of directors? 
A. I think there are six altogether. 
Q. Six altogether? 
A. Yes. 
Q. So you got three; did he give the names of the other three? 
A. He did before we went through with the deal; yes. 


J. Henry Schroder Banking Corporation had previously sold control 
of American, British & Continental Corporation without prior notice 
to the other security holders.1%! Although Mr. Beal had been examined 
in October 1936 in connection with the Commission’s study of the trans- 
fer of control of American, British & Continental Corporation and 
was thereby aware of the problems involved in transferring control of 
an investment company, he did not attempt to obtain any information 
from the Commission’s investment trust staff as to the prospective pur- 
chasers of Continental Securities Corporation. Mr. Beal testified :** 


Q. You had sold an investment trust once before, hadn’t you, Mr. Beal, 
American, British and Continental? 

A. That is quite right. 

Q. And you were examined down in Washington in connection with that 


transaction ? 
A. Yes. 
Q. In the course of our investment trust study? 
A. Yes. 


29Td., at 489. 
1390 Mr. Beal testified as follows with respect to the extent to which he investigated 
James Frear (recently deceased) (id., at 487, 489): 
Did you ask him who Mr. James Frear was? 
Yes. 
What did he tell you? 
That he was an ex-congressman from Wisconsin. 
And that was sufficient to satisfy you as to his capability or right to get 
$3. 500,000 of other people’s money? 
A. No, sir. 
Q. Did you stop to find out who Mr. James Frear was? 
A. No; because we were interested in Mr. Beverly. 
431 Public Hxamination, American, British & Continental Corporation, at 4841-8. 


12 Op. cit. supra, note 1, at 499-500. 
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Q. And you were examined at some length about the propriety and ethics of 
selling control of an investment trust without apprising the stockholders of the 
fact that it was being done; do you remember that? 

A. I remember that. 

Q. That was.in 1936, the summer of 1936, July, and two years later you sold 
this trust without apprising the stockholders before you sold it, isn’t that so? 

A. Yes. 

Q. Did you go to the S. BE. C-—you knew we were making a study for over 
two years—did you come to us and ask.“Do you know anything about Mr. 
Beverly, or what his associations are with investment trusts, or Mr. Frear?” 
Did you discuss the situation with the Commission before you passed control? 

A. No, we did not. 


The contract providing for the transfer of control of Continental 
Securities Corporation to the Fiscal Management Company, Ltd., 
fixed October 25, 1937 as the closing date. Two days prior thereto, 
Paine, Webber & Co. had been requested by Mr. Solomont to make 
an advance of $580,000 to be secured by $2,500,000 of securities which 
were contained in a list shown to Stephen Paine, a partner in that 
brokerage firm.1** Mr. Paine testified that he “did not pay much 
attention” to the list, although its size and diversification should have 
given him some indication that the list of securities belonged to “some 
institution, either an insurance company, or an investment trust.”!*4 
These securities were described to him by Mr. Solomont as belonging 
to a client of Thomas W. Morris, who was a Boston attorney and 
friend of Mr. Solomont.'*? Mr. Paine, without any further questions, 
agreed to make the advance and had a firm check for $580,000 made 
payable to the order of Mr. Solomont because “he [Solomont] did not 
know to whom it ultimately was going.” 1°° In accordance with Mr. 
Solomont’s request, a representative of Paine, Webber & Co. was 
sent to Jersey City on October 25, 1937 to pick up the securities which 
were to be turned over to that firm as collateral.**7 

The Paine, Webber & Co. check for $580,000, pavable to S. Leo 
Solomont, was turned over to Mr. Solomont by one Vernon Smith, a 
representative of Paine, Webber & Co. on October 25, 1937, while 
Mr. Smith was checking the securities but prior to the receipt by 
him of these securities. Mr. Smith testified : 1% 


Q. Now, you got over to Jersey where the closing was taking place. Where 
were you during the time that all the activity was going on in Jersey? 

A. I wasn’t aware of any activity going on except in the room where I was 
with the securities. 

Q. You were counting the securities? 

A. Yes, sir. 

Q. What happened, what did anybody say to you? 

A. Solomont was there and he asked me for the check and I gave it to him 
and my recollection is he left the room. 


138Td,, at 279-84 and Commission’s Exhibit No. 29. 
HA TGl, Bie ZSil, 

85Tq., at 283. 

136 Tqd., at 290-1. 

137 Td., at 28 ‘ 
138 Td., at 1713-5. 
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Q. Did Mr. Beal or anybody from Continental Securities Corporation tell 
you you could take these securities? 

A. I don’t know Mr, Beal. I didn’t know him. I know now. 

@. Who told you it is all right for you to take the securities? 

A. That was when Solomont came back. 

@. He said it is all right for you to take the securities, give me the check, 
is that.it? 

A. No, I gave him the check first. 

Q. Yes. 

A. And he left the room and I continued checking the list I had with the 
receipt which I signed, and when he came back he said, “It is all right, we 
are ready to go,” or words to that effect. 


My. Solomont endorsed the check over to J. Henry Schroder Bank- 
ing Corporation and immediately took possession of the portfolio 
securities of Continental Securities Corporation, which were being 
“checked” by Vernon Smith. When examined with respect to this 
transfer, Mr. Beal testified : 1% 


Q. Just tell us what happened. 

A. We still had control of the company. At that point the exchange of 
the check and securities took place, so that we did not give up the control of 
the company or of the securities until after we had received the check and were 
satisfied. 

2 * * * * * * 

Q. Did you go over to the vault and take out the securities? 

A. No, the people in our office did. 

Q. Did they bring the securities with them? 

A. No, I think the new owners of Continental went to the vault later on 
and they acquired possession of the securities only after the necessary resolu- 
tions, I believe, had been passed. 

Q. Are you sure that nobody from Schroder or your representatives took 
the securities out of the vault? 

A. Well, our men were in the vault with the securities, and they turned over 
the securities to the new owners. 

Q. Who told them to turn them over? 

A. Well, the control had passed from our hands and somebody, I suppose 
one of our men, authorized these people at that point to go into the vault. 

@. Did you see a representative of Paine, Webber & Co. there? 

A. I did not personally myself, but others did. 

@. You say it was a Paine, Webber check that you got? 

A. Yes. 


These portfolio securities, which constituted practically the entire 
assets of Continental Securities Corporation, were thus removed by the 
Fiscal Management group immediately upon the transfer of control. 
These securities were thereupon turned over to Paine, Webber & Co. 
Mr. Beal testified : +*° 


Q. How nrany securities did you have in that box? 
A. Down in the vault? i 

Q. Yes. 

A. Well, quite a few securities; I don’t know. 


IT, at 503-5. 
10 Td., at 505-6. 
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Q. Wasn’t it approximately $2,500,000 worth of securities? 

A. I would have to verify that figure, but I suppose a substantial proportion 
of the securities were there. 

Q. So that the whole investment trust, virtually, was in that vault box; isn’t 
that right? 

A. That is right. 

Q. And it was put into a package, and as far as you know some individual 
walked off with the whole trust; isn’t that so? 

A. Well, the new management did. 

Q. The new management? 

A. He got the securities at that point. I don’t know much about the mechanics 
of it, because I was not there, and other people from our organization knew 
exactly what happened. 

Q. But practically the whole investment trust was in a meh deposit box and 
was taken out of the box and moved away, as far as you know: isn’t that so? 

A. Yes; as I say, I did not see that myself, but that is my understanding of 
what happened. 

Q. Just candidly, Mr. Beal, didn’t you feel a little uneasy at that moment 
when you told these people to go down and take the whole investment trust and 
take it away and manage it as they pleased? 

A. Not a bit. 


Mr. Smith described the method by which practically the whole in- 
vestment trust was moved in a “canvas bag,” as follows: ™? 


Q. In any event, when:you got there the, securities were on the table and you 
counted them? 

A. Yes. 

Q. And what did you do with them afterward? 

A. Called the messengers up and put them in a bag and brought them into the 
office. 

Q. Just put two or two and a half million dollars worth of securities in— 
what was it, a valise? 
No; a large bag. 
And then went off with it? 
Yes. 
You didn’t know you had an investment trust in your valise, did you? 
No; I didn’t. 
Perfectly oblivious to the fact you were taking an investment trust through 
the Hudson Tube, or was it by the ferry? 

A. Through the tube. 

Q. Did the investment trust get into one valise? I am curious how you move 
an investment trust from one city to another. 

A. They have a bag about that high and that wide. 

Q. A regular 

A. Two men carry it, a regular canvas, leather bag. 


The transfer of these portfolio securities to Paine, Webber & Co. 
had been authorized by a series of resolutions adopted by an entirely 
new board of directors and entirely new officers, all of whom were 
designated by the Fiscal Management group to replace all the mem- 
bers of the old board and officers who resigned in accordance with the 
terms of the contract.14° These new officers, who had been elected on 


Ororor 


w1Td., at 1716-7. 
1 Tqd., Commission’s Exhibit No. 138. 
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October 25, 1987 to represent the Fiscal Management group, included 
George F. Bahntge as president, Charles B. McAllister as secretary, 
and Herbert B. Bolton as treasurer. The directors included James 
Frear, the father of Philip A. Frear, and described as a former Con- 
eressman from Waisconsin,“* Harry H. Curtis, son of Charles J. 
Curtis, former Vice President of the United States,** and Fred 
Ross.1*° 

George F’. Bahntge, who, on October 28, 1937, resigned as president 
and became treasurer of Continental Securities Corporation **° had 
been a “customer’s man” with Prentice & Brady '*" and had had no 
experience with investment companies. He had been asked to become 
an officer of Continental Securities Corporation by Mr. Clayton."*s 
Mr. Bahntge had also been made an officer of First Income Trading 
Corporation when control of that investment company had been ac- 
quired by the Fiscal Management group. Mr. Bahntge testified : 

Q. When did Mr. Clayton ask you to become treasurer of Continental? 

A. I guess August or September of 1987. I wasn’t doing so well as a cus- 
tomer’s man-and the market was down and business was bad-and he, knew I 
was a little dissatisfied because, as I say, conditions were bad and I wanted to 
get Something else. 

He told me when he had a talk with me one day, he said, “Why don’t you 
stick around? We are negotiating for Some investment trust and we may have 
a position for you and we will take care of you.” 


While he was treasurer of Continental Securities Corporation, Mr. 
Bahntge performed no substantial duties, nor was he requested to 
do so. Mr. Bahntge testified : °° 

Q. Did you have any particular space as treasurer of Continental? 

A. No; not at all. 

Q. You continued to make your office with Prentice & Brady? 

A. Just for a while, and then I went up to Ferretti’s office for approximately 
a month and would go early in the day for an hour or two and finally he sug- 
gested it might be well for me to stay right downtown in the office of First 
Income [Trading] Corporation. 

Q. Was that before or‘after you became vice ‘president of First Income? 

A. That was while I was treasurer of Continental, and then I don’t reeall the 
day I was made vice president of the First Income, but I think that was some- 
time in December 1937. 

* * * * * * x 
Q. And you were already making your office at the First Income’s cffice down 


- on lower Broadway? 


A. Yes. I just sat around. 

* % of * * * * 
Q. Now, what work did you do as Treasurer of Continental? 
A. Nothing at all, except Sign checks. 


148 See supra, p. 376. 

144 Op, cit. supra, note 1, at 13815. 

145 Td., Commission's Exhibit No. 188. 

46 Bred Ross then became president of Continental Securities Corporation. (Ibid.) 
u7Td.. at 1490. 

ES) HONG, 

49 Td., at 1491. 

we Td., at 1492-3. 
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Q. And receive checks? 
A. Yes; Sign checks and sign letters, contianaliens of buying and selling 
orders to the brokers, Prentice & Brady. 


The new board of directors of Continental Securities Corporation 
on October 25, 1937, immediately after the closing of the contract, 
authorized the assignment of the greater portion. of the portfolio 
securities of Continental Securities Cor ey which had a market 
value of $2,500,000, to John S. McKay, secretary of First Income Trad- 
ing Corporation.**! Mr. McKay, a bleach salesman, making a salary 
of approximately $30 a week, 52 had been made secretary of First In- 
come Trading Corporation and had been placed on the board of direc- 
tors of that company by Mr. Clayton, one of the Fiscal Management 
group.’ Mr. McKay testified that he had known Mr. Clayton for 
many years.%* In July 1987, just prior to the acquisition of control 
of First Income Trading Corporation by the Fiscal Management 
group, Mr. McKay “ran into him [Clayton] ” accidentally. Mr. 
McKay testified : *** 

Q. Tell me when you first started seeing a great deal of him [Clayton] 
recently. 

A. In July; the latter part of July. 

Q. Of 1987? 

A. 1937. 

Q. Where was that? 

A. Down ‘in -the- street .somewhere .around. Broadway, lower Broadway .and 
Broad Street. 

Q. Now, getting down to the transactions involved in connection with Con- 
tinental Securities Corporation, when is the first time he ever spoke to you about 
that? Ava 

A. About in July 1937. 

Q. And where did you meet him? 

A. On lower Broadway, New York. 

Q. On the street? 

A. On the street. 

Q. You do not have any office, do you? 

A. No. 

Q. Did Mr. Clayton have an office? 

A. Pardon me, I would like to correct that. I do have an office in the Bronx, 
where my headquarters 

Q. You mean in the laundry business? 

A. Yes; in the laundry business. 

Q. Not for the securities business? 

A. No; not for the securities business, 

Q 

A 

Q 


. Did Mr. Clayton have an office uptown, too? 

. Not that I know of. 

. You just ran across him in the street? 
A. I ran across him in the street. 
Q. You ran across him quite frequently by accident; isn’t that right? 
A. By accident; yes 


151 Td., Commission’s Exhibits Nos. 32, 34, and 138. 
2 7d., at 394-395. 

153 Td., at 404. 

154 Td.. at 396-7. 

1455Td., at 397-8. 
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Q. And how many times did you run across him by accident a couple of weeks 
before this deal was mentioned to you? 

A. Oh, maybe once or twice a week. 

Q. Is your laundry or bleach district up in the Bronx or downtown in Wall 
Street, then? 

A. All over the Metropolitan district. 

Q. Do you sell bleach down in Wall Street? 

A. No, sir. 

* * * * * * 

Q. You said you ran into him accidentally down in the street—and what did 
he say to you? 

A. He said I better keep in touch with him; he thought he had a job for me 
to put me to work. 

Thereupon Mr. Clayton gave Mr. McKay a job with the Trans- 
Atlantic Fund at $25 a week, and Mr. McKay was allowed to carry 
on his laundry business on the side. When examined with respect 
to his position with this company, he testified : °° 

Q. * * * you worked for a company known as the Trans-Atlantic Fund, 
isn’t that so? 

A. That is right. 

Q. What kind of a corporation is that? 

A. It was a corporation that did not do any work at all. They were going 
to make commitments on the stock market. 

Q. Did they tell you what this business was? 

A. No. 

Q. Where was their office? 

A. 25 Broadway. 

Q. Do you remember the floor? 

A. On the fifth floor; yes, sir. 

Q. How many rooms did they have? 

A. One large room. 

Q. Who was the head of Trans-Atlantic? 

A. I understand the original head of it was a man by the name of Braith- 
waite, 

Q: And then who took it over? 

A. Mr. Ferretti took over Mr. Braithwaite’s place. 

Q. And what was Clayton’s connection with the Trans-Atlantic Company? 
A. Nothing to my knowledge. 

Q. But Clayton hired you, is that it? 

A. Yes, sir. 

Q. And what was your salary? 

A. $25 a week. 

Q. Could you still earry on your laundry business? 

A. Yes, sir. 

Q. That was just a side job? 

A. That is right. 

Q. How much time did you spend there? 

A. Very little on the laundry business, and on Saturdays and Sundays. 
Q. Very little on laundry? 
A 
Q 


A. Very little on laundry. 
Q. Very little on the Trans-Atlantic [Fund]? 
A. Very little on both of them. 


6Td., at 399-401. 
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Q. When they wanted you, they would call you, is that it? 
A. No; I would always be in there. 

Q. And that was $25 a week you were getting? 

A. Yes, sir. 

Q. Were you an-officer of that corporation? 

A. No—yes, I beg your pardon; I think I was an officer. 

Q. But you don’t know—— 

A. I think I was vice president of the Trans-Atlantic [Fund]. 


Thereafter, upon the acquisition of First Income Trading Corpora- 
tion by the Fiscal Management group, Mr. McKay was given a job 
with that company. He testified : +*” 


Q. Now they told you they had a job for you as a clerk with First Income 
Trading Corporation, is that it? 
Yes. 
Didn’t they make you an officer of First Income Trading Corporation? 
Yes, sir; they did. 
What officer were you? 
Vice president and ‘director. 
They told you they made you vice president, is that it or when did they 
tell you that, before they elected you or after? 

A. After they elected me. 

Q. They said “You have been promoted from clerk to vice president of the 
First Income Trading Corporation”? 

A. Yes, Sir. 

Q. And did you get any salary as vice president of the First Income Trading 
[Corporation] ? 

A. I just got the $25 a week. 


OPoror 


Mr. McKay, when examined as to his duties and work, testified : *® 


Q. Did vou ever give them advice as to what investments to make? 
A. No, sir. 

Q. Did you ever talk about the business of First Income? 

A. No, sir. 


In October 1937 Mr. McKay was requested to resign as vice presi- 
dent of First Income Trading Corporation and was designated sec- 
retary of this investment company. When examined with respect to 
this change in position, Mr. McKay testified : °° 


Q. * * * Now, you were made vice president of First Income Trading Cor- 
poration, and you say you were vice president how long? 

A. For about, I imagine, two months. 

Q. And then what did they say to you? 

A. Then they accepted my resignation as vice president and made me secre- 
tary and director, and then, I don’t know, director or vice president, and I was 
then secretary of First Income. 

Q. You were demoted, is that it? 

A. Demoted. 


wiTd., at 401-2. 
8 Td., at 403. 
159 Td., at 404. 
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Q. What did they do? Put the papers in front of you and tell you to sign 
them, is that it? 

A. Yes, sir. 

Q. Then you resigned as vice president and now you were secretary, is 
that it? 

A. Yes; practically. 


Mr. McKay was the individual to whom, on October 25, 1937, the 
entire portfolio of Continental Securities Corporation consisting of 
marketable securities of the value of $2,500,000 was assigned.1°° 
These securities were the same securities contained in the list shown 
to Paine, Webber & Co. and on which that firm advanced $580,000 ** 
ostensibly to a client of Mr. Robb, the Boston attorney. On the same 
day, October 25, 1937, Mr. McKay executed an assignment of the 
$2,500,000 worth..of portfolio. securities to Messrs. Solomont and 
Robb. All these securities had been taken away by Vernon Smith, 
representative of Paine, Webber & Co. at the closing, as collateral 
for the advance of $580,000 which had been used to purchase the 
control block of stock of Continental Securities Corporation from 
the Schroeder interests. Mr. McKay was authorized to lquidate 
$700,000 worth of these portfolio securities and to use the proceeds 
to purchase 7,000 shares of preferred stock of Fiscal Management 
Company, Ltd., at $100 per share. As part of the same transaction, 
Mr. McKay then sold all these preferred shares to Continental Securities 
Corporation at $100 a share for a total of $700,000.1°° The balance 
of the $2,500,000 of portfolio securities was to be returned to Con- 
tinental Securities Corporation.** 

Mr. McKay denied that he had any knowledge that these portfolio 
securities had been assigned to him, or that he had reassigned them 
to Messrs. Solomont and Robb. When examined on this transaction 
he testified : 7% 


Q. George Clayton brought that paper to you and said, “I want you to 
sign it”? 

A. Yes; but I did not read it. 

Q. Who spoke to you about that first? 

A. Clayton. 

Q. What did he say? 

A. He said, “I want you to act as an agent, being you are a resident of 
Jersey; we will save some taxes if you act as agent.’ They were transferring 
some securities from a Canada company into the Continental Securities Cor- 
poration. 


160 See supra, p. 390. 

t1 Op. cit. supra, note 1, Commission’s Exhibit No. 29. 

162 Td., Commission’s Exhibit No. 33. 

163 Td., Commission's Exhibit No. 138. The minutes of Fiscal Management Company, 
Ltd., indicate that on October 15, 1987, an offer was made by Fiscal Management Com- 
pany, Ltd., to sell to Continental Securities Corporation 7,000 shares of preferred stock 
of Fiscal Management Company, Ltd., for $700,000; and that $580,000 of these proceeds 
was to be turned over to J. Henry Schroder Banking Corporation for their control block 
of stock in Continental. Securities Corporation. (Id., Commission’s Exhibits Nos. 64 and 
138.) 

16! Td,, Commission's Exhibit No. 138. 

165 Tqd., at 406-9. 
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Q. What Canada company? 

A. I don’t believe he mentioned it at the time. 

* * * * * * * 

Q. You did not ask the name of the Canadian corporation, did you? 

JX, IN@, Sie 

Q. Did you read this paper when you signed it [assignment by Mr. McKay 
of the securities of Continental Securities Corporation to Messrs. Solomont and 
Robb]? 

A. No, sir. 

Q. What did they do, just put it in front of you and ask you to sign? 

A. In the course of the papers I signed, there were three or four papers 
they asked me to sign and I would sign it. 

Q. Didn’t they tell you, Mr. McKay, that they were going to execute an 
assignment to you of approximately two and one-half million dollars of securi- 
ties of Continental Securities Corporation? 

A. No, sir. 

Q. Did they tell you they were going to execute an assignment to you of 
this two and one-half million dollars of securities, and that you were to have 
the discretion to. sell those securities until you realized $700,000? 

A. No, sir. 

Q. You know they first turned over to you that assignment of two and one-half 
million dollars of Continental Securities Corporation, don’t you? 

A. I understand now these were the mechanics of it, but as to what was 
going to happen, I did not know how it was going to take place. 

Q. So that when you signed this paper, you did not know what the deal 
was about, did you? 

A. No, sir.* 


These portfolio securities which were thus assigned to Messrs. 
Solomont and Robb were turned over to Paine, Webber & Co. as 
collateral for its advance of $580,000 to S. Leo Solomont.**7 These 
securities were segregated by Paine, Webber & Co., in accordance 
with the direction of Mr. Solomont, into two accounts: a joint account 
in the name of Solomont and Robb to contain $700,000 of these se- 
curities and an account designated “Continental Securities Corpora- 
tion, Account No. 75” to contain the balance.*°* 

Paine. Webber & Co. was directed to liquidate the $700,000 of the 
portfolio securities put in the “Solomont and Robb account” and to 
deduct the firm’s advance of $580,000 to Mr. Solomont from the pro- 


166 Apparently, as a reward to Mr. McKay for cooperating with the Fiscal Management 
group on this transaction, Mr. McKay’s salary was raised to $50 a week. Mr. McKay 
testified (id., at 410): 

After you signed this paper did they increase your salary? 
Two weeks after that they did. 
They gave you how much? 
$50 a week. 
Did they tell you why they raised your salary? 
. No, sir; they did not tell me. It was Mitchell who told me that my salary would 
be $59 a week. 
Q. What did he say to you? 
A. He said, “You ought to get more money here because you are here all day long 
and attending to business, you ought to get more money; your salary will be $50.” 
167 See supra, pp. 386-7. 
168 Op. cit. supra, note 1, at 296-9 and Commission’s Exhibits Nos. 35, 42, and 43. 
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ceeds.1®° Stephen Paine took no steps to confirm this direction with 
J. Henry Schroder Banking Corporation, although he knew that the 
securities belonged either to ; that investment banking house or to some 
organization Ww ith which the house was connected since the securities 
were in the name of Tucker & Co., the usual nominee of that investment 
banking house.‘7° Mr. Paine further testified that, with respect to the 
authorization and papers which had been turned over to him by Mr. 
Solomont on October 28, 1937, he “simply looked at them casually.” 17 
Mr. Paine admitted these documents on their face disclosed, among 
many things, that portfolio securities of the Continental Securities 
Corporation were liquidated on the direction of the Fiscal Manage- 
ment group, and the proceeds were to be used by the Fiscal Manage- 
ment group to purchase the controlling block of stock of Continental 
Securities Corporation from J. Henry Schroder Banking Corpora- 
tion.’? The advance which had been made by Paine, Webber & Co. 
merely constituted the medium whereby the Fiscal Management group 
could acquire control of the securities of Continental Securities Cor- 
poration, for the assets of that investment company were immediately 
used to reimburse Paine, Webber & Co. 

Approximately $850,000 was realized on the sale of the portfolio 
securities placed in the Solomont and Robb account. The brokerage 
firm deducted $580,000 to satisfy their advance to Mr. Solomont.!# 
The balance of the proceeds was distributed in part as “commissions” to 
ie individuals in the Fiscal Management group, and in part credited to 

the Continental Securities Account No. 75. One check for $25,000 was 
male payable to the order of Solomont and Robb and ostensibly 
constituted their “commission” for effecting the loan from Paine, 
Webber & Co.1%* Mr. Paine denied any knowledge of the fact that Mr. 
So lomont and/or Mr. Robb was to receive $25, O00 as “commis- 
sions.”**® A second check for $91,246.35 to Messrs. Selornont and Robb 
was distributed to the individuals in the Fiscal Management group as 


197d, at 283. 

170 Td., at 300. 

127d., at 309. 

727d., Commission's Exhibit No. 149. <A letter of October 25, 1937, from John S. 
McKay to Messrs. Solomont and Robb stated, ‘‘with reference to the $580,000 which you 
are to advance under the terms of my letter of even date to you, I hereby direct and 
nominate that you pay said $580,000 to J. Henry Schroder Banking Corporation.’ The 
letter to which Mr. McKay referred was also dated October 25, 1937 (id., Commission’s Ex- 
hibit No. 148) and stated, ‘‘with reference to the securities that I transferred, assigned, and 
delivered to you (id., Commission's Exhibit No. 33) you are authorized * * * to sell 
any or all of said securities * * * and to retain $605,000 from the procecds thereof 
in consideration of your advancing $580,000 -to me or my nominee on this day * * #*”, 
(ae vats O95) 

ws Mr. Paine testified that “he sold about $700,000 for their account”. (Id., at 313.) 
However, if account be taken of the two checks for $122,050 and $34,984.33 which were 
transferred to the account of Continental Securities Corporation, Account No. 75, Paine, 
Webber & Co. must have liquidated securities whose value was approximately $850,000. 

14 See supra, pp. 386-7. 

% See supra. 

17 Op. cit. supra, note 1, Commission's Exhibit No. 36. 

6 Td,, Commission’s Hxhibit No. 148. However, among the papers in the possession 
of Paine, Webber & Co. relating to this transaction was a letter from Mr. McKay to 
Messrs. Robb and Solomont which disclosed the fact that Messrs Solomont and Robb were 
to receive this $25,000. For more detailed discussion of this document see infra, pp. 481-2. 


396 SECURITIES AND EXCHANGE COMMISSION 


their “profit” on the transaction‘ in which they “didn’t put up a 
nickel.” +8 Two additional checks, one for $122,050 and another for 
$34,984.33 were made payable to the order of Continental Securities 
Corporation and were credited to the Continental Securities Corpora- 
tion Account No. 75.17% The joint account of Solomont and Robb was 
thereafter closed.1%° Subsequently, Account No. 75 was also closed 
and the securities in this account were transferred to Prentice & Brady, 
for the account of Continental Securities Corporation.**' 

To recapitulate the mechanics and the consequence of these trans- 
actions in connection with the Continental Securities Corporation : 
Paine, Webber & Co. advanced $580,000 against $2,500,000 of port- 
folio securities of Continental Securities Corporation; the $580,000 
advance was used to purchase from the Schroder interests the con- 
trolling block of common stock. of Continental Securities Corpora- 
tion. Immediately upon obtaining control, the Fiscal Management 
group turned over to Paine, Webber & Co. the $2,500,000 of portfolio 
securities, and Paine, Webber & Co., pursuant to the direction of the 
group, sold a portion of the portfolio securities of Continental 
Securities Corporation in the open market, realizing $850,000, From 
this $850,000 Paine, Webber & Co. deducted its advance of $580.000 
and turned over to Leo Solomont and Ralph Robb $25,000, ostensibly 
their “commissions” in the transaction, and an additional $91,246.35 
to Messrs. Solomont and Robb, who distributed this sum to the in- 
dividuals of the Fiscal Management group as their “profit” on the 
transaction. The balance of $157,034.33 was turned in to an account 
opened in the name of Continental Securities Corporation at Paine, 
Webber & Co. To “reimburse” Continental Securities Corporation 
for the.portfolio securities which had been sold, Continental Securities 
Corporation was compelled to accept 7,000 shares of the preferred 
stock of Fiscal Management Company, Ltd., at $100 per share for an 
ageregate of $700,000. Fiscal Management Company, Ltd., in con- 
sideration of the issuance of its 7,000 shares of preferred, received the 
controlling block of common stock of Continental Securities Cor- 
poration which the group had acquired for $580,000 from the 
Schroder interests. Continental Securities Corporation was then 
left in a position similar to First Income Trading Corporation: 
Fiscal Management Company, Ltd., held the controlling block of 
stock of Continental Securities Corporation which it acquired by 
the use of the funds of Continental Securities Corporation, and 
Continental Securities Corporation in turn held 7,000 shares of the 


171d., at 302, Commission’s Exhibit No. 37. 

18Td., at 610. 

79Td., at 305 and Commission’s Exhibit Nos. 38 and 39. 
189 Td., at 313. 

181 Tbid. 
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preferred stock of the Fiscal Management Co., Ltd., in lieu of its 
marketable portfolio securities which had been sold.1*? 


182 This transaction, whereby $700,000 worth of marketable portfolio securities were 


replaced with the preferred stock of the Fiscal Management Company, Ltd., the personal 
holding company of the Fiscal Management group, had been submitted for legal opinion 
to Mr. Sims, an attorney and partner in the firm of Sage, Gray, Todd & Sims. About 
September 380, 1937, while Lansing MacVickar was negotiating with Mr. Beal for the sale 
of the common stock of Continental Securities Corporation at $20 a share, Alexander 
Beverly had requested the New York branch office of the Royal Bank of Canada to make 
a loan to facilitate the acquisition of this block of stock. Mr. Sims, the New York counsel 
for this bank, testified as follows (id., at 625-9) : ? 


Q. You said a loan would be required. Will you give us the details with respect 
to what was said on this line? 

A. I cannot give it to you in any detail because, they being technical banking 
transactions, I did not pay very much attention to them; but my recollection was 
that the bank would be asked to make a loan to Fiscal Management Corporation 
upon its note, guaranteed by Mr. Beverly. and that the proceeds of that loan would 
be used to aequire the stock of the Continental Securities Corporation which was 
owned by Schroder; that thereafter, immediately thereafter, a certain amount of the 
preferred stock of Fiscal Management Corporation would be sold to the Continental 
Securities Corporation, and with that money the Fiscal Management Corporation 
would pay the loan to the Royal Bank of Canada. That is fit] in substance. 

Q. Was it then disclosed to you by Mr. Beverly or Mr. Binch fattorney for Mr. 
Beverly] as to what the technique would be; that they would make a loan at the 
bank, and as you understood it, the loan from the bank would be guaranteed by Mr. 
Beverly ; they would then buy the controlling block of stock; and in order to pay 
off the loan, after they got control of the Continental. Securities Corporation, they 
would sell the securities of the Continental in an amount sufficient to pay that loan; 
isn’t that so a 

. Yes. 

@. And then reimburse the Continental for the securities which were sold out of 
its portfolio by selling it the Wiscal Management preferred stock? 

A. Substantially that. 

Q. That was fully disclosed to you at that time? 

A. I think it was. 

Q. So that you knew at the time that your opinion was asked, and subsequently 
rendered your opinion, that the money of the investment trust was going to be used 
by Mr. Beverly and the Fiscal Management Company, Ltd., to acquire Continental 
Securities Corporation; isn’t that so? 

A. With the proceeds of the sale of the First Income stock to Fiscal and Fiseal 
to Continental, would be used for that purpose. 

Q. Wasn’t that it, then; that the loan would first be made. the controlling block 
bought. and then Continental Securities Corporation stock sold to pay off the loan; 
isn’t that so? 

A, Yes. 

* 3 * * * x % 

Q. Then the situation would be, would it not, Mr. Sims. that Fiscal Management 
Company, Ltd., was selling its preferred stock to Continental Securities Corporation 
at $100 a share ‘ 

A. Yes; at par. 

Q. And they were going to sell it $700,000 worth; do you recall? 

A. Somewhere about that figure. 

Q. So that when Fiscal Management Company. Ltd., was selling $700,000 of its 
preferred stock to Continental Securities Corporation, it would be at a time when 
sca Management Company, Ltd., had control of the Continental Securities Cor- 
poration ? 

A. Yes; there is no question about that. 

Q. And the prices to be paid by Continental Securities Corporation for the Fiscal 
Management.Company. Ltd., stock, of course, would be fixed by Mr. Beverly; isn’t 
that so. having control of the Continental Securities Corporation? He was the one 
to determine whether Continental Securities Corporation was prepared to pay $100 
for that preferred stock ? 

A. Well, I don’t know whether Mr. Beverly had control of Continental or control 
of Fiscal, or either of them; I only knew him as a party in it. 

Q. But you knew * * * that the transaction was going to be worked out by 
the same people who you knew controlled Fiscal Management Company, Ltd., and 
you knew they were the same people who controlled Continental Securities Corpora- 
tion, and therefore they were sitting on both sides of the table, dealing with them- 
selves, when they had Fiseal sell $700,000 of securities to Continental Securities 
Corvoration. There is no question about that? 

A. Oh, no; that was perfectly well understood. 

Q. That was well understood? 

A. Yes. 

Q. Of course. there was an apparent conflict of interest there, was there not? 

A, Very apparent. 

Mr. Sims, however, despite his recognition of the fact that there was an “apparent 
conflict of interest” in this transaction, found no “legal or ethical difficulties’ with the 
transaction, and minimized the possible claims which the minority stockholders of Con. 
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As soon as the Fiscal Management Company, Ltd. assumed con- 
trol of Continental Securities Corporation the group commenced to 
deplete and dissipate the balance of the portfolio securities and assets 
of that investment company. 


tinental Securities Corporation might have against Mr. Beverly for effecting this transac- 
tion. When examined with respect to this, Mr. Sims testified (id., at 630-6) : 


—Q. And you also knew that at the time they proposed the proposition to you that 
Beverly had no interest in Continental Securities Corporation, but that the money, 
Cues to the stockholders in Continental; isn’t that so? 
Aw MES: 
Q..They also apprised you of the fact, did they not. that they were paying $20 
a share for stock which you say had a market value of ten to twelve. and we will 
introduce the price in the market if you want us to prove that. 


> INO: 

Q. You will take our word for that? 

A. Oh, yes. 

Q. Did you ask him what the asset value of Continental Securities Corporation 
common stock was? ; 2 

A. I did not ask him, but they already had some statements, and I read a great 
many figures which meant very little to me. 

Q: They told you, did they not, that the dividends had been passed on the. pre- 
femed of the Continental Securities Corporation, and that $27 had actually accrued? 

. No: 

Q. Did they tell you that at the time that that common stock had an asset value 
oe ans eleven dollars [sic., $22]? 

: No. 

Q. Would that have changed or helped you, had you known that, or would you 
have given the same advice, regardless of what the asset value was? 

A. I think I should have given the same opinion that I did. 

Q. With the consciousness that that conflict existed, I am just trying to visualize 
the duties you felt you had in that situation. Did you feel that you had any duty 
to ee anne Securities Corporation stockholders? 

A. No. 

_*® * * Was it your opinion that you were being retained to work this deal 
out so that it would comply with the legal requirements and that it could not be 
legally upset? 

Oh, no: never. 

Q. Did you assume that they merely wanted to get your advice on the legal 
aspects of it, or did you feel also that there was a little concern about the ethies in 
that situation ? 

A. J thought it was merely a question of legal advice to the bank at the outset. 

Q. You were not advising Beverly whether he could do this? 

A. I did not think of that during the conference, but at the end of the con- 
ference, when I was asked for an opinion, a written opinion on the subject, there 
was some talk about it, and I was asked if I would send the original opinion addressed 
to Mr. Binch. 

Q. Who you knew was Mr. Beverly’s attorney? _. 

A. Who I knew was Mr. Beverly’s attorney, and to send a copy of it to the bank. 
That was the first intimation I had that Mr. Beverly might in any way rely on the 
opinion. 

Q. Did you say to Mr. Beverly, “Regardless of the legal aspects of this transaction, 
I have some ethical difficulties with it, Mr. Beverly, or Mr. Binch, knowing that noi 
only are you the people on both sides of the table in this transaction, but it seems 
to me that you are going to use the funds of the Continental Securities Corporation 
to acquire control of the Continental Securities Corporation”? 

A. No: I did not pass any judgment on the question of ethics. 

Q. You felt, as a lawyer, that that was no concern of yours; is that it? 

A. No concern of mine. ice 

x * * * #3 BS * 

_* * * you read the law to see how far people ‘can go in dealing with them- 
selves without having the transaction upset, isn’t that so? 

A. That is substantially correct, yes. 1 might say there that I was asked, * * * 
the question that I was specifically asked, and with which the opinion is principaily 
concerned, is what rights the minority stockholders would have to upset the transac- 
tion under the law. That is substantially what I was asked. 


In his opinion, Mr. Sims substantially stated that there definitely was no principle of 
law which “forbids or renders invalid or voidable transactions between the controlled 
corporation and the person in control or corporation ir turn controlled by him. If any 
particular transaction is a prudent, honest, and proper transaction for the corporation to 
make, it will be sustained; otherwise, it may be set aside upon the suit of minority 
stockholders * * *. In reaching a conclusion on this question all of the surrounding 
circumstances have to be taken into consideration and a purchase of the preferred stock 
of Fiscal Management Company, Lid., by another controlled corporation might in one case 
be unobjectionable and in another case might be subject to being set aside on the applici- 
tion of a minority stockholder’. (Id., at 642.) The opinion then presents an analysis 
of the transaction, indicating the basis for determining that the transaction was a fair, 
prudent, and honest one. (1d., at 6836-7 and Commission’s Exhibit No. 80.) 
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One of the ventures in which Continental Securities Corporation 
was compelled to make a substantial investment was the acquisition 
of the collateral notes of South American Utilities Corporation. 

Alexander Beverly had agreed to participate in the activities of 
the Fiscal Management group in consideration of the promise of the 
Wiscal Management group that the funds of the investment company 
to be acquired by the group, which turned out to be Continental 
Securities Corporation, would be used to aid him in a projected finan- 
cial reorganization of South American Utilities Corporation.1? Mr. 
Beverly owned or represented others who owned a substantial block 
of the preferred stock of this South Amevican Utilities Corpora- 
lem. 

South American Utilities Corporation had been incorporated in 
1936 to acquire all the assets of Intercontinents Power Company as a 
result of the reorganization, pursuant to Section 77B of the Bank- 
ruptey Act, of the latter company.** In consideration of the trans- 
fer to South American Utilities Corporation of all of the assets of 
Intercontinents Power Company (consisting primarily of controlling 
blocks of stock of public utility companies operating in Brazil. 
Argentina, and Chile)#* South American Utilities Corporation 
issued to the Chase National Bank, The National City Bank, West- 
inghouse Electric International Company, and American Equities 
Company, the secured creditors of Intercontinents Power Company, 
a total of $4,593,730 principal amount of its notes,'*? due January 1, 
1938, secured by the capital stocks of its utility subsidiaries, and 
voting trust certificates for 56,924 shares of its common stock.88 To 
the unsecured debenture holders of Intercontinents Power Company, 
South American Utilities Corporation issued 52,500 shares of its $4 
preferred stock and voting trust certificates for 45% of its outstand- 
ing common stock."*® 

As at December 31, 1937, South American Utilities Corporation 
had outstanding $4,594,530 principal amount of its secured notes, 
)2.500 shares of preferred stock, and 125,206 shares of common stock 
which was held in a voting trust. At this date the Chase National 
Bank, the National City Bank, Westinghouse Electric International 
Company, and American Equities Company held $4,593,730 principal 
amount of the secured notes and 56,924 common stock voting trust 
certificates.°* As has been stated, Mr. Beverly owned or represented 
the owners of approximately 10,000 shares of the preferred stock of 
South American Utilities Corporation. 


183 Td., at 601. 


IM Td., at 517-8. 

 Moody’s Manual of Investinents, Public Utilities, 1938, at 2157. 

“Tbid. The principal subsidiaries acquired by South American Utilities Corporation 
from Intereontinents Power Company were Cia. Sud Americana de Servicios Publicos, 
8. A., of Argentina; Cia. Sul Americana de Servicios Publicos, S. A., and Cia. Santa 
Meriense de Luz Electrica, S. A.. of Brazil; and Cia. Blectria de Curico, S. A., of Chile. 
(In the matter of South American Utilities Corporation, 2 S. B. C. 314 {1937].) 

“The notes were to bear interest at the rate of 2% per annum plus an additional 
d% per annum if earned. (Moody's Manual of Investments, Public Utilities, 1938, at 2158.) 

* Op. cit. supra, note 1, at 516 and Commission’s Exhibit No. 67. 

* Moody’s Manual of Investments, Public Utilities, 1988, at 2158. 

i Op. cit. supra, note 1, at 516. 

181 Tpbid. 
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At the close of 1987, the financial condition of South American 
Utilities Corporation was “very cloudy.” Mr. F. P. Ohlmuller, a 
statistician employed by the Manufacturers Trust Company, which, 
as will be described later, had been requested, in connection with 
this South American Utility Corporation. transaction, to loan 
$1,800,000 to Reynolds Investing Company, Inc., one of the invest- 
ment companies subsequently acquired’? by the Fiscal Management 
group, testified : °° 

A. My study [of South American Utilities Corporation] was based on the 
report, a very exhaustive report made by a Mr. Horn,’ who, I believe, was then 
president of the South American Utilities Corporation. This report, as I said 
was very exhaustive, and after making a comprehensive study of it, I came to 
the conclusion that under no circumstances was the South American Utilities 
Corporation in a position to support or justify a loan as requested, from the 
Manufaeturers Trust Company. 3 

Q. That is your conclusion. What did you predicate your conclusion on? 

A, My conclusion was predicated on two major points. First, the financial 
situation, the company’s earnings, rather the earnings of the three major sub- 
sidiaries in South America. They were, to my mind, not only insufficient, but 
probably not exactly just as stated. In other words, we did not have sufficient 
information as to the exact source of earnings, the amount of depreciation 
and maintenance to be charged off; also we did not have sufficient information 
with regard to the physical properties of the various subsidiaries concerned ; 
but from the figures on hand we concluded that the earnings were wholly insuffi- 
cient to support such a loan and that the financial condition of the company 
in general was, to our mind, at least very cloudy. 

* x * * * * * 

A. As I have said before, there were two major points for us to take into 
consideration; first, the financial aspect, the second was the political aspect 
involved. As you probably see in this report, the company was laboring under 
great difficulties in its operations, because they had to compete with so-called 
cooperatives, utilities operating in certain communities, financed by public funds, 
and these cooperatives not only used the regular—you might call it fair means 
of competitive enterprise, but they would go ahead and foree merchants—that 
is all in accordance with the report of Mr. Horn—force merchants and other 
enterprises in the respective communities to take power from these particular 
cooperatives rather than from the private companies, in this case the subsid- 
iary of the South American Utilities, by threat of boycotting their business, 
and other means of forcing these companies to take power from these com- 
panies rather than from the subsidiaries. That alone Jed-us to believe that 
the company was operating under great handicaps, and possibly could not hope 
to obtain fair income under the circumstances. 


In 1937 the Chase National Bank and the other holders of the 
secured notes of South American Utilities Corporation were appar- 
ently not unwilling to dispose of their notes at a substantial discount 
from their principal amount. In April 1937, Mr. Beverly ap- 
proached the Chase National Bank; represented that he owned a 
substantial interest in the preferred stock of South American Util: 
ties Corporation,’”® and stated that he was interested in “buying the 


192 See infra, p. 414 et seq. 

183 Op, cit. supra, note 1, at 1383-4, 1386-7. 
14 Tq., Commission’s Exhibit No. 127. 

1 Td,, at 517-8. 
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position of the secured noteholders,” in order to “protect his invest- 
ment in the preferred stock.” 1° The Chase National Bank gave Mr. 
Beverly “‘wap-to-date figures” on the financial status of the company, 
prepared by Mr. Van Horn, whose report, as indicated above, later 
proved to be the basis for the determination by the Manufacturers 
Trust Company that the financial status of South American Utilities 
Corporation could not sustain a loan of $1,800,000.1% At this time 
Mr. Beverly did not purchase the notes from the Chase National 
Bank and its associates.1** 

Thereafter the South American Utilities Corporation entertained 
an offer of the Societe Generale Pour L’Industrie Electrique, a Swiss 
company, for the purchase of some of the collateral which secured 
the debentures. This offer, which the noteholders were willing to 
accept. provided that, among other things, they were to receive 
$9 235,000.19 However, Mr. Beverly who, as indicated above, repre- 
sented a substantial preferred position in the company, opposed the 
plan, and it was not adopted since the approval of the required num- 
ber of preferred stockholders was not obtained at the meeting of 
October 8, 1937.?°° 

On October 14, 1937, a day after the offer of the Swiss company 
was definitely terminated, presumably as a result of Mr. Beverly’s 
opposition thereto, the Chase National Bank was again approached 
by Mr. Beverly who offered to purchase approximately $4,600,000 
principal amount of the notes of South American Utilities Corpora- 
tion for $2,400,000.2°° Mr. Beverly’s purpose was to effect a reor- 
ganization of the capital structure of South American Utilities Cor- 
poration, and in order to accomplish this objective he apparently felt 
it necessary to acquire the existing outstanding notes of South Amer- 
ican Utilities Corporation. Mr. Beverly, however, did not possess 
the cash necessary to effect the purchase of the debentures.?” 

Meanwhile, however, Mr. Beverly had met several of the members 
of the Fiscal Management group and had arranged to participate 
with them in the acquisition of control of an investment company 
whose assets could be used to supply the funds necessary to purchase 
the notes of South American Utilities Corporation. The arrange- 
ment between Mr. Beverly and the Fiscal Management group was 
that Mr. Beverly would supply $500,000 °°? and the investment com- 
pany to be acquired would supply $2,000,000 toward the purchase of 
the notes of South American Utilities Corporation. Thereafter, 
South American Utilities Corporation was to be reorganized by scal- 

197 See supra, p. 400. 

98 Op. cit. supra, note 1, at 518. 

1 Td., at 518-9. 

20 Tbid. In July the company mailed a copy of the Swiss company’s plan to the share- 
holders. The plan called for a shareholders’ meeting on August 27, 19387. They met on 
that date. but the meeting was adjourned to October 8. 1937. At that meeting approxi- 
mately 7,800 shares of the preferred stock voted in favor of the plan, which was not 
enough, since it required approval by two-thirds of the preferred stockholders, or 35,000 
shares. (Id., at 519.) 

am Td., at 520. 

2° Td., at 523. L. W. Snow, a vice president of the Chase National Bank, testified that 
“he [Beverly] told us frankly that he did not have a sufficient amount of money to buy it 
[the notes] but that he could arrange for the financing locally in Canada’. (ibid.) 

208 Mr. Beverly, however, never advanced the $500,000. (Id., at 604.) 
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ing its funded indebtedness to $2,800,000. The existing preferred 
stockholders of the company were to receive one share of the pre- 
ferred and a half share of the common stock of the reorganized com- 
pany, and Fiscal Management Company, Ltd., and Mr. Beverly each 
were to acquire one-half of the balance of the common stock. The 
investment company to be acquired was to receive for its advance 
of $2,000,000 the entire $2,800,000 principal amount of the notes of 
the new company and a block of its preferred stock.°* 

By October 20, 1987, the Fiscal Management group had virtually 
completed negotiations to acquire control of Continental Securities 
Corporation, the investment company whose assets it was contem- 
plated would be used to further the plan of Mr. Beverly and the Fiscal 
Management group with reference to South American Utilities 
Corporation. 

On October 20, 1987, Mr. Beverly had contracted to purchase 
through his personal holding company, National Construction Com- 
pany, Litd., ?°> from the Chase National Bank, the National City Bank, 
Westinghouse Electric International, and American Equities Com- 
pany, $4,593,730 face amount of the 4% secured notes of South Amer- 
ican Utilities Corporation for $2,400,000.2°° The contract provided 
for a down payment of $25,000 on October 27, 1937, and the payment 
of the balance of $2,375,000 within 30 days.*°” 

On October 25, 1937, the Chase National Bank was requested to 
extend the closing date of the contract to October 30, 1937.°°° On 
that date, five days after the Fiscal Management group had acquired 
control of Continental Securities Corporation, the contract which 
had been made between National Construction Company, Ltd. (the 
personal holding company of Mr. Beverly), and the holders of the 
collateral notes, was transferred to Fiscal Management Company, 
Ltd.2°* On that same day, Continental Securities Corporation, con- 
trolled by Fiscal Management Company, Ltd., advanced to Mr. Bey- 
erly $25,000 to meet the first payment on the contract with the Chase 
National Bank and the other sellers of the collateral notes of South 
American Utilities Corporation.?"° . 

On November 29, 1937, when the balance of $2,875,000 was due on 
the contract to purchase the notes of South American Utilities Cor- 
poration, Continental Securities Corporation advanced to National 
Construction Company, Ltd. $100,000 which was paid to the Chase 
National Bank and its associates on the contract, and the time for 
payment of the balance was extended so that Mr. Beverly would have 
to pay $100,000 on December 9, 1937, $200,000 on December 30, and 
the balance of the contract price on January 31, 1938.**4 

The payments due on December 9 and December 30 were duly met 
with funds supplied by Continental Securities Corporation so that, 

21 1d., at 601-3. 

26 Id., at 520. 

26 Td., at 516, 520-1 and Commission’s Exhibit No. 67. 

27 Td., at 522 and Commission’s Exhibit No. 64. 

208 Td., Commission’s Exhibit No. 69. 

209 Td., Commission’s Exhibit No. 64. 

210 [d,, Commission’s Exhibit No. 138. On November 5, 1937, the board of directors of 
Continental Securities Corporation authorized that investment company to make advances 
to Alexander B. Beverly in connection with the purchase of notes of South American 
Utilities Corporation.  (Ibid.) 

11d. at 525. 
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as of January 1, 1938, a total of $425,000 of the funds of Continental 
Securities Corporation **? had been paid to the Chase National Bank 
and its associates on account of the purchase price of the South 
American Utilities Corporation collateral notes. 

Subsequently, on January 31, 1938, Mr. Beverly again requested an . 
extension to February 1, 1938 for the payment of the balance.* On 
February 1, 1938, however, Mr. Beverly was still apparently unable 
to obtain the balance of the funds to meet his commitment, and re- 
quested an extension to February 4, 1938, which was granted to him 
on the payment of an additional $22,000 which was actually supplied 
by Continental Securities Corporation. 214 At this point, all of the 
available funds of Continental Securities Corporation had been ex- 
hausted by the purchase of the preferred stock of Fiscal Management 
Company, Ltd., the purchase of control of Corporate Administration, 
Inc., the purchase of the control of Reynolds Investing Company, 
Inc., the purchase of the stock of Barkley-Grow Aircraft Corpora- 
tion, and the loans to members of the Fiscal Management group.?!® 

Accordingly, on February 4, 1938, representatives of the Fiscal 
Management group (who in the meantime had acquired control of 
Reynolds Investing Company, Inc. by the use of the funs of Conti- 
nental Securities Corporation) requested the Chase National Bank 
to lend Reynolds Investing Company, Inc. the $2,000,000 necessary 
to meet the commitment of Mr. Beverly’s company, } National Con- 
struction Company, Ltd., to purchase the notes of South American 
Utilities Corporation. The Manufacturers Trust Company had pre- 
viously refused to make the loan to Reynolds Investing Company, 
Inc.,?** on the ground that the financial condition of South American 
Utilities Corporation, the notes of which corporation were to be de- 
posited as collateral for the loan, was not such as to. justify the loan, 
even after the proposed reorganization of its capital structure. Mr. 
Ohlmuller, a statistician employed by the Manufacturers Trust Com- 
pany, ened aa 


Q. Had they told you that there was contemplated a plan of reorganization 
whereby they were going to reduce the funded debt [of South American Utilities 
Corporation] from $4,800,000 to either $3,000,000 or $2,000,000? 

A, That was mentioned during the negotiation. 

Q. And even on the basis of a funded debt of $2,000,000 ? 

A. That was my conclusion. 

Q. Did you -coneclude that the valuations of the properties [of the subsidiaries 
of South American Utilities Corporation] were such that they would sustain 
any loan, or a loan of that size? 

A. I would say that they would not sustain a loan of that size. 


The Chase National Bank refused to make the loan upon the 
cround that it was the trustee under the indenture under which the 
debentures of the Reynolds Investing Company, Inc., were issued 
and that a sale of the South American Utilities collateral notes by 
the Chase National Bank and associates to Reynolds Investing Com- 
22 1d., at 524-5 and Commission’s Exhibit Nos. 70-72. 

msId., at 526. 

FES MG BNE 527. 

“5 These transactions will be discussed infra. 

216 Op. cit. supra, note 1, at 1388. 

ai Td., at 1884. 
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pany, Inc., would involve some element of “self-dealing.” ?"* The 
Chase National Bank and associates granted to Mr. Beverly a further 
extension to February 11, 1938.°7° “On that date, Mr. Beverly in- 
formed the Chase National Bank that he could not fulfil his contract, 
and signed certain documents purporting to terminate the contract 
and relieve the bank and its associates from all hability on the con- 
tract. As a result, the Chase National Bank and its associates re- 
tained not only all of the South American Utilities collateral notes, 
but also the $447,000 of the funds of Continental Securities Corpora- 
tion which they had received as partial payments on the contract. of 
purchase. The Continental Securities Corporation, on the other 
hand, did not receive a single security for its $447,000. L. W. Snow, 
a vice president of the Chase National Bank, when examined on this 
transaction, testified : ??° 


Q. So that the upshot of this transaction was that you made an agreement 
with Mr. Beverly of the National Construction Company, Ltd., to sell them 
$4,000,000 of these secured notes for two and one-half million dollars; he paid 
vou $447,000, and the Chase National Bank got $447,000 and did not turn over 
to anybody under that contract a nickel’s worth of securities, isn’t that so? 

A. That is’ correct. 

The Chase National Bank, trustee of the Reynolds Investing Com- 
pany, Inc. debentures and one of the owners of the South American 
Utilities Corporation collateral notes, refused to make the $2,000,000 
loan to Reynolds Investing, Company, Inc., to enable that investment 
company to buy these notes , upon the eround that a conflict of inter- 
est existed. However, the Chase National Bank was also the inden- 
ture trustee of the outstanding debentures of Continental Securities 
Corporation and in that capacity had. become aware in November 
1937 that Mr. Beverly and his associates had acquired control of 
Continental Securities Corporation. Nevertheless, despite the fact 
that the bank stood in a fiduciary relationship to the holders of the 
debentures of Continental Securities Corporation and knew that Mr. 
Beverly was personally without the funds **? necessary to purchase 
the South American Utilities Corporation notes, the Chase National 
Bank made no investigation durnig the period of time that Mr. 
Beverly made the payments totaling $447,000 on account of his com- 
mitment to purchase the South American Utilities Cor poration notes, 
to ascertain whether or not Mr. Beverly had derived these funds from 
Continental Securities Corporation. Mr. Snow testified : 2? 


Q. Now, what were the duties of the Chase Bank as huss for the Con- 
tinental Securities Corporation? 

A. That is a matter with which I am not personally familiar. That is a Trust 
Department function, and I have not examined that indenture. 


Q. Was the Chase National Bank conscious of the fact that control had 


passed in October to the Beverly group? 
A. They were conscious of it some time after the passing in 1937; I cannot 
tell you whether it was in October or November. 


28Td., at 531. 

29 Td., Commission’s Exhibit No. 73. 
220 1d., at 528-9. 

*21 See note 202, supra. 

222 Op. cit. supra, note 1, at 534-6. 
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Q. But you were conscious of the fact that Beverly was associated with the 
Continental Securities Corporation prior to the time that he made some of those 
payments, were you not? 

A. I think the bank had that information. 

Q. And the Bank, knowing that Beverly was connected with the Continental 
Securities Corporation, took these checks from Mr. Beverly on account of the 
contract for South American Corporation, and made no investigation to ascer- 
tain where Mr. Beverly was getting the money, whether he was getting it from 
Continental Securities Corporation? 

. There was no reason why the bank should 
. First tell me whether they did and then you can give me your explanation. 
. Well, that is quite true—— 

. They made no investigation? 

. They made an investigation on March 3rd 
. No; I am talking of investigation to find out whether those checks were 
coming from the Continental. 

A. That contract was examined very carefully, and I am sure that there was 
no money—we did not go beyond the checks themselves. 

Q. I am sure that the Chase Bank would not take any phony checks; I know 
that. But what I am trying to ascertain, Mr. Snow, is here control had passed, 
and Continental had sent out an announcement that the Beverly group and his 
Canadian associates were now in control of the Continental Securities Corpora- 
tion; that is so, isn’t it? 

A. That is correct. 

Q. And after that announcement, Mr, Beverly continued making payments 
of $100,000, $100,000, $200,000, $25,000, and the Chase National Bank, being 
trustee under the indenture of the Continental Securities Corporation, never 
called the officers and directors of Continental Securities Corporation, to ask 
them whether they were furnishing the money to Mr. Beverly, did they? 

A. They did not, and there was no reason in the world why they should. 

Q. You were trustee of the debentures of the Continental Securities Cor- 
poration; what were your duties, do you know ? 

A. That question concerns the language of the indenture, and that I am 
not familiar with. 

When examined as to the bank’s fiduciary obligation to the de- 
benture holders of Continental Sectirities Corporation and the pos- 
sible conflict of interest between the bank and that corporation, Mr. 
Snow testified : 228 


Q. It appears from the minutes, then, that virtually all the money that the 
Chase and this group received in payment on the contract that was made with 
the National Construction Company, Ltd., which is Mr. Beverly's company, 
must of necessity have come from the Continental Securities Corporation 
which has not received one nickel of the securities, isn’t that so? 

A. That is not a matter of our knowledge. 

@. I am not saying it was, but that is the fact today, isn’t it? 

A. That appears to be true, yes. 

Q. Now why did the Bank or the debenture holders refuse to make the loan 
to Reynolds Investing Company, Inc., do you remember? 

A. Yes, the Chase National Bank was unwilling to loan Reynolds [Investing 
Company, Inc.] because it was the trustee of the Reynolds [Investing Com- 
pany, Ine.] debentures. 


23 Td., at 530-3. 
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Q. And therefore you felt you had some duty to the debenture holders be- 
cause thereby you would then be on both sides of the transaction, namely as 
trustee, at least participating in the purchase by the Reynolds Investing Com- 
pany, Inc. and on the other side of the table you were the seller of the South 
American Utilities Corporation notes, is that it? 

A. That is correct. We thought there would be a decided conflict of interest. 

Q. The fact of the matter is, Mr. Snow, that the Chase National Bank was 
also the trustee under the indenture for the funded debt of the Continental 
Securities Corporation, isn’t that so? 

A. That is correct. 

Q. Of course you say that at the time you made this transaction, you did 
not know this money was coming from Continental Securities Corporation; is 
that it? 

A. That is correct, and we did not know it until after the transaction was 
entirely finished. } 

Q. You know now that the Chase National Bank as trustee of the debentures 
of the Continental Securities Company was, in effect, although maybe not 
known to the bank, dealing with itself when it sold those securities ostensibly 
to Beverly, isn’t that so? 

A. We had absolutely no relations with the Continental or with Fiscal Man- 
agement. It was entirely with Mr. Beverly personally. 

Q. I understand that. But there came a time that you felt there would 
be a conflict of interest, if you permitted the Reynolds Investing Company, 
Ine., to buy the South American Utilities debentures, because you were trustee 
under the indenture of Reynolds Investing Company, Inc.? 

A. That is right, and we did not deal with them. 

Q. But the fact of the matter is that you did deal with the Continental 

' Securities Corporation, although you say that at the time you did not know it. 

A. No, I don’t agree with that * * * We had no dealings with Conti- 
nental Securities Corporation at any time. 

Q. I say that you did not know you were dealing with the Continental at 
the time you were dealing with Mr. Beverly and giving him the extensions 
and receiving the checks, and you did not know that he was getting the money 
from the Continental Securities Corporation for which you were the trustee. 

A. That is quite possible. 

Q. And the same conflict of interest was there, I understood you to say, but 
that you were unmindful of it: isn’t that so? 

. We knew absolutely nothing about it. 
. But the Chase still retains the money; isn’t that so? 
. The noteholders retained the money. 
. And still retains the securities? 
. That is correct. 
. But you now know the money came from Continental Securities Corporation? 
. That is correct. 
. And you know then, of course, that you were the trustees for the Conti- 
nental Securities Corporation? 
A. That is correct. 


Tn addition to the loss of $447,000 suffered by Continental Securities 
Corporation as a result of the South American Utilities Corporation 
transaction, large losses were also incurred by the investment company 
on “loans” made to various members of the Fiscal Management group. 

Continental Securities Corporation advanced $160,000 without col- 
lateral to Calmur & Company, Inc. Of this amount, $100,000 was 
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turned over directly to Jerome C. Brady, of Prentice & Brady,??* who 
used $80,000 to purchase a seat on the New York Stock Exchange for 
J. Paul Lynch, who became a partner of Prentice & Brady.”? The 
balance of $20,000 was turned over to George H. Clayton, Jr., b 
Prentice & Brady.??° When examined with respect to this advance by 
Continental Securities Corporation to Prentice & Brady, George J. 
Mitchell, one of the group, testified.??7 


Q. Now, when the $160,000 loan was made to Caimur, out of which $100,000 
was turned over to Prentice & Brady, did you get an assignment of the Stock 
Exchange seat? 

A. I neyer saw any of the assignments on that. 

@. Did you ever get a piece of paper, a promissory note, for that loan? 

A. Yes; I understand there was a promissory note. 

@. Was that carried in the account just as an account receivable? 

A. It was carried on the books as an account receivable. 

@. It was a promissory note, but the promissory note was not made to Conti- 
nental Securities Corporation. 

A. No; it was not. 

q. And the Continental Securities Corporation never got a promissory note 
signed by Prentice & Brady or Lynch, did they? 

A, No. 


The remaining $60,000 of the $160,000 advance to Calmur & Com- 
pany, Inc. was “advanced in various small amounts” to “various per- 
sons.”?°8 There is no evidence that any part of this $160,000 was ever 
repaid to the Continental Securities Corpor ation. 

The remainder of the portfolio securities which were in the Conti- 
nental Securities Corporation account opened with Prentice & Brady, 
then members of the New York Stock Exchange, were liquidated. 
Prentice & Brady received $48,000 as brokerage fees in connection with 
the sale of these securities.22° oe the proceeds of the sale of these 
securities, approximately $102,750 of the funds of Continental Securi- 
ties Corporation were inv ested instock of Bar kley-Grow Aircraft Cor- 
poration, the remainder of its $250,000 issue, which had been under- 
written by Fiscal Management Company, Ltd.2° In addition, $182,500 
of the funds of Continental Securities Corporation was used to pur- 
chase from First Income Trading Corporation 1,825 shares of the 
$100 par value preferred stock of Fiscal Management Company, 
Ltd.,?*" increasing the holdings of Continental S¢ ecurities Corporation 
in the preferred stock of Fiscal Management Company, Ltd., to 8,825 
shares, at an aggregate cost. of $882,500. 

Practically all of the remaining assets of Continental Securities 
Corporation were utilized by the Fiscal Management group in connec- 


“!Td., at 587-8. 

* Thid. 

CBS TGClo BU BYSKE 

27 Td., at 589-90. 

28Td., at 588-9. Mr. Mitchell who testified with respect to this distribution of the 
$160,000 could not recall the names of the persons to whom these advances were made. 

22 Td. at 593. 

2 Td., at 591 and Commission’s Exhibit No. 138. It will be recalled that Barkley-Grow 
Aircraft Corporation was the company with which Mr. Grow, one of the sponsors of First 
Income Trading Corporation, Was associated. (See supra, pp. 367-8.) 

*17Td,, at 580. 
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tion with their acquisition of control of other investment companies. 
Approximately $350,000 of the assets of Continental Securities Corpo- 
ration were used to purchase control of Corporate Administration, 
Inc., which held the management and distribution contract with Ad- 
ministered Fund Second, Inc., an open-end investment company.**? 
Approximately $1,500,000 of the funds of the Continental Securities 
Corporation was used to purchase from C. K. Reynolds, the members 
of his family and associates, the controlling block of common stock of 
Reynolds Investing Company, Inc., another investment company.*** 

Thus within the period of only five months (October 1937 to March 
1938) during which the Fiscal Management group was in control of 
Continental Securities Corporation, practically the entire portfolio 
of that investment company, valued at $3,300,000, was liquidated and 
the proceeds disbursed in the following securities or transactions: 
$882,500 was used to purchase 8,825 shares of preferred stock of Fis- 
cal Management Company, Ltd., whose only asset consisted of the 
control blocks of stock of First Income Trading Corporation and 
Continental Securities Corporation ; $102,750 was invested in the stock 
of Barkley-Grow Aircraft Corporation ; $447,000 was paid on the con- 
tract to purchase the collateral notes of South American Utilities 
Corporation, and entirely lost; $160,000 constituted an outright loan» 
to Prentice & Brady and “others”, which has apparently not been 
repaid; approximately $1,500,000 was used to acquire a controlling 
interest in Reynolds Investing Company, Inc.; and $354,000 was’ used 
to acquire control of Corporate Administration, Inc. 

In March 1938, Continental Securities Corporation was placed in 
reorganization under Section 77B of the Bankruptey Act. 


4, ACQUISITION OF CONTROL OF CORPORATE 
ADMINISTRATION, INC. 


As has been indicated, the funds of Continental Securities Corpora- 
tion were used by the Fiscal Management group to acquire control of 
other investment companies, including Corporate Administration, 
Inc. After Messrs. Frear, Clayton, and Ferretti and their associates 
had completed the acquisition of Continental Securities Corporation, 
Mr. Beverly, as the president of Fiscal Management Company, Litd., 
on November 15, 1937, authorized Mr. Ferretti to continue to negoti- 
ate for the purchase of control of investment companies of the gen- 
eral management type, subject to the approval of the board of direc- 
tors of Fiscal Management Company, Ltd.2** Mr. Ferretti, with the 
approval of Mr. Beverly, requested the accounting firm ot Hysiop 


232 See infra for discussion of acquisition of control of Corporate Administration, Inc. 

238 See infra for discussion of acquisition of control of Reynolds Investing Company, Ince. 

234 Judge Robert P. Patterson of the United States District Court for the Southern Dis- 
trict of New Yo:k appointed as trustee Arthur A. Ballantine. His action followed a 
request for reorganization of the company, filed with him on March 17, by three hoiders 
of the investment company’s 5% 15-year debentures who charged that the company was 
insolvent, and the issuance of an injunction restraining the management from disposing 
of the assets of the company. (The New York Times, March 25, 1938, p. 27.) 

28 Op. cit. supra, note 1, at 609-10 and Commission's Exhibit No. 76. 
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and Boehm to make a study “in a quiet manner” ?*° of investment 
companies available for purchase. Mr. Boehm of that firm asked one 
Cleveland Storrs **7 and one Franklin E. Mayer *** to assist him in 
finding such investment companies. 

Mr, Storrs recommended to Mr. Ferretti several ivestment com- 
panies which he thought might be acquired by the Fiscal Manage- 
ment group. Among these companies were Overseas Securities Co., 
Jnc., American International Corporation, and Corporate Adminis- 
tration, Inc. The Fiscal Management group were unsuccessful in 
their negotiations to purchase Overseas Securities Co., Inc., because 
Morton H. Fry, president of Overseas Securities Co., Inc., refused to 
sell control of this investment company unless, among other things, 
the same offer be made to the minority stockholders as was being 
made to the controlling stockholders.?*° Mr. Fry testified : 24° 


Q. You say the three conditions you imposed were, first, you wanted to know 
who the principal was; second, you wanted some definite assurance that the basic 
nature of the trust would not be changed; and thirdly, they had to make the 
same Offer to the minority stockholders they were making to the majority stock- 
holders? 

A. That is correct. 

Q. What impelled you to impose those conditions; I mean, did you mean that 
the officers and directors and sponsors of this trust owed it to the minority 
stockholders? 

A. My firm and my associates and the directors were personal friends of mine, 
and we had been connected with this trust since the beginning. We felt a certain 
sense of trusteeship, and that it was an utterly unfair thing to sell the stock- 
holders or bondholders down the river. 


The management of American International Corporation likewise 
refused to sell control of that company because they were not satisfied 
with the financial responsibility of the alleged principals whom Messrs. 
Storrs, Prentice, and Boehm represented.2#! Mr. Mitchell testified : 24 


A, * * * it wound up by Mr. Boehm and Mr. Prentice agreeing to submit a 
list of the principals involved in this $3,000,000 purchase, which was to be the 
total of the shares of stock which Adams owned, plus the stock owned by Solvay 
American Investment, which totaled approximately 260,000 shares, and it in- 


“8 Td. at 1394, 1938. Myr. Boehm testified (id., at 1398-9): 
Q. What was the necessity of secrecy? Did he tell you why be wanted it quiet ? 
A. Yes; due to the fact that there was a good many people, I presume, running 
around the street and competing, I presume, with one another, with any principal. 
This competition for the acquisition of investment companies is exemplified by the 
experience of Morton H. Fry, president of Overseas Securities Co., Inc. He testified 
(id., at 489) : 
Q. Do you recall in the latter part of last year [19837] you were being approached 


Qe 


with respect to the possibility of transferring control of Overseas Corporation to a 
group of individuals? “ 
* 3 * ok * * ok 
A. Well, we were approached so many times about that that I finally began to feel 
as though I ought to have a bodyguard * * ¥*, . 
27 Td., at 1899-1400. 
238 Thid. 
2° Td., at 438-47. 
20Td., at 446-7. 
41 1d,, at 448-61. 
#27Td., at 458-9. 
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yolved a total purchase price of about $3,000,000, and they were to give us the 
names of the principals and the amount which each principal was to put up, not 
borrowed money, but actual funds which each individual was to advance out of 
his own personal fortune. 

It took them a couple of days to get that letter over tous * * *. 

* % a * * * 

Q. I notice the individuals are Leon McCormack, James A. Frear, Harry Curtis, 
Fred Ross, A. B. Beverly, S. Prentice * * *. 

A. * * * We did not consider that letter a satisfactory reply to our request. 
On that same afternoon, Monday afternoon, December 13th, at our board meeting, 
we informed the board what had taken place, we were quite sure that the names 
submitted were not the ultimate principals, and therefore we would discontinue 
any further conversations with Mr. Prentice or Mr. Conroy, or anyone else 
involved in the matter. 


To demonstrate to the management of American International Cor- 
poration that the alleged principals who were negotiating for the 
purchase of control of American International Corporation were 
financially responsible, the Fiscal Management group negotiated for 
and succeeded in acquiring control of Corporate Administration, 
Inc.2** Mr. Mitchell testified : °** 


Q. What did Mr. Boehm and Mr, Mayer say with respect to Corporate Admin- 
istration? 

A. They told us they were acquiring Corporate Administration because they 
wanted to show some people who they were dealing with that they were able to 
buy it, put the idea over and then they could get the American International deal. 

Q. Did Mr. Mayer and Mr. Boehm say that they were not interested in Corpo- 
rate Administration as a business acquisition, but merely as a sort of a front with 
the people: who were buying American International, that they: have a lot of 
money and that is the reason they were buying Corporate Administration, is 
that it? 

A. That is right. 


Corporate Administration, Inc., which had been formed by Gilbert 
Ottley and Robert Strange to organize, administer, and distribute 
securities of investment companies,”** issued 5,000 shares of common 
stock without par value to Messrs. Ottley and Strange for a total con- 
sideration of $35,000.24 The sponsors of Corporate Administration, 
Inc., had organized under the laws of Delaware on August 21, 1934, 
an open-end investment company known as Administered Fund Sec- 
ond, Ine.,2*7 and held the management and distribution contracts with 
this investment company.** Although the formulation of the invest- 
ment policy of Administered Fund Second, Inc., had been delegated 


48 7Td., at 607, 1598. 

441d, at 598-9. ; 

451d, at 540-43. Although Corporate Administration, Inc., had been organized to 
perform these activities for investment companies throughout its existence, it was only 
affiliated with Administered Fund, Inc., and Administered Fund Second, Inc., which “wag 
organized to pull them out of Administered Fund, Ine.” (Id., at 1102.) The capital 
structure of Corporate Administration, Inc., consisted of 5,000 shares of common stock and 
4.300 shares of preferred stock. 

246 Gilbert Ottley held 2,550 shares of common stock and a certificate for 4.300 shares of 
the preferred stock. (Id., Commission’s Exhibit No. 130.) Robert Strange held 2,450 
shares of common stock. (Id., Commission’s Exhibits Nos. 130, 132.) 

47 1d., at 1297; Moody’s Manual of Investments, Banks, etc., 1937, at 1361. 

43Td., at 1298. 
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to Young & Ottley, an investment counsel firm, and later to the invest- 
ment counsel firm of H. W. Grindal & Co., Inc.,?*° the holders of the 
control block of stock of Corporate Administration, Inc. were the ulti- 
mate arbiter of the management of this investment company.2°° The 
management contract held by Corporate Administration, Inc. con- 
stituted the medium through which the investment policy of Adminis- 
tered Fund Second, Inc. might be controlled.2*! Mr, Ottley con- 
ceded that the only assets of Corporate Administration, Inc. were its 
management and distributing contracts with Administered Fund 
Second, Ine.*°? 


Q. * * * Fundamentally, Corporate Administration, Inc., is nothing but a 
corporate shell. It is engaged in the business of acting as principal distributor 
of the securities of Administered Fund Second, Inc.? 

A. No; I would not call it a corporate shell, because it had very definite obli- 
gations that it contracted for, for which it was paid, and which it in turn deliv- 
ered. 

Q. Well, anyway, the business of Corporate Administration, Ine., is one of act- 
ing aS principal distributor for shares of an Investment Trust called Adminis- 
tered Fund Second, Inc.—isn’t that so—and acting as manager for that fund? 

A. To supply investment management for that company, to supply and pay for 
all the officers, directors, and the expenses, with the exception of taxes, 

Q. * * * accepting your qualification, its business is substantially to ad- 
minister the fund and act as its distributor? j 

A. Yes; with my qualification. 

By November 1937, when the Fiscal Management group acquired 
control of Corporate Administration, Inc., and through it, control of 
Administered Fund Second, Inc., the latter’s assets totaled $3,462,- 
302.°°° although the net contribution which had been made to the 
company by its stockholders had been approximately $4,700,000.25* In 
other words, the company’s assets during its management by Cor- 
porate Administration, Inc., had suffered a depreciation of approxi- 
mately $1,225,000. 

Corporate Administration, Inc., within the two-year period it had 
managed and distributed the securities of Administered Fund Sec- 
ond, Inc., had derived a profit of only $4,887.83, all of which was 
earned in 1937.°° For the year 1936, Corporate Administration, 

»0Td., at 1300. Those in control of Corporate Administration, Ine., could, however, 
choose to make investments for Administered Fund Second, Inc., without the approval of 
the independent investment counsel, whose only recourse was to resign. 

*1 WHdward G. Leffler testified (id., at 1300) : 

Q. The fact of the matter is, is it not, that although the Board of Directors of 
Corporate Administration did not make any investment without the approval of 
independent investment counsel, the only recourse of Young & Ottley if such an invest- 


ment was made to terminate the agreement? 
A. That is right. 


Q. * * * if somebody got control of Corporate Administration and bought stock 
that Young & Ottley did not approve of, the only thing Young & Ottley could do is 
resign ? 

A. Yes. 


*~2Td.. at 540-1. 

28 Td., Commission’s Exhibit No. 64. 

24 The gross capital contributed to Administered Fund Second, Inec., between 1934 and 
November 1987 had been $6,716,575. Over the same period, however, the company had 
returned to its stockholders by repurchases or redemption of its shares or by way of 
dividends, a total of $2,029,605. (Ibid.) 

25 Tq., Commission’s Exhibit No. 132 (Exhibit C). 
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Inc. had operated not only at a loss, but Mr. Ottley was compelled 
to lend $86,000 to Corporate Administration, Inc. in order to enable 
it to meet the expenses of qualifying the securities of Administered 
Fund Second, Inc. under the securities law of the various States.?°§ 
In January 1937 this loan was satisfied by the issuance to Mr. Ottley 
by Corporate Administration, Inc. of 4,800 shares of its $20 par 
value preferred stock.?*? By November 20, 1937, Corporate Ad- 
ministration, Inc. had total see of approximately $130,000 which 
included a valuation of $50,000 for its management and security dis- 
tribution contracts with Administered Fund Second, Inc.?°® As of 
that date, the operating deficit of Corporate Administration, Inc. for 
the entire period of its operation totaled $113,065.66.2°° 

During 1937, Messrs. Ottley and Strange had offered to sell all 
of their common stock of Corporate Administration, Inc. to Edward 
Leffler for $25,000, but the sale was not consummated. 260 In Novem- 
ber 19387, however, the Fiscal Management group through Franklin 
E. Mayer offered to purchase all of the holdings of Messrs. Ottley 
and Strange in Corporate Administration, Inc. for $250,000. Mr. 
Ottley testified that “he was not surprised by the offer of $250,000,” 
although the purchasers to the knowledge of Messrs. Ottley and 
Strange were aware #1 that the sum offered was almost twice the 
then value of the entire assets of Corporate Administration, Inc. 
and that the company had been a losing venture over the entire 
period of its existence. On November 29, 1937 Mr. Ottley and Mr. 
Strange accepted this offer. Mr. Ottley received $150,000 for his 
holdings of the preferred and common stock of Corporate Administra- 
tion, Inc. and Mr. Strange received $100.000 for his common stock 
in that com ipany.76? The total consideration of $250,000 received by 
Messrs. Ottley and Strange was $129,000 °° in excess of their aggre- 
gate investment in Corporate Administration, Inc.?%* 

Control of Corporate Administration, Inc., carried with it control 
of the approximately $4,000,000 of liquid assets of Administered Fund 
Second, Inc. Notwithstanding this fact, Messrs. Ottley and Strange 
made no attempt to ascertain w who the actual Tee of their hold- 


IS VG, Re aye 

27 Td., Commission’s Exhibit No. 130 at 5-6. 

8 Td... Commission’s Exhibit No. 132 (Exhibit A). 

259 Thid. ; 

260 Td., at 545-6. 

261 Td., at 545. 

262 Td., Commission’s Exhibit No. 130. 

263 The total contribution made by Messrs. Ottley and Strange to the company was 
$121,000. of which $35,000 was paid for common stock and $86,000 for preferred stock. 
(Id.; at 544.) 

26: In addition, the Fiscal Management group paid $14,000 to Amos R. Poole, and the 
old management paid him $10,400. (Id.. at 1578-9.) Mr. Poole was a partner in the stock 
exchange firm of F. A. Willett & Co. and at that time had a contract with Mr. Ottley which 
provided that he would participate in a portion of the brokerage commissions which Mr. 
Ottley received from Administered Fund Second, Inc. (Id., Commission’s Exhibit No. 145.) 
Subsequently Mr. Poole severed his relationship with F. A. Willett & Co.. the contract was 
eanceled (id., Commission's Exhibit No. 145) and Mr. Poole was employed by Corporate 
Administration, Ine. (id., at 1573). and was to be compensated on the basis of 4% of the 
gross brokerage commissions paid by Administered Fund Second, Inc. (Id., Commissien’s 
Exhibit No. 146.) In order to get Mr. Poole to release Corporate Administration, Inc, 
from liability under the contract, the payment of $24,400 was made to him. 
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ings were. They assumed they were dealing with Franklin E. Mayer 
as principal.?*> Mr. Ottley testified : 2° 

Q. Now, you ultimately sold control of Corporate Administration, Inc., to 
Continental Securities Corporation. 

A. We never knew to whom it was. 

@. Whom did you sell it to? 

A. I think we sold it to Mayer & Company. 


However, the contract of sale by Messrs. Ottley and Strange was 
made with Conroy & Company as the purchaser,?** but the checks 
received by Messrs. Ottley and Strange in payment for their stock 
vere drawn by Calmur & Company, Inc. Despite these differences 
between the buyer named in the contract and the source of the payment 
which he received, Mr. Ottley testified that he made no attempt to 
investigate Calmur & Company, Inc., which had not previously been 
connected with the transaction.?°* ee 


A. I got $150,000 on November 29th. 
Whose check was it, do you remember? 
It was drawn by Calmur & Company. 
Do you know who Calmur & Company was? 
A. No; I didn’t know who Calmur & Company was. 
Q. You didn’t ask about that? 
A. It was a certified check and I presume that Calmur & Company is—I was 
told later represented other purchasers. 


In fact, the contract between Conroy & Company and Messrs. 
Strange and Ottley for the sale of Corporate Administration, Inc., 
was Immediately transferred to Calmur & Company, Inc., which re- 
assigned it to Continental Securities Corporation for $354,000,2%° and 
Calmur & Company, Inc., the dummy corporation for some of the 
Fiscal Management group, took $104,000 as a “profit.” This “profit,” 
paid by Continental Securities Corporation, controlled at the time of 
this transaction by the group, was divided as follows: Hyslop and 
Boehm, $5,250; James Callanan, $10,500; Clayton B. Davis, $5,250; 
George H. Clayton, Jr., $20,000; Philip A. Frear, $20,000; and Conroy 
& Company, $25,000.27° 

Up to the time that the various government agencies commenced 
their investigation of the activities of the Fiscal Management group, 
the assets of Administered Fund Second, Inc. had not been “touched,” 
possibly because of the charter restrictions on the investments which 
might be made by this investment company,?"! and possibly because of 
the apparent opposition of Edward G. Leffler, who was distributing the 


Ope 


265 Td., at 543. 

268 Thid. 

267 Td., Commission’s Exhibit No. 130. 

268 Td., at 549. 

289 Td., at 599-601 and Commission's Exhibit No. 138. 

20Td. at 599-601; 1291-2; 1408-10; 1415; 1422-3; and Commission’s Exhibits Nos. 
128, 129. 

21'The charter of Administered Hund Second, Inc., permitted investments only in securi- 
ties listed on a recognized exchange and in the securities of banks, trust and insurance 
companies, and obligations of the United States, the various states and their political 
subsidiaries. Moreover, not more than 5% of the corporation’s assets could be invested in 
the securities of any one enterprise. (Id., Commission’s Exhibit No. 116.) 
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securities of Administered Fund Second, Inc., under contract with 
Corporate Administration, Ine.’ 

On August 26, 1938, the trustee in reorganization of Continental 
Securities Corporation ‘sold all the stock of Cor porate Administration, 
Inc., consisting of 5,000 shares originally owned by Continental Secu- 
rities C corporation, which had cost that investment company, as indi- 
cated above, $354,000, to Edward G. Leffler for $5,000, representing 
a realized loss to Continental Securities Cor poration of approximately 
$350,000.27 


5. ACQUISITION OF CONTROL OF REYNOLDS INVESTING 
COMPANY, INC. 


It will be recalled that Alexander Beverly and other members of 
the Fiscal Management group were desirous of acquiring the col- 
lateral notes of South American Utilities Cor poration held by the 
Chase National Bank and its associates, effect a reorganization of that 
corporation, sell the notes of the reor eanized company to the public, 
and retain a substantial part of the common stock for themselves. 
Although the contract with the Chase National Bank for the sale of 
the South American Utilities Corporation notes was made with the 
National Construction Company, Ltd., the personal company of Alex- 
ander Beverly, the payments of $447.000 made on that contract of pur- 
chase came, as has been described, from Continental Securities Corpo- 

ration, and a balance of $2,000,000 still remained to be paid. Because 
he funds of Continental Securities Cor poration had been depleted 
through loans to the members of the group, purchase of the Barkley- 
Grow Aircraft stock, purchase of the Fiscal Management Company, 
Ltd. preferred stock, and “commissions” and “pr ofits” to the members 
of the group, Continental Securities Cor poration did not have sufficient 
funds to pay the balance of $2,000,000 due on the contract with the 
Chase National Bank. It will also be recalled that the group had made 

attempts to acquire control of other investment trusts, including the 
( Overseas Securities Co., Inc. and American Inter national Cor poration. 
The members of the group, to impress the management of the Ameri- 
ean International Corporation with their financial responsibility and 
solvency, caused Continental Securities Corporation to purchase Cor- 
porate Administration, Inc. for $354,000. However, as has been indi- 

22 On January 13, 1938, two months after the Fiscal Management group acquired contro! 
ot Corporate Administration, Inc., Mir. Leffler in a letter to Franklin BE. Mayer, who had 
been selected by the Fiscal Management group to be president of Corporate Administration, 
Ine., stated: “I am the person responsible for the sale of the great bulk of the shares of 
Administered Fund outstanding and I am entitled not only to know every detail about the 
people with whom I am dealing and all about their purposes and plans, but I should be 
satisfied that those people and their plans and purposes are such that I can honestly 
recommend them’. (Id., Commission's Exhibit No. 117.) 

273 This sale was made pursuant to the order of the United States District Court for the 
Southern District of New York dated August 18, 1958, As a result, at the present time 
there is no connection between Continental Securities Corporation and Corporate Adminis- 
tration, Inc. The trustee of Continental Securities Corporation is, however, proceeding 
with his claim against Robert Strange and Gilbert Ottley, who received $250,000 of the 
money belonging to Continental Securities Corporation when they sold Corporate Adminis- 
tration, Inc., in November 1937. (Letter of August 22, 1939, from Cook, Nathan, Lehman, 
and Greenman, attorneys for Mr. Ballantine, the trustee in reorganization for Continental 
Securities Corporation, to the Securities and Exchange Commission. ) 
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cated, the attempts of the group to acquire control of Overseas Securi- 
ties Co., Inc., and American International Corporation were unsuccess- 
ful. It was therefore incumbent upon the group to acquire control of 
some other investment companies whose funds could be used to pay the 
€2,000,000 balance due on the contract of the Chase National Bank, if 
they were to consummate their plans of acquiring the collateral notes 
of the South American Utilities Corporation and effecting a reorgan- 
ization of that corporation. Under those circumstances, Mr. F erretti, 
in December 1937, asked Franklin E. Mayer to find some other invest- 
ment companies control of which could be acquired by the group.*™ 

Mr. Mayer “looked through” the entire investment trust section of 
Moody’s Manual and selected Reynolds Investing Company, Inc. as 
the investment trust company which could be possibly acquired. Mr. 
Mayer testified : °*? 

Q. What did he [Ferretti] say? 

A. Well, it is pretty hard to recall what he said, but I think his actions spoke 
the loudest, so I went and looked through Moody’s to see if I could see any 
trusts that were officered by men to whom I could get an introduction. 

* cS * * ES * * 

Q. Did you start with the letter “A” and go right through? 

A. I did. I started at the beginning of the alphabet and went clear through 
the end and listed four or five trusts, but none except the Reynolds could I get 
an introduction to them. I told Mr. Ferretti. I gave him a rough idea of what 
the trust was and asked him if he would be interested. 

Q. That is, you got it out of Moody's? 

A. I got it out of Moody’s. 


Reynolds Investing Company, Inc., an investment company of the 
general management - type, had been incorporated under the laws of 
Delaware on March 2, 1928, by Reynolds & Company and Chas. D. 
Barney & Co.°*° 

Prior to 1930, Reynolds Investing Company, Inc., had raised ap- 
proximately $9,300,000. Of this amount, $8,300,000 had been raised 
through the sale of $5,000,000 principal, amount of debentures and 
$3,300, 000 of preferred stocks to the public. The sponsors had pur- 

chased 100, 000 shares which constituted all of the outstanding com- 
mon. stock, for $1,000,000.?"* 

In 1930, Reynolds Investing Company, Inc., acquired by merger all 
of the assets of Reynolds Brothers, Inc., a private holding company 
in which R. S. Reynolds and C. K. Reynolds were the holders of 
a largest interest. As a result of this merger, an additional 

$6,500,000 was brought into Reynolds Investing Company, Inc., of 
which $5,500,000 constituted the sponsors’ contribution and $1,000, (000 
the public’s money.?*® The total capital contributed to Reynolds 


24 Op. cit. supra, note 1, at 1314. 

275 Td., at 1317-8. 

276 Reply to the Commission’s questionnaire for Reynolds Investing Company, Inc., Pt. I. 

“tT Reynolds & Company had purchased 75,000 shares and Chas. D. Barney & Co. had 
purchased 25,000 shares. By subsequent split-ups and thereafter as a result of the merger 
of Reynolds Investing Company, Inc., and Reynolds Brothers, Ine., the holdings of the 
Reynolds family in Reynolds Investing Company, Inec., were increased to approximately 
1.000.000 shares. (Reply to the Ccmmission’s questionnaire for Reynolds Investing Com- 
pany, inc) (Bits 1).) 

278. Op. cit. supra, note 1, at 1142-8. 

297d, at 1142. 
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Investing Company, Inc. was therefore $15,800,000, of which $6,500,000 
represented the investment of the sponsors and $9,800,000 the con- 
tribution of the public. 

Between 1930 and 1937 Reynolds Investing Company, Inc. re- 
turned a total of $3,951,000 to its security holders by way of repur- 
chases of its own outstanding securities and dividends.2*’ As at 
December 31, 1937 therefore, the net capital contributed to the com- 
pany by its security holders was approximately $12,000,000, but the 
company had net assets of ae $4,900,009, after deducting 
all liabilities except bonded indebtedness.2*! In other words, the 
company -in its operations to 1937 had suffered a realized and un- 
realized loss of approximately $7,000,000.?°? 

As at December 30, 1987 Reynolds Investing Company, Inc. had 
outstanding $3,446,900 principal amount of debentures: 9,915 shares 
of preferred stock entitled on voluntary liquidation of the company 
to an aggregate preference in assets of $1,090,650 °5* and total accrued 
unpaid dividend on these preferred roles of $827,195; and 1,787,359 
shares of common stock.2** The debentures and preferred stock, 
including dividend arrearages, were therefore entitled to a preference 
over the common stocks of $4,864,745 28° so that only $60,193 of the 
assets of the company were available to common stockholders. Thus, 
as at December 30, 1937, the 1,787,859 shares of common stock had an 
asset value of approximately four cents a share 2*° while the market 

value was 8114 cents. 

As at December 30, 1937, a majority of the outstanding common 
stock, which had sole voting power (approximately 1,000, 000 shares), 
was owned by the Reynolds family and had been originally acquired 
by them at a cost of $1, 000,000.28" At this time this block had an asset 
alte of approximately £40, 000 and a market value of about $812,500. 

All of the directors, except one, of the Reynolds Investing Com- 
pany, Inc. were members of the Reynolds family.2s* ©. K. Reynolds 
was president, R. S. Reynolds was vice president, and W. F. Wood- 
ward was secretary and treasurer. 

C. K. Reynolds ‘conceded that the Reynolds family’s control of a 
majority of the common stock of Reynolds Investing ‘Company, Hiner. 
their control of the directorate of the company, the association of the 
family name with the investment company, their sponsorship of the 
"0 Op. cit. supra, note 1, Commission’s Exhibit No. 64. The company repurchased 
$1,550,000 face value of its debentures and 20,000 shares of its preferred stock having a 
preference on liquidation of $2,000,000, at an aggregate cost of $1,274,000 for both deben- 
tures and preferred stock. (Id., at 1146-7.) The security holders who sold their debentures 
and preferred stock suffered a loss, measured by the difference between the asset value of 
their securities and the sums which they received for such securities from the corporation, 
of approximately $2,300,000. 

*51Td., Commission’s Exhibit No. 105. 

*°2Td., Commission’s Exhibit No. 64. 

288 The preferred stock was entitled to a preference in assets of $110 per share on any 
voluntary liquidation of the company and to a preference of $100 a share on any invol- 
untary liquidation. (Moody’s Manual of Investments, Banks, etc., 1936, at 1587.) 

281 7d., Commission's Exhibit No. 105. 

285 Thid, 

6 Tq, at 1156. 

7 Td., at 1144, 

288'The other director was W. F. Woodward, whom Mr. Reynolds described as an ‘“‘inde- 
pendent member of the board.” (Id., at 1149.) 
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company, and their distribution of the company’s securities created 
in each such relationship an obligation on the part of the Reynolds 
family to the debenture holders, the preferred stockholders, and the 
minority common stockholders of the company, who were really the 
owners of all but $40,000 of investment company’s assets. Mr. Reyn- 
olds testified : °° 

Q. Of course, it was not unlikely because the name of Reynolds was in the 
investment company name, that the public would associate it with the 
Reynolds family, that is, your own family? 

A. I don’t know that we were so well known. 

SS Bo *% 7% * * * 

Q. The point I am trying to make is this: the fact that your name was in 
there, people might rely on the fact that this was a Reynolds company; isn’t 
that so? 

A. That is right. 

Q. People might also rely on the fact that because of your background, in- 
tegrity, and connections, that that was the type of company that they would 
want to be associated with; isn’t that so? 

A. I would think so. 

Q. The fact is that we have been told repeatedly throughout the investigation 
that when substantial responsible firms put their names in an investment com- 
pany or trust they did it intentionally with the idea of imposing upon them- 
selves the responsibility that flows from the fact that you have your name 
in the name of the investment trust. Do you recognize that possibility? 

A. Yes. 

* oS * 3K * * % 

Q. The Reynolds group always had a majority control of the voting stock, 
and they had that at the very inception of the company; isn*t that so? 

A. Yes. 

Q. Do you consider, Mr. Reynolds, that you had some obligation to the 
senior security holders and the minority common stockholders, by virtue of 
the fact, first, that you had sponsored this investment company and organized 
it? 

A. Yes; I agree with you. 

Q. What did you conceive your obligation and duty were under the cir 
cumstances, aside from any legal aspects? 

A. To give proper management to the company. I think our records will 
prove that I certainly feel that we discharged that obligation. 

*% $3 oo * * % * 

Q. AS sponsors, you had some obligation to these people to see that nothing 
you did would hurt their interest; is that right? 

A. That is right. 

Q. And then as distributors of securities, you were the principal under- 
writing group, were you not? 

A. There was no underwriting group. ‘There was an agency contract. 

@. I say you and your company distributed the securities to the public? 

A. That is right—we and our associates. 

q. That went for the debentures as well as the preferred stock? 

A. That is right. 

Q. You bad the same obligation to see that nothing was done to hurt these 
people? 


A. That is right. 


— 89 Td, at 1145-6, 1149-1155. 
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Q. You also, at least at the inception, had a controlling block of the voting 
stock which cost you $1,000,000, and the public put in $6,000,000. Did you 
conceive that you had some obligation by virtue of the fact that you had 
the common stock and you controlled the company? 

A. That is right. 

Q. That created an obligation, did it not? 

A. That is right. 
 Q. You also had a situation, did you not, that you constituted at all times— 
the Reynolds group—the majority of the board of directors; isn’t that so? 

A. (No answer.) 

Q. It is true, after March 1930; isn’t it? 

A. I would say after 1982 anyway. 

Q. At least, it was so at the time that you carried on the negotiations for 
the sale? 

A. Oh, yes. 

Q. You were the board of directors by virtue of the fact that you could vote 
yourself in; isn’t that so? 

A. Yes. 

Q. You owned the majority of the controlling block? 

A. That is right. 

_Q. Did you conceive that that created some duty or obligation to the security 
holders? 

A. I believe so. 


Q. And you were also the officers of the company? 
A. Yes; that is right. 
Q. And that created some obligation, did it not? 
A. Correct. 
% * 3 %* * * 


Q. We have the situation where you have these manifold obligations that 
arise from the various relationships that you had with the senior security 
holders and the minority common stockholders. You can visualize, can you 
not, Mr. Reynolds, that the people purchased those securities with the con- 
sciousness that you had these various obligations to the various senior security 
holders, can you not? 

A. I think-so. 

Q. It is not repugnant to your way of thinking that a person would say, 
“Well, this is a Reynolds company; they are the officers, directors; they haye 
sold the securities; they have the controlling block of stock; and they are 
the type of people I would like to entrust my money to.” That is not an 
outrageous assumption, is it? 

A. No. 

Q. The fact is, you can visualize people doing that—isn’t that So—putting 
reliance on those factors? 

A. I think so. 

mB * * * * * * 

Q. And you can appreciate that as long as that name was there people 
might have a right to assume that it was still a Reynolds company; isn’t 
that so? 

A. I would think so. Of course, they would find out if they looked it up, 
that they would not find any Reynolds on the beard of directors * * *. 


On December 15, 1937 Franklin E. Mayer, purporting to represent 
Sartell Prentice, of the New York Stock Exchange brokerage firm of 
Prentice & Brady, approached C. K. Reynolds to ascertain whether 
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the Reynolds family would sell its controlling block of the common 
stock of Reynolds Investing Company, Ine. “Mr. Reynolds testified 
that he caused an inv estigation of the financial responsibility and 
integrity of Sartell Prentice to be made and ascertained that Mr. 
Prentice was reported to: be related to the Rockefeller family and that 
the firm of Prentice & Brady had a “net worth of $517,000.” °° The 
report also stated: “There were times when the firm seemed to do a 
pretty substantial volume on its capital, but again this may be a well- 
laid plan to avoid paying interest on capital funds; recognizing that 
Mr. Prentice is related ey the Rockefeller family, the deduction < seems 
fair that he could get additional funds in case of need.” 7° 

' Although C. K. Reynolds had been informed that Mr. Prentice was 
the actual buyer or principal,?°2 on December 31, 1937 the Reynolds 
family agreed ?°* to sell to Franklin E. Mayer, as the ostensible pur- 
chaser, between 1 ,035,000 and 1,055,000 shares of the common stock of 
Reynolds Investing Company, Inc. at $2 a share, for a total price 
of between $2, 070,000 and $2,110,000, payable in installments of 
$15499,734 on December 31, 1937, the closing. date of the contract, 
$ 392,756 on or before Januar y 3, 1938, and $917,510 on January 12, 
1938.2% Eventually, the Reynolds family obtained $2,110, 000 for 
their holdings of Reynolds Investing Company, Inc. common stock 
which had cost them appr oximately. $1,000,000 and which had, as 
at the date of the sale, a market value of approximately $812,500 
and an asset value of $40,000. 

On December 31, 1987, Prentice & Brady delivered a check for 
41,499,434 to the Reynolds family and received 749,867 shares of the 
common stock of Reynolds Investing Company, Inc2** The source 
from which Prentice & Brady deriv ed these funds will be described 
later. Notwithstanding the fact that on this date Prentice & Brady 
had paid only a por tion of the purchase price, and that they held 
only a minority block of the common stock of Reynolds Investing 
Company, Inc. and were still obligated to pay a balance in excess 
of $590,000 on the contract,** all ‘of the members of the board of 
directors of Reynolds Investing Company, Inc. resigned and were 
veplaced by Prentice & Brady’s nominees ?* through the device, of 
alternate resignations and elections of members of the board. 

Thus the Reynolds family turned over control of the Reynolds 
Investing Company, Inc., with its approximately $5,000,000 of assets, 
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*1 Td., Commission’s Exhibit No. 106. 

2 Gl, ee ZO. 

*3 Td., Commission’s Exhibit 105. 

24Tbid. The shares to be delivered on each installment payment were 749,867 on 
December 31, 1987 ; 196,378 on January 3, 1988; and not in exeess of 108,755 on January 
12, 1988. The shares to be delivered on January 3 and January 12 were placed in escrow 
pending payment. (Ibid.) 

25 Td,, Commission’s Exhibit No. 107. No explanation was offered for the difference of 
$300 between this check and the purchase price of the shares. 

26 Mr. Reynolds testified (id., at 1199-1201): 

Q. Do you remember when you resigned from the Board after you got your first 
check or before you got the first check? When did you resign, Mr. Reynolds? 

A. Well, it was afterwards. It was all resolved at that meeting; but I think 
Mr. MceConnaughy had this cheek in his hand, our attorney. 

Q. This check was dated December 31, 1937. It was not testified until January 3, 
1938, and cleared January 4, 1938; but before it cleared or before it was certified, you 
cot off the Board? 

A. Yes. 
7These nominees were Clayton B. Davis, Alexander McLanahan, Franklin E. Mayer, 

and Sartell Prentice. (Id., Commission’s Exhibit No. 94.) 
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which substantially were the assets of the senior security holders 
of the company, to new interests who had only partially completed 
their payment for control. The Reynolds family took no steps to 
inform the security holders of Reynolds Investing Company, Inc., that 
they contemplated transferring control of the company and its assets 
toa new group. C. K. Reynolds testified : 2°8 


Q. Did you tell Mr. Sartell Prentice or any of his representatives that you 
would like to apprise the senior stockholders and the minority common stock- 
holders that yeu were turning over the control to him? 

A. Yes. 

Q. What did he say? 

A. Perfectly agreeable. You see 

Q. I mean before you turned the stock over, did you say you wauted that? 

A. No; we did not. 

Q. There was no announcement by Reynolds either in the public press or 
through letters to the securities stockholders that they contemplated selling 
control? 


A. That is right. 

Q. At that time when you did sell control. Mr. Reynolds, substantially all 
of that money of the corporation that could be liquidated belonged to the 
securities holders—isn’t that so—except 4¢ a share? 

A. If we had it liquidated at that time. 

Q. And I suppose you were perfectly conscious at the time you were turning 
over to Sartell Prentice control of other people’s money; isn’t that so? 

A. That is right. 

Q. Without asking the senior securities holders whether they wanted to be 
turned over to Sartell Prentice—isn’t that so—or without even telling them 
before you did it that you were going to do it? 

A. That is right. 

Q. He went to bed one night with the money in the care of Reynolds—and 
he woke up the next morning and found his money was being managed by 
Sartell Prentice. They may not have heard of him [Sartell Prentice]. That 
is right, isn’t it? 

A. I expect that is correct. 


The common stock of Reynolds Investing Company, Inc. had, as 
has already been indicated, an asset value of only four cents a share 
and a market value of 8114 cents a share. Yet C. K. Reynolds 
testified that the price of $2 a share paid by Sartell Prentice did 
not create any suspicion in his mind that it may have been the inten- 
tion of the buyer to recoup his investment in some manner inimical 
to the interests of the other security holders of Reynolds Investing 
Company, Inc., particularly in view of the fact that Sartell Prentice 
had contracted to pay $2,110,000 for the Reynolds family’s stock 
interest at a time when the net worth of Prentice & Brady was only 
$517.000.2°° Mr. Reynolds testified that he had assumed, because of 
Mr. Prentice’s association with the Rockefeller family, that funds 
sufficient to meet the contract obligation were assured; that profitable 
investments could be made by Reynolds Investing Company, Inc.. 
which would redound particularly to the benefit of the common stock 
of Reynolds Investing Company, Inc. with its “leverage” and thereby 


281d. at 1168-9. 
29 Td., at 1187. 
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give Mr. Prentice a legitimate profit on his common stock holdings ; 
and finally, that Sartell Prentice was interested in Reynolds Invest- 
ing Company, Inc. as a tax-saving medium. Mr. Reynolds testified.*°° 


Q. What would you assume was the reason that Sartell Prentice was paying 
you a premium of $1.96 for the common stock? 

A. One of the reasons was it is a leverage powe\r. 
Investing $1.59 to zero and then it would get back to $1.29. 

Q. The leverage works against you? 

A. It works both ways, like a margin account, where you don’t have to put 
up more money. That is the advantage of the leverage power. The other 
advantage, we had over $2,000,000 untaken loss, which the company over a 
period of years made a profit. took its loss and paid no taxes. That is very 


We have seen Reynolds 


valuable. 

Q. Very valuable to whom? 

A. To the company. 

Q. Buying losses? 

A. Losses are a pretty good thing sometimes. 

Q. Did those losses accrue to Mr. Sartell Prentice’s benefit. 

A. AS a man that bought $2,000,000 worth of stock, it would. 

Q. In what respect? 

A. Taxes for the company. 

Q. Are investment trusts being bought for the reason of buying losses? 

A. That is a new one on you? 

Q. Yes. 

A. That is a valuable thing. You asked me the different reasons that I 
thought. 

Q. We got the leverage and the possibility for income tax purposes. 

A. And frankly, the thing that concerned me was whether Mr. Prentice was 
not in a better position with his connections. relative to the Rockefellers. to 
know better than I did what we were going to get in the way of inflation. 

Q. That I do not understand. His connection with the Rockefellers: what do 
you mean? 

A. He is related to the Rockefellers. That is known in the street all the years 
that I have been there, and that the firm through the connection received a 
majority of the business of the Standard Oil Company. 

Q. You did not think the Standard Oil Company money was behind Sartell 
Prentice? 

A. IT would not say behind hin. 

Q. You thought he had an inside track that you did not have? 

A. I would say that that was possible. 

Q. Of course, there were some other ways he could make his money back. 
That is, after getting contro] of the securities and the funds of the company, if he 
wanted to be outrageous about it, he could lay his hands on those assets; isn’t 
that so? 

A. But we did not know that in investment trusts that things happened. There 
were about three or four hundred that changed hands in the last ten years. 

Q. You did not think he was. more expert than you in the management of a 
portfolio, did you? 

A, I thought any man with his connection, willing to put $2,000,000 in the com- 
pany, must have felt very competent in his ability to manage that company for 
the stockholders. 


300 Td., at 1170-3. 
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However, although Mr. Reynolds testified that he made these 
assumptions, he did not ask Mr. Prentice what he “expected to do to 
get back his two million dollars,” which he was to pay for the con- 
trolling block of stock.?** 

Notwithstanding these advantages which Mr. Reynolds assumed 
motivated Mr. Prentice in paying a price of $2 per share for the com- 
mon stock of Reynolds Investing Company, Inc.. only the common 
stock of Renolds Investing Company, Inc. held by the Reynolds 
family, their friends, and business associates was purchased.2°? C.K. 
Reynolds testified that he made no effort to have Mr. Prentice make the 
same offer to minority common stockholders.?” 


Q. Did you say to Mr. Prentice that possibly he ought to buy the stock of the 
minority stockholders at the same price he was paying you? 


A. No; nothing was said about that. 
ae BS * * i a * 
Q. But you did make sure, did you not, that.all your friend’s and family’s stock 
was included in the block that was being sold to Prentice; isn’t that so? 
A. We were trying to get all the family, 
Q. And friends? 
A. Well, associates. 
ok * * * * * * 
Q. When you say associate you nrean that they were 
A. (Interposing.) With our companies, 
. Not only with the Reynolds Investing but with other companies? 


Q 
A. Fhat is right. 
Q 
A 


. Business associates; people who had made investments? 
. That were still with the firm. 
Q. But there was not a single share of stock of the public minority  stock- 
holders that provision was made for in this list, was there? 
A. No. 
Q. And you did not ask whether they would make the same offer to minority 
stockholders? 
A. No; we did not. 


The Reynolds family turned over to Sartell Prentice and his asso- 
ciates the control and management of approximately $5,000,000 of 
the public’s liquid assets without ascertaining the investment policies 
which Mr. Prentice intended to pursue after he obtained control of 
the company. No provision was made in the contract of sale for a 
continuance of Reynolds Investing Company, Inc.’s existing policy 
of investing only in diversified listed securities and in a few “special 
situations”—a policy which the company had continuously disclosed 
in its reports to stockholders and upon which these stockholders may 
have relied. Nor did the contract require the new controlling group 
to obtain the prior approval of the senior security holders and the 
minority common stockholders to any contemplated change in the 
investment policy of the company. In fact, Mr. Reynolds testified 
that in his opinion he did not owe any obligation to the senior 
security holders to see that substantially the same type of business 
would be conducted by the new group: °*°* : 


301 See infra, p. 4238. 

302 Op. cit. supra, note 1, at 1190-5 and Commission's Exhibit No. 105. 
83 Td. at 1190-1, 1194-5. 

304 Td., at 1196-9. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 423 


@. Coming back to the activities of the Reynolds Investing Company, Inc., 
the nature of its business all Guring its entire history was in two big subdivi- 
sions—diversified securities and special situations, isn’t that so? 

A. Yes, of course, in the later years we had more opportunity to depose of 
our special situations. 

Q. Did you discuss Reynolds Investing Company, Inc., with Sartell Prentice, 
and tell him what your investment policy had been? 

A. No, I did not. He was a very si¢k man. 

Q. Did you discuss it with any associates? 

A. Mr. Woodward and Mr. May unquestionably discussed it. 

Q. But you did not? 

A. No. 

Q. Did you ask him what he intended to do to continue the policy of Rey- 
nolds Investing Company, Inc., after he got control? What he intended to do 
with five million dollars of other people’s money? 

A. I think that was probably generally discussed by Mr. Woodward. 

Q. But you did not have any discussion with him? 

A. No. 

Q. * * * you did not know what he was going to do so far as the invest- 
ment policy was going to be after he got control? 

A. No. I knew he was going to make an inyestment of two million dollars 
and that he was going to do the right thing, of course. 

Q. From his point of view. But you did not discuss with him how he 
expected to make back his two million. dollars. , 

A. No; I did not discuss it with him. 

Q. Of course, people who were buying your securities may have bought them 
on reliance that they liked your type of policy, namely, New York Stock 
Exchange securities and special situation; isn’t that so? 

A. If we mailed them a statement. 

@. In your report you told them that was your policy? 

a That is right. 

Q. And you made no provision in the agreement that Sartell Prentice WOU 
continue that policy? 

A. No. 

Q. And, of course, the only thing was that you thought he would do the right 
thing because he had two million dollars in there? 

A. Yes; and his reputation. 

Q. However, it was possible for him, when you turned over control of the 
board, to go into an entirely different type of policy than the Reynolds family 
pursued; isn’t that so? 

A, He could do it. Of course, in doing so, he must have thought he was 
acting for the best interests of the stockholders. 

Q. I understand. Didn’t you have any difficulty with this situation, that I, 
who am putting my money in an investment trust ought to have something to 
say, at least aS to what the nature of the business of that investment trust is 
going to be? 

A. If you put it in as a minority stockholder, you would not expect that, 
would you? 

Q. Suppose I put it in in the form of senior money? 

A. I think you would still be in the same category. You would have no vote 
at all. 

Q. Probably that would put a greater obligation on the people who were con- 
trolling the company because they had the vote; but here they had an invest- 
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ment that was running along certain lines, and you say nobody owed them any 
obligation to see that substantially the same type of business was being con- 
ducted before they were told that the business was being changed. You did not 
feel that any such obligation was due to the stockholders? 

A. I do not feel that way. 

* * * * * * * 

Q. But you got nothing in the writing from Mr. Prentice as to what he wag 
going to do with the $5,000,000. How he was going to invest it? 

A. No. 

Q. As a matter of fact, you did not discuss it with him although Mr. Wood- 
ward may have discussed it with him? 

A. No; that is right. 

Finally, although C. K. Reynolds testified that the Reynolds family 
stood in a fiduciary relationship to all of the security holders of 
Reynolds Investing Company, Inc., the Reynolds family did not 
insist on retaining any representation on the new board of directors 
of Reynolds Investing Company, Inc., in order to observe, for the 
protection of ‘the holder of sentor securities and the minority com- 
mon stockholders, the methods of operation of the company by the 
new group. In fact. as has already been indicated, all of the old 
directors resigned and elected the representatives of Mr. Prentice in 
their stead, at a time when Mr. Prentice had only made his mitial 
payment on his contract of purchase and had received only a minority 
block of the company’s common stock. Mr. Reynolds testified that 
the old directors resigned as a “natural thing” after the receipt of the 
initial contractual payment from Mr. Prentice : °° 

Q. When vou saw the statement “In effecting transfer of this commitment, | 
assume that the entire board of directors will resign, together with the officers,” 
did you discuss that with Mr. Woodward? 

A. No; I didn’t discuss that with Mr. Woodward. There was ho agreement, 
no definite understanding that we would get off the board as far as that is 
concerned, 

Eo * 2 * 
“Did you talk to him about cleaning out the old board? 

Not a word was mentioned about it. 

Ultimately the whole board got off? 

That is right. 

When was there any discussion about the whole board getting off? 
There was no discussion with him. It was just a natural thing after we 
had sold our stock that we would get off the board. 

Q. Of course, the new board could not be elected until the next annual meet- 
ing. When was that supposed to take place? 

A. That would be in March. 

Q. And you say there was no discussion as to the entire board resigning and 
doing it through the mechanics of one director resigning and a new one being 
elected? 

A, There was certainly no understanding or discussion with me at all, all 
along the line. It was just a natural course that took place. 

Q. Did you say to Mr. Prentice: “There are the senior securities holders to 
whom we sold securities—we are the directors; our name is in the company 


POP or 


$05 Td., at 1166-7. 
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name; we feel that we ought to have somebody on the board of directors to 
see what transpires and what happens to the company’; was there any dis- 
cussion on that? 

A. No; there was not. 

Q. You did not ask for anybody on the board? 

A. No. 


Although the contract for the purchase of control of Reynolds 
Inv esting Company, Inc., was made with Mr. Mayer, who was 
acting ostensibly for Sartell Prentice, Sartell Prentice was not pur- 
chasing nor did he ever intend to purchase for his own account this 
controlling block of stock of Reynolds Investing Company, Ine. 
Sartell Prentice and the other members of the Fiscal Managenent 
group were causing Continental Securities Corporation which they 
now controlled to acquire control of Reynolds Investing Company, 
Inc. The major portion of the funds for the payments on the con- 
tract of purcliase ostensibly made by Sartell Prentice ultimately 
came from Continental Securities Corporation, yet the public an- 
nouncement in the first instance was to the offleet that Sartell Pren- 
tice had acquired control of Reynolds Investing Company, Inc., 
thereby withholding from the security holders of the Continental Se- 
curities Corporation the fact that their funds were employed in that 
yenture.*°° 

It will be recalled that at the closing of the contract for the pur- 
chase of control of Reynolds Investing Company, Ine., a down pay- 
ment of $1,499,434 was made against delivery of 749,867 shares of 
the common stock of Reynolds Investing Company, Inc. This pay- 
ment was made by a check drawn by Prentice and Br ady. One-half 
hour ater this first payment,**? Mr. Mayer, at the request of Mr. 
Ferretti, assigned to Continental Securities Cor poration the contract 
to purchase the control block of stock of the Reynolds Investing Com- 
pany, Inc. Mr. Mayer testified :*° 


Q. When you say you never heard the name Continental Securities Corpora- 
tion, up to What time is that? 

A. To about seven o’clock that evening. 

Q. And where did you hear it? 

A. I was going out of the door with my hat and coat on and I had the econ- 
tract in my—or I didn’t have it, Mr. Stevens had the contract, and it was in 
my hame and I was going on about my business with that contract and Mr. 
Ferretti: called me back and told me that the contract covering the control of the 
Reynolds Investing Company, Inc., could not remain in my name over the” year 
end. 

Q. Did you ask him why? 

A. Yes, sir. 

Q. And what did he say? 

A, Something may happen to me. And I said, “All right, how about my com- 
mission check?” He said, ‘“‘We can’t give vou your commission, we have no more 
checks here, and after all, Prentice & Brady are handling the deal for the 


28 On January 13, 1938, announcement was made that Sartell Prentice, a partner of 
Prentice & Brady, and I. EH. Mayer had taken over a majority common-stock interest in 
and management of Reynolds Investing Co., Inc. (Standard Corporation Records; Daily 
News Section, January 13, 1988, at 9839.) 

87 Op. cit. supra, note 1, at 1331. 

88 Td., at 1329-31. 
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buyers and we can’t expect them to pay you your commission,” so thére wag 
nothing for me to do. I couldn’t carry this two-million-dollar contract away 
in my name so Mr. Stevens suggested I should assign the contract. 

Q. To whom? 

A. I started to assign it at his dictation to Sartell Prentice and Ferretti 
interrupted and said, “Mr. Prentice is sick and just came out of the hos- 
pital.” * * * And he said, “You can’t assign it to Mr. Prentice. The man may 
die. He has a streptococci infection.” So they decided to assign it to Con- 
tinental Securities Corporation. I said, “Why Continental Securities?’ Mr, 
Stevens said, “Undoubtedly Mr. Ferretti has arranged to lodge the contract tem- 
porarily until they can straighten this thing out the first of the year.” 

Q. The check was a Prentice & Brady check? 

A, Yes. 

Q. And did you go to the movies to find out who Continental Securities 
Corporation was? 

A. I did nothing. 

Q. You did nothing? 

A. No, sir. 

Q. Did you do it the next day? 

A. No; and an unfortunate happening took me away from home the next day. 

.Q. So a half hour after the contract was taken to Prentice’s name or in 
your name, rather, you were asked to execute an assignment to Continental 
Securities Corporation about which you had never heard before? 

A. I never heard about Continental Securities. 

Q. You didn’t know whether it was a public company or a private company, 
is that it? 

A, Well, it seemed all right to Mr. Brady and after all he had paid out some 
pretty good money for it. 

At this time Continental Securities Corporation had a cash credit 
balance of $1,106,175.77 in its account with Prentice & Brady *°—the 
account which had been opened with that firm immediately after the 
Fiscal Management group had taken control of Continental Securities 
Corporation and to which account Paine, Webber & Co. had trans- 
ferred the balance of the portfolio securities of Continental Securi- 
ties Corporation. In addition, Continental Securities Corporation 
had in that account with Prentice & Brady securities of a value of 
$93,250.68. The cash in the account was the proceeds of the con- 
tinuous liquidation, commencing about December 20, 1937, of the 
marketable securities in the account on the advice of Prentice & 
Brady.*?° ; 

However, this $1,106,175.77 cash balance of Continental Securities 
Corporation with Prentice & Brady was insufficient to meet the first 
payment required by the contract for the purchase of the control 
block of stock of Reynolds Investing Company, Inc.*"! In order to 
procure these required additional funds, the firm of Prentice & Brady 
borrowed $260,000 from the New York Stock Clearing Corporation 
and New York Curb Clearing Corporation and an additional $200,000 
from National City Bank. ‘The bank loans were secured by the un- 
authorized hypothecation by Prentice & Brady *” of securities in the 
brokerage accounts maintained with that firm by members of the 

8®Tqd., Commission’s Exhibit No. 109. 

310 Td., at 1218-9. 


*1.Td., at 1213, 1219, and Commission’s Exhibit No. 109. 
92 1d., at 1220 ; 1222-3 ; 1286-7 ; and Commission’s Exhibit No. 115. 
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family of Irwin Hiltz, a partner in Prentice & Brady.** These 
loans, totaling $460,000, were charged to the account of Continental 
Securities Corporation with Prentice & Brady. Myr. Iffland, cashier of 
Prentice & Brady testified : 

Q. Prior to the time that occurred,” had you received any instruction from Mr. 
Brady or Mr. Prentice with respect to the bank balances? 

A. Yes. They told me to build them up as much as possible. 

Q. What does that mean, in layman’s language? 

A. That he wanted me to carry as large a bank balance as possible. 

). And how did you create that bank balance? 
A. By making stock loans. 

Q. That is, you took your customers’ securities, made loans on them, and 
puilt up the bank balances in that way, is that it? 

A. That is right. 

Q. When had you received those instructions from him? 

A. I don’t know. I think it was around some time in December. 

q. Who was the one who gave you those instructions, Prentice or Brady? 

A. Mr. Brady. 

q. And did you commence building up the bank balance? 

A. Yes. 

* * : ak * * * % 

@. Now in order to build up that bank balance had you established a credit 
with the Curb Clearing Corporation and the New York Stock Exchange Clear- 
ing Corporation for a couple hundred thousand dollars? 

A. Yes. 

®. That was $260,000, and you put that in the bank? 

A. That is right. 

Mr. Iffiand further testified : *1° 

(). You still were short some money to make that $1,499,000 payment on 
December 81st for which you drew the check in that amount? 

A. Yes. 

Q. That is where Hiltz securities came in, isn’t that so? 

A. Yes. 

Q. You were telling us the status of the Hiltz accounts, showing us some 
had credit balance and some had debit balances. But the fact of the matter 
was that the Securities had been segregated in some of those accounts, isn’t 
that so? They kept enough securities in the account to margin it in accord- 
ance with Regulation T,’" did they not? 

A. Yes. 


‘3 In April 1988 the Committee on Business Conduct of the New York Stock Exchange 
expelled the partners of the firm of Prentice & Brady from membership in the exchange. 
They were charged with having made improper use of securities belonging to certain cus- 
tomers of their firm. (The New York Times, April 27, 1938.) The Attorney General of New 
York obtained an injunction prohibiting the members of the firm of Prentice & Brady from 
participating in the lending of funds on collateral of portfolio securities or in negotiations 
or purchase or sale of any portfolio securities held by any investment trust unless permis- 
sion were granted by every stockholder or bondholder in the trust. (Id., May 28, 1938, 
p. 1.) The firm of Prentice & Brady was dissolved on March 25, 1938. (Id., Mareh 25, 
1938, p. 27.) 

“4 Op. cit. supra, note 1, at 1211, 1220. 

“That is, prior to December 31, 1937, the date of the closing of the contract for the 
purchase of control of Reynolds Investing Company, Ine. 

316 Op. cit. supra, note 1, at 1220-3. 

“Regulation T refers to the rules and regulations relating to margin requirements 


formulated, pursuant to Section 7 of the Securities Exchange Act of 1934, by the Federal 
Reserve Board. 
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Q. And the balance of the securities were put into a vault or box for safe- 
keeping; isn’t that so? 

A. Yes. 

Q. Those securities which were put into the vault or box for safekeeping 
Prentice & Brady hadn’t any lien against them, isn’t that so? 

A. Yes. 

Q. By “yes” you mean they had no lien? 

A. I mean there is a debit in the account. I think they had a lien. 

Q. There was a debit in the account; but why did you segregate them out 
and put them in the box if it was not for the fact that the securities jthay 
you had in the account and that you did not segregate were sufficient to satisfy 
the margin requirements, why did you segregate some of the securities? 

A. That was our practice down there. 

Q. Now there is no doubt if the Hiltz family came and said “give us the 
securities that you got in the box and that you segregated out,” they would 
get them back? 

A. Yes. 

Q. And those were the securities in the account, isn’t that true? 

A. Yes. 

Q. Now those are the securities that you took and went to the bank and 
made a loan on, isn’t that so? 

A. Yes. 

Q. By “those” I mean the securities that had been selected out and put in 
the box for safekeeping for the Hiltz account, isn’t that so? 


What did Mr. Brady say to you with respect to these securities? 

He just told me to use the Hiltz family securities and borrow money on it. 
. Did you say to him, “Mr. Brady, these securities you know have been 
segregated out and there are sufficient securities in the margin account to 
adequately margin that account. Have you authority to hypothecate these 
securities?” 

A. I didn’t question him. 

Q. You didn’t question him? Now you got those securities and you hypothe- 

cated them for how large a loan, do you remember ? ? 

“A. Well, offhand, I don’t know the amount. 

Q. $200,000 at the National City Bank, does that sound familiar to you? 

A. Yes. 

Q. That is so, isn’t it? 

A. Yes. 

Q. So you had the $260,000 that you got through the Stock Clearing Corpora- 
tion and you had $200,000 that you borrowed on the securities which were being 
kept for safekeeping for the Hiltz family and that gave you $460,000, which 
was the amount needed to make up the $1,499,000 check, isn’t that so? 

A. Yes. 


A. Yes. 

Q. Who told you to do that? 

A. Mr. Brady. 

Q. Did Mr. Prentice tell you to do that too? 
A. No. 

Q. Did you discuss it with him? 

A. No. 

Q. 

A. 

Q 


On January 3, 1938, another payment of $392,756 was due by Con- 
tinental Securities Corporation to take up an additional 196,378 shares 
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of common stock of Reynolds Investing Company, Inc.*** At this 
time, Continental Securities Corporation was indebted to Prentice & 
Brady in the sum of $400,000, which Prentice & Brady had advanced 
in order to enable Continental Securities Corporation to make the 
first payment of $1,499,434 on the contract of purchase of Reynolds 
Investing Company, Inc., stock. It will be recalled that this $400,000 

had been raised in part by Prentice & Brady through the unauthor- 
ized hypothecation of the securities of the members of the Hiltz 
family with the National City Bank.*® It was incumbent, therefore, 
upon Continental Securities Corporation to raise additional cash in 
order to meet its contract commitment and to pay off the loan from 
Prentice & Brady which then would be in a position to pay off its bank 
loans and thereby become repossessed of the Hiltz securities. Prentice 
& Brady and the others in the Fiscal Management group thereupon 
proceeded to use the assets of Reynolds Investing Company, Inc., 

which had come under their control on December Bi, 1937, to raise 
the cash to enable Continental Securities Corporation to meet these 
obligations. 

On Januar y 8, 1988, the members of the group, without any prior 
resolution of even the new board of directors of the Reynolds Invest- 
ing Company, Inc., authorizing such action, removed from the vault 
of that investment company part of its portfolio securities with a 
market value of approximately $882,500.°°° On the same day, Janu- 
ary 8, 1938, Prentice & Brady then used these portfolio securities of 
the Reynolds Investing Company, Inc. taken from the vault, as col- 
lateral for loans in the : agoregate amount of $450,000 from the Public 
National Bank and Trust Company, Commercial Bank and Trust 
Company, and the National City Bank of New York.*?!. Mr. Iffland, 
when examined on the authority of Prentice & Brady to hypothecate 
these securities for these loans, testified as follows: °?? 


318 Op, cit. supra, note 1, Commission’s Exhibit No. 105. 

319 See supra, pp. 426-7. 

32 Messrs. Clayton, Ferretti, McLanahan, Mayer, and Stevens accompanied Mr. Iffland, 
Prentice & Brady's cashier, to the Reynolds Investing Company, Inec., vault in Jersey City. 
Mr. Iffland claimed that he did not see either Mr. Prentice or Mr. Brady there. (Op. cit. 
supra, note 1, at 1231-4.) However, the access card to the Reynolds Investing Company, 
Inc., vault indicates that Mr. Prentice signed the authorization for the opening of the 
yault. Mr. Iffand claimed that he received the securities from Mr. Clayton Davis, checked 
them against a list which he had received from Mr. Clayton, and brought them to New York 
to the office of Prentice & Brady. (Id., at 1231, 1235.) Mr. Iffland testified as follows (id., 
at 1235) : 

* * * somebody you say took the securities out of the box and brought them 
to you. Who handed these securities to you; do you remember? 
A. I think it was Mr. Davis. 
Q. Clayton Davis? 
A. Yes. 
Q. And what did you do with them? 
A. We checked them against the list and brought them back. 


Q. And? 
A. And brought them back to New York. 
Q. In bags? 


* * * * * * * 
A. No; we wrapped them up in a paper. 
Q. Just wrapped up about twenty-five percent of that trust in a newspaper, was it, 
and brought it back to New York? 
A. No; regular wrapping paper. 
Q. Regular wrapping paper. Then what did you do with them? 
A. We brought them back to New York and proceeded to make the entries of 
receiving the securities into the account. 
stTd., at 1230, 1231-8. A “day loan” of $100,000 from National City Bank was made. 
(Id., at 1237.) 
321d, at 1230-1. 
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Q. Did you at any time see a resolution in the Reynolds Investing Company 
authorizing the sale of these securities or permitting Prentice & Brady to 
hypothecate them for any loan? 

A. No. 

Q. Now Reynolds Investing was not making this loan, were they? The securi- 
ties that you saw, the list? 

A. Yes. 

Q. That wasn’t for a loan for Reynolds Investing Company, was it? 

A. No; that was various stocks. 

Q. And that was going to be used for a loan for Mr. Sartell Prentice, ulti- 
mately for Continental Securities Corporation, who needed that money and who 
ultimately made a loan on it? 

Yes. 

Reynolds Investing Company wasn’t making that loan, was it? 

No. 

Who was making that loan? 

That was just made to build up the bank balances. 

Of Prentice & Brady? 

Of Prentice & Brady. 

So that they could make the check for $392,000 which they needed that day ; 
isn’t that so? 

A. That is right. 

Q. So the loan was being made on Reynolds Investing Company securities for 
Prentice & Brady’s account; isn’t that so? 

A. That is right. 


OrOroror 


With these borrowings Prentice & Brady then had sufficient funds 
to meet the second payment due on the contract to purchase Reynolds 
Investing Company, Inc. common stock and to pay off the prior bank 
loans which were secured with the securities of the members of the 
Hiltz family.*°? These additional loans in the sum of $450,000 were 
then charged against the account of the Continental Securities Cor- 
poration with Prentice & Brady, thereby increasing the debit balance 
of that investment company in that account to approximately 
$900,000.82 2 

Thus, portfolio securities of Reynolds Investing Company, Inc., 
with a market value of approximately $882,500, were removed from 
the vault of Reynolds Investing Company, Inc., and were hypothe- 
cated for loans which were used in part to meet Continental Securities 
Corporation’s second installment payment on the purchase contract 
of the controlling block of stock of Reynolds Investing Company, Inc., 
and to repay the loans made on behalf of Continental Securities Cor- 
poration In connection with the first installment on the contract. Fur- 
thermore, as has already been indicated, Continental Securities Cor- 
poration was at this time indebted to Prentice & Brady in the amount 
of $900,000. It was therefore incumbent upon the group at this stage 


to (1) “reimburse” Reynolds Investing Company, Inc., for the port- 
folio securities valued at approximately $882,500 which had been re- 


33 Td., at 1237. 

224Tq., Commission’s Exhibit No. 108. The amount of the check which was drawn by 
Prentice & Brady to meet the second payment on the Reynolds Investing Company, Inc., 
common. stock was subsequently debited to the account of Continental Securities Corpora- 
tion with Prentice & Brady which at this time was approximately $900,000. (Id., at 
1239-45.) 
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moved from the vault of the investment company, and (2) provide 
Continental Securities Corporation with sufficient cash to repay the 
advances made on its behalf by Prentice & Brady. 

Accordingly, on the following day, January 4, 1938, Reynolds In- 
vesting Company, Inc. was caused to accept the offer of the Conti- 
nental Securities Corporation (which the group already controlled) 
to sell Continental Securities Corporation’s block of 8,825 shares pre- 
ferred stock of Fiscal Management Company, Ltd., for $882,500 to 
Reynolds Investing Company, Ine. (which the group also con- 
trolled).*?° The effect of this transaction was to replace the market- 
able portfolio securities, valued at $882,500, which had been removed 
from the vault of Reynolds Investing Company, Inc. with 8,825 
shares of the preferred stock of Fiscal Management Company, Ltd., 
valued for purposes of the transfer at $882,500, and to supply 
Reynolds Investing Company, Inc. with sufficient cash to pay Con- 
tinental Securities Corporation for the 8,825 shares of preferred stock 
of Fiscal Management Company, Ltd. Further, as a result of this 
transaction, Continental Securities Corporation was supplied with the 
cash to meet the major portion of its debit balance in its account with 
Prentice & Brady. 

In order to raise the $882,500 necessary to take up the block of 
preferred stock of Fiscal Management Company, Ltd., from Con- 
tinental Securities Corporation, Prentice & Brady, on January 6, 
7, 10, and 11, sold the portfolio securities of the Reynolds Investing 
Company, Inc. which had been removed from the vault on January 
3, 1938,°°° part of which securities had been hypothecated by Prentice 
& Brady with banks as collateral on loans. The proceeds of the 
sale of these portfolio securities were credited to the account, of the 
Reynolds Investing Company, Inc.*?7 Prentice & Brady then issued 
its check in the sum of $882,500 to the Reynolds Investing Company, 
Inc.*** The officers of the Reynolds Investing Company, Inc., en- 
dorsed this check over to Continental Securities Corporation in pay- 
ment for the 8,825 shares of preferred stock of Fiscal Management 
Company, Ltd. which were sold to Reynolds Investing Company, 


35 Td., Commission’s Exhibit No 94. It will be recalled that the Fiscal Management 
Company, Ltd., was the company which was controlled by the group and which owned only 
controlling blocks of stock of First Income Trading Corporation and of Continental Securi- 
ties Corporation. It will also be recalled that 7,000 of these preferred shares were placed 
by the group in the portfolio of Continental Securities Corporation “to reimburse’ that 
corporation for its portfolio securities which had been liquidated to raise the cash needed 
by the group to purchase the control of Continental Securities Corporation from the 
J. Henry Schroder interests. The remaining 1,825 shares of preferred stock of Fiscal 
Management Company, Ltd. had been sold to Continental Securities Corporation by First 
Income Trading Corporation, also controlled by the group. First Income Trading Corpo- 
ration, as has been indicated, had acquired its block of preferred stock of Fiscal Manage- 
ment Compauy, Ltd. in a manner similar to that of Continental Securities Corporation, “to 
reimburse’’ First Income Trading Corporation for its portfolio securities which had been 
sold to raise the cash needed by the group to purchase control of First Income Trading 
Corporation from Messrs. Grow and Wicks and their associates. 

826 Td., Commission’s Hxhibit 94. 

*Id,, Commission’s Exhibit No. 112. The signature cards and papers authorizing the 
receipt and sale of securities in that account, were not signed by the officers of Reynolds 
Investment Company, Inc., until January 10 and 13, 1938. (Id., at 1239, 1352-6 and Com- 
mission’s Exhibits Nos. 122, 123, 125.) 

*8Td., at 1240 and Commission’s Exhibit No. 113. 
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Inc.*2° The officers of Continental Securities Corporation in turn 
endorsed this check to Prentice & Brady in part settlement of the 
debit balance of approximately $900,000 in the account of that 
investment company with Prentice & Brady—a debit balance which 
was created by loans which Prentice & Brady made on behalf of 
Continental Securities Corporation in order to enable that invest- 
ment company to purchase the controlling block of Reynolds Invest- 
ing Company, Inc., common stock.**° This check for $882,500 never 
was deposited in or cleared through any bank. Mr. Hffland, the 
cashier of Prentice & Brady, testified that the check with its various 
endorsements had the effect, first, of giving a “credit balance in favor 
of Reynolds Investing Company, Inc.,” then giving a “credit balance 
in favor of Continental Securities Corporation,” and finally wiping 
out in part the “debit balance against Continental Securities Cor- 
poration.” When examined as to the migrations of this check which 
never “touched a bank,” Mr. Iffland testified as follows: %*+ 


Q. Weren’t you rather surprised to see this check with the endorsement of 
Reynolds Investing Company and then to Prentice & Brady and then endorsed 
by Prentice & Brady [to] Continental Securities Corporation, and then back 
again? Did you speak to anybody about that? 

A. No; I did not. 

Q. Can you tell me another case in your entire association with Prentice & 
Brady or any stock exchange firm where a check for $882,000 or any amount 
was ever drawn that made the rounds of endorsements and never cleared 
any bank? 

A. No. 

Q. Didn’t that look suspicious to you? Didn’t you ask them how it is this 
thing never cleared any bank? Did you speak to Mr. Prentice and ask him 
what is this all about? 

A. No; I didn’t. 

Q. You didn’t speak to anybody at all? 

A. No. 

Q. You never have seen a transaction like that before in your life, before 
this one, did you? 

A. No. 

Q. Now, after you drew this check it was endorsed “pay to the order of 
Continental Securities Corporation.” (Then of course you credited the account 
é6f Continental Securities Corporation in the amount of this check, isn’t that 
so? 

A. That is right. 

% * * * * * % 

Q. That washed out Continental Securities Corporation’s debit balance, prac- 
tically, except the difference between the $900,000 and the $882,000. 

A. Yes; $40,000. 

Q. And then this check was endorsed to Prentice & Brady and the account 
of Reynolds Investing was debited with $882,000 which wiped out its credit 
balance; isn’t that so? 

A. Yes. 


829 Td., at 1245. 
330 Td., at 1245 and Commission’s Hxhibits Nos. 109, 118. 
s11d., at 1243-7. 
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Q. Just a “ring-around-the-rosy” to wash out the credit balance in favor of 
Continental, and the debit balance against Continental and the credit balance 
in favor of Reynolds Investing, isn’t that what it was? 

A. Yes; yes, it was charged to the Reynolds Investing and credited to the 


Continental. 
* * % * * Bs 


Q. * * * you sat down and drew a check for $882,500 because you were 
instructed to do so and it was endorsed over to Continental Securities Corpora- 
tion, and Continental Securities Corporation ‘then endorsed it over to Prentice & 
Brady, and then Prentice & Brady endorsed it over to Continental Securities 
Corporation ; isn’t that so? 

The first endorsement is “Pay to the order of Continental Securities Corpora- 
tion.” Then you have got “Reynolds Investing Company, Inc.,” by two of its 
officers, Galvin and Mayer, and then it says “Pay to the order of Prentice & 
Brady,” and then “Continental Securities Corporation by Johnson and Bahntge.” 
So that the check first went to Continental Securities Corporation and then 
went to Reynolds Investing Company, and from Reynolds Investing Company it 
went to Continental, from Continental it went back to Prentice & Brady. 

A. To Prentice & Brady. 

Q. And never touched the bank, isn’t that so? 

A. That is it. 


The minute of the board of directors authorizing Reynolds In- 
vesting Company, Inc., to purchase the 8,825 shares of preferred stock 
of Fiscal Management Company, Ltd., from the Continental Secu- 
rities Company for $882,500 was dated December 31, 1937, the very 
day that the group obtained control of the Reynolds Investing Com- 
pany, Inc.**? This minute, however, was unsigned. Franklin E. 
Mayer, secretary of Reynolds Investing Company, Inc., under the new 
management, denied that the purchase of this block of Fiscal Manage- 
ment Company, Ltd. preferred stock was ever discussed or mentioned 
in the minutes of the meeting of December 31, 1937.292 Mr. Mayer 
described these minutes as “a tire patch—something they thought of 
afterwards.” *** On January 10, 1938, when Mr. Mayer returned from 
a trip, he was requested by the members of the group to sign a minute 
of the board of directors of Reynolds Investing Company, Inc., dated 
January 4, 1938, ratifying the purchase of the $882,500 of preferred 
stock of Fiscal Management Company, Ltd. Mr. Mayer testified that 
he protested both against the purchase and its ratification : ** 


A. I told him that I thought the new group had taken unfair advantage of 
the Board of Directors, that the deal in the Fiscal Management stock was not 
an approved investment because it was approximately one-sixth or thereabouts 
of the assets of the trust and that was too much to go into one situation. Mr. 
Ferretti said the Board was agreeable, that I was apparently the only one that 
was not agreeable. I told him if it had been more like $200,000 I might be 
agreeable, but that this transaction was not a prudent transaction and I could 
not see my way clear to agree with him. 

* * * * * * cs 


82 Td., Commission’s Exhibit No. 94. 
38 Td., at 1827-9. 

347d., at 1828, 1351-2. 

35 7d., at 1854-5, 1357. 


434 SECURITIES AND EXCHANGE COMMISSION 


IT told Mr. Ferretti that I could not confirm the sale of securities, that I had 
nothing to do with it. I told him, furthermore, that the securities had been 
sold to raise $882,000 which had been put into the South American deal, as far 
as I know. 

Q. $882,000? 

A. Yes. In the stock of Fiscal Management, which indirectly meant the 
South American Utility deal. I asked him to put the entire South American 
Utility deal, the securities, the bonds, or notes, whatever they had, into the 
vaults of the Reynolds Investing Company in Jersey City. He said he could 
not do that very well, that his clients could not do that very well—they had the 
bulk of the funds in this deal—so I told him that I could not accept the respon- 
sibility for the absence of that volume of public funds in the shape it was in at 
the present time, that is, having Fiscal stock. So I took it that when I con- 
sented to sign the confirmations that we would be given the entire South 
American deal to be put in the vaults of the Reynolds Investing Company. It 
might take a day or two to do it, but it was understood that the securities were 
to be put there, and while we would not attempt to control the reorganization, 
we would have a large part to say in it. 


Thus, the effect of this transaction was to have liquid portfolio 
securities of Reynolds Investing Company, Inc., valued at $882,500 
liquidated and the proceeds used to pay the Reynolds family for a 
portion of the control block of stock of Reynolds Investing Company, 
Inc., acquired by Continental Securities Corporation. Mr. Reynolds 
testified in this connection as follows: °**° 


Q. I am looking back now in the light of what we know today, or what you 
understand today. Don’t you understand today that $882,000 of the $2,200,000 
that you got came out of Reynolds Investing? 

A. Yes; I understand that. 

ot x * * Eo * * 

Q. You wouldn’t even remotely dream of having the investment trust, the 
Reynolds Investing Company, buy your stock back at $2 a share, at the time 
you sold to Sartell Prentice, would you? 

A. Well, of course, we would not sell any stock to the company. 

Q. You would not even dream of selling your own stock back to the Reynolds 
Investing Company, would you? 

A. We certainly would not sell our stock to the company. 

Q. And particularly you would not sell it back at $2 a share when the asset 
value was 4 cents, isn’t that so? 

. We just would not sell it to the company, that is the answer to that. 

. Why not? 

. Why not? I think we would be selling it to ourselves. 

- You would be on both sides of the table, is that right? 

. That is right. 

. But you know now that that was what transpired. That the Reynolds 
Investing Company bought your stock back at $2 a share. 


A. Well, that is the understanding. 
K * * * ES * * 


Q. (Interrupting.) You would not have countenanced it if Sartell Prentice 
said to you, “Mr. Reynolds, we are going to pay you two-million-odd thousand 
dollars for your stock and we are going to raise $882,000 of that by selling 


OPoOoOPop 


3% Tq, at 1158-63. 


bio 


immediately portfolio securities of the Reynolds Investing Company.” Would 
you have done business with them? 

A. Certainly not. 

Q. Why not? 

A. It just would not be right. 

Q. You would have the situation where he was virtually buying control of 
the investment trust with the investment trust’s own money. Is that right? 

A. Right. 

Q. And then putting in stock at least of a dubious value in that portfolio? 

A. That is right. 

Q. Yet the fact, is, Mr. Reynolds, that you understand today that that is the 
way he did it, is that so? 

A. That is correct. 

Q. * * * How would you characterize a deal like that, when they paid 
you $2,200,000 and then immediately the same day, sold the investment trust 
$882,000 of the stock of the Fiscal Management Company which had nothing 
except First Income Trading and the Continental Securities? Did you con- 
ceive that that was an honest deal with the Reynolds Investing Company? 

A. Certainly, nothing that I would have done. 

Q. And yet you can see what the present situation is, that the $882,000 is 
today in the possession of the Reynolds family by virtue of something done by 
Sartell Prentice, which you would not have done. Isn’t that so? 

A. That is correct. 


However, Reynolds Investing Company, Inc., as a result of this 
transaction, held in place of diversified marketable securities with a 
market value of $882,500, a block of 8,825 shares of the preferred stock 
of Fiscal Management Company, Ltd. This preferred stock had no 
market and represented an interest in a company which held only a 
controlling block of management stock of First Income Trading Cor- 
poration, which had no market and a liquidating value of only $5,000, 
and a controlling block of the common stock, which had no asset 
value, of Continental Securities Corporation, which in turn held 
the controlling block of common stock of Reynolds Investing Com- 
pany, Inc., itself, which, as a result of this transaction, had no asset 
value.**’ Subsequently, on January 12, 1938, First Income Trading 
Corporation, still controlled by the group, supplied approximately 
$217,000 needed to take up the third and last block of 108,565 shares 
of the common stock of Reynolds Investing Company, Inc.®? 

To recapitulate, of the funds required to meet the commitment on 
the Reynolds contract, made in the name of Franklin E. Mayer, but 
ostensibly on. behalf of Sartell Prentice, approximately $1,000,000 
came from Continental Securities Corporation, $882,500 from Reyn- 
olds Investing Company, Inc., itself, and $217,000 from First Income 
Trading Corporation. The Fiscal Management group therefore ac- 
quired control of Reynolds Investing Company, Inc. without having 
“put a nickel” into the entire transaction.**® 

Not only did the members of the group not invest any of their 
funds in this venture, but they took substantial sums as “commis- 
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87 AS a result of this transaction, Fiscal Management Company, Ltd. controlled Con- 
tinental Securities Corporation, which in turn controlled Reynolds Investing Company, 
Inc, which in turn held the outstanding preferred stock of Fiscal Management Company, 
Ltd., thereby creating a system of circular ownership. 

88 Op. cit. supra, note 1, Commission’s Hxhibit No. 75. 

39 Td., at 1366. 
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sions” in connection with this transaction. Prentice & Brady took 
$52,000 from Continental Securities. Corporation as “commissions” 
alone on this deal.?#° Mr. Mayer received $40,000, which was divided 
as follows: $5,000 to Mr. Clayton or Mr. Callanan; *** $8,500 to Mr, 
Davis; $2,750 to Mr, Henroten; $2,750 to Mr. Rowe; $3,000 to Mr. 
Feurst ; $8,500 to Mr. Conroy; and $8,500 to Mr. Mayer.**? The check 
for $40,000 which Mayer received was drawn on Calmur & Company, 
Inc. (the dummy corporation of the group), by Mr. Ferretti but 
the funds came from Continental Securities Corporation. 

Immediately upon the completion of the acquisition of the control of 
Reynolds Investing Company, Inc., Messrs. Beverly, Ferretti (charac- 
terized as the “message sender” in this transaction ***), and Clayton, 
“without much ceremony” *** insisted that the new officers and directors 
of Reynolds Investing Company, Inc. supply $2,000,000 “to lift the 
deal from the Chase Bank” *4°—Mr. Beverly’s commitment to purchase 
the South American Utilities Corporation collateral notes. Mr. Mayer 
testified that when the Fiscal Management group asked him “to liqui- 
date sufficient portfolio securities of Reynolds Investing Company, 
Inc., to raise the $2,000,000, he took refuge behind the 110 percent 
clause to give [him] a chance to collect [his] thoughts.” **° However, 
Mr. Mayer and other officers did request Manufacturers Trust Com- 
pany to advance to Reynolds Investing Company, Inc. $2,000,000 in 
order that the investment in South American Utilities Corporation 
notes could be effected.*47 As has already been indicated, the Manu- 
facturers Trust Company refused to make the loan.** 

Messrs. Mayer and McLananan then approached the Chase National 
Bank for the loan, which, as has been indicated, was likewise refused 
on the ground that the Chase National Bank was trustee for the deben- 
tures of Reynolds Investing Company, Inc.**° 

The Fiscal Management group continued to exert pressure on Mr. 
Mayer and the other directors of the Reynolds Investing Company, 
Inc., to make available the balance of $2,000,000 still due on the con- 
tract to purchase the South American Utilities Corporation collateral 
notes from the Chase National Bank and associates. Mr. Mayer and 
one other director of Reynolds Investing Company, Inc. then consid- 
ered it advisable to consult an attorney with respect to the entire 
situation.?®° Accordingly, on February 11, 1938, approximately one 
month after the Fiscal Management group had acquired control of 

“0 Td., at 593, 

341 Cf. testimony of Mr. Mayer, id., at 1355. Mr. Mayer indicated that Mr. Ferretti had 
asked him to give $5,000 to Callanan, since Ferretti “had had to use Mr. Callanan 
extensively.” 

#21d., at 1380-1. 

“3 1d., at 970. 

#4 Td., at 1359. 

“5 Id., at 1359-61. 

316 Tq,, at 1861. The 110-percent clause refers to the provision in the debenture which 
provided that if the assets of the company were not in excess of 110 per cent of the amount 
of the debentures outstanding, then the debentures were in default, and the debenture 
holders could take steps to liquidate the company. 

eT Id., at 1372-3. 

848 Tq., Commission’s Exhibit No. 127. This transaction has been described in detail 
under the discussion of the acquisition by the Fiscal Management graup of control of 
Continental Securities Corporation. 

#9 Td., at 527-8, 531, 1878, 1875-6. 

#50 Id., at 1868. 
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Reynolds Investing Company, Inc., Mr. Mayer and his associates in- 
vited Mr. Chadbourne, of the law firm of Chadbourne, Hunt, Jaeckel & 
Brown, to act as the attorney for Reynolds Investing Company, 
ive 

As the result of the resistance of Mr. Mayer and Mr. Chadbourne to 
the activities of the group, the remaining assets of Reynolds Investing 
Company, Inc. were not used by the Fiscal Management group. 

In May 1938 involuntary proceedings were instituted for the reor- 
ganization of Reynolds Investing Company, Inc.**? 


C. Activities of Northern Fiscal Group in the Acquisition of 
Control of Insuranshares Corporation of Delaware, Bond and 
Share Trading Corporation, and Burco, Inc. 


1. INTRODUCTION 


Almost contemporaneously with the activities of the Fiscal Man- 
agement group in connection with the acquisition of control of First 
Income Trading Corporation, Continental Securities Corporation, 
Corporate Administration, Inc., and Reynolds Investing Company, 
Inc., S. Leo Solomont, Ralph A. Robb, and Thomas W. Morris, all of 
whom had been associated with some aspect of the program of the 
Fiscal Management group,** commenced an independent program to 
acquire control of other investment companies by methods similar to 
those that had been employed by the group. 

Mr. Solomont and his associates caused to be organized under the 
laws of the Dominion of Canada a personal holding company, known 
as Northern Fiscal Corporation, Ltd. This corporation was to be 
utilized in a manner similar to that of Fiscal Management Company, 
Ltd. 

Between December 1937 and March 1938, a period of approximately 
four months, Messrs. Robb, Morris, and Solomont, and their as- 
sociates, hereinafter referred to as the Northern Fiscal group, ac- 
quired control of three investment companies—Insuranshares Cor- 
poration of Delaware, Bond and Share Trading Corporation, and 
Burco, Inc.—with aggregate assets of approximately $2,000,000. 
During that period virtually all of these assets, like the assets of the 
investment companies, which had come under the control of the Fiscal 
Management group, were dissipated by the Northern Fiscal group. 
By March 1988, two of these investment companies—Insuranshares 
Corporation of Delaware, and Burco, Inc.—had been placed in re- 
ceivership, lke the investment companies acquired by the Fiscal 
Management group. 

" StJd., at 1376-7. 

%2 Three debenture holders instituted these proceedings, urging among other things that 
the ‘net assets of the company are less than 110% of the funded debt of the company” 
and that the company “has committed acts of bankruptcy * * * in that within the 
past four months the investment company ‘‘conveyed and transferred various moneys 
amounting in the aggregate to a sum in excess of $880,000 to Continental Securities Cor- 
poration with intent to hinder, delay, and defraud the creditors” of the investment com- 
pany. (Jn the matter of Reynolds Investing Company, Inc., United States District Court, 


District of New Jersey, May 18, 1938.) 
333 See supra, p. 3857 et seq. 
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2. ACQUISITION OF CONTROL OF INSURANSHARES 
CORPORATION OF DELAWARE 


The first investment company to come under the control of the 
Northern Fiscal group was Insuranshares Corporation of Delaware, 
an investment company of the general management type. The his- 
tory of that investment company prior to the time when the Northern 
Fiscal group acquired control will be briefly outlined. 

Insuranshares Corporation of Delaware had been organized under 
the laws of Delaware on July 31, 1928, under the sponsorship, among 
others, of Sterling Pile, Edward B. Twombly, and The Goldman 
Sachs Trading Corporation.?** The authorized capital of Insuran- 
shares Corporation of Delaware consisted of Class A common stock 
entitled to one vote per share in the election of directors and to a 
preference of $20 per share on liquidation of the company; and 
Class B common stock entitled to three votes per share in the election 
of directors,**> and junior to the Class A stock upon liquidation. 

Insuranshares Corporation of Delaware sold 250,000 shares of its 
Class A stock to The Goldman Sachs Trading Corporation for $5,000,- 
000 and 500,000 shares of such stock to the public for $10,000,000.%% 
All of the 500,000 shares of the Class B common stock of Insuran- 
shares Corporation of Delaware were sold for $50,000 to Insuran- 
shares and General Management Company *°’ (controlled by the 
sponsors of Insuranshares Corporation of Delaware) ,?*® which held 
the management contract with Insuranshares Corporation of Dela- 
ware. In March 1930, The Goldman Sachs Trading Corporation 
sold its entire block of the Class A common stock of Insuranshares 
Corporation of Delaware to other investment companies known as 
the United Founders Corporation group.**® On May 31, 1931, In- 
suranshares Corporation of Delaware was recapitalized under a plan 
whereby a reverse split-up of stock was effected, the 750,000 outstand- 
ing shares of Class A stock were exchanged for 375,000 shares of 
new common stock and the 500,000 outstanding Class B shares were 
similarly exchanged for 250,000 shares of Class B common.?® At 

8>4 Public Examination, Allied General Corporation, at 4946, 4948-50, 5046, 5051. Among 
the other organizers of the company were Schoellkopf, Hutton & Pomeroy and Edward §S. 
Goodwin of Goodwin, Beach & Co. of Hartford, Connecticut. 

855 Public Examination, The Goldman Sachs Trading Corporation, Commission’s Exhibit 
No. 1908. 

358 Public Examination, Allied General Corporation, at 5046, 5048; Public Examination, 
The Goldman Sachs Trading Corporation, Commission’s Exhibit No. 1908; Public Hxamina- 
tion, First Income Trading Corporation, et al., at 1054. 

87 Public Examination, The Goldman Sachs Trading Corporation, Commission’s Hxhibit 
No. 1908. 

858 See note 356, supra. 

359 Op. cit. supra, note 1, at 1055. This group included United Founders Corporation, 
American Founders Corporation, International Securities Corporation of America, Ameri- 
ean & General Securities Corporation, Second International Securities Corporation of 
America, United States & British International Corporation, Founders General Corpora- 
tion, and American & Continental Corporation. (Stenographer’s minutes, Benedict v. Sea- 
grave, Supreme Court of the State of New York, New York County, Special Term, Part III, 
Index No. 45607-1983, at 1382.) 

360 Moody’s Manual of Investments, Banks, etc., 1932, at 2479. The new common stock 
was entitled to 85% of the corporate assets on any dissolution of the company and the 
new B stock was entitled to the remainder of such assets. The voting rights of the shares 
remained unchanged. (Ibid.) 
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the same time an additional 93,750 shares of Class A common stock 
were offered by the Insuranshares Corporation of Delaware to its 
common-stock holders at $9 a share. As a result of this offering, an 
additional $848,750 was raised by the company, increasing the total 
‘apital contributed by its stockholders to $15,893,750.3 

As at April 1932, the total assets of Insuranshares Corporation of 
Delaware had a market value of approximately $4,500,000,**? indicating 
a loss, realized and unrealized by the company, of approximately 
$11,000,000. However, the company’s portfolio at that time consisted 
entirely of dividend-paying stocks of well-known banks and insurance 
companies.*** By April 21, 1932, the United Founders Corporation 
group had acquired 161,605 shares of the new common stock of Insur- 
anshares Corporation of Delaware, or 34% of the 468,750 shares then 
outstanding, and had also acquired a majority of the voting stock of 
Insuranshares and General Management Company which held all of 
the Class B stock of Insuranshares Corporation of Delaware.**! On 
that date the United Founders Corporation group contracted to sell 
these holdings and certain other securities to Insurance Equities Cor- 
poration for a total consideration of approximately $2,000,000.°° "This 
price was approximately equal to the asset value of the securities to be 
sold and was $600,000 in excess of the market value of such securities.*&¢ 
The contract provided that Insurance Equities Corporation was to pay 
$450,000 on the closing date of the contract and the balance of the pur- 
chase price in two equal installments of $550,004 and $819,297, due on 
May 31, 1932, and July 31, 1932, respectively.%¢7 

Insurance Equities Corporation which was then controlled by one 
Frank Cohen, a vice president of Lloyds Casualty Company of New 
York,*** was insolvent at the time of the making of this contract,?° 
and the United Founders Corporation group had not made any inves- 
tigation of the financial condition °° of the purchaser. Associated 
with Mr. Cohen in this venture was Julius H. Barnes, chairman of the 
Chamber of Commerce of the United States. Frank Cohen intended 
to use the assets of Insuranshares Corporation of Delaware to finance 
the acquisition of control of several casualty and life insurance com- 
panies which were then in a precarious financial condition,’ with the 

81 Op. cit. supra, note 1, Commission’s Exhibit No. 64. 

2 Id., at 1063. 

86 Td., at 1059. 

%*Td., Commission’s Exhibit No. 98. 

65 Thid. 

“S Stenographers minutes, Benedict v. Seagrave, Supreme Court of the State of New York, 
New York County, Special Term, Part III, Index No. 45607-1933, Exhibit No. 22. 

87 Op. cit. supra, note 1, at 1057, and Commission’s Exhibit No. 98. As Insurance 
Equities Corporation made its payments the Founders group was to release to it a block of 
the Insuranshares Corporation of Delaware common stock, but the Insuranshares and 
General Management Company stock was to be held by the Founders Group as collateral 
until Insurance Equities Corporation paid all of its installments on the purchase price. 
Ibid. 

e fb at 1112. 

8 Op. cit. supra, note 366, at 533, 535-6. 

0 Op. cit. supra, note 1, at 796. 

*1Td,, at 1666. Julius H. Barnes testified : 


Q. The program that has been referred to of acquiring a number of insurance com- 
panies and then the consolidation or merger of them, the companies that were referred 
to were .companies that either were in receivership, or facing receivership, or com- 
panies which were in a distressed condition. Isn’t that correct, in general? 

A. Those were the only kind of companies for sale. 
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ultimate purpose of merging such companies into a single large cas- 
ualty and into a group of life insurance companies.* Mr. Cohen 
testified that “the only interest [he] had in these investment trusts 
was to be able to carry through a program on these insurance com- 
panies.” *® This purpose was made known to the United Founders 
Corporation group prior to the making of the agreement for the sale 
of control of Insuranshares Corporation of Delaware.*" 

On May 3, 1932 the closing of the contract for the sale of control of 
Insuranshares Corporation of Delaware took place. On the morning of 
that day, the United Founders Corporation group placed Insurance 
Equities Corporation in control of the directorate of Insuranshares 
Corporation of Delaware before the down payment of $450,000 was 
made.**> The nominees of Insurance Equities Corporation on the board 
of directors of Insuranshares Corporation of Delaware immediately 
caused Insuranshares Corporation of Delaware to purchase for $650,- 
000 a block of the preferred and common stock of Insurance Equities 
Corporation. In order to obtain part of the funds necessary to pay 
for this Insurance Equities Corporation stock, Insuranshares Cor- 

oration of Delaware was compelled to borrow from a bank and 

ypothecate as collateral a substantial portion of its portfolio securi- 
ties.27° This collateral was later sold by the bank to satisfy the 
loan.*77 With the funds obtained by this loan, Insurance Equities 
Corporation late in the afternoon of May 3, 1982 paid to the United 
Founders Corporation group the $450,000 down payment required 
under the contract. The initial payment, therefore, on the contract 
to acquire control came from the sale of portfolio securities of Insur- 
anshares Corporation of Delaware. To “reimburse” this investment 
company for its portfolio securities it was caused to take into its 
portfolio the preferred and common stock of Insurance Equities 
Corporation which in turn controlled Insuranshares Corporation of 
Delaware. The method of acquiring control employed in May 1932 
and the circular ownership that resulted was similar to the technique 
employed in the latter part of 1937 by the Fiscal Management group 
in acquiring control of First Income Trading Corporation, Con- 
tinental Securities Corporation, and Reynolds Investing Company, 
Inc., and was similar to the technique employed by the Northern 
Fiscal group in the latter part of 1937 in acquiring control of Insur- 
anshares Corporation of Delaware. 

Thereafter, in order to obtain the necessary funds to meet the subse- 
quent payments due on its purchase contract, Insurance Equities 
Corporation caused Insuranshares Corporation of Delaware to liqui- 
date virtually its entire portfolio of securities of well-known divi- 
dend paying insurance company and bank stocks and to purchase 
from Insurance Equities Corporation to replace these securities, large 
blocks of nondividend paying stocks of various casualty and life 
insurance companies many of which subsequently went into receiver- 

s21d., at 286-7, 664, 673, 1609. 

we Td., at 1254. 

Td, at 286, 664, 

875 Op. cit. supra, note 366, at 609, 652, 1569. 


876 Op. cit. supra, note 1, at 1059, and Commission’s Exhibit No. 99. 
877 Td., at 1058. 
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ship.*"* With the funds derived by these sales of insurance company 
stocks to Insuranshares Corporation of Delaware, Insurance Equities 
Corporation by August 1933 had been enabled to pay to the United 
Founders Corporation group all but $175,000 of the contract price 
for control of Insuranshares Corporation of Delaware. 

Harry M. Blair, who became director of Insuranshares Corporation 
of Delaware on September 20, 1933,?”° under circumstances which will 
be described later,**° testified as follows with reference to the use of 
the funds of Insuranshares Corporation of Delaware by Insurance 
Equities Corporation and Frank Cohen: #81 


Q. Well, then what did Cohen and Barnes and the Board of Directors continue 
doing? 

A. They continued selling good dividend paying stocks in insurance companies 
and bank stocks, liquidated them, and buying what they supposed would be 
control in certain insurance companies, paying control prices for minority hold- 
ings on mostly nondividend paying stocks. 

Q. Now, most of those stocks came from Cohen and Barnes personally ; isn’t 
that so? 

Q. Well, I don’t say that they came from them personally, but they went out 
to buy control of this, that, or the other company, sold securities from Insuran- 
shares that were paying dividends, at the lowest price up to that date in the 
history of the insurance company stocks, and buying minority holdings in insur- 
ance—life insurance companies or other insurance companies that were not, as 
a rule, paying dividends. 


George E. Devendorf, a vice president of American Founders Cor- 
poration (an investment company in the United Founders Corpora- 
tion group) at the time of the sale of control of Insuranshares 
Corporation of Delaware to Insurance Equities Corporation, testified 
that the proceeds of the liquidated portfolio securities of Insuran- 
shares Corporation of Delaware had been used at least in part to pay 
the United Founders Corporation group for its transfer of control of 
Insuranshares Corporation of Delaware.**2 


38 Por example, Insuranshares Corporation of Delaware had invested $247,500 in the 
stock of Lloyds Insurance Company of New York which went into receivership on August 
17, 1933. (id., Commission’s Exhibit No. 99; Moody’s Manual of Investments, Banks, etc., 
1934, at 1104.) $144,500 was invested in the stock of Missouri State Life Insurance 
Company which went into receivership in 1933. (Op. cit. supra, note 1. Commission’s 
Exhibit No. 99; Moody’s Manual of Investments, Banks, etc., 1934, at 2008.) 

33 Op, cit. supra, note 1, at 1051. 

380 See infra, p. 442. 

%1 Op, cit. supra, note 1, at 1059. 

382 Mr. Devendorf testified (Public Examination, General Investment Corporation, at 
15046-7 ; op. cit. supra, note 1, Commission’s Exhibit Nos. 99 and 100) : 

Q. Did you participate in the negotiations which looked forward to the sale of 
control of Insuranshares Corporation of Delaware by the Founders group to these two 
new sponsors, Barnes and Frank Cohen? 

A. Yes. 

Q. And after Barnes and Cohen got into that picture they had bought control of 
Insuranshares Corporation of Delaware from the Founders on the installment plan, 
isn't that so? 

A. On time payments. 

Q. You are not squeamish about installment plan, are you? 

A. No. 

Q. It subsequently turned out that Mr. Barnes and Mr. Cohen made these payments 
with receipts that they had obtained from the sale of * * *  gecurities to Insuran- 
shares Corporation of Delaware, isn’t that so? 

A. At least partly; yes. 

Q. At least a good part of it, isn’t that so? 

A. I don’t remember just what part of it it was. 

A more detailed discussion of the acquisition of control of Insuranshares Corporation 
of Delaware by Frank Cohen and Insurance Equities Corporation is given in Ch. IV of this 


part of the report. 


ee 
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As has been stated, Insurance Equities Corporation was, because 
of its access to the funds of Insuranshares Corporation of Delaware, 
able to complete all but $175,000 of its installment payments due to 
the United Founders Corporation group.**? In August 1933, Insur- 
ance Equities Corporation failed to meet its final payment of $175,000 
and the United Founders Corporation group sold its note and the 
collateral consisting of the controlling block of stock of Insuran- 
shares and General Management Company, which in turn held all 
of the Class B stock of Insuranshares Corporation of Delaware, to 
one John H. Orgill, a Cleveland attorney, for $100,000.* Mr. Or- 
gill then designated Harry M. Blair as his representative on the 
board of directors of Insuranshares Corporation of Delaware.*** 

By December 31, 1933, all of the representatives of Insurance 
Equities Corporation, including Frank Cohen, had resigned from the 
board of directors of Insuranshares Corporation of Delaware. At 
that date, the total assets of Insuranshares Corporation of Delaware 
had a value of approximately $300,000,%*° as compared with the ap- 
proximately $4,500,000 of assets of the company as at April 1982, 
when Insurance Equities Corporation took control, and as compared 
with the $15,000,000 originally contributed by the public to Insuran- 
shares Corporation of Delaware. In the period of approximately 
one year and a half during which Insurance Equities Corporation 
controlled Insuranshares Corporation of Delaware, the latter com- 
pany was caused to liquidate its entire portfolio of well-known insur- 
ance company stocks at a realized loss, on the basis of original cost, 
of approximately $11,000,000 5°87 and these portfolio securities were 
replaced with nondividend paying stocks of the lesser known casu- 
alty and life insurance companies. Had the securities which were 
in the portfolio of Insuranshares Corporation of Delaware prior to 
the passage of its control to Insurance Equities Corporation been 
kept intact, those securities would have had a value of about 
$7,000,000 at the end of 1936.%° 

Early in 1937, Insuranshares Corporation of Delaware received from 
the United Founders Corporation group approximately $820,000 **° 
in settlement of a suit brought against the United Founders Corpora- 
tion group to recover the amount paid by Insurance Equities Cor- 
poration to United Founders Corporation group on_ the contract to 
purchase control of Insuranshares Corporation of Delaware, which 
payments were made with the cash realized by the sale of the port- 
folio securities of Insuranshares Corporation of Delaware.** Of 


83 Op. cit. supra, note 1; Commission’s Exhibit No. 100. 
384 Op. cit. supra, note 366, at 1563. 

385 Op. cit. supra, note 1, at 1051. 

386 Id, at 1063-4. Mr. Blair testified : 


Q. Well, after they got through liquidating, what was the value of that portfolio? 

A. I think we could have liquidated in October, November, December 19338, for 
about $250,000 to $300,000. , : : ne 

Q. So that the portfolio which, if they had locked it up at that time, you said, in 
October 1933, was only worth a quarter of a million dollars, is that so? 

A. Under the hammer, that is all we could have gotten for it. 


87Tqd., at 1062-8, and Commission’s Exhibit No. 99. 

388 Tqd., at 1063. 

339 Td., at 1069. 

300 The suit was settled by the payment of $750,000 by American General Corporation 
(successor by consolidation of the United Founders Corporation group of companies), and 
of this amount approximately $320,000 was received by Insuranshares Corporation of 
Delaware, $239,605 by counsel (39 Col. L. R. 814 [1939]), and the remainder by Insurance 
Equities Corporation. 
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this sum received in settlement, $300,000 was invested by Insuran- 
shares Corporation of Delaware in 21,500 certificates of beneficial 
interest in New England Fund, an open-end investment trust of the 
general management type.** 

By December 1937, Insuranshares Corporation of Delaware had 
total assets of approximately $800,000 *°? and had outstanding 284,032 
shares of its common stock.®°? The original purchasers of these shares 
had contributed approximately $13,778,931 net to Insuranshares Cor- 
poration of Delaware so that as at December 31, 1937, the stock- 
holders *°* had experienced a loss, realized and unrealized, of approxi- 
mately $13,000,000 on their investment.*% 

Of 284,032 shares of the common stock of Insuranshares Corpora- 
tion of Delaware outstanding on December 31, 1937, an aggregate of 
approximately 80,000 was held *°° by Mr. Blair who was president and 
a director of the company, by the Continental Bank & Trust Com- 
pany of New York, and by three Philadelphia banks.*°7 Mr. Blair 
had acquired 4,000 shares of the common stock of Insuranshares Cor- 
poration of Delaware in the open market *°® at a cost of $3,200 and, 
in addition, he and C. J. Simmons, another director and the counsel 
for Insuranshares Corporation of Delaware, were jointly obligated 
to purchase an additional 10,000 shares of this common stock from a 
certain bank at a cost of $20,000.°°° Thus Mr. Blair, in effect, was 
the owner of 14,000 shares of the common stock of Insuranshares Cor- 
poration of Delaware which had cost him $18,200. 

In September 1937, Mr. Solomont and his associates through one 
Lorimer A. Davidson had commenced negotiations on behalf of the 
Fiscal Management group with Mr. Blair for the acquisition of con- 
{rol of Insuranshares Corporation of Delaware.*°° At that time, Mr. 
Blair refused to entertain the offer of Mr. Davidson because the latter 
was unwilling to disclose his principal.*°* Subsequently, the principal 
was disclosed as Mr. Beverly. Mr. Blair testified: 


A, * * * He came in and said, “Mr. Blair, I know a group that is building 
a great big super investment trust and they are buying up these little trusts. 
You cannot afford to run the trust with the big overhead, why don’t you sell out 
to them and make your stockholders more money?” Well, he talked to a deaf ear 
for the first four or five times. 

Q. Why? 

A. Because, frankly, I was drawing a $7,500 a year salary and I could use it. 


31 Op. cit. Supra, note 1, at 1093. 

322 7Td., Exhibit 64. 

93 Td., at 1070, and Commission’s Exhibits Nos. 53 and 64. By this time Insuranshares 
and General Management Company had been liquidated and its holdings of all of the 
Class B stock of Insuranshares Corporation of Delaware had been acquired and retired by 
the Insuranshares Corporation of Delaware. (Jloody’s Manual of Investments, Banks, ete., 
1938, at 1525, and op. cit. supra, note 1, at 1510.) 

344 As at December 18, 1937, there were 4,658 shareholders of Insuranshares Corporation 
of Delaware. (Op. cit. supra, note, Commission’s Exhibit No. 53, at 3.) 


#5 Td.. Commission’s Exhibit No. 64. The total capital raised by the company was _ 


$15,893,750, but the company as at December 31, 1937, had returned to its stockholders by 
way of dividends and repurchases of its shares $2,014,817. (Ibid.) 

86 Tq., Commission’s Exhibit No. 58. 

97 Td., at 1106-7. 

88 Td., at 1071. 

399 Td., at 1072-3. 

40Td., at T79-84. 

4. Td., at 1094-5. 
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But as the trouble thickened I said, ‘Now who is buying these securities 
and investment trusts?” He said, “I am not privileged to tell.” JI said, “I am 
not going to talk to you.” I said I wasn’t going to see a Frank Cohen used on 
me. We used that expression, “pulling a Frank Cohen.” Finally, he came over 
one day and he said, “My associates told me I could tell you in confidence the 
principals.” I said, “Why tell me?” He said it was Alexander Beverly, of 
Toronto. 


Mr. Blair made an investigation of Mr. Beverly and was informed 
that his financial responsibility was between $250,000 and $500,000,* 
Thereafter Mr. Blair agreed to arrange for the sale, ostensibly to Mr. 
Beverly, by the larger stockholders of Insuranshares Corporation of 
Delaware, of their holdings and also agreed to turn over all the 
offices and directorships of Insuranshares Corporation of Delaware to 
Mr. Beverly and his associates.*°* 

Mr. Beverly in reality was representing the Fiscal Management 
group in these negotiations. In connection with this transaction, S. 
Leo Solomont, in behalf of the Fiscal Management group, had re- 
quested Paine, Webber & Co. to liquidate the mvestment of Insuran- 
shares Corporation of Delaware in New England Fund,** then 
valued at $300,000 to $320,000,*°° and to advance an additional $40,000 
to $50,000, with the other portfolio securities of Insuranshares Cor- 
poration of Delaware as collateral.*°° Paine, Webber & Co. agreed 
to make this advance and issued three checks totaling $310,000 pay- 
able to S. Leo Solomont.**? Although these checks were held by a 
representative of Paine, Webber & Co. for delivery to S. Leo Solo- 
mont, they were never used because the Fiscal Management group 
refused to consummate its deal with Mr. Blair.*%* 

Thereafter, in December 1937, when Mr. Solomont and his asso- 
ciates determined independently to acquire control of investment com- 
panies for their own account, they first directed their attention to 
the acquisition of control of Insuranshares Corporation of Delaware. 
Negotiations for the purchase of Insuranshares Corporation of Dela- 
ware were, in this instance, also, carried on by Lorimer A. Davidson, 
who represented that the principals in these negotiations were the 
same “fellows * * * without Ferretti.” *°° Although Mr. Blair 
was assured that he was dealing with the same persons who had 


402 Td., Commission’s Exhibit No. 101. 

403 Id., Commission’s Exhibit No. 88. 

404Td., at 272-4. 

405 Thid. 

406 Td., at 272. 

407 Id., at 276-8 and Commission’s Exhibit No. 28. 

48 Tq. at 781-2. It appears that the Fiscal Management group was unwilling to “go 
through with the contract” for the purchase of the stock of Insuranshares Corporation of 
Delaware, since the cash balance of the company had been reduced to $9,000 during the 
course of the negotiations. By the time of closing of the contract, $27,000 had been paid 
to Mr. Simmons in legal fees in connection with suits brought by and against Insuranshares 
Corporation of Delaware involving the activities of Insurance Equities Corporation in the 
Jatter’s management of Insuranshares Corporation of Delaware. (Id., at 1098 and Commis- 
sion’s Exhibit No. 98.) 

40 Td., at 1105. 
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previously approached him in October 1937, Mr. Beverly’s association 
with the transaction was not emphasized. On the contrary, the per- 
sons introduced in December 1937 as the principals in the transaction 
were Messrs. Robb, Morris, and Solomont. Mr. Blair testified that 
he was particularly impressed with Mr. Robb: *° 


Q. Was Beverly’s name mentioned the second time? 

A. Well, I was told it was the same group. Now, I don’t think we ever em- 
phasized that the day they came down to make that—to close that contract, 
J think it was October 21st, Mr. Robb made an especially good impression on 
me. 

Q. What did he say that impressed you? 

A. Oh, the general thing. You know, you judge a man by his appearance, 
and so forth. 

Q. What? 

A. First by his appearance, by the way he comports himself. I had quite a 
conversation with him. I happened to know some people in Boston that he 
knew and we exchanged notes. I was really impressed. He was the one man 
that I got best acquainted with. 


On December 15, 1937, Mr. Blair agreed to sell his holdings and to 
cause the other lar ge sroeenolidlers of Insuranshares Corporation of 
Delaware, the Continental Bank and Trust Company of New York, 
and other banks located in Philadelphia to sell their holdings of the 
common stock of Insuranshares Corporation of Delaware to Thomas 
W. Morris. Mr. Morris agreed to purchase an aggregate of 78,260 
shares of the common stock of Insuranshares Corporation of Delaware 
at a price of $3.60 a share and also agreed to pay to Mr. Blair a com- 
mission of $10,091 for his services in “arranging Hoare sale @ & © 
to me of this stock.” “1 Both Mr. Morris and the sellers of the stock 
were aware that the then liquidating value of the stock to be sold was 
$9.87 per share “*? so that Mr. Blair and the other large-selling stock- 
holders of Insuranshares Corporation of Delaware were conscious of 
the fact that Mr. Morris was willing to pay a total premium above 
the asset value of their shares of approximately $78,000. 

That Mr. Morris was paying this price solely to obtain control is 
evident from the fact that although the total number of shares he 
had agreed to purchase constituted only approximately 28% of the 
outstanding stock of Insuranshares Corporation of Delaware, he in- 
sisted upon the resignation of all the existing directors and. officers 
of the company and upon their replacement by his own nominees. 
Mr. Blair and the other stockholders selling their shares acceded 
to this demand.**® Mr. Blair also agreed that the 21,500 shares of 
New England Fund held by Insuranshares Corporation of Dela- 
ware would be converted into cash prior to the closing date of the 


“0 1d., at 1105-6. 

417q., Commission’s Hxhibit No. 53. 
42 Tbid. 

413 Ibid. 
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contract.“4 The fact that Mr. Morris agreed to pay this substantial 
premium on a minority block of the company’s stock, his evident in- 
sistence upon obtaining control of the management of the company, 
and his demand that the New England Fund stock be converted into 
cash prior to the date of the closing, might have suggested that Mr. 
Morris may have intended to recoup his investment in the company 
in a manner detrimental to the interest of the company’s stock- 
holders. Yet Mr. Blair took no steps to protect the majority stock- 
holders of Insuranshares Corporation of Delaware, who it will be 
recalled, had already suffered tremendous losses as a result of a prior 
change in the management of their company.*’? Mr. Blair when ex- 
amined on that aspect testified : **¢ 


Q. Did you ask these people whether they would make the same offer to other 
stockholders so that they could get the same price and get out? 

A. No, I didn’t. 

Q. Did you ask for any representation on the Board of Directors, the new 
Board? 

A. No, I didn’t want it. 

Q. Did you get any agreement in writing that they were not going to 
change the nature of the portfolio? 

A. No. 


The closing date for the contract was set for December 21, 1937.41" 
Prior thereto Paine, Webber & Co. had agreed to advance to Mr, 
Solomont $310,000.18 Of this amount, $270,000 was to constitute 
an advance cash payment on 21,500 shares of beneficial interest in 
New England Fund, which were owned by Insuranshares Corpora- 
tion of Delaware.*#? Paine, Webber & Co. were informed that these 
shares were to be liquidated for the account of Insuranshares Corpo- 
ration of Delaware and the proceeds were to be invested in “a Ca- 
nadian investment company.” 4° The balance of $40,000, to the 


4144This was not done. However, on December 16, 1937, five days before the closing of 
the contract for the sale of control of Insuranshares Corporation of Delaware, the board 
of directors of that corporation, all of whom were either the owners or represented the 
owners of the stock which was to be sold to the Northern Fiseal group, ‘“‘authorized the 
New England Fund to transfer certificates of beneficial interest of said New England Fund 
standing in the name of Insuranshares Corporation of Delaware and aggregating 21,500 
shares to S. Leo Solomont,” and “further that they shall not be placed in the name of 
S. Leo Solomont until he is duly elected and qualified as treasurer’ of Insuranshares Cor- 
poration of Delaware. (Id., Commission’s Exhibit No. 52.) Ag will be seen infra, the New 
England Fund shares were used by the Northern Fiscal group to derive the major part of 
the funds necessary to purchase control of Insuranshares Corporation of Delaware. 

415 See supra, p. 4438. 

46 Op cit. supra, note 1, at 1113-4. 

4177d., Commission’s Exhibit No. 53. 

418 Td., at 350-1. 

#9Td., at 351-3. Mr. Paine testified that he could not consider the investment in New 
England Fund as collateral for a loan since it was not listed security. He suggested to 
Mr. Solomont that the board of directors of Insuranshares Corporation of Delaware author- 
ize the liquidation of this stock. The transfer of the shares in New England Fund to 
Paine, Webber & Co. therefore constituted merely a transfer for the purposes of their sale 
on behalf of Insuranshares Corporation of Delaware. (Id., at 352.) 

In order to have these shares in proper negotiable form, the board of directors repre- 
senting the old management, on December 16, 1937, provided that the 21,500 shares of 
heneficial interest in New England Fund be placed in the name of S. Leo Solomont as soon 
as he was elected and qualified as treasurer of Insuranshares Corporation of Delaware. (Id, 
at 1109-11.) : 

SY Gh, aie alge, 
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knowledge of Paine, Webber & Co., was to constitute a loan to be 
secured by “other securities” of Insuranshares Corporation of Dela- 
ware as collateral.#?4 

On December 21, 1987 checks of Paine, Webber & Co. totaling 
$310,000 were made. payable to Mr. Blair and the other sellers of the 
stock of Insuranshares Corporation of Delaware.*”? Immediately 
upon the payment for this stock, the representatives of the old man- 
agement resigned, in accordance with the terms of the contract of 
sale, and the nominees of the Northern Fiscal group were placed on 
the board.*** The new board of directors of Insuranshares Corpora- 
tion of Delaware, using the same technique employed by the Fiscal 
Management group ( with whom Messrs. Solomont, Robb, and Morris 
had been associated) in connection with their acquisition of control 
of investment companies, immediately -aused that investment com- 
pany to purchase 5,000 shares of preferred stock of Northern Fiscal 
Corporation, Ltd., the personal company of Messrs. Solomont, Robb, 
and Morris at $100 per share for a total of $500,000 from ‘Arete ha 
Quint, a representative of S. Leo Solomont.*?# Portfolio securities 
of Insuranshares Corporation, valued at $500,000, including the New 
England Fund shares, were turned over to Mr. Quint, as ‘considera- 
tion for the 5,000 shares of preferred stock of Norther n Fiscal Cor- 
yoration, Litd.,*°> sold to Insuranshares Corporation of Delaware. 

Mr. Quint immediately assigned these portfolio securities to Messrs. 
Solomont and Robb with the direction that they liquidate these securi- 
ties, retain $310,000 which constituted the amount of the advance 
made by Paine, Webber & Co., and return the balance to Northern 
Fiscal Corporation, Ltd.?#° These portfolio securities were removed 
on December 21, 1937 from the vault of Insuranshares Corporation 
of Delaware and were transferred to Paine, Webber & Co. for the 
account of Insuranshares Corporation of Delaware in the name of 
Solomont and Robb.#?? 

Paine, Webber & Co. liquidated these securities, deducted its 
$310,000 advance and transmitted a balance of $152,321. ‘40 to Northern 


“11d, at 351-3. These “other securities’? were already in marketable form. (Id., at 
1111.) The contract had permitted the new management between December 15 and 
December 21, 1937, to check the portfolio securities of the investment company and pro- 
vided that these securities be in bearer form. (Id., Commission’s Exhibit No. 53.) 

#2Tqd., Commission’s Exhibits Nos. 49 and 53. 

#3 The new officers and directors were Ralph H. Robb, S. Leo Solomont, Harold J. Tracy, 
D, C. Morgan, Thomas F.. Stanton, Thomas W. Morris, and Arthur Quint. Mr. Robb was 
elected president of the company and Mr. Solomont was elected treasurer. (Id., Commis- 
sion's Exhibit No. 52.) 

“Mr. Solomont and his associates had organized Northern Fiscal Corporation, Ltd., in 
Canada on December 14, 1937, as a personal holding company, of which S. Leo Solomont 
was president, Ralph H. Robb was vice president, and Thomas W. Morris was treasurer. 
Ten thousand shares of common stock were authorized, of which 9,997 shares were issued 
to Priscilla French, who was an employee of Messrs. Morris and Robb, in consideration for 
3,000 shares of Amm Gold Mines, Ltd., 6,000 shares of Cook Lake Gold Mines, Ltd., and 
$1,000 in cash. (Id., Commission’s Exhibit No. 54.) The remaining three shares of com- 
mon stock were issued to Messrs. Solomont, Robb, and Morris. 

#5 JTq., Commission’s Exhibit No. 48. 

#6 Thid. 

#7 Tq., Commission’s Exhibits Nos. 48 and 50. 
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Fiscal Corporation, Ltd.*?* In addition to this $152,321.40, as has 
been stated, the 78,260 shares of Insuranshares Corporation of Dela- 
ware common stock were also transferred to Northern Fiscal Corpo- 
ration, Ltd., by Messrs. Robb, Morris, and Solomont, as consideration 
for the sale of 5,000 shares of its own preferred stock to Insuranshares 
Corporation of Delaware.**° 

To sum up the transaction, portfolio securities of Insuranshares 
Corporation of Delaware, valued at $500,000, were liquidated and 
$310,000 of the proceeds were used by the Northern Fiscal group to 
acquire control of Insuranshares Corporation of Delaware. In place 
of these liquid portfolio securities, valued at $500,000, thus removed 
by the Northern Fiscal group, Insuranshares Corporation of Dela- 
ware held 5,000 shares of the preferred stock of Northern Fiscal 
Corporation, Ltd. This preferred stock of Northern Fiscal Corpo- 
ration, Ltd., held by Insuranshares Corporation of Delaware repre- 
sented an interest in a corporation which held, in turn, 78,260 shares 
or 28% of Insuranshares Corporation of Delaware’s common stock, 
$152,821 in cash, and various Canadian mining stocks of uncertain 
value.*?° At the conclusion of these transactions, the portfolio of 
Insuranshares Corporation of Delaware consisted only of its holdings 
of the preferred stock of Northern Fiscal Corporation, Ltd., which 
had no market, and certain other unmarketable blocks of securities 
of insurance companies and other companies which had _ been 
acquired by Insuranshares Corporation of Delaware from Insurance 
Equities Corporation during the period of the latter’s control and 
management of Insuranshares Corporation of Delaware. 

Thus, within a space of five years, from 1932 to 1937, the stock- 
holders of Insuranshares Corporation of Delaware suffered a loss of 
practically their entire investment in the company as the result of the 
transfer of its control to Insurance Equities Corporation and there- 
after to Northern Fiscal Corporation, Ltd. In each ease the new con- 
trolling interests paid for their control by the use of the investment 


#8 Wrancis Xavier Mancuso, a former judge of the Court of General Sessions of the 
County of New York, and Lorimer A. Davidson received $15,000 as “commissions” for 
effecting this transaction. (Id., Commission’s Hxhibit No. 89.) Upon the consummation of 
the transaction Messrs. Mancuso and Davidson received $7,500 in cash. (Id., at 791.) Two 
days after the closing of the contract on December 23, 1937, Messrs. Mancuso and Davidson 
received the balance in the form of a telegraphic postal money order. (Id., at 792.) Mr. 
Mancuso denied that there was anything unusual in this practice. He testified (id., at 
US) 2 

Q. Let me understand, when you say cash, do you mean dollars? 

A. Currency, actual cash. There were one-hundred-dollar bills—no, there were 
several five-hundred-dollar bills and one-hundred-dollar bills. 
Ae And the second seventy-five hundred dollars you got in a money order; ig 
that it? 

A. Western Union Telegraph Company. 

Q. Didn’t it seem strange to you, Judge, that you were being paid in cash and not 
by check; did you give these people a receipt for this seventy-five hundred dollars? 

A. I think we did. There was nothing strange. As a matter of fact, I understand 
that is the usual way brokers in those deals are paid, in cash. 

Q. By hundred-dollar bills? 

A. Five-hundred and one-hundred bills. 


However, when Mr. Mancuso received a commission from the same individuals for a 
subsequent transaction involving the acquisition of control of another investment company, 
he was paid by check. (See infra, p. 452, note 456.) This change in procedure did not, 
however, arouse Mr. Mancuso’s suspicions. 

#9 Op. cit. supra, note 1, Commission’s Exhibit No. 54. In addition, Northern Fiscal 
Corporation, Ltd., received an assignment of an oil and gas lease consisting of about 127 
acres on the G. Anderson survey in Texas. (Ibid.) 

430 See supra, pp. 445-6. 
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company’s own assets. Mr. Blair, when examined on that phase of the 
company’s history, testified: *4 


Q. And do the things that have transpired in the last couple of months kind 
of remind you of the things that transpired in that corporation in 19382? 

A. The only difference is in the size. 

Q. And the difference in the name; isn’t that so? 

AN, SUCSb 

Q. Instead of Northern Fiscal Corporation, Ltd., that you have now, all you 
nave to do is substitute the name Insurance Equities Corporation, and you have 
precisely the same picture in 1932. 

A, And other subordinate corporations that followed that. 


* *% % * % * * 


Q. The Northern Fiscal Corporation sold Insuranshares Corporation of Dela- 
ware only $500,000 of its own stock, and in 1982 Insurance Equities Corporation 
sold Insuranshares Corporation of Delaware $600,000 of its own stock. 

A. $650,000. 


* BS % % * * * 


Q. They made a loan to make the initial down payment on the contract and 
then they went in and sold Insurance Equities Corporation stock to Insuranshares 
Corporation of Delaware and paid off the loan with the bank; isn’t that so? 

A. They took out of the portfolio of Insuranshares Corporation of Delaware— 
they took out enough good securities to turn it over to the bank and gave them 
carte blanche to sell them and pay them. 

Q. In the case of the sale of control of Insuranshares Corporation of Dela- 
ware in 1938, there was an assignment to Robb-Morris-Solomont to sell enough 
securities to pay the $300,000? 

A. Yes. 


* ok % * * % 


Q. And you know that Insurance Equities Corporation which sold the insur- 
ance stocks to Insuranshares Corporation of Delaware—that Insurance Hquities 
Corporation was Cohen and Barnes; isn’t that so? 

A. Practically. 

Q. Now, that Insurance Equities Corporation corresponds to the Northern 
Fiscal Corporation, Ltd., which was the holding company that they organized 
specifically for the transaction ; isn’t that so? 

A. I think it was. 


On June 15, 1938, Insuranshares Corporation of Delaware was 
placed in receivership. *°? 


3. ACQUISITION OF CONTROL OF BOND AND SHARE 
TRADING CORPORATION 


After assisting Messrs. Solomont, Robb, and Morris in their acqui- 
sition of control of Insuranshares Corporation of Delaware, Francis 
X. Mancuso and Lorimer A. Davidson continued their activities as 
“finders” of investment companies on behalf of the Northern Fiscal 
group. These “finders” testified that they had sought, but without 

481 Op. cit. supra, note 1, at 1053-4, 1058-9, 1064. 

#2Qn June 15, 1938, a custodial receiver was appointed on the petition of a stockholder 


to protect the company’s assets against further depletion by the Northern Fiscal group. 
(The New York Times, June 16, 1988, p. 33.) 
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success, to interest Messrs. Morris, Robb, and Solomont in the pur- 
chase of Investors Syndicate of Minneapolis, Minnesota,**? and 
Utility Equities Corporation.*** However, in the early part of Jan- 
uary 1938, Messrs. Mancusco and Davidson recommended to the North- 
ern Fiscal @ group the purchase of control of Bond and Share Trading 
Corporation, an investment company of the general management 
type. 

Bond and Share Trading Corporation, incorporated in Nevada on 
July 20, 1982, had been sponsored by C. F. Coombs, Frank V. Erwin, 
and William A. Gutekunst.** The authorized capital structure of 
the company consisted of 200,000 shares of preferred stock with a 
$25 par value, 500,000 shares of Class A no par common stock, and 
500,000 shares Class B no par common stock. Although both Class A 
and Class B stock had voting rights, the Class A stock as a class was 
entitled to one and one-half times the number of votes of the out- 
standing B stock.**° 

Bond and Share Trading Corporation had raised a total of $435,475 
through the sale of its own securities.**7 Of this amount, $122,649 
had been returned to the stockholders by way of dividends and repur- 
chases by the investment company of its own outstanding securities 
so that the net capital contributed to the company was "$319,825 488 
As at January 1938 when negotiations were commenced on behalf 
of the Northern Fiscal group for the acquisition of control of Bond 
and Share Trading Corporation, the assets of the investment com- 
pany were $231,915,*°° and there were outstanding 2,292 shares of 
preferred stock, 71 661 shares of Class A common stock, and 302,400 
shares of Class B common stock,” 

On January 7, 1938 Mr. Gutekunst and his associates contracted 
to sell to Insuranshares Corporation of Delaware, which was con- 
trolled at this time by the Northern Fiscal group, 36,000 shares of 
Class A common stock and 302,400 shares of the Class B common 
stock of Bond and Share T vading Corporation for $153,500. The 
contract provided that the members of the old board of dir ectors 
would resign and that their places would be taken by nominees of the 
new management. 442 Tn addition, representatives of the new man- 
agement were to be given an opportunity during the period prior 
to the consummation of the contract to check the securities in the 
portfolio of Bond and Share Trading Corporation. 3 

Simultaneously, Mr. Gutekunst entered into a “separate agreement” 
with the Northern Fiscal group, which provided that, immediately 
upon the consummation of the contract for the sale of control of Bond 
and Share Trading Corporation, the new management was to sell 

483 Op, cit. supra, note 1, at 805-6, 814-20. 

417d., at 803-4, 823. 

45 Td., at 1117. Messrs. Coombs, Erwin, and Gutekunst had been associated with the 
United Founders Corporation group, Messrs. Coombs and Erwin in the capacity of sponsors. 
86 Moody’s Manual cf Invesiments. Banks, cte., 1937, at 2262. 

487 Op. cit. supra, note 1, Commission’s Exhibit No. 64. 
488 Tbid. 

439 Id., Commission’s Exhibit No. 103. 

40 Td., Commission’s Exhibit No. 102. 

#1 7d., Commission’s Exhibit No. 103. 


4422 Td., Commission’s Exhibit No. 102. 
443 Tbid. 
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to Mr. Gutekunst portfolio securities of that company valued at 
$131,000.**4 

On January 8, 1938, the closing date of the contract, Northern Fiscal 
Corporation, Ltd., the personal holding company of Messrs. Solomont, 
Robb, and Morris,‘** issued an uncertified check for $131,000 to the 
order of Insuranshares Corporation of Delaware.**® Insuranshares 
Corporation of Delaware endorsed the check over to Mr. Gutekunst 
in part payment for the control block of stock of Bond and Share 
Trading Corporation.*#*7 Although ostensibly this control block of 
stock of Bond and Share Trading Corporation was purchased on 
behalf of Insuranshares Corporation of Delaware, actually Northern 
Fiscal Corporation, Ltd. was the principal in this transaction and 
acquired the control block of stock of Bond and Share Trading 
Corporation.‘ 

As part of the same transaction,“ representatives of the Northern 
Fiscal group were elected, ‘just for purposes of the closing,” *° as 
directors of Bond and Share Trading Corporation to replace the old 
management.**t They immediately authorized the sale of $131,000 
worth of the liquid portfolio securities of Bond and Share Trading 
Corporation to Mr. Gutekunst,*°? pursuant to the “separate under- 
standing” entered into between the Northern Fiscal group and Mr. 
Gutekunst. Mr. Gutekunst paid for these securities by endorsing over 
to Bond and Share Trading Corporation the uncertified check of 
$131,000 which he and his associates had received in payment for their 
control block of stock in Bond and Share Trading Corporation.*® 


WEL, aye saat, 

445 See note 424, supra. 

46 Op. cit. supra, note 1, at 1127-1128. Mr. Gutekunst testified as follows with respect 
to the use of the uncertified check (id., at 1129): 

Q. I say, was the reason why you didn’t insist on certification of this check because 
you didn’t expect that you would hold onto the check very long? 

A. Well, I believe that there was a distinct possibility that we would be buying 
securities in view of the fact that in the Insuranshares of Delaware they insisted that 
the securities they sold were frozen and could not be liquidated otherwise. 

“77d, at 1128. In addition, $22,000 in cash was paid for the balance, of which $10,000 
was returned immediately to the corporation in payment for the purchase of stamps to 
cover the transfer. (Id., at 1130.) 

487Td., Commission’s Exhibit No. 52. 

“9 Mr. Gutekunst testified (id., at 1124): 

Q. Now had you received your check prior to your resignation ? 

A. Everything was more or less put on the table and they were going over the 
accounting—that is, the counting of securities and the inspection of the money, and 
the cash and checks and that sort of thing while this transaction period was on. 

40Td., at 1123. 

41 These directors, Richard J. McReady, Abraham C. Wolf, and John S. Mead, acted as 
directors for this one meeting held on January 8, 1938. (Id., at 1122-7.) Mr. Gutekunst 
testified (id., at 1131): 

Q. Were you at all suspicious at the time that this closing took place and these 
three men came out of nowhere and were supposed to go on the board for just the 
duration of a meeting? 

A. I didn’t like it, but it seemed to me that those things had happened before. It 
seemed to me that some time, a great many years ago, that I had been on the board 
for a very short time and I never could see the reason for it and don’t yet. I didn’t 
like it and so said. 

#21Td., Commission’s Exhibit No. 103. These shares included 21,000 shares of the 
Class A stock of St. Joe Consolidated Mines Company, 95,000 shares of the common stock of 
St. Joe Consolidated Mines Company, 14,300 shares of Gold Circle Consolidated Mines, 7,000 
shares Como Mines, 8,200 shares of Class A Hendrick Hudson Distilling Co., 3,400 shares of 
the common stock of Hendrick Hudson Distilling Co., 262 shares of Trembler Oil Co., 5,000 
shares of California Standard Gold Mines Corporation, and 9,000 shares of Salt Dome Oil 
Corporation. 

#3 7d., at 1128-30 and Commission’s Exhibit No. 103. 
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Asa result, the uncertified check of Northern Fiscal Corporation, Ltd., 
for the amount of $131,000 became part of the assets of Bond and Share 
Trading Corporation. In substance, therefore, Messrs. Erwin and 
Gutekunst received for their block of Bond and Share Trading Cor- 
poration Class A common stock and Class B common stock one-half 
of the portfolio securities in kind of the Bond and Share Trading 
Corporation, the investment company which they had sponsored, 
managed, and controlled. 

At the same time the new board of directors of Bond and Share 
Trading Corporation authorized the purchase of 1,750 shares of the 
preferred stock of Northern Fiscal Corporation, Ltd. from Insuran- 
shares Corporation of Delaware for $175,000.**# To meet this payment, 
Bond and Share Trading Corporation turned over the same chéck for 
$131,000 to Insuranshares Corporation of Delaware, together with a 
cash payment of $44,000, which it derived by liquidating some of its 
portfolio securities. Thus Bond and Share Trading Corpor ation held 
the 1,750 shares of the preferred stock of Northern Fiscal Corporation, 
Ltd., and Insuranshares Corporation of Delaware again held the 
uncertified check of Northern Fiscal Corporation, Ltd. for $131,000 
and also $44,000 in cash. 

On the same date, January 8, 1938, Insuranshares Corporation of 
Delaware transmitted the $175 000 to Northern Fiscal Corporation, 
Ltd., for the 36,000 shares of the Class A stock and 302 400 shares of 
the Class B stock of Bond and Share Tr ading Corporation which 
Insuranshares of Delaware acquired from Northern Fiscal Cor pora- 
tion, Litd.**° In this manner Northern Fiscal Corporation, Ltd. 
reward its own uncertified check for $131,000 and, in addition, 
$44,000 in cash. 

Northern Fiscal Corporation, Ltd. thus derived a profit of $22.009 
on the transactions, since $153,500 had originally been paid to Mr, 
Gutekunst and his associates for the control block of stock of Bond and 
Share Trading Corporation.**° 

Moreover, the Northern Fiscal group, which controlled Insuran- 
shares Corpor ation of Delaware, owning at this time the control block 
of stock of Bond and Share Trading Corporation, had acquired a 
second investment company without any expenditure of their own 
funds. This had been made possible in large measure through the 
vehicle of the uncertified check for $131,000 issued by Northern ‘Fiscal 
Corporation, Ltd., which never cleared through any bank, and which 
was ultimately returned to Northern Fiscal Corporation, Ltd. Mr. 

44Tq., Commission’s Exhibit No. 52 and Commission’s Hxhibit No. 103. 

455 Td., Commission’s Hxhibit No. 52. 

456 See supra, pp. 450-1. Messrs. Mancuso and Davidson received $5,000 as commissions 


for effecting the purchase of Bond and Share Trading Corporation. Mr. Mancuso testified 
(id., at 799-800) : 


ne Did ou get the $5,000 commission? 

* We asked for our commission and they told us—Morris told us to go 
to as oie: of Insuranshares. We went there and there was a check given to us 
for the sum of $5,000. 

Q. Drawn by whom ? 


A. Well, now, there were two names—signatures appearing 
Q. Was it an Insuranshares check? 

A. Alo: no; it was a Canadian bank check, that is my recollection. 
Q. Go on. 

A. My recollection is that it was signed by Morris and by Solomont. 
Q. Do you remember the name of Northern Fiscal on the check? 

A. I could not say with definiteness. 
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Gutekunst admitted, in view of this transaction, that he had erred 
in transferring control of Bond and Share Trading Corporation to 
the Northern Fiscal group. He testified : *°” 


Q. I asked you, in view of the circumstances that developed at the closing, 
in view of the fact that the check was not certified, in view of the fact that 
three new men were introduced at the closing and were stated to be there only 
for the purpose of that one meeting, and in view of the fact that there was 
no further explanation given, although you asked for it, and in view of the 
fact that the controlling system that you purchased from them out of the 
portfolio of Bond and Share Trading Corporation, and in view of the fact 
that the check was a Canadian check made out by Insuranshares and endorsed 
py them to you, did you think you did right in going ahead with the trans- 
action? 

A, It seemed so at the time. 

Q. Does it now? 

A. Of course, with the information we have on hand now, of course it doesn’t. 
It would seem quite the opposite. 


Bond and Share Trading Corporation held, as a result of the 
transactions, 1,750 shares of the preferred stock of Northern Fiscal 
Corporation, Ltd. in place of liquid portfolio securities valued at 
$175,000. This preferred stock of Northern Fiscal Corporation, Ltd., 
represented an interest in a company whose assets consisted practi- 
cally only of a minority block of the common stock of Insuranshares 
Corporation of Delaware. The substantial part of the assets of In- 
suranshares Corporation of Delaware consisted of its holdings of the 
control block of stock of Bond and Share Trading Corporation and 
3,250 shares of the preferred stock in Northern Fiscal Corporation, 
Ltd. It will be recalled that on June 15, 1938, Insuranshares Cor- 
poration of Delaware was placed in receivership.*** 


4. ACQUISITION OF CONTROL OF BURCO, INC. 


After the acquisition of control of Bond and Share Trading Cor- 
poration, the Northern Fiscal group in March 1938 directed their 
attention to the acquisition of control of Burco, Inc., an investment 
company of the general management type, organized by George H. 
Burr & Co. under the laws of Delaware on September 13, 1929. 

The capitalization of Burco, Inc. consisted of $3 cumulative pre- 
ferred stock entitled upon liquidation to $50 and a no par common 
stock which had the sole voting power.**® In September 1929 75,000 
shares of the preferred stock and 75,000 shares of the common stock 
were sold to the public, for proceeds to the investment company of 
$4¢500,000.4°° At the same time George H. Burr & Co., the sponsors 
of the company, purchased 1,000,000 shares of its common stock for 
$1,000,000.4% 


47 Td., at 11383. 

48 See note 432, supra. 

49 The preferred stock was entitled to one vote per Share in the event of default in 
payment of four successive quarterly dividend payments. (Id., Commission’s Exhibit No. 92, 
Pt. J [Exhibit A-1 at 3].) 

40 Td., Commission’s Exhibit No. 92, Pt. I (Exhibit B). 

461 Tbid, 
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Between 1929 and 1938, Burco, Inc. had returned to its security 
holders by way of repurchases and dividends a total of $3,207,398.4% 
As at March 1, 1988, therefore, the net capital contributed to the 
company was approximately $2,800,000. However, at that date the 
assets of the company had a market value of approximately 
$1,250,000, so that the company during this period of its opera- 
tions had suffered a realized and unrealized loss of approximately 
$1,000,000.4% 

As at March 1, 1938, Burco, Inc., had outstanding 29,745 shares of 
preferred stock entitled on any liquidation of the company to $50 per 
share or to an aggregate preference in.assets before the common-stock 
holders of $1,487,250. In addition, 94,405 shares of common stock 
were outstanding. The then $1,250,000 market value of the assets 
of the company was insufficient to meet the amount to which the pre- 
ferred stock was entitled on liquidation of the company—the preferred 
stock had an asset value of $42 per share and therefore was “under 
water”—and the common stock had a minus asset value.’ Before the 
common stock of the company could acquire any asset value the assets 
of the company would have had to increase by approximately 
$287,000. 

At this time, Carroll E. Gray, Jr. owned 36,000 shares, or approx- 
imately 38% of the outstanding common stock of Burco, Inc.*** He 
had acquired 6,000 shares in the open market for a total of $18,000. 
The balance of 30,000 shares he had purchased in 1982 from George 
H. Burr for a total of $140,000.*°¢ 

George H. Burr had been a partner in the investment banking 
firm of George H. Burr & Co. which had sponsored Burco, Inc. On 
January 1, 1933 this firm was dissolved and its good will was suc- 
ceeded to by Burr & Company, Inc., a Delaware Corporation,‘ 
which was organized by Carroll E. Gray, Jr. in February 1933.** 
George H. Burr remained associated with this new firm of Burr & 
Company, Inc.*° 

Carroll E. Gray, Jr. became president and a director of Burco, 
Inc.“”° In March 1938, Mr. Gray and his associates *** controlled the 


462 Td., Commission’s Exhibit No. 64. However, the stockholders who had resold their 
shares to the company had suffered substantial losses. Mr. Carroll E. Gray, Jr., who 
became president of Burco, Inc., in 1938, testified (id., at 897-8) : 


Q. That preferred stock, when it was retired had been repurchased at substantial 
discounts? 

A. Yes; below its liquidating value. 

Q. So, although part of the money was returned to the public in the form of 

- repurchases of preferred stock, the public had taken a licking on that preferred stock 

because it may have been repurchased from persons who bought it at par originally 
and were having it bought back for them at less than par; is that so? 

A. Yes; the stock was bought on the New York Curb Hxchange. 


463 Td., at 850, and Commission’s Exhibit No. 64. 

464 Td., at 859-60. In addition he held approximately 250 shares of the preferred stock 
of Bureo, Ine. (Id., at 865.) 

465 Td., at 845, 891. 

466 Td., at 843, 845. 


#7Td., Commission’s Exhibit No. 92, Part I at 8. 
4688 Td., at 842. 


469 Thid. 

400 Td., Commission’s Exhibit No. 92, Pt. I. 

41 Two of the five directors of Burco, Inc., were associates of Mr. Gray—George H. 
Burr, of Burr & Company, Inc., and R. P. Buell, of the law firm of Graham, McMahan, 
Buell & Knox, attorneys for Burco, Inc., and Burr & Company. (Id., at 861.) 
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company,*"? despite the fact that Mr. Gray held only a minority 
stock interest in Burco, Inc. 

In January 1938, when the Northern Fiscal group commenced 
negotiations with Mr. Gray for the acquisition of control of Burco, 
Inc.,7° the market value of the assets of the company was “a little 
under a million dollars.” Thus there were not sufficient assets avail- 
able to cover the preferential value of the preferred stock ** and 
the common stock had a minus asset value. As a consequence, all 
of the assets of the company at this time, in theory, at least, “be- 
longed” to the preferred stockholders of Bureo, Inc. Had Burco, 
Inc. been liquidated at that time, the preferred stockholders would 
have received all of the company’s assets and the 36,000 shares of 
the common stock of Burco, Inc. held by Mr. Gray would have 
received no part of the assets. is 

Nevertheless, despite the fact that the common stock held by Mr. 
Gray then represented no ownership interest in any of the assets 
of Burco, Inc., his possession of the largest single block of the common 
stock gave him the power to prevent the preferred stockholders from 
liquidating the company and obtaining their aliquot interest in the 
assets of the company; and enabled Mr. Gray to transfer the control 
of the funds, which substantially “belonged” to the preferred stock- 
holders, to others without the prior knowledge or consent of these 
senior security holders. As had been indicated, the preferred stock- 
holders, since they had no voting power at that time, were powerless to 
reach their assets by dissolving the company.**? This power resided 
solely in the common stock in which, as has been stated, Mr. Gray had 
the largest single interest. Moreover, Mr. Gray and the other common 
stock holders who, because of their voting power, controlled the man- 
agement of the company had been enabled to “speculate,” 47° as is the 
case of every investment company with senior securities, with the 


427d, at 880. 

478 Td., at 859. 

#4 See supra for analysis of value of preferred stock on liquidation when the market 
yalue of the assets of the company was $1,250,000. 

“© ven if the preferred stockholders had possessed the power to vote they would have 
been unable to compel a dissolution of their company. The Delaware Corporation law, 
under which Burco, Inc., was incorporated, required the consent of the holders of two- 
thirds of the voting stock to a dissolution of a corporation. (Del. Rev. Code, 1915, ch. 65, 
Sec, 39.) In January 1938 there were outstanding 29,745 shares of the preferred stock and 
94,405 shares of the common stock of Bureo, Ine. Since the common stock had no asset 
yalue, it would seem improbable that any large number of the holders of such stock would 
have consented to a dissolution of the company. 

4 Mr. Gray testified as follows with respect to the investment policy pursued by him in 
ihe management of the company’s assets (op. cit. supra, note 1, at 870): 


Q. You had operated that trust generally as a diversified management company, is 
not that so? 

A. It had been operated as a trade corporation. 

Q. You did not go into what we eall special situations, did you? 

A. Very seldom. 

Q. You had marketable securities, and by trading corporation you mean, as counter- 
distinguished possibly from long-term investment, you were interested in trading 
profits as counter-distinguished from the long pull? 

A. The policy of the corporation was to operate in trading profits, constant swings 
in the portfolio. 

). That, of course, entailed having listed securities, is not that so, or securities 
with a fairly active 

A. Securities that could be bought or sold. 

Q. Securities—— 
A. Yes; over-the-counter securities or listed securities. 

Q. Tt involves over-the-counter securities which had pretty active over-the-counter 
market ? 

A. In most instances, yes. 
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funds contributed to the enterprise by the preferred stockholders 
without accountability to them for losses. In essence, the common 
stockholders had been empowered to operate Burco, Inc. as a “margin 
account,” the “margin” being supplied by the funds of the preferred 
stockholders. Mr. Gray, when examined on this aspect of the capital 
structure of Burco, Inc., testified : *7” 


Q. When you sat there with the common stock and the public was in the pre. 
ferred stock and the balance of the common—I am just addressing myself to the 
preferred stockholders, I just want to find out what a preferred stock really ig, 
aside from its theoretical attributes—the effect of that is that you were speculat- 
ing with the public’s money. Is that not so? 

A. In what manner? 

Q. Well, in this manner: When you come to analyze what the preferred stock 
really is and try to analogize to a margin account, the preferred stock is really 
in the position of a broker [in] that he is putting up the fund with which the 
common-stock holder speculates; is not that so? 

A. That is so in any business. 

Q. I am not unmindful of that. 

A. Your premise is correct. 

Q. That is right, so that capital structure which has Senior securities in it is 
nothing more nor less than a margin account for the common stockholders; ig 
not that so? 

A. No; I would not put it in those terms. 

Q. Well, you are not squeamish about the term “margin account’? They are 
even recognized by Regulation T, Mr. Gray. 

A. I will say that the preferred stockholder put his money in any corporation 
with the knowledge that the common stockholder is going to manage the cor- 
poration. 

Q. Well, no; but I am not talking about managing the corporation. ‘The pre- 
ferred stockholder puts up the money ; is not that so? 

A. Correct. 

Q. He has got a ceiling on what his return can be, he cannot get more than $50 
on liquidation, no matter what the assets of the company are. 

A. That is correct. 

Q. He cannot get more than a fixed percentage of the income, is not that so? 

A. That is correct. 

Q. That is similar to a broker putting up margin for an account of his. The 
only thing he can get is his money back. 

A. Yes. 

Q. And his interest on the amount of money he loans to the customer, is not 
that so? 

A. Yes. 

Q. So the money contributed by the preferred stockholder in that respect, I 
say, was like the margin supplied by a brokerage firm to a fellow who is going 
to trade in common stock, is not that so? That is what you were doing? 

A. No; Ido not think so. You are drawing an analogy between floating capital 
and fixed capital. 

Q. Well, if anything, the analogy is stronger because if that was a margin 
account when your account was under water, you would have gotten a tele- 
phone call to put up more margin. 

A. That is correct. 


ATTN A at SiO: 
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Q. But in this case you did not even have to put up more money even 
though preferred stock was under water; is that so? 

A. Correct. 

Q. So, if anything, this analogy was stronger. You were speculating, and 
J am not being critical of that, just analyzing what the situation is in an 
investment trust that has senior securities. The fact of the matter is that 
you had better than a margin account because there was no broker to call 
you on the phone to say, “Mr. Gray, you are under water, put. up more money.” 

A, Correct. 


The preferred stockholders of Burco, Inc. may have purchased their 
securities to obtain a preference in the company’s earnings and 
in its assets upon its dissolution. However, at the time when the 
preferential rights of the preferred stockholders became of impor- 
tance—that is, after the company had sustained such losses as to make 
its assets insufficient to meet the liquidating preference of the pre- 
ferred stockholders who were then the substantial “owners” of all 
the assets—the preferred stockholders were powerless to realize such 
references. At this point the common stockholders whose shares 
were without asset value and who had the sole power to dissolve 
the company had a pecuniary interest in preserving the existence of 
the company possibly adverse to that of the preferred stockholders. 
Mr. Gray, when examined with reference to the illusory nature of 
the preferential rights of the preferred stockholders of Burco, Inc., 
testified as follows: 478 


Q. You know sometimes I wonder what a bond or preferred stock means 
in the investment trust industry. Usually the justification for the issuance 
or rationale or raison d’etre for a bond or preferred stock is that the investor 
ig interested primarily in the safety of his principal, and he just wants a 
moderate return. Is not that so? That is the underlying philosophy of a 
senior security. The investor does not want to gamble, does not want to sub- 
ject his money to any risk. All he jwants to be sure of is when the time 
comes when he can get his money back, that he is going to get it, and, 
therefore, he does not want a big cut in the profits. He is satisfied with a 
moderate return of 5% or 6%. 

A. He wants his principal intact. 

Q. His principal intact, that is the thing that is bothering him. He just 
wants a reasonable return. It is the fellow who has the common stock, 
who is willing to take the longer shot and speculate, and get the greatest 
appreciation, if there is going to be an appreciation. Is not that so? 

A, Yes; correct. 

Q. While the company is healthy, and there is no pathological condition, 
and there is enough money to cover the preferred stock, then of course, he 
does not have to be worried about his principal. Is not that so? 

A. That is correct. 

Q. The only time his preferential position means anything to him is when the 
company has not sufficient assets, or just enough to pay the preferred stock. 
When the company is going broke, or has not sufficient money, there his prefer- 
ence is Supposed to mean something. Is not that so? 

A, That, not alone, can be applied to the assets, because a great many preferred 
stocks rely to a great degree on earning power. j 


“8Td,, at 871-6. 
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Q. On earning power. I assume that the sales point for selling preferreg 
stock, or the thing that motivates people in buying preferred and other senioy 
securities as counter distinguished from common stock, is, “This is my life earp. 
ings. I do not want to shoot crap with this. I want to make sure my principa} 
comes back to me, and therefore I am willing to take a moderate rate.” Is not 
that so? 


A. Yes; as a result of earning power. 
ae % * * * +8 * 


Q. Of earning power? 
A. Coupled with principal. 
* * * * * 3 * 


Q. So, during the normal course of the history of the corporation or the 
investment trust, if they have enough money to cover the preferred, and haye 
something for the common, then this preference does not mean anything. The 
only thing this preference means is, he is getting less income than the common. 
stock holders. 

A. That is correct. 

Q. The time that his preferred position is vital is when there is not enough 
money to pay common stockholders anything; the preferred stockholder becomes 
eoncerned then as to whether his preference is going to mean anything. Is not 
that so? 

A. That is correct. 

Q. That was the situation at the time you carried on the negotiations for the 
sale of your common stock. Is not that so? 

A. Correct. 

Q. The common stock theoretically, if there was a liquidation, had no value 
at all, and here was the fellow who had the preferred stock, who was sitting with 
his preferred stock, taking, shall I say, less income than the common stock? 
Had you been paying dividend on your common stock all along? 

A. In 1986. 

Q. * * * JT may be making less than the common stockholders, but when 
the judgment day comes and there is not enough money to pay the common 
stocks and preferred stocks, then at least I feel I am going to get my principal 
back; is not that so? 

A. Correct. 

* * * ac a * * 

Q. If his preferred stock meant anything at all to him at any time, that is the 

time it meant something to him? 


A. Not any more than any other time. 
* * * * Es * * 


Q. You do not deny that if at that time there was a liquidation he would 
get every dollar of the money? 

A. That is correct. 

Q. And the common stockholder would get nothing? 


‘A. That is correct. 
# * * * * * * 


Q. You do not deny, Mr. Gray, that if you decided that you thought the trust 
should be liquidated at that time that you, with your block of stock, would have 
had that trust liquidated and turned the assets over to the preferred? 

A. I did not think it should be liquidated at that time or any other time. 

Q. I am not saying that. I am just propounding a hypothetical question, 
Your block of stock would have played a material part in any attempt to liqui. 
date. Is not that so? 

A. That is correct. 
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Mr. Gray conceded in his testimony that as the president and a 
director of Burco, Inc. and as its principal common stockholder he 
“owed a duty” to protect the interests of the preferred stockholders of 
Burco, Ine. 

In January 1938 Lansing MacVickar first approached Mr. Gray to 
determine whether he would sell his 36,000 shares of the common stock 
of Bureo, Inc.“ Although Mr. Gray refused to accept the offers of 
Mr. MeVickar at this time on the ground that he “was not dealing with 
principals, and, secondly, the price was not high enough,” 4*° he tes- 
tified *** that he found no difficulty in selling his common stock in 
Burco, Inc., which carried with it virtual control of the company, 
whose assets “belonged” to the preferred stockholders. 


Q. You had no feeling about selling your block of stock, no difficulty with that 
aspect, Just a matter of price and whom you were dealing with? 
A. Correct. 


Subsequently, Mr. MacVickar represented that his principals in 
this transaction were Messrs. Morris and Robb.‘*? Mr. Gray agreed 
fo carry on negotiations with these persons, having determined that 
Messrs. Morris and Robb were Boston attorneys with “a good reputa- 
tion” and that their associate Mr. Solomont was “counsel for Paine, 
Webber & Company.” ** On February 28, 1938, Mr. Gray con- 
tracted to sell to Mr. Robb his block of 36,000 shares of the common 
stock of Burco, Inc. for $9 a share, or a total of $340,000.48 The 
purchase price exceeded the market value of the shares sold by ap- 
proximately $286,000.4*° The substantial disparity between the pur- 
chase price of this minority block of stock in Burco, Ine. and the 
asset value and the market value of such stock evidently did not impel 
Mr. Gray to investigate fully the course of action that Messrs. Robb, 
Morris, and Solomont intended to pursue with respect to the use 
of the assets of Burco, Inc. That Mr. Gray’s suspicions were aroused 
may be evident from his following testimony :*°° 


* * * I then asked them what they wanted of the investment trust. They 
suid they had varied interests in varied companies, that they felt inflation was 
coming, wished to underwrite securities and they had the funds available to 
buy this trust. 


Nevertheless, Mr. Gray made no attempt to verify, by investiga- 
tion, the financial resources of Messrs. Robb, Morris, and Solomont.‘%? 
As has been stated, he relied primarily on their “good reputation” 
as Boston attorneys. 

Although Mr. Gray was disposing only of a minority block of the 
common stock of Bureo, Inc., he agreed, without consulting the 
majority common stockholders whose vote had elected the existing 


49Td,, at 851. 

s0Td., at 859. 

41 Thid. 

42Td,, at 862, 

481d, at 868. 

4tTd,, Commission’s Exhibit No. 91. 

“The market value of Burco, Inc. common stock was approximately $1.50 per share. 
(Id, at 865.) 

6Td., at 863. 

TTd,, at 863. 
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directors at their previous annual meeting,*** to place Messrs. Robb, 
Morris, and Solomont in control of the company by delivering to 
them all of its offices and directorships. Mr. Gray testified: *%° 


Q. Was it made a condition to the purchase of the stock from you that every- 
body on the board would get off? 

A. Not in the contract. 

Q. But that was the talk? 

A. General understanding. 

Q. And pursuant to that understanding that is what happened; is not that so? 

A. That is correct. I might add provided the new directors were satisfactory 
to us. 

Q. Well, let me ask you this: Suppose that you put Leonard and Shearer 
on and two days later Leonard and Shearer resigned and that put two other 
people on. There was nothing you could do about it? 

A. Nothing on earth. 

Q. Nothing on earth? That was a possibility, you knew that. Is not that so? 

A. Always. 

R * 8 a % % * 

Q. * * * Now when does the annual meeting of Burco, Inc., take place? 

A. Usually in either November or December. The fiscal year ends Sep- 
tember 380th. 

Q. Had the annual meeting already been held? 

A. Prior to 

Q. Just a short time before. 

A. Several months. 

* * 2 * ae * * 


Q. And those stockholders had voted for you and the rest of the directors? 

A. Correct. 

Q. Were satisfied to have you handle their money? 

A. Correct. 

Q. For another year, at least; is not that so? 

A. Correct. 

Q. * * * The old Board could not be put out by the stockholders and a 
new Board put in except at an annual meeting, is not that so? 

A. Unless directors resigned. 

Q. Unless directors resigned and that “unless directors resigned,” Mr. Gray, 
was to cover the contingency if a vacancy occurred through Sickness or 
resignation, et cetera; is not that so? 

A. Or unless they did not wish in their own disposition to resign. 

Q. And do you honestly assert that it was really intended to cover a situa- 
tion where the directors were going to bodily pass over control to somebody 
else, and the procedure just took the form of one resigning, electing a new 
one, and another resigning electing a new one? 

A. I think that is a general proctice. 


488 The general corporation law of Delaware permits directors to resign and to elect their 
successors between annual meetings of the stockholders (Del. Rey. Code, 1935, Ch. 65, Sec, 
30). However, some courts have held that a contract by which minority stockholders agree 
to transfer to the purchasers of their stock control of the directorate or a participation 
in the management of the company whose shares are sold is unenforceable as against public 
policy. Fennessy v. Ross, 90 Hun. 298, 35 N. Y. Supp. 868 (1895) ; id., 5 App. Div. 342, 
39 N. Y. Supp. 323 (App. Div. Ist Dept. 1896) ; ef. McClure v. Law, 161 N. Y. 78, 55 N.E 
889 (1899). 

489 Op. cit. supra, note 1, at 886-8. 
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Q. That is a general practice. Is that what you thought the articles of 
jncorporation or bylaws meant when they stated that if there was a vacancy, 
the Board could fill the vacancy; is that right? 

A. I was guided by my attorneys in that action, as I was when I bought the 
stock originally. 

In essence, Mr. Gray was transferring the funds of the preferred 
stockholders of Burco, Inc., to the control of the Northern Fiscal 
croup. Despite his conceded fiduciary relationship to the preferred 
stockholders, Mr. Gray took no steps to inform them or the majority 
ecommmon stockholders of his intention to transfer control of their 
funds to others, nor did he inform these stockholders of the per- 
sonnel of the new management. Mr. Gray testified that he consid- 
ered such a procedure “utopian” : 4°° 

Q. You made no public announcement before you did it? 

A. None. 

Q. You did not send out any letters to the preferred stockholders that you 
contemplated doing it? 

A. No. 

Q. You did not send out any notices to the other common stockholders that 
you contemplated doing it? 

A. None. 

* * * * * * * 

Q. Yet you felt you owed no duty, or that it would have been, shall I say, 
well, the new thing to do, to say “Mr. Preferred Stockholder, I managed your 
money. I hold the common stock. I have been trading in securities on your 
money. For reasons best known to myself I would like to turn over the man- 
agement of this company to somebody else.” What do you think about it? 

A. I think it is utopian. 

Q. You think it is utopian, and why? Because it is decent? 

A. Can you cite a case, a similar case in corporate history? 

Q. Well, by utopian you do not mean it was an impossibility. You mean 
had never been done before to your knowledge? 

A. Correct. 

Q. * * * Jt was not physically impossible for you to do it? 

A, Not physically impossible. 

Q. You mean the mores and ethics, in your analysis of corporate and invest- 
ment trust finance, is such that it is utopian to tell the people whose money 
you are controlling that you contemplate turning over the control of their 
money to somebody else? 

A. No; I did not say that. I said that when you purchase an interest in a 
company with cash and administer it to the best of your ability, it is per- 
fectly proper that you should sell it. 


Furthermore, although Mr. Gray was aware of the fact that the 
investment policies of Burco, Inc. could be easily changed by the new 
controlling interests,’*' he accepted only the oral assurances of Messrs. 
Robb, Morris, and Solomont that the company’s existing’ policy of 
“m-and-out trading” in securities which had been inaugurated in 


i 


40Td., at 876, 881-2. 
4'Dhe Certificate of Incorporation of Burco, Inc. contained no restrictions on the 
investments which the management might make. (Id., Commission’s Exhibit No. 92, Part I, 


Exhibit A.) 
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1933 by Mr. Gray himself would be continued.*?? Mr. Gray did not 
condition the sale of his stock upon the maintenance of the company’s 
existing investment policy. Nor did he insist on remaining as a 
director of the company in order to observe the investment activities 
of the new group for the protection of the company’s preferred stock- 
holders. Mr. Gray testified: ¢% 


Q. Let me ask you this question, Mr. Gray—an investment trust is a peculiar 
kind of corporation in this respect, is it not—it is cash, is it not? 

A. Or the equivalent. 

Q. Or the equivalent. It is not like a steel company, where you sell the 
fellow bricks and mortars and if he wanted to walk off with the plant he might 
have some difficulty, although listening to:some of this testimony possibly not, 
I do not know. But from the very nature of an investment trust—its assets 
being liquid, either cash or marketable securities—the chances for embezzle- 
ment, larceny, or conversion are greater in that type of situation than it is 
with a steel company, is not that so? 

A. That is correct. 

Q. Another thing is the mobile nature of the business of an investment trust, 
the fellow in the steel business cannot over night make up his mind to go into 
the fish business; is not that so? 

A. Correct. 

Q. So that a stockholder in a steel company has some assurance, for a little 
while, at least, even if the control passes, that he is going to be in the steel 
business and not any other kind of business; is not that so? 

A. Correct. 

Q. That is not true of investment trust? 

A. No. 

Q. You can have marketable securities one day and the next day you find 
out you are in the oil business down in Venezuela? 

A. Correct. 
Q. You were conscious of all these things? 

A. Certainly, 
Q. Those attributes of an investment trust? 
A. Certainly. 

Q. Now, even not taking the extreme case, you can visualize Situations, can 
you not, where persons might want to be interested in a trading corporation 
because they did not believe in long-term investments, but believed in quick 
profits, in-and-out trading? 

A. That is correct. 

Q. You could change the fundamental nature of that business over night by 
changing from a trading corporation to a diversified long-pull investment 
company? 

A. That is correct. 

Q. Now a person who bought the stock in reliance on that fact that he was 
buying into a trading corporation, if control was to pass, do you think any 
duty was owed to him to apprise him of that fact before the fundamental nature 
of the business of the investment trust was to be changed? 

A. If you knew it, yes. 


#2 Td., at 893-5. Prior to 19338, Mr. Gray testified, the “trust was run as an investing 
corporation that bought shares of stock in corporations and sat tight with very litile 
trading”. (Id., at 894.) 

#8 Td., at 882-5, 
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Q. If you knew it; but you are also conscious of the fact that in connection 
with investment trusts * * * there was no impediment at all to such a 
change, was there? 

A. None; no. 

* * * * * % * 

Q. Did you consider that that was a matter of consequence? You had run 
jit as a trading corporation. People bought the securities in reliance that it 
was a trading corporation. Is not that so? They may have? 

A. They may have; yes. 

@. And people may have retained their stock in reliance that they were still 
going to be in a trading corporation. Is not that so? 

A. That is right. 

Q. You would not say, Mr. Gray, that if you were going to change the funda- 
mental nature of the investment trust that the stockholders should not be 
considered on that question? : 

A. They should be. 

@. However, when it came to the question of transferring the power to 
change the fundamental nature, then you say that is “utopian”? Is that right? 

A. Correct. 

Q. Now, did you get any written provision in the agreement to the effect that 
they would maintain the Same policy, Mr. Gray? 

ASNOo: i 

Q. One of the finest checks on whether the investment policy was to be con- 
tinued would be to have somebody on the board of directors. Is not that so? 

A. That is correct. : 

Q. Did you ask for somebody on the board? 

A. I did not. 


The closing date of the contract of the sale of Mr. Gray’s stock to 
Messrs. Robb, Solomont, and Morris was fixed for March 3, 1938.49 
Prior to that date, Mr. Solomont had, as in the previous instances, 
arranged with Paine, Webber & Co. to have that firm advance the 
funds necessary to effect this transaction.*?® Paine, Webber & Co.. 
however, was only willing to advance $290,000 to be secured by a list 
of stocks submitted to it by Mr. Solomont.*®? The securities con- 
tained in the list were the portfolio securities of Burco, Inc. 

The contract price for the control block of stock of Burco, Inc., 
however, was $340,000. To make up the difference, Mr. Robb gave 
Paine, Webber & Co. a certified check for $50,000 and that firm ar- 
ranged to have the Guaranty Trust Company of New York issue a 
cashier’s check for $340,000,4°7 payable either to S. Leo Solomont or 
to Graham, McMahon, Buell, and Knox, Mr. Gray’s attorneys.‘ 

Between March 1 and March 3, 1938, members of the Northern 
Fiscal group had checked the portfolio securities of Burco, Inc.** 
which were held by Commercial Trust Company of New Jersey under 

*£Td., Commission’s Exhibit No. 91. 

“5 Td., at 872, 379-80. 

“6 Td., at 379-80. 

*“Tbid. Paine, Webber & Co. drew its check for $340,000 to the Guaranty Trust Com- 
pany (id., Commission’s Exhibit No. 57) and then that bank drew a cashier’s check made 
payable to Messrs. Solomont or Graham, McMahon, Buell, or Knox. (Id., Commission’s 
Exhibit No. 58.) This check took the form of a cashier’s check to compiy with the condition 
in the sales contract. (Id., Commission’s Exhibit No. 91.) 


48 Td., Commission’s Exhibit No. 58. 
49 Td., at 868, 895. 
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a custodian agreement.°°? In order that these securities, which had 
been held in the name of Mr. Gray, might “be handled” by the new 
management, they were endorsed in blank.®°* 

On March 3, 1938, the closing date of the contract, the Northern 
Fiscal group turned over the cashier’s check for $340,000 to Mr, 
Gray’s attorneys and received the 36,000 shares of stock of Burco, 
Inc.*° The old directors of Burco, Inc. thereupon resigned and 
their places were taken by nominees of the new management.” 


500 Td., at 868. 


CHE NGL, Bue SOB, 
52 1d., at 869. 


503 The new directors consisted of Americus J. Leonard, John B. Shearer, and George A. 
Becker, associates of Howard Hansell (id., at 666, 677, 698, 732-3), Arthur Quint, and 
Ralph H. Robb, associates of Mr. Solomont (id., at 683). Messrs. Shearer and Leonard 
had been invited by Howard Hansell to be members of the board of Burco, Inc., a few 
days prior to the consummation of the restrictions for the purchase of the control block 
of stock of Burco, Inc. (id., at 670-1, 677, 733-4). 

Mr. Leonard testified as follows with respect to the manner in which he was invited on 
the Board of Burco, Ine. (id., at 670-3) : 


@. Who is the first one who spoke to you about it? 

A. Hansell. 

% * * * % * * 

Q. When was that? 

A. He called me up on that morning and asked me if he met me at the Bankers 
Club would I buy him a lunch on Saturday, February 26th. 

Ee * ES * * * * 

Q. You sat down, I assume you had lunch, and then you started to talk, is that it? 

A. Discussed some of the mining matters first. 

Q. Then after you discussed the mining matters, the conversation veered around 
to Burco, Ine. ? 

A. Right. 

Q. What did he say to you? 

A. He said, “Three lawyer friends of mine in Beston,’’ he named them, one of them 
was Paine, Webber’s attorney, were buying control of Burco, Inc. Then I asked him 
what Bureo was. He said they: were forming a direetorate and asked if I would-be 
willing to go in there as a director and as president. I told him I was open-minded, 
wanted to know more about it, and he asked what I was doing later in the afternoon, 

Q. Now, you say he mentioned the names of three lawyers, one of whom was the 
attorney for Paine, Webber? 

A. Leo Solomont, Thomas Morris, Ralph Robb. 

Q. Did you ask him where they were going to get the money to buy the controlling 
stock of Burco? h , 

A. He made the statement they were buying it with their own money. 

aK, * Eo %* co * * 

Q. Just asking you whether you would be interested in becoming president of Burco 
after these three lawyers with their own money bought control of the corporation, is 
that it? 

A. Right. 

* * * * * * x 
2. * * * You said you never heard of Burco except that you possibly may have 
read its name in the newspapers? 

AN, Winare Ws iielng 8 eB, 

Mr. John B. Shearer testified as follows with respect to the manner in which he was 
invited to be a member of the Board of Burco, Inc. (id., at 733-5) : 

Q. Now, coming down to the Burco transaction, when is the first time you were 
contacted in connection with that corporation? : 

A. The Sunday, I think it was the 27th of March, if I remember—the 27th of 
February. 

Q. 1938? 

A. 19388. 

Q. Who called you? 

A. Originally, Mr. Naphen. 

Q. Mr. Naphen? 

A. Yes. 

Q. What did he say to you? ' 

A. He said that, “Howard Hansell, whom you know, would like to meet you and 
talk about becoming a director of Burco.” 

* * +k * * % % 


Q. Did you ask him what Burco was? ‘ 

A. He said it was an investment trust that a group of men in Boston were buying 
control of. 

* * % % * * x 

Q. You met Mr. Hansell and what did he say to you and what did you say to him? 

A. He said a group of men were figuring on buying control of the Burco company, 
which was a small investment trust, and that they were contemplating after they 
‘bought it making an investment in Delta Oil stock of which I had been a director. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 465 


These new directors immediately voted to purchase on behalf of 
Burco, Inc., in accordance with a preconceived plan,°°* 325,000 shares 
of Delta Oil Company, Ltd. common stock and 25,000 shares of 
Insuranshares Corporation of Delaware common stock from Howard 
F. Hansell, Jr. for $750,000. Ralph H. Robb, the treasurer of Burco, 
Inc., was authorized to transfer to Mr. Hansell or his nominee port- 
folio securities of Burco, Inc. which were to be sold in order to 
realize the $750,000 necessary to pay for the Delta Oil Company, Ltd. 
and Insuranshares Corporation of Delaware stocks. The unsold 
securities were to be returned to Burco, Inc.®? Mr. Hansell executed 
an assignment of the securities to Messrs. Solomont and Robb.°% 
The securities were thereupon removed from the vault of Burco, 
Inc. and turned over to Paine, Webber & Co. in the name of Ralph 
Robb and S. Leo Solomont, “Burco A/C.”*°? Paine, Webber & Co. 
immediately liquidated a sufficient number of these securities to 
satisfy the advance of $290,000 which it had made to the Northern 
Fiscal group and which had been used by that group to acquire con- 
trol of Burco, Inc.°°* The unsold securities were subsequently re- 
turned by Paine, Webber & Co., not to Solomont and Robb, but to 
Burco, Inc., which turned them over to Howard F. Hansell, Jr., in 
satisfaction of the purchase price of the stock of Delta Oil Com- 
pany, Litd., and Insuranshares Corporation of Delaware.°” 

To sum up these transactions, the Northern Fiscal group borrowed 


$290,000 from Paine, Webber & Co. which, with $50,000 of their own 


funds, was paid over to Carroll E. Gray, Jr., in consideration of the 
sale by him of a minority block of the common stock of Burco, Inc., 
and his agreement to turn over control of the board of directors of 
Burco, Ine. to the Northern Fiscal group. The Northern Fiscal group 


50f Mr. Leonard testified (id., at 687-8) : 

Q. You said Hansell spoke to you on the 26th of February. We are now up to 
March 3rd. Had Mr. Hansell communicated with you in this interim? 

* * * * * * * 

A. March 2nd. Robb made the statement that Hansell—Robb made the statement, 
“We are going to make the purchase of Delta Oil stock” and mentioned the amount, 
number of shares, number of shares of Insuranshares, total amount of $750,000. 
This was the 

Q. This was the 2nd, before the deal was closed, that is, before the controlling stock 
in Burco had been acquired, Mr. Robb made the statement that ‘after we acquired 
couttol ot Bureo, Bureo is going to buy Delta Oil and Insuranshares Corp. stock”; 
is that it? 

A. I do not know whether he said after—‘‘We are going to acquire this.’’ 

Q. “We are going to acquire it.’ The only time he eould have acquired it is after 
he bought control? 

A. Naturally. ' 

Q. On March 2nd you were told, that is, before you assumed the presidency of 
Burco 

A. Right. 

Q. You were told after the three lawyers acquired control of Burco, Inc., and after 
you became president, it was contemplated Bureo was to buy a big block of Delta Oil 
stock and Insuranshares Corp. stock which would aggregate how many dollars? 

A. $750,000. 

See also testimony of Mr. Shearer quoted in note 5038, supra. 

805 Td., Commission’s Exhibits Nos. 81 and 82. 

506 Td., Commission’s Exhibit No. 55. 

57 Td., Commission’s Exhibit No. 59. 

508 Td., Commission’s Hxhibit Nos. 59, 81, 82 (List A). 

Paine, Webber & Co. were slow in liquidating the portfolio securities of Burco, Inc., 


held in the joint account of Messrs. Solomont and Robb and had only liquidated securities 


valued at $400,000. (Id., at 708-12.) By March 15, 1938, there was approximately $210,000 
as part of the commitment of $750,000 due Howard F. Hansell, Jr., from Burco, Ine. (I4., 
at 718.) The new management accordingly arranged for the return of the balance of the 
securities in the Solomont and Robb account held by Paine, Webber & Co. to Burco, Inc. 
(id, at 713-4), and on March 17 the board turned over a portion of these securities to 
satisfy the balance of the commitment due to Howard F. Hansell, Jr. (1d., at 718-20.) 
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then liquidated virtually the entire portfolio of securities of Burco, 
Inc. in order to (a) repay Paine, Webber & Co.’s advance of $290, 
000, and’ (b) to purchase blocks of the common stock of Delta Oil 
Company, Ltd., and Insuranshares Corporation of Delaware from 
Howard F. Hansell, Jr., a member of the Northern Viscal group.™™ 

Thus the substantial portion of the funds used by the Northern 
Fiscal group to acquire control of Burco, Inc. had been derived from 
that company’s own assets at the expense of its preferred stock- 
holders. On the other hand, Carroll E. Gray, Jr., the principal com- 
mon stockholder of Burco, Inc., had been paid $290,000 of its assets, 
which in theory belonged to the preferred stockholders of Burco, Ine. 
for the transfer of his negative asset value common stock in that 
company to the Northern Fiscal group. 

Further, the transaction effected a radical departure from the exist- 
ing investment policy of Burco, Inc. In place of diversified market- 
able securities," the substantial assets of the investment company, 
as a result of the acquisition of control of the company by the North- 
ern Fiscal group, now consisted of its holdings of large blocks of the 
securities of Delta Oil Company, Ltd. and Insuranshares Corporation 
of Delaware, neither of which had any quoted market values, and 
were not listed on any securities exchange.’ 

The 25,000 shares of Insuranshaves Corporation of Delaware ace- 
quired by Burco, Inc. represented substantially only an interest in 
8,250 shares of the preferred stock of Northern Fiscal Corporation, 
Ltd., and a controlling block of the stock of Bond and Share ‘Trad- 
ing Corporation, the substantial assets of which consisted only of 
1,750 shares of the preferred stock of Northern Fiscal Corporation, 
Ltd. The principal assets of Northern Fiscal Corporation, Ltd. 
consisted of approximately 78,000 shares, or 28% of the common. 
stock of Insuranshares Corporation of Delaware.** 

The investment of Burco, Inc. in the 325,000 shares of the common 
stock of Delta Oil Company, Ltd. was also of doubtful value. Delta 
Oil Company, Ltd., had been organized on May 6, 1987, as an asphalt 
and oil company to operate certain properties in Venezuela, which Hovw- 
ard F. Hansell, Jr., and his associates had been acquiring since 1934." 
The company had issued 1,000,006 shares of common stock and $305,000 
principal amount of debentures.*** Howard I’. Hansell, Jr. had te- 
ceived 325,000 shares of the common stock of this company: 225,000 
shares in consideration for promotion services and $15,000," and 
100,000 shares at $1.90 per share but for which he had only paid at this 


510In addition, the Northern Fiscal group paid the following commissions in connection 
with their acquisition of control of Burco, Inc.: Lansing MeVickar received $11,000; a 
Mr. Stone received $2,500; Lorimer Davidson received $6,800, and Thomas W. Morris 
received $7,000. (id., at 810.) 

5117Td., Commission’s Exhibit No. 59. 

512 Td., at 758. 

513 See supra, p. 465. 

514 See supra, pp. 445 and 448. 

515 Op. cit. supra, note 1, at 1484-5. 

516 Td., at 1471-2. 

si7Td., at 1470. 
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time another $15,000.°° These 325,000 shares of common stock to- 
gether with the remaining issued shares of common stock were held 
under an escrow agreement pending the completion of arrangements 
for further financing of Delta Oil Company, Ltd.*!® Delta Oil Com- 
pany, Ltd. did not have any funds with which to commence operations 
at this time. Thus, the value of the common stock was doubtful. 
Huntington D. Sheldon, the president of Petroleum Corporation of 
America which owns $180,060 principal amount of the debentures of 
Delta Oil Company, Ltd. testified with reference to the value of the 
debentures and common stock of Delta Oil Company, Ltd. : °?° 


Q. I would like to get some idea, if it is possible, what the present worth of 
this Delta Oil common stock is. Can you give us any opinion on that aspect? 

A. Dealing with intangibles as far as the future is concerned, it is an impossibie 
thing to set any figure on. 

Q. But with respect to that, the investment trust is frozen in that investment 
for a substantial period of time, in your opinion, is it not? 

A. Unless somebody would buy the whole block from them. 

* * * * * * * 


Q. You just cannot assume to undertake to appraise the block—value of that 
plock of stock at this time? 

A. I would not undertake to do that. 

Q. What do you think of your debentures? 

A. When you make a public report to your stockholders every year and you 
have a question in your mind about the value of an asset, it is after all prudent to 
set up a reserve, which is what we did. 

* x * x * xc * 

Q. You are setting your block up in your books on the basis that ultimately 
it may not be worth a nickel? 

A. You could put that interpretation on it. 

Q. That is the debentures which are of course ahead of the common stock, 
is not that so? 

A. Correct. 


On March 23, 1988 the board of directors of Burco, Ine. repre- 
senting the Northern Fiscal group, voted to stop the payment of 
dividends on the preferred stock,®** although prior to the sale of con- 
trol of Burco, Inc. the company had never failed to pay dividends 
on the preferred stock.®?? On April 19, 1988 the New York Curb 
Exchange suspended dealings in the common and preferred stock of 


3STd., at 1474. 
s03Td., at 1477. Mr. Naphen testified (id., at 1477): 


Q. Now, that tie-up agreement was important because 
A. That is right, it is important because if you are going to do financing, no one 
will do public financing on a broad scale, to carry out a program which would mean a 
great deal of money without ascertaining how to do it and to what extent it was 
to be accomplished and what scale, you would certainly expect and we would expect 
to negotiate within a few weeks. As soon as these men got back from Venezuela, 
and they are now back, we are going to start to undertake a financing program in 
London, and certainly no one would do it if the stock wasn’t tied up in an escrow 
agreement. 
50Td., at 763-4. 
S17Td., Commission's Hxhibits.Nos. 81, 82. 
222. Td, at So0r 
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Burco, Inc. On June 15, 1938, a receiver was appointed for 
Burco, Inc.®?4 . 
D. Loans by Paine, Webber & Co. 


It is obvious from the foregoing recital of the activities of the 
Fiscal Management and Northern Fiscal groups that their acquisi- 
tion of control of First Income Trading Corporation, Continental 
Securities Corporation, Corporate Administration, Inc., Reynolds In- 
vesting Company, Inc., Insuranshares Corporation of Delaware, 
Burco, Inc., and Bond and Share Trading Corporation could not 
have been accomplished without the initial financial assistance of 
other parties. 

Merely for the purposes of clarity of presentation, this section con- 
tains a detailed discussion, in chronological sequence, of the various 
loans by Paine, Webber & Co. to these individuals, the circumstances 
under which these loans were made, and the effect of these loans 
upon the investment companies involved. This assistance was fur- 
nished by Paine, Webber & Co. to the groups in connection with the 
acquisition of control of First Income Trading Corporation, Conti- 
nental Securities Corporation, Insuranshares Corporation of Dela- 
ware, and Burco, Inc. 

Stephen Paine, a partner in the firm of Paine, Webber & Co., 
when examined on that phase of the activities of the groups, 
testified : °° 


Q. * * * You do not deny now, Mr. Paine—and I am not trying to create 
any implication or any inference or anything at all—that all this activity, in 
connection with First Income Trading Corporation, Continental Securities Cor- 
poration, Insuranshares Corporation of Delaware, and Burco, Ine. could not 
have happened or transpired without the unconscious or conscious assistance 
of Paine, Webber & Company, isn’t that so? 

* * *% * * * % 

* * * The only observation I am making is that hadn’t you made the 
check available in the First Income Trading Corporation and in the Continental 
Securities Corporation and the Insuranshares Corporation of Delaware, and 
the Burco, Inc. transactions, these people, unless they got the check some 
place, could not have done what they did, isn’t that so? 


523 The Curb in its announcement of the suspension stated that ‘due to the basie change 
in the nature of Burco, Inc., from a company having a wide diversification in investments 
to a company having as its major asset a minority interest in a single company, the 
Exchange has suspended dealings * * * pending an examination by the Exchange of 
the Delta Oil Company, Ltd.” (The New York Times, April 20, 1988, p. 33.) 

524 Qn June 15, 1938, a custodial or temporary receiver was appointed for Burco, Ine., 
on application of a stockholder to protect the company’s assets against further depletion 
by the Northern Fiscal group. (The New York Times, June 16, 1938, p. 33.) On September 
15, 1938, the Court denied a motion to dismiss the receiver and ordered that the receiver- 
ship be maintained until the stockholders can elect “a proper and new board of directors.” 
The Court, in this connection, further said: “It appears to me that some of them trusted 
‘not wisely, but too well,’ with the result that the corporate defendant has suffered tre- 
mendous financial losses. Dishonesty and crookedness to an appalling extent character- 
izes the acts of the former directors who are now properly facing civil as well as criminal 
prosecution, and since the present board of directors owed their offices directly or indi- 
rectly by virtue of the favor of the ‘looters’ prudence dictates consideration of the gtock- 
holders’ position in this unhappy situation”. (The New York Times, September 16, 1938, 
p. 29.) 

525 Op. cit. supra, note 1, at 392-3. 
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A. This business would never have been done if we had not known Mr. 
solomont. That is the only way I can answer that. 

Q. But hadn’t you drawn the checks to him? 

A. Yes. 


1. LOAN IN CONNECTION WITH ACQUISITION OF CON- 
TROL OF FIRST INCOME TRADING CORPORATION 


The first loan made by Paine, Webber & Co. was in connection 
with the acquisition of control of First Income Trading Corpora- 
tion. On August 5, 1937, as has already been stated, S. Leo Solomont 
requested Paine, Webber & Co. to advance $110,000 to be secured by 
securities, a list of which was shown to that firm on that date. At 
this time Stephen Paine, a partner of Paine, Webber & Co., was 
in Europe and the negotiations were carried on between Mr. Sol- 
pmont and John L. Gately, the credit manager of the Boston office of 
Paine, Webber & Co. Mr. Gately testified as follows with respect 
to the proposition presented to him on that day by Mr. Solomont.*?¢ 


Q. Let me ask you this, Mr. Gately, precisely what was the nature of the 
transaction? Did he say he wanted to make a loan on these securities or that 
he wanted to sell these securities, and that they wanted a check in advance? 

A, That is what happened. 

Q. Which one? I have given you two alternatives. 

A. They were to pay $110,00 that day for that list of securities. 

Q. For that list of securities? 

A. Yes. 

Q. That is, you were to give them $110,000 in advance, and the securities were 
io be Subsequently sold, and any excess over that $110,000 after deducting your 
commission and fees was to be turned oyer to the client or Mr. Solomont, is 
that correct ? 

A. That is correct. 

In other words, therefore, the plan as presented to Mr. Gately by Mr. 
Solomont was that Paine, Webber & Co. was to advance $110,000 
prior even to the receipt of the securities which were to constitute 
the collateral for this advance and prior to the sale of these securities 
in satisfaction of the advance. Mr. Gately conceded that this proce- 
dure was not in accord with normal brokerage practice: °?7 


Q. Ordinarily you do not do that, do you? You only make payment after 
the two-day delivery period, isn’t that so? 

A, Ordinarily, but it is something that can be done. 

Q. You mean there is no law against it? 

A. There is no law against it. 

Q. But in the usual procedure, particularly involving such a substantial 
amount, you sell the securities and wait the two-day delivery period and get 
the money, and then you turn over the check? 

A. That is the ordinary procedure, sir. 

Q. But in this case, did he have the securities with him? 

A. No, sir. 

(). They were out in Detroit, he told you? 

A. They were in Detroit, Michigan. 


EJIL, elie srs, 
%7d., at 173-5. 
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Q. But he wanted a check for $110,000 that day? 

A. Yes. 

Q. And were you going to sell the securities that day or the following day? 

A. Well, we were going to sell the securities as soon as we were Satisfied that 
they had been received and the money had been paid, the $110,000 had been 
paid. 

Q. When were you going to put in the order to sell these securities? 

A. As soon as the securities were received. 

Q. So that it is possible that on August 5th after you had turned over the 
check for $110,000 you would have sold the securities that day, or you would 
have to wait and sell them the next day? 

A. We could not sell them that day because the market was closed when 
we got advice that the securities had been received. 

Q. But you had turned over your check for $110,000 by that time. 

A. Well, I was advised by our Detroit office that that is what took place. 

Q. So the fact was that the check for $110,000 was turned over before even 
the order for the sale of those securities was given by your office? 

A. My orders to actually sell them? 

Q. Yes. 

A. Correct. 

Mr. Solomont, prior to this time had only a small brokerage account 
with Paine, Webber & Co.®*§ and had never been a “big trader” 
nor brought in any large amounts to Paine, Webber & Co., Mr. 
Gately testified : °°° 

Q. So that up to August 4th or 5th, Mr. Solomont was a negligible investor 
or trader, as far aS Paine, Webber were concerned? 

A. That is correct, sir. 

Q. And he had never before that time asked Paine, Webber to make a sub- 
stantial loan on securities for any client, isn’t that so? 

A. Correct. 

Q. Did he ever ask them to make a loan of any size on any securities for 
anybodr prior to that time? 

A. Not to my knowledge. | 

Q. So that on August 4th or 5th when Mr. Solomont came to you for the 
first time, that was a new experience for you with respect to Solomont, isn’t 
that so? 

A. That is correct. 

Q. At that time he did not come to you as a lawyer; he came representing 
a client and tried to get a loan from Paine, Webber & Company, although he 
was the lawyer for Paine, Webber & Company at that time? 

A. Well, I viewed his coming in the capacity of our lawyer 

Q. He also represented, ostensibly, somebody who wanted a substantial loan, 
isn’t that so? 

A. A client of his. 


* * Ea * * * * 
Q. You said he said he had a client. Did he say who the client was? 
A. He didn’t say at that time. 
Q. Did you ask him? 
A. No, sir. 


®8 See note 18, supra. 
529 See testimony quoted following. 
620 Op. cit. supra, note 1, at 168-9, 17L 
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Q. Did he tell you what the amount of the loan was? 

A. I think he said $110,000. 

Q. That was a very substantial loan, wasn’t it? 

A. Yes, sir. 

Q. Did you ask him whether it was an individual or a corporation? 

A. No, Sir. 

Q. Did you ask him whether it was an investment trust, an insurance com- 
pany or 

A, No, sir. I didn’t ask him anything. 

Q. And you say he just exhibited a list of securities to you? 

A. Which he said belonged to a client. 


Mr. Gately made no investigation of Mr. Solomont’s client, on be- 
half of whom Paine, Webber & Co. had agreed to make the advance. 
On August 5, 1987, prior to the closing of the contract for the acquisi- 
tion of control of First Income Trading Corporation by the Fiscal 
Management group, Mr. Solomont informed Mr. Gately that Mr. 
Clayton was his chent,°** but Mr. Solomont requested Mr. Gately to 
confirm the transaction with Mr. Morris.°*? However, when Mr. 
Gately called Mr. Morris, he was referred by Mr. Morris to Mr. Clay- 
ton and the latter discussed the final arrangements with Mr. Gately.®?4 
Mr. Gately, however, was not suspicious about the particular rela- 
tionship of either of these persons to the transaction, although prior 
hereto he had never heard of either Mr. Clayton or Mr. Morris. Mr. 
Gately testified : °%4 

Q. Now, he didn’t have the securities with him. When he said they were 
in Detroit, what did you do? 

A, Then he came back Jater in the day, and I should judge it was some- 
where between 12:30 and 1:30, somewhere in there, in that vicinity, and he 
said, “I think we can put through that deal.” He said, ‘Will you call Mr. Morris, 
he is at the Cadillac Hotel in Detroit.” I did and Mr. Morris answered the 
phone—— 

Q. Who is Mr. Morris? 

A. I don’t know, sir. 

Q. Had you ever heard of Mr. Morris in your life, prior to that time? 

A. Prior to that, no, sir. 

Q. Did you ask Mr. Solomont why you had to call Mr. Morris; did he say 
Morris was the client? 

A. No, sir. 

Q. Did you call Mr. Morris, or did you call Mr. Clayton in Detroit, at that 
time? 

A. If I may correct a little there, in this way; I think I did. I called Mr. 
Clayton. 

* * * * * * * 

A. I believe I called Mr. Clayton at Detroit—now, wait a minute. You asked 
me if I called My. Morris. I called Mr. Morris and then Mr. Clayton came on 
the phone, and he said ‘‘Well—” Mr. Clayton said, “I will talk to you about the 
arangements”’ 

Q. Why did Mr. Solomont ask you to call Mr. Morris or Mr. Clayton? 

A. Because as it turned out Mr. Clayton was the client. 


CEG, ee WG, 

532 Thid. 

%8 Thid. 
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Q. Did he tell you at that time Mr. Clayton was his client? 

A. I asked him in the morning when he came in who his client was. 

Q. Had you ever talked with Mr. Clayton before in your life? 

A. No, sir; I never heard of him or saw him. 

Thereafter, at the closing of the contract, Raymond W. Moitell of 
the Detroit offices of Paine, Webber & Co. turned over to George H, 
Clayton, Jr. a check for $110,000 drawn to his order by that firm, 
Mr. Moitell received in return, not securities owned by George H. 
Clayton, Jr., but securities which belonged to First Income Trading 
Corporation, without any formal authorization of that investment 
company opening an account with Paine, Webber & Co. Mr. Moitell 
(este dts2s® 

Q. Did you have any certificate showing that the First Income Trading Cor- 
poration, at the time when you took over the First Income Trading Corporation 
securities was opening an account with you, Paine, Webber & Co.? 

A. Not at that time. 


Q. Did you have such a resolution designating who were the two officers who — 
could sell or transfer the securities of First Income Trading Corporation at — 


the time you took the securities and turned over the check to Clayton? 
A. No. 
Q. Did you see any at that time? 
A. No. 


The only document prepared on this day in connection with the 
transmittal of the securities was a letter addressed to Paine, Webber 
& Co. by George J. Mitchell, Jr.,2*° one of the group as the new 
president of First Income Trading Corporation, transmitting a list 
of portfolio securities of First Income Trading Corporation, and 
authorizing Paine, Webber & Co. to “issue a check in the amount of 
$110,000 to the order of Mr. George Clayton.” Although Mr. Moitell 
knew that Mr. Grow had been president of First Income Trading 
Corporation, he made no inquiry with respect to the change in the 
management when he saw Mr. Mitchell’s signature as president of 
First Income Trading Corporation. Mr. Moitell testified : °°? 


. You never heard of Mitchell before that time, had you? 

. No, I hadn’t. 

. Didn’t you ask Mr. Grow who Mr. Mitchell was? 

. He had been introduced. 

. As what? 

. He had been introduced to me when they all came into the office. 

. Introduced as what? 

. No particular title. 

. You knew Mr. Grow had been president of the First Income Trading Cor- 
poration, didn’t you? 

A. He had been, I knew that. 

Q. And didn’t they apprise you of the fact that the First Income Trading 
Corporation was selling the stock and the money was being turned over to 
George Clayton? ’ 

A. No, they didn't. 


* % * * * * * 


OPFPOPOororeo 


535 Td., at 190. 
5367d., Commission's Hxhibit No. 11. 
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Q. Did you ask Mr. Grow whether he had severed his connection with the 
First Income Trading Corporation ? 
A. No, I did not. 


It was not until September 1, 1937 that Paine, Webber & Co. re- 
quested First Income Trading Corporation to forward the necessary 
corporate authorization to establish a brokerage account with Paine, 
Webber & Co.,*** and this authorization was not transmitted to Paine, 
Webber & Co. until September 10, 1937.°°° It will be recalled that 
prior to September 10, 1987 the new officers of First Income Trading 
Corporation designated by the Fiscal Management group, had been 
directing Paine, Webber & Co. with respect to the liquidation of the 
portfolio securities in the account of First Income Trading Corpora- 
tion Which had been opened with that brokerage firm. 

Stephen Paine, upon his return from Europe in the latter part of 
August 1937, was informed by Mr. Gately about the transaction and 
was presented with the papers relating to the First Income Trading 
Corporation transaction. Mr. Paine evidenced no interest in the 
transaction although Mi. Solomont had never been “a big trader” and 
had never, prior to this transaction, “brought in any big accounts” to 
Paine, Webber & Co. Mr. Paine testified : >*° 


Q. And did anybody mention to you this piece of business that Mr. Soloment 
had brought in? 

A. Not for a few days, no, sir. 

Q. Can you approximate when is the first time you had knowledge or notice 
that Paine, Webber & Company had acted in the First Income Trading Corpora- 
tion transaction in any capacity? 

A. I knew nothing about that First Income Trading transaction and I learned 
of that in the latter part of August, that Mr. Solomont had been instrumental 
in getting us some commission business. 

Q. Whom had you talked to? 

A. Mr. Gately came and told me about it. 

Q. And do you remember what Mr. Gately said to you? 

A, That is all he said. 

Q. He told you that Mr. Solomont had brought some commission business to 
you? 

A. Some commission business to us, yes. 

Q. You knew that Mr. Solomont had not been, as far as your firm was con- 
cerned, a heavy trader or big investor, isn’t that so? 

TAGEDYGG SHES iT 72 

Q. By “yes, sir” you mean “No,” is that it, he was not a big trader? 

A. I knew that personally he was not a big trader. 

Q. And you also knew prior to that time he had never brought in any big 
account ? 


A. He had steered a little bit of business our way occasionally. 
Q. But not in figures running into $150,000? 
A. I don’t believe so. 
Q. Did you ask Mr. Gately what the name of the client was that he brought in? 
A. No. 
Q. Did you get any details at all with respect to that piece of business? 
A. No. 
& * * * * *. * 


“8Td., Commission’s Exhibit No. 23. 
9 Td., Commission’s Exhibit No. 24. 
40 Td., at 262-8, 266. 
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Q. So that up to March 15, 1938, as far as First Income Trading Corporation 
was concerned, you were living in blissful ignorance ag to what transpired? 

A. Well, we may have 75 brokerage accounts on the desk and it did not really 
mean very much. 

Q. That is, it did not mean very much to you but you now see what it meant 
to the stockholders, don’t you? 

A. Yes, sir. 


The documents which were turned over to Mr. Paine in connec- 
tion with this transaction °* included, among other things, a copy 
of the minutes of First Income Trading Corporation which disclosed 
that First Income Trading Corporation was authorized to purchase 
the preferred stocks of a Canadian company from George H. Clayton, 
Jr., and that in consideration therefor he was to receive the proceeds 
of portfolio securities of First Income Trading Corporation which 
were to be liquidated. Mr. Paine denied that he examined this 
document : °*? 


Q. * * * But the thing that was handed to you in the latter part of 
August, which is the resolution which was passed specifically [at the request 
of Paine, Webber & Company] on its face says, does it not, that the corpora- 
tion is authorized to buy 120,000 shares of Canadian stock * * *? It says 
you can sell these securities of First Income Trading Corporation and give 
George Clayton $120,000. And in consideration for the transfer of the $120,000 
of preferred stock, he is to get that amount in cash in addition to (blank) 
dollars. Isn’t it manifest to you now, Mr. Paine, that right on the face of the 
resolution which was handed to you in the latter part of August it was Clear 
that they were selling the First Income Trading Corporation and giving $120,000 
to Clayton, and Clayton was going to use the $120,000 to buy the Canadian 
stock? 

A. Well, I would assume from this thing that Clayton had sold to the First 
Income Trading Corporation this Canadian stock, and they paid him 

Q. And he was reimbursing himself out of the sale of the stocks of the First 
Income Trading Corporation, isn’t that so? 

A. Well, that is what I think the result is; yes. 

Q. Now, these papers are the acknowledgments and receipts by George 
Clayton that he got the $110,000 check. * * * It is evident at the present 
time that at that time they were selling portfolio securities of the investment 
trust and using the funds of the investment trust to buy the Canadian stock? 

A. That is evidently the intent, but as I said, I did not know it at all then. 

Q. That is because you did not read these documents? 

A. That is right, because the transaction was closed. 


In conection with the First Income Trading Corporation transac- 
tion Mr. Paine denied he paid any commission to Mr. Solomont.** 
Nevertheless, Mr. Paine conceded that from the proceeds of the port- 
folio securities of First Income Trading Corporation which were sold 
by Paine, Webber & Co., $802.69 °** was deducted and credited to Mr. 
Solomont’s personal brokerage account with Paine, Webber & Co. 
to clear his debit balance in that amount. However, Mr. Paine 
testified that he only discovered the fact on or about March 15, 1938.°* 


541Td., Commission’s Exhibit No. 13. 
27d. at 269-70. 

543 Td., at 1675. 

S44 Td., at 1677-8. 
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9, LOAN IN CONNECTION WITH FIRST ATTEMPT OF 
FISCAL MANAGEMENT GROUP TO ACQUIRE CONTROL 
OF INSURANSHARES CORPORATION OF DELAWARE 


In September 1937, a month after Paine, Webber & Co. had advanced 
110,000 to George H. Clayton, Jr. at the request of Mr. Solomont, 
in connection with the acquisition of control of First Income Trading 
Corporation, Mr. Solomont approached Stephen Paine and requested 
an advance of approximately $350,000, to be secured by portfolio 
securities of Insuranshares Corporation of Delaware. Paine, Web- 
per & Co. was to liquidate these portfolio securities and deduct from 
the proceeds the amount of this advance, remitting any balance to 
Insuranshares Corporation of Delaware. Mr. Paine testified as follows 
with respect to the proposition presented to him by Mr. Solomont: °*° 


Q. When is the next time, subsequent to First Income Trading Corporation 
transaction, that Mr. Solomont came to you in connection with any transactions 
of a nature similar to the First Income Trading Corporation deal, whether they 
were successfully consummated or not, do you recall? 

A. Yes; Ithink Ido. I think about the latter part of September, Mr. Solomont 
eame to me and said that there is a concern by the name of Insuranshares Cor- 
poration that has a large block of New England Fund which they had had for 
a little while and they were unhappy with and “I am working on a plan with 
the Insuranshares people, to dispose of that particular investment.” 

The value of it then was $320,000. He said that the Insuranshares Corpora- 
tion was considering a change in some of their portfolios and it involved a vote of 
that particular stock and a few hundred shares of some other stock to a total 
amount of $350,000 and he wanted to know if we would like the brokerage account 
in connection with liquidating the New England Fund and other securities. 

I said, “What do you mean by that?’ He said, “I would like to pick up a 
loan on it for $40,000 or $50,000 and you will liquidate the New England und 
and some of the other securities.” I said, “As far as I know that sounds all 
right, aS our attorney would you advise that transaction?” And he said, “Yes,” 
so on the first or second of October he called me up and said that the transaction 
did not go through. 

Mr. Paine made no inquiry about Mr. Solomont’s precise interest 
in the transaction, although he knew that Mr. Solomont had never 
previously represented any investment company. 

Mr. Paine further testified : °47 

Q. Did he say he was the attorney for Insuranshares Corporation of Dela- 
ware? 

A. No, sir. 

Q. Whom did he say he represented in that picture? 

A. He said he represented Paine, Webber & Company, but he knew the In- 
suranshares people and a brother attorney of his, a friend, also knew the 
Insuranshares people. 

Q. When I say represented, I don’t mean in the legal sense, but was he work- 
ing for the Insuranshares of Delaware? 

A, He simply was asking me if we were interested in doing that particular 
piece of brokerage business with the Insuranshares people. 


46Td., at 272-3. 
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Q. As far as you knew, prior to the time that you came back from Hurope, 
Solomont had never represented any investment trust; isn’t that so? 

A. That is right. % 

Q. He had not? 

A. He had not. 

Q. You knew that Insuranshares Corporation of Delaware was an investment 
trust, did you not? 

A. I knew that Insuranshares was an investment trust; yes, sir; as such, it 
was not a very good one. I think it was rather unhappy about this whole 
situation. 

Q. Maybe it was not so unhappy until the time we will talk about this morn- 
ing. Did he tell you in what capacity he was acting, Mr. Paine; had he gone 
into the brokerage business? He was not their lawyer. Did he say he was 
going to get you the account if you handled this deal? Did you ask him what 
his connection with Insuranshares was? 

A. No; I did not. He simply said he has a friend who was interested in the 

Tnsuranshares, and he wanted to know if we would do some brokerage business 
for them. 
Mr. Solomont’s negotiation with Paine, Webber & Co. in connection 
with the transaction relating to Insuranshares Corporation of Dela- 
ware had progressed to a point where Mr. Paine had directed the 
drawing of three checks totaling $310,000 payable to the order of Mr, 
Solomont *48 to be delivered to him in consideration for the receipt 
from Insuranshares Corporation of Delaware °**® of the portfolio secu- 
rities, including the certificates in New England Fund. Although 
Mr. Paine admitted that it was not the customary procedure for in- 
vestment companies to liquidate portfolio securities and use the check 
issued by a brokerage house to buy other securities without clearing 
the check through the investment company’s bank account, he did not 
question the procedure in this case. Mr. Paine testified: °°° 


Q. Of course, if what Mr. Solomont told you was so—that Insuranshares 
Corporation of Delaware just wanted to realize on this New England Fund 
shares—there would be no necessity, would there, for issuing these checks? 

A. Well, I would not know whether they were going to buy these blocks of 
stock in one place or another. It is quite possible for them to sell $320,000 of 
their New England Fund and go into three or four 

Q. But the way that would be handled would be they would deposit the check 
and issue their checks against that deposit; isn’t that so? 

A. That would be one way. 

Q. You never heard of people taking a check from Paine, Webber and using 
that check to buy other securities, did you? 

A. It is not the usual practice; no, sir. 

Q. If that is what they intended to do, you would suspect that it would obvi- 
ously be phony; isn’t that so? No investment trust would take proceeds from 
the sale of securities and not deposit the check that they received for those 
securities and buy other securities without clearing it through the bank; isn’t 
that so? 

A. That is right. 


Furthermore, New England Fund was an open-end investment 
trust. which was required to redeem its own securities for cash at their 
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approximate asset value. In other words, Insuranshares Corporation 
of Delaware could have obtained in cash the asset value of its New 
England Fund certificates merely by presenting them to that com- 
any for redemption, and consequently there was no necessity for the 
intervention of a brokerage firm to liquidate these certificates. 


3 LOAN IN CONNECTION WITH ACQUISITION OF CON- 
TROL OF CONTINENTAL SECURITIES CORPORATION 


On October 23, 1987, a month after Mr. Solomont had directly ap- 
proached Mr. Paine m connection with the advance on the portfolio 
securities of Insuranshares Corporation of Delaware, Mr. Solomont 
again requested Mr. Paine to have his firm advance $580,000 to a 
chent of Messrs. Morris and Robb, Boston attorneys, to be secured by 
another list of portfolio securities shown to Mr. Paine. Mr. Paine, 
when examined with respect to this advance, testified : °°? 


Q. Yes, tell us in the greatest detail what he said to you and what you said 
to him. 

A, Well, he came to me, I think it was the 23rd of October, and said that a: 
cient of Messrs. Morris and Robb wanted to borrow some money on a certain 
line of Securities and he exhibited to me a list and I said, “Well, this is a long 
list; can I have it and figure the thing out?” He said, “You can make a copy 
of it; this is the only one [ have.” I said, “How much do you want to borrow?” 
and he said about $580.000. I said, “That is a fairly large loan, what sort of a 
transaction is it, who is it for?’ and he said, “I don’t know anything about it. 
All I know is that this client of Morris & Robb wants to make this transaction.” 
I said, “I will figure out and see what we can do, whether we can do it or not.” 


Although the list of securities presented to Mr. Paine, on which he 
was requested to make the advance, indicated that “a large account” 
of diversified securities peculiar to either an insurance company or 
an investment trust was involved, Mr. Paine made no inquiries re- 
specting the “client” of Messrs. Morris and Robb. Mr. Paine testified 
that, in fact, he “did not pay much attention to it [the list ]”: °°? 


Q. When he submitted this list to you, did he tell you the client was an indi- 
vidual or an investment trust, or who had those securities? 

A. He did not say. 

Q. Now look at that list which is four pages long. You did not even remotely 
assume that this belonged to some individual, did you, Mr. Paine? 

A. Frankly, I didn’t know what it was. I knew it was a list of securities 
that were then being presented to us, and we often have presented to us lists 
larger than this for analysis, suggestions, for substitution, and so forth. 

Q. That is all right, but here is an individual coming to you who says 
“Here is the list, I want a loan of $580,000.” You do not think any individual 
had the diversified portfolio running from Allied Chemical on down to West 
Pennsylvania 7 Preference A, did you? 

A, Frankly, I did not pay much attention to that. 

Q. Wasn’t it obvious to you at that time that this particular list of securities 
was the portfolio at least of some institution, either an insurance company or 
an investment trust, or some other similar institution? 

A. Frankly, I thought of it as a large account, that is all. 
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Q. A large account, about 25 securities to the page in varying blocks of 200 
200, 300, 200, and you had no suspicions that that was the portfolio of ~ 
investment trust or an insurance company or some institution? 

A. I may have thought that it was part of it, but I had no suspicions that 
‘it was all of it. 

Q. Well, this is a typical orthodox portfolio of diversified securities of ay 
investment trust, isn’t it, Mr. Paine? 

A. Well, it may be the portfolio of an individual. As I say, we have count. 
less lists of this sort submitted to us for analysis. 


Mr. Paine, on the same day (October 23, 1937), after determining 
that the value of the securities on the list exhibited to Paine, Webber 
& Co. was $2,549,380,°*? agreed to make the advance, provided that 
Mr. Solomont approved “of a transaction of this sort” and would 
“handle the legal end.” *** Thus, although Mr. Paine had, as pvre- 
viously indicated, evidenced no suspicions because of the size of the 
security list, he did at this point request Mr. Solomont’s approval 
because “it is a large list of securities and we wanted to let some- 
body know what it was all about,” apparently aware that this was 
not an “ordinary garden variety of pick-up.” °° 

On October 25, 1987, Mr. Solomont telephoned Mr. Paine from 
New York and informed him that “the loan was all ready to be 
picked up,” that “the certificates would be in street form.” Mr. 
Solomont further requested that the Paine, Webber & Co. check be 
made payable to S. Leo Solomont and be certified so that he could 
“make the check over to whoever the proper party was” *°® and “have 
somebody go over to Jersey City with him [Solomont] to bring 
‘back the securities.” °°" At the same time, Mr. Solomont informed 
Mr. Paine that “it is a straight loan, as far as I can tell you. [ 
think it is a transaction with Alexander Beverly.” °°* Although Mr, 
Paine was then aware that Mr. Beverly was the ostensible client of 
Messrs. Morris and Robb, he complied with Mr. Solomont’s instruction 
that the firm’s check in the sum of $580,000 be made payable to the order 
of Mr. Solomont on the ground, as Mr. Paine stated, “that he [Solo- 
mont] did not know to whom it ultimately was going.” °°? Further- 
more, Mr. Paine made no attempt to check the financial responsi- 
bility of Mr. Beverly prior to delivering his firm’s check for $580,000 
to Mr. Solomont.®* However, on October 26, 1937, the day after the 
delivery of the check, Mr. Paine made an investigation of the finan- 
cial responsibility of Mr. Beverly and ‘ascertained that “he is well 
regarded and is [a] party of some means.’*** ‘The mechanics of this 
transaction did not arouse any suspicion on the part of Mr. Paine 
although they were similar in character to the transaction Mr. Solo- 
mont had previously presented to Mr. Paine in connection with In- 
suranshares Corporation of Delaware. Mr. Paine testified : °° 
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Q. But Solomont told you he wanted the check to his order, because he did 
not know to whom it ultimately was going? 

A. That is correct. 

Q. Without any implications, it is the same story he gave you in connection 
with the Insuranshares Corporation of Delaware transaction, isn’t that so? 

A. Yes, sir, and I trusted Mr. Solomont, unfortunately. 


On the same day, October 25, 19387, when Vernon Smith of the 


firm of Paine, Webber & Co. returned with the securities which had 
been hypothecated with that brokerage firm to secure its $580,000 
advance, the securities were found to be in the name of Tucker & Co., 
whom Mr. Paine knew were merely nominees of J. Henry Schroder 
Banking Corporation.®** Subsequently, Paine, Webber & Co. received 
from its bank the check of $580,000 which it had delivered to Mr, 
Solomont and ascertained that it bore the endorsement of J. Henry 
Schroder _Banking Corporation. These facts, however, did not 
arouse Mr. Paine’s suspicions. On the contrary, he testified that he 
felt assured by the fact that J. Henry Schroder Banking Corporation 
was Involved in the transaction, “because I knew we were doing busi- 
ness with responsible people.” °° 

Moreover, on October 25, 1937, the day that the loan was made, 
Mr. Solomont directed Mr. Paine to segregate the securities hypothe- 
cated to secure the firm’s advance of $580,000 into two accounts— 
an account in the name of Solomont and Robb,®* and an account 
in the name of Continental Securities Corporation, which Paine, 
Webber & Co. set up on its books as “Continental Securities Corpo- 
ration No. 75.” °° Securities having a market value of approximately 
$800,000 °°* were segregated into the Solomont and Robb account and 
the balance of the securities having an approximate market value 
of $2,000,000 were placed in the Continental Securities Corporation 
account.°°* 

Thus, as at October 25, 1937, the very day that Paine, Webber 
& Co. made its advance of $580,000 to Mr. Solomont, the firm was 
fully aware that the collateral it had received to secure its advance 
were all securities which had been derived from the portfolio of Con- 
tinental Securities Corporation. Mr. Paine testified : *%° 


Q. What did you do with the balance of the securities? 

A. That is just what I asked Mr. Solomont.’ He stated the designation of 
the balance of the securities—I am quite clear in this now. He said, “I think 
I have here an account of Continental Securities Corporation,” and I said, “That 
is a fairly good company ; that is fine. I am glad you got that brokerage account 
for us’; and he said, “I don’t know exactly how they want that account carried, 


3 Td., at 292. 
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so if you will give it a number we will put in the number until I find oy 
definitely how it is to be carried.” 

Q. Wasn’t it clear to you at that time that the whole block of Securities wero 
Continental’s securities? Those securities that you had segregated out in the 


joint account of Solomont & Robb * * * and which you carried in a' street 
account, wasn’t that clear that they were the securities of Continental Securities 
Corporation? 


A. Yes; and I called Mr. Solomont on that and he said he had the propery 
papers authorizing that particular type of transaction. 


However, Mr. Paine testified he had no insight into the exact nature 
of the transaction engaged in by Mr. Solomont and his associates, al- 
though he was informed by Mr. Solomont that the loan was made on 
behalf of Mr. Beverly; that the $580,000 check of Paine, Webber & 
Co. was required to be made payable not to Mr. Beverly but to My, 
Solomont; that the check was endorsed cver by Mr. Solomont to J, 
Henry Schroder Banki ing Corporation; that the securities ultimately 
turned over to Paine, W ebber & Co. wer fe in the name of a nominee of 
J. Henry Schroder Banking Corporation; and that Paine, Webber & 
Co. were directed to segregate the securities into two accounts, one 
for Mr. Solomont and Mr. Robb, the other for Continental Securities 
Corporation. Nor did Mr. Paine make any inquiries of J. Henr 
Schroder Banking Corporation as to the nature of the latter's 
participation in the transaction. Mr. Paine testified : 57 


Q. You knew they were Continental Securities Corporation securities on the 
25th, isn’t that so? 

A. Yes. 

Q. And yet on the 26th you sold out the Solomont and Robb account, ang 
made checks payable to his order * * *, 

A. Yes, sir. 

Q. * * * the other one, of course, was not payable to Solomont and Robb; 
that was to Continental Securities Corporation? 

A. Right. 

Q. Now, when you saw no mention of Schroder’s name or anybody asso- 
ciated with Schroder, or Beverly's name, or Robb or Solomont’s name, in this 
particular instance, did you talk to Schroder to find out what it was all 
about? 

A. No; I assumed they knew what it was all about. 


On October 26, at the request of Mr. Solomont, Mr. Paine com- 
menced to liquidate the securities in the Solomont and Robb ac- 
count,°* and deducted its advance of $580,000. Thereafter, Mr. 
Solomont directed Mr. Paine to issue firm checks to cover the bal- 
ance of the proceeds derived from the liquidation of the securities 
in that account as follows: two checks in the amounts of $25,000 and 
£91,246 respectively,” to be made payable to Messrs. Solomont and 
Robb: and two other checks in the amounts of $122,050 and $34,984 
respectively,°” to be made payable to Contmental Securities 
Corporation. 
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The total of the two checks payable to Messrs. Solomont and 
Robb plus the $580,000 deducted by Paine, Webber & Co. in satis- 
faction of its advance to Mr. Solomont, was approximately $700,000. 
The corporate minutes of Continental Securities Corporation au- 
thorizing all of these payments and the other documents relating to 
the transactions were transmitted to Paine, Webber & Co. by Mr. 
Solomont on October 28, 1987, two days after the payments had been 
made by Paine, Webber & Co.°* One of these documents was a cor- 
porate minute of Continental Securities Corporation which disclosed 
that, on October 25, 1937, the closing date of the contract, Continental 
Securities Corporation had assigned the same securities contained in 
the list originally exhibited to Paine, Webber & Co. when it made the 
advance of $580,000 to Mr. Solomont, to one John F. McKay with a 
direction that he liquidate this list of portfolio securities, valued at 
$700,000, and retain the proceeds in consideration of his transfer on 
that date of 7,000 shares of the preferred stock of Fiscal Management 
Company, Litd., to Continental Securities Corporation. 

Thus, on October 28, 1937, the documents in the possession of Mr. 
Paine disclosed that $700,000 of the marketable portfolio securities 
of Continental Securities Corporation were to be replaced by 7,000 
shares of the preferred stock of Fiscal Management Company, Ltd.°” 
However, Mr. Paine testified that he “simply looked at them [the 
papers | casually,” and made no investigation of Mr. McKay’s fi- 
nancial status or of his connection with the $580,000 advance to Mr. 
Solomont made ostensibly for Mr. Beverly. 

Another document submitted °° to Paine, Webber & Co. on October 
98. 1937, disclosed that John F. McKay, on October 25, had assigned 
all of the portfolio securities, originally assigned to him by Con- 
tinental Securities Corporation, to S. Leo Solomont and Ralph H. 
Robb. Mr. Paine testified that he was not made suspicious by “these 
circuitous transactions of having an assignment made to Mr. McKay 
and Mr. McKay in turn making an assignment to Messrs. Robb and 
Solomont.” °7* 

Still another document *7* which Paine, Webber & Co., on October 
98, 1987, received from Mr. Solomont disclosed that Mr. McKay di- 
rected Messrs. Solomont and Robb to liquidate the Continental Secu- 
nities Corporation portfolio securities assigned to them as follows: 
Messrs. Solomont and Robb were to “retain $605,000 of the proceeds 
thereof in consideration for your [Solomont | advancing $580,000 to me 
ormy nominee. After you [Solomont and Robb] have sold said secu- 
rities or any part thereof and have received for your own use $605,000, 
you are to forthwith transfer, set over and assign to me, or nominee or 
nominees, the balance of said securities * * *.” This document 
clearly disclosed that Mr. Solomont and/or Mr. Robb were receiving 
$95,000 im excess of the $580,000 advance from Paine, Webber & 
Co., apparently as a “commission,” although Mr. Paine testified 
that Mr. Solomont had informed him that he [Solomont] “was not 

Td. at 1683. 
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getting anything out of the transaction.” °° In addition, the docu- 
ment disclosed that Mr. McKay received $91,246.35 from Messrs. 
Solomont and Robb, the balance of the proceeds of the liquidation of 
portfolio securities with a market value of approximately $700,000.*°% 


4. LOAN IN CONNECTION WITH ACQUISITION OF CON. 
TROL OF INSURANSHARES CORPORATION OF DELA- 
WARE BY NORTHERN FISCAL GROUP 


It will be recalled that in September 1937 the Fiscal Management 
group had made an unsuccessful attempt to acquire control of In- 
suranshares Corporation of Delaware and that Mr. Solomont, in this 
connection, had approached Paine, Webber & Co. to advance $310, 000 
against portfolio securities owned by Insuranshares Corporation of 
Delaw: are. Paine, Webber & Co. were to sell these securities and 
to apply the proceeds of such sale to their loan. Approximately two 
months later, in November 1937, Mr. Solomont again saw Mr. Paine 
“to talk about a transaction for Insuranshares.” At this meeting, 
Mr. Solomont made almost. the identical request for an advance by 
Paine, Webber & Co. to Insuranshares Corporation of Delaware 
which he had made in September 1937. Mr. Paine testified : >*2 


Q. Do you recall briefiy, what he said to you at that time? 
A. Well, Mr. Solomont called me on the phone and said he would like to 
come over with Morris and Robb and talk about a transaction for the Insuran- 
shares, and I said, “Ali right, come ahead,” so Mr. Solomont and Mr. Morris and 
Mr. Robb * * * came over to my office and discussed the Insuranshares 
proposition. 
* * * % * * * 


A. They told me that they had been in touch with the Insuranshares people, 
and that the Insuranshares people were unhappy with their investment in New 
HWngland Fund, and they had several large blocks of insurance stocks which they 
did not think were worth holding on to. They had other securities listed on 


579 1d., at 1691. Mr. Paine testified that Paine, Webber & Co. had paid Mr. Solomon 
a fee of $650 for his services in connection with the Continental Securities Corporation 
transaction. (Id., at 1617-8.) 
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Webber & Co. (id., at 1631) because he was of the opinion that the document had not been 
contained in the papers delivered by Mr. Solomont to Mr. Paine on October 28, 1937, 
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in the files of Paine, Webber & Co. sometime after February 1938 (id., at 1641) when Mr. 
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the Stock Exchange and they were considering making an entirely different plan 
in connection with the operation of their company. 

Insuranshares Corporation I knew was a small proposition, and it was not 
an unusual thing for them to discuss a proposition of this sort so I said, “What 
do you want to do?” And they said, “We are considering making an invest- 
ment in another company; they want to liquidate or rather cancel the New 
pngland Fund stock.” 

I said, “How much will that bring?’ and they said, “You go out and find 
out how much it is worth,” and so f called the New England Fund and found 
out it was worth somewhere between $260,000 and $280,000. 

I said, “Is that the money you want for that New England Fund?”’, and they 
aid, “No; we want two or three hundred, or three hundred and ten thousand 
dollars,” and I said, “What you want me to do is simply cash in the New England 
Fund and make a small loan on some of your other securities,” and they said, 
“yes; that is all there is in the program at this time,” and so I said, “That is 


all right, that sounds all right to me,” and they left. 


However, Mr. Paine was aware of the fact that in connection with 
this transaction Mr. Solomont was acting for principals who intended 
to purchase control of Insuranshares Corporation of Delaware. On 
December 1, 1987 Mr. Paine wrote to Frank Hope, a partner in the 
New York office of Paine, Webber & Co., as follows: *** 


The plan is to give a certified check to Mr. Solomont for $310,000 and he will 
go to New Jersey with his principals, pay over the money and receive back 
negotiable stocks and bonds in accordance with the list.584 They will bring 
them back to us and we will sell all that is necessary in order to get around 
the margin rules of 40%. If that worries you, we buy the New England Fund 
from them on a principal basis as we can turn it into the New England Fund 
on that basis as soon as received.>8% 

J believe this is a starter for considerable business which the new buyers of 
Insuranshares Corporation hope to turn our way. 
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Mr. Paine also was cognizant of the fact that the portfolio secu- 
rities which his firm was “to liquidate for Insuranshares Corporation 
of Delaware were to be replaced by stock in a “Canadian investing 
company.” °° However, Mr. Paine denied 587 that he knew that Messrs. 
Solomont, Robb and Morris were the “ pr incipals” referred to in his 
letter to Mr. Hope as the “new buyers” of control of Insuranshares 
Corporation of Delaware. 

mm Mr. Paine’s letter indicates, the stock of New England Fund 
held by Insuranshares Corporation of Delaware, since it was an un- 
listed security, could not under Regulation T of the Federal Reserve 
Board (the regulation of the board relating to margin requirements) 
be accepted by a broker as collateral for a loan. “Accordingly Mr. 
Paine suggested to Mr. Solomont that in order to effect the transac- 
tion “the Insuranshares people themselves vote to cash this stock in 


58 Td., Commission’s Exhibit No. 151. 
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so there would not be any question about anything to do with Regula. 
tion T’.” 88 Mir, Paine testified :°* 

Q. * * * Tam conscious of the fact that the New England Fund was one 
of the securities, and that it was not available as collateral; you made the 
suggestion that they sell it and therefore you would only have to advance $40,000 
on the balance of the securities. 

A. That is correct. 

Q. Now in order to start with a cash transaction and not a margin transac. 
tion the cash would have had to be up with Paine, Webber & Co. before yoy 
could issue a check against the securities, isn’t that so? 

A. Weil, my understanding of the regulation is that you can Sell the security— 
make the sale of unregistered securities and advance cash, provided you know 
that the money is coming in within a day or two. 

Q. That is if it were a cash transaction? 

Avo WES, 

On December 21, 1937, the date of the closing of the contract of 
the Northern Fiscal group to purchase control of Insuranshares Cor- 
poration of Delaware, Paine, Webber & Co., prior to the receipt b 
that firm of any authorization of Insuranshares Corporation of Dela- 
ware to deliver its portfolio securities to Paine, Webber & Co. to ¢e- 
cure the advances, and in fact prior to the physical receipt of the 
securities by the firm, drew six checks aggregating $310,000 to the 
order of the individuals who were selling a total of approximately 
78,000 shares of Insuranshares Corporation of Delaware stock to the 
Northern Fiscal group.°®® These checks were ultimately delivered to 
the individuals to whom they were made payable. Mr. Paine testi- 
fied that. from these checks it was obvious, at least in retrospect, that 
Mr. Solomont’s “principals” **t were purchasing control of Insuran- 
shares Corporation of Delaware with that company’s own funds. 
At the time these checks were issued, however, Mr. Paine testified that 
he was “simply interested in the amount of money involved” °* and 
“whatever Mr. Solomont wanted to do was quite all right, so if he 
did ask my approval of these checks I probably gave it to him.” 
The fact that Paine, Webber & Co. was asked by Mr. Solomont to is- 
sue six separate checks to cover the $310,000 advance did not appar- 
ently create any suspicion in the mind of Mr. Paine. Mr. Paine testi- 


fred 224 


Q. Now these checks, you notice, do you not, Mr. Paine, that they were made 
to Fidelity Philadelphia Trust Company, George A. Burnell, David Morris, Harry 
M. Blair, and another one to Beverly, Robb or Solomont, Harry Blair or Solo- 
mont, David Morris or Solomont, Arthur C. Logan, Receiver of Continental Sea- 


388 1Tq., at 352. On December 16, 1937, five days prior to the date of the passage of 
control] of the corporation to the Northern Fiscal group, the retiring board of directors 
of Insuranshares Corporation of Delaware, all of whom were either the owners or repre- 
sented the owners of Insuranshares Corporation of Delaware stock which were to be 
sold to the Northern Fiscal group, authorized the transfer of the 21,500 certificates of 
beneficial interest in New England Fund owned by Insuranshares Corporation of Delaware 
to the name of S. Leo Solomont on his becoming the new treasurer of Insuranshares 
Corporation of Delaware. See supra, note 414. 

589 Op. cit. supra, note 1, at 352-3. 

590 Td., Commission’s Exhibit No. 49. 

591Td., Commission’s Exhibit No. 151. 
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poard, another check to Logan, Fahnstock & Company; now, wasn’t it obvious 
to you at that time that $310,000 was being paid to people who had small blocks i 
of stock that they were accumulating? 

A. No, sir; because I never saw the checks until the investigation started. 

Q. Looking at it now, isn’t it obvious to you now that $310,000 was being used i 
towards purchasing similar blocks of stock either being held in the bank name ; 
or street or in individual names; isn’t that so? 

A. Well, a lot of this stuff is obvious now, but it was not then. 

Q. Didn't Vernon Smith tell you that he was drawing these small sized checks 
to these various individuals? 

A. No; he said several checks. 

Q. You never asked Solomont why he needed small checks? 

A. As a matter of fact, I did not. 

Q. The fact is that the sound, healthy, usual way of doing business, if the 
Jnsuranshares Corporation of Delaware was out to buy securities in the open 
market, or blocks of stock, would be for them to issue their checks and issue 
them to the various individuals whose securities they were buying, isn’t that so? i 

A. Well, that was a small corporation, and if they asked for three checks 
qs a convenience to them or their client, or whoever they were doing business ; 

with, I don’t think I would have considered it unusual. i 


On December 21, 1937 Paine, Webber & Co. received the portfolio ! 
geurities of Insuranshares Corporation of Delaware which Mr. Solo- i 
mont had agreed to deliver to the firm as collateral for its advances.°°° : 


Mv. Solomont directed Mr. Paine to place these portfolio securities 
into 2 joint account in the name of Solomont and Robb. Mr. Paine 


relied on the assurance of Mr. Solomont that he had the votes neces- 
gary to authorize the transfer of these securities to the Solomont and | 


Robb account.°%° However, Mr. Paine did not see any authorization 
to this effect from Insuranshares Corporation of Delaware until 
December 23, 1937.5° 

The documents °° delivered to Mr. Paine on that date disclosed (1) 
that Insuranshares Corporation of Delaware had purchased from one 
Arthur Quint 5,000 shares of the preferred stock of Northern Fiscal 
Corporation, Ltd., and that portfolio securities of Insuranshares Cor- 
oration of Delaware had been assigned to Arthur Quint, who was 
to liquidate these securities and deduct $500,000 in payment for these 
5,000 shares of preferred stock of Northern Fiscal Corporation, Ltd., 
and to deliver the balance of the proceeds to Insuranshares Corpora- 
tion of Delaware, and (2) that Arthur Quint as part of the same 
transaction had assigned all these portfolio securities of Insuran- | 
shares Corporation of Delaware to Messrs. Solomont and Robb. ‘The 
documents further disclosed that Messrs. Solomont and Robb were 
oficers of _Insuranshares Corporation of Delaware.®? According to 
Mr, Paine, when he questioned Mr. Solomont about the fact that 
Messrs. Solomont and Robb, were officers of Insuranshares Corpora- 
tio of Delaware, Mr. Solomont stated that he and Mr. Robb were 
representing Mr. Quint.°°° 


wTd., at 865. 
“Td, at 864. 
601 Thid. F 
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Mr. Paine conceded that, in view of all these circumstances, hp 
considered the entire Insuranshares Corporation of Delaware trang 
action in which his firm had participated, “unusual.” He testified : » 


Q. By that time, Mr. Paine, were you not getting suspicious? Here jg, ‘ 
lawyer becoming president of the investment trust, taking the investment trusi 
securities and putting them in his joint account and getting resolutions to the 
effect that this procedure is all right. 

A. At the time of the Tnsuranshares transaction, I thought it was unusual, 
but inasmuch as I was still doing business with the Continental Securities ¢ 
poration, which is shown by the statement, I did not think much about it, 

Q. But looking back in retrospect, that was a very suspicious circumstance? 

A. I thought it was a little unusual in seeing their names on the paper, and 
therefore I asked him for those papers, but I was not at all worried because 
I was still doing business with Continental. 


Or- 


5. LOAN IN CONNECTION WITH ACQUISITION OF coy. 
_ TROL OF BURCO, INC. 


On February 28, 1987, Stephen Paine was informed by one of his 
partners, Albert Evart, that Mr. Solomont “had another transae. 
tion in mind” and that, in the absence of Mr. Paine, Mr. Evart had 
referred Mr. Solomont to the New York office of Paine, Webber 
& Co.°” This loan, which was used by the Northern Fiscal group 
in connection with their acquisition of control of Burco, Ine., was 
handled by Frank Hope, a partner of Paine, Webber & Co. in charge 
of its New York City office. 

Mr. Hope testified that, on or about February 26, 1987, he had been 
informed by Mr. Evart that “Mr. Solomont was coming in with 
some more business.” °°? Mr. Hope was aware that the previous 
business brought by Mr. Solomont to Paine, Webber & Co. had related 
to investment trusts. Mr. Hope testified : 4 

Q. When you say with “more business,” you mean that he told you about 
the previous business he brought in? 

A. I knew there was some business before then. 

Q. Some business in connection with investment trusts? 

A. Yes; I knew they were investment trusts. 


The proposition presented by Mr. Solomont to Mr. Hope and 
Sullivan & Cromwell, the New York attorneys for Paine, Webber 
& Co., was to have Paine, Webber & Co. advance $290,000 on a list 
of securities exhibited to them by Mr. Solomont.®°° Apparently, 
however, Mr. Solomont and his associates needed $340,000 for they 
had requested Paine, Webber & Co. to advance its check for 
$840,000,°°° of which $290,000 would constitute the advance on the 
securities exhibited in the list to Mr. Hope and $50,000 would repre- 
sent a certified check in that amount to be given by Mr. Solomont 
and his associates to Paine, Webber & Co.®°" <A check for $340,000 

eTd., at 365. 

e2 Id. at 871-372. 

“Td. at 374. 

etd, at 374. : 

65 Td., at 379-380. The securities contained in the list were the portfolio securities of 
Burco, Inc. 
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was drawn by Paine, Webber & Co. payable to the Guaranty Trust 
Company,°° which then drew a cashier’s check for $340,000 payable 
to the order of Solomont or Graham, McMahon, Buell & Knox,°° 
unsel for Carroll E. Gray, Jr., the seller of the Burco, Inc. stock. 
Mx. Hope testified that, relying on the advice of Sullivan & Crom- 
well, the transaction did not appear to be improper to him: *° 


Green [a member of the firm of Sullivan & Cromwell] asked them [Solomont, 
Morris, and Robb] what kind of a deal it was, did they know the parties 
well, had they done pusiness before, were they parties of good reputation 
and some other questions that I can not remember. Green finally turned to 
me and I said “T think if you want to do the business it is all right to do 1p 
put I wish you—don’t go now, I want to talk to you about something else.” 
yo I telephoned back to the office that they could go ahead with the deal. 


On March 3, 1938 Paine, Webber & Co. advanced $290,000 to Mr. 
Solomont and on the same day received the securities contained in 
the list previously exhibited by Mr. Solomont to the firm,™ which 
gcurities were set up on the books of Paine, Webber & Co. as the 
“«S Leo Solomont & Ralph H. Robb, Jr. A/C.” °” 

Mr. Hope, as has already been: indicated, testified that he was 
aware of the fact that all previous “business” which Mr. Solomont 
had brought to Paine, Webber & Co. had involved investment com- 
panies. And Mr. Paine testified that the Robb and Solomont joint ac- 
‘ount which had been set up on the books of Paine, Webber & Co. 
‘n connection with the Insuranshares Corporation of Delaware ad- 
vance made by the firm had aroused his suspicions. However, he 
estified that in this last transaction involving Burco, Inc. his “sus- 
picions were allayed” by the fact that the transaction had been 
approved by the New York counsel of Paine, Webber & Com 


Q. Now here again we find that the securities were put in the name of Solo- 
mont and Robb, which was the situation which you said made you suspicious 
in the Insuranshares deal; isn’t that so? 

A. Yes; but my suspicions were allayed because the New York counsel knew 
all about it, I assumed. 

Q. It was unusual, was it not, to carry securities of an investment in the 
name of lawyers? 

A. Not if the attorneys approved it. 

Q. The attorneys may have given it their blessing, but, as a matter of prac- 
tice, it was unusual, was it not, that the securities of an investment trust 
should be carried in the names, personally, of their officers or lawyers, isn’t 
that so? 

A. That may be so. 

Q. How many times in your history have you ever carried the securities of 
eyen an ordinary corporation or an institution like an insurance company, or a 
bank, or an investment trust in the name of its officers and directors? 

A. Sometimes we carry accounts for liquidating by various groups in the 
names of individuals. 


#8 1q,, Commission’s Exhibit No. 57. 

609 Td., Commission’s Exhibit No. 58. 
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Q. By that you mean various groups of individuals, but not investment trugtg 
or corporations; you would not carry those Securities in the names og 
individuals? 

A. Not without papers; no, sir. 

On March 3, 1938 Paine, Webber & Co. proceeded to sell the secur. 
ties. By March 8, 1988 Paine, Webber & Co. had liquidated a por. 
tion of the securities for proceeds of approximately $390,000, 
From these funds, Paine, Webber & Co. deducted its $290,009 
advance. 

On March 8, 1938, Paine, Webber & Co. received from Mr. Solomont 
a letter of assignment, dated March 3, 1938, of a list of securities ) 
one Howard F. Hansell, Jr. to Mr. Solomont.*® This letter authoy- 
ized Mr. Solomont to sell a part of these securities, which were the 
identical securities which Paine, Webber & Co. had set up in the 
“S. Leo Solomont and Ralph H. Robb, Jr.” joint account on March 
3, 1938. From the proceeds of this sale, Mr. Solomont was to repay 
the advance of $340,000 which Mr. Solomont had procured for the 
account of Mr. Hansell and which Mr. Hansell had authorized to be 
paid to Graham, McMahon, Buell & Knox ** for the Burco, Inc. 
stocks. The balance of the securities were to be delivered to My. 
Hansell. The letter also indicated that Mr. Hansell had acquired the 
securities which were being liquidated from Burco, Inc. for “good 
and valuable considerations.” Mr. Paine, although he saw this letter. 
“paid no attention” to it. He testified, “I had the attorney’s approval 
finally on the transaction and my interest was only to take orders 
from the people who had possession of the securities.” °'7 

On March 11, 1988 Mr. Paine received information that “there had 
been some talk about Continental Securities transactions” 8 and 
became suspicious. Mr. Paine testified, “Well, if there is some talk 
about that, why we better stop doing business with these people.” ° 
Accordingly, Mr. Paine’s attorney, Lothrop Withington, on March 
15, 1938, held a conference with Messrs. Solomont, Morris, and Robb, 
As a result of this conference Messrs. Solomont and Morris agreed 
that they would get the “papers” authorizing the sale of the securities 
in the Solomont and Robb joint account and the payments from that 
account which had already been effected.%° 

On March 16, 1938 Messrs. Withington and Paine received from 
Messrs. Morris and Solomont certain resolutions ef Bureo, Inc.* 
which, when coupled with the letter of assignment from Mr. Hansell to 
Mr. Solomont, indicated that (1) Mr. Hansell had sold to Burco, Inc., 
blocks of the stock of Delta Oil Company, Ltd. and Insuranshares 
Corporation of Delaware for a total consideration of $750,000; (2) 
that Burco, Inc. had authorized the delivery to Mr. Hansell of port- 
folio securities (which were identical with those placed on March 8, 
1938, by Paine, Webber & Co. in the Solomont and Robb joint ac- 


S14 Td., at 388. 

615 Td., Commission's Exhibit No. 55. 

616 These were the attorneys for Carroll BE. Gray, Jr., who had on March 38, 1938, sold 
control of Burco, Inc., to the Northern Fiscal group. See supra, p. 463 and note 497. 
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count); (3) that Mr. Hansell was authorized to liquidate sufficient 
of such securities to derive the sum of $750,000; and (4) that Mr. 
Hansell had assigned the securities to Mr. Solomont, who was author- 
zed to sell an amount of such securities sufficient to repay the advance 
of $340,000 which Mr. Solomont had obtained for Mr. Hansell’s ac- 
count and had paid to Graham, McMahon, Buell, and Knox.*** 

At this point, had Paine, Webber & Co. inquired of Graham, Mc- 
Mahon, Buell, and Knox the reason for the $340,000 payment to that 
tym by Mr. Hansell, there would have been disclosed the fact that 
Mr. Hansell and his associates had purchased control of Burco, Inc. 
py the use of that investment company’s own assets. However, Mr. 
Withington, the attorney of Paine, Webber & Co., who at this time 
interrogated Mr. Hansell and Americus J. Leonard, the president of 
Burco, Inc., as to the value of the shares of Delta Oil Company, Ltd. 
and Insuranshares Corporation of Delaware,°* apparently did not 
inquire into the $340,000 payment by Mr. Hansell to Graham, Me- 
Mahon, Buell, and Knox.°** 

As a result of these conferences, the designation of Solomont and 
Robb joint account on the books of Paine, Webber & Co. was modified 
by adding the notation, “Burco A/C.” °> On March 16, 1937 the 
unsold securities °?¢ and the cash remaining in the account of Solomont 
and Robb, Burco A/C with Paine, Webber & Co. were transferred to 
the officers of Burco, Inc. and the account terminated.°* 

The total commissions to Paine, Webber & Co. in all its transactions 
in connection with all these investment companies aggregated $16,000. 
When examined as to the obligation of Paine, Webber & Co. to these 
imvestment companies and the actual and possible benefits to that 
frm, Mr. Paine testified : °8 


Q. You say you acted strictly in a brokerage capacity. The fact of the mat- 
ter is that you became conscious in each instance before you actually started 
the liquidation of the securities that you were acting as broker or agent for an 
investment trust; isn’t that so? 

A. I would not imply that. 

Q. Now let us see. With respect to First Income Trading Corporation, you 
were not there? 

A. That is right. 

Q. But with respect to the Continental Securities Corporation, you said late 
in the afternoon of the 25th of October, when Robb or Solomont asked you to 
segregate the securities, you knew then that these were Continental Securities 
ee 

#2 See note 616. 

“3 Mr, Withington testified (id., at 1648-9) : 

. Q. Dia he [Howard F. Hansell, Jr.] also tell you that he had bought control of 
EEA Nee at that time there was no mention cf control of Burco. I didn’t know about 
that until a subsequent date. 


t4Tqd., at 1648-9. 

e257]. at 1649-50 and Commission's Exhibit No. 59. 
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Corporation stock—I think you did say you did not know that the Schroders had 
sold coutrol—although with respect to Continental Securities Corporation you 
knew you were the broker for Continental Securities Corporation; isn’t that so? 

A. Yes. 

Q. And your primary obligation as agent and your fiduciary duty was to 
Continental Securities Corporation, isn’t that so? 

A. Well, we naturally would expect to get title to the securities which were 
sold for any account, if they were Continental stocks ; yes, sir. 

Q. And that is true of Insuranshares Corporation of Delaware; you knew you 
were acting as broker for Insuranshares Corporation of Delaware, didn’t you? 

. Yes, sir. 

_ You knew that was so with Bond and Share Trading Corporation? 

. That was a straight transaction, I mean there was no loss on-that. 

. And then you knew that with respect to Burco, too, did you not? 

Yes. 

. Now you say that the only remuneration that you received was $16,009, 
Now, candidly, Mr. Paine, you do not deny, do you, that consciously or uncon- 
sciously you had it in the back of your mind that you would get the account 
for these investment trusts, isn’t that so? 

A. Naturally, we assumed that we were going to continue to do business with 
‘these people. i 

Q. And the fact of the matter is that though ultimately it did not turn ont 
that way, when you did the business you expected you would get the account 
of Continental Securities Corporation which had about four million dollars in 
assets at that time, isn’t that so? 

A. Two and one-half million, as far as I know. 

Q. And one of the best brokerage clients in the world, is an investment trust, 
isn’t that so? Because that is their business, buying and selling securities? 

A. That is correct. 

Q. And not only are they the best customers because they continually buy 
end sell securities, but they always buy for cash and do not have any margin 
accounts, do they? 

A. That is usually the case. 

Q. They are the finest commission business in the world, isn’t that so, if you 
can get it? 

A. Yes. 


Qroro> 


Mr. Paine conceded that his relationship of broker to the various 
investment companies which came under the control of the Fiscal 
Management and Northern Fiscal groups might have created a fidu- 
ciary relationship between the investment companies and his firm. 
Nevertheless, he testified that his suspicions were not aroused in any 
way by the fact that his firm received from the officials of the invest- 
ment companies only orders to liquidate their portfolio securities as 
rapidly as possible to satisfy the advances made by his firm, with 
only one order to purchase securities. Furthermore, the fact that 
immediately after sufficient securities were sold to repay these ad- 
vances, the brokerage accounts of several of the investment compa. 
nies with Paine, Webber & Co. were transferred to Prentice & Brady 
apparently also did not impress Mr. Paine as a questionable circun- 
stance. Mr. Paine testified : °° 
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Q. In all these transactions I notice one thing, Mr. Paine, that starting with 
the First Income Trading Corporation, Continental Securities Corporation, In- 
suranshares Corporation of Delaware, Bond and Share Trading Corporation, 
and Bureo, Inc., five different investment companies with which Paine, Webber & 
Company Was associated and you know what I mean by associated—— 

A. Brokerage. 

Q. Did you ever buy a single share of stock for any one of these trusts? 

A. I think we bought some Insuranshares stock at $1.00 a share. 

Q. No; what I mean is did you ever act as broker for any one of those trusts 
and execute a single buy order for them? 

A, I say we did buy Insuranshares for Solomont and Robb, Insuranshares, 
] think 2,400 shares of Insuranshares stock. 

Q. But every other single transaction that you had during the entire history, 
starting in August and terminating in about March, through that period the 
only thing which Paine, Webber & Company did was to sell, isn’t that so? 

A. Well, there is a notation on these of Interborough Rapid Transit, and we 
pought one stock which was sold; otherwise you are correct. 

Q. Wasn't it becoming patent and apparent to you that these people were 
selling out and liquidating the portfolio of the various trusts and except in 
negligible instances, was there a single order to buy executed by Paine, Webber 
& Company for any of these investment trusts? 

A. Don’t forget that we delivered, after selling the securities of First In- 
cone Trading, we delivered over a million dollars of securities for Conti- 
nental Securities, and we had no knowledge of what was going to happen to it. 
We did not know whether everything was selling, or not; we had no idea. 

Q. So far as your end of it was concerned, it was a sale? 

A. Yes; actual brokerage orders on the selling side; yes, sir. 

Q. How many dollars of securities did you sell in this entire picture? How 
much did you sell in First Income Trading, do you remember? i. 

_ About $150,000 worth. 

And how much did you sell in Continental Securities Corporation? 

I should say $1,400,000. 

. And how much did you sell in Insuranshares Corporation of Delaware? 
_I should say about $480,000. 

_ And how much did you sell in Burco, Inec.? 

. About $390,000, and we liquidated some other stock which Bureo had on 
a loan afterwards of about $200,000. 

Q. And then you Sold about $70,000 in Bond and Share Trading Corporation, 
isn’t that so? 

A. I think that is the amount. 

Q. Approximately how much is it? 

A. $2,700,000. 

Q. $2,700,000 of Securities. 

A. In five accounts; that is not a very tremendous amount because Con- 
tinental’s portfolio was $2,500,000. 

Q. Well, it may not be a tremendous amount where you buy and sell, but 
in the light of the facts I have just developed, it was a lot of selling, wasn’t it? 
_ A. We executed a great deal more than that in a very short time in pre- 
vious years. 


rPOPOPOD 


As a result of the association of Paine, Webber & Co. with the 
acquisition of control of investment companies by the Fiscal Man- 
agement and Northern Fiscal groups, the Board of Governors of 
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the New York Stock Exchange suspended Stephen Paine for a 
period of three years from membership on the New York Stock Hx. 
change. The substance of the “charges and specifications” of the 
Board of Governors was that “he (Stephen Paine) either knew the 
facts and circumstances in the light of which he should not haye 
permitted or should have prevented (1) certain advances or loans 
by the firm of Paine, Webber & Co. for the account of certain in- 
dividuals which were used for the purchase of control of Continental 
Securities Corporation, Insuranshares Corporation of Delaware, and 
Burco, Inc., investment trusts, securities from the portfolios of which 
investment trusts were used as collateral to secure such advances or 
loans and later sold in order to liquidate such advances or loans 
and (2) certain transactions made in the joint account of said in. 
dividuals involving securities from the portfolios of such investment 
trusts, or he was aware of circumstances which in the exercise of 
ordinary diligence demanded an investigation and failed to make 
proper investigation.” 

Frank Hope, another partner in the firm, was suspended for a 
period of six months, on the ground ‘“* * * that he either knew 
facts and circumstances in the light of which he should not have 
permitted or should have prevented an advance or loan by the firm 
of Paine, Webber & Co. for the account of certain individuals which 
was used for the purchase of control of Burco, Inc., an investment 
trust, securities from the portfolio of which investment trust were 
used as collateral to secure such advance or loan, or he was aware of 
circumstances which in the exercise of ordinary diligence demanded an 
investigation and failed to make a proper investigation.” °°° 


E. Participation of Prentice & Brady in the Activities of the 
Fiscal Management Group 


The brokerage firm of Prentice & Brady, it will be recalled, figured 
prominently in the activities of the Fiscal Management eroup. 
George H. Clayton, Jr., a member of the Fiscal Management group, 
was a close associate of Jerome C. Brady, one of the partners im the 
firm of Prentice & Brady,** sharing an office with Jerome C. Brady. 
Presumably, as a result of this association, the firm of Prentice & 
Brady not only received commissions in connection with the sale of 
control of Reynolds Investing Company, Inc., but also received com. 
missions as the broker in the liquidation of the portfolio securities of 
the various investment companies acquired by the Fiscal Management 


group. 


630 The New York Times, April 1, 1939. On May 31, 1939, a Federal Grand Jury in the 
Southern District of New York indicted Messrs. Morris, Solomont, Hansel! and Paine, 
among others, on 17 counts of mail fraud and one of conspiracy in connection with Insur- 
anshares Corporation of Delaware and Burco, Inc. (The New York Times, June 1, 1939,) 
On December 1, 1939 Messrs. Morris, Solomont, Hansell and Paine were convicted in the 
United States District Court for the Southern District of New York as participants ina 
conspiracy involving the use of the mails to defraud the stockholders of Insuranshares 
Corporation of Delaware and Burco, Ine. (The New York Times, December 2, 1939.) 
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1. ACTIVITIES IN CONNECTION WITH ACQUISITION OF 
CONTROL OF FIRST INCOME TRADING CORPORATION 
AND CONTINENTAL SECURITIES CORPORATION 


Prentice & Brady became the brokers for First Income Trading 
OQorporation immediately after Paine, Webber & Co. had liquidated 
sufficient portfolio securities of this investment company to satisfy 
the advances which that firm had made to the group who acquired 
control of the company.**? In addition, Prentice & Brady received 
$48,000 in brokerage commissions in connection with the liquidation 
of the balance of the portfolio securities of Continental Securities 
Corporation, which were turned over to Prentice & Brady immediately 
after Paine, Webber & Co. had sold sufficient of these portfolio 
securities to reimburse that firm for its $580,000 advance to the group 
to buy control of Continental Securities Corporation.®** 

Furthermore, Prentice & Brady received, as a result of their asso- 
ciation with the Fiscal Management group, $160,000 of the funds of 
Continental Securities Corporation. Of this sum, $80,000 was used 
by Prentice & Brady to purchase.a seat on the New York Stock Ex- 
change for one Mr. Lynch, who subsequently became a partner in 
the firm of Prentice & Brady; $20,000 was paid to Mr. Clayton; and 
$60,000 was disbursed in “various small loans” to “various people.” °% 


g, ACTIVITIES IN CONNECTION WITH ACQUISITION OF 
CONTROL OF REYNOLDS INVESTING COMPANY, INC. 


In the acquisition of control of Reynolds Investing Company, Inc., 
Sartell Prentice, of Prentice & Brady, ostensibly acted as the prin- 
cipal and publicly announced that he acted in that capacity.®° It 
will be recalled that C. K. Reynolds testified that the fact that Mr. 
Prentice was reputed to be related to the Rockefeller family was one 
of the factors which induced the Reynolds family to sell their con- 
trolling block of stock of Reynolds Investing Company, Inc. to Mr. 
Prentice. Actually, however, as has already been described, Sartell 
Prentice was acting in the negotiations for the acquisition of control 
of Reynolds Investing Company, Inc. only as agent for the undis- 
closed principal, the Fiscal Management group. Control of Reynolds 
Investing Company, Inc., was ultimately acquired by Continental 
Securities Corporation, which was at that time controlled by the Fis- 
cal Management group. Prentice & Brady acted as the brokers in 
the liquidation of the portfolio of Continental Securities Corpora- 
tion and also in the liquidation of a substantial portion of the port- 
folio of Reynolds Investing Company, Inc., in order to raise the cash 
necessary to meet the payments on the contract to purchase control 
of Reynolds Investing Company, Inc. In connection with this acqui- 
sition of control, Prentice & Brady without authorization hypothe- 


633 See supra, p. 359. 

64 Op. cit. supra, note 1, at 593. 
63 See supra, p. 407. 

836 See supra, p. 425, note 306. 
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cated customers’ securities with banks for loans; hypothecated for 
loans with various banks, without the prior authority of the board 
of directors, the portfolio securities of Reynolds Investing Company, 
inne: which had been removed from that company’s “vault ; and 
subsequently liquidated these portfolio securities without the prior 
authority of the board. 

Prentice & Brady received a total of $52,000 in “commissions” in 
connection with acquisition of control of Reynolds Investing Com- 
pany, Inc., and the liquidation of the securities of that investment 
company.°*" 

In April 1938, Messrs. Prentice and Brady were expelled from the 
New York Stock Exchange by the Committee on Business Conduct, 

upon the ground that the ‘firm had made improper use of customers 
securities.°* In May 1988 the Attorney General of New York ae 
tained an injunction in substance restraining the firm of Prentice & 
Brady from engaging in any security activities with collateral on 
investment trusts.“ In November 1938 a federal grand jury for th 
Southern District of New York indicted, among others, Sartell Pren- 
tice and Jerome C. Brady as alleged participants in a conspiracy to 
use the mails to defraud the stockholders of First Income Trading 
Corporation, Continental Securities Corporation, and Reynolds In- 
vesting Company, Inc.°*° 


F. Conclusion 


Within the period of six months from October 1937 to March 1938, 
the Fiscal Management and Northern Fiscal groups were able, with- 
out the expenc diture of any of their own funds, to aequire control of 
seven investment companies with aggregate assets of approximately 
$14,600,000. During this same period, an aggregate of approxim: itely 
$6,000, 600 of marketable assets of investors in these org anizations 
were either dissipated in the ferm of “commissions,” “profits, » and 
loans to, and purchases of valueless securities from the members of 
the group and their associates or were replaced with assets of a most 
doubtful value.“ After the passage of control of these investment 


837 Op. cit. supra, note 1, at 593. 

638 The New York Times, April 27, 1938, p. 32. 

639 Td., May 28, 1938, p. 1. 

640 Jerome C. Brady and Sartell Prentice, both of whom were subpoenaed by the Srcuri- 
ties and Exchange Commission to testify at its public examination into the activities of 
the Fiscal Management group, asserted their constitutional! privilege of refusing to testify 
on the ground that their answers might tend to degrade or incriminate them. (Op. cit. 
supra, note 1, at 118-121.) 

Varicus criminal proceedings which were instituted in connection with the xctivities of 
the Fiscal Management group and Northern Fiscal group are (1) indictments by the Grand 
Jury, County of New York, of Messrs. Frear, Ferretti, Clayton, Solomont, Robb, ant 
Morris for grand larceny. All of these defendants, except Mr. Robb, who pleaded guilty, 
were acquitted June 9, 1939. (2) Indictments by Federal Grand Jury for the Southern 
District of New York of members of the Fiscal Management group and various others 
including Stephen Paine as alleged participants in a conspiracy to use the mails to defrand, 
These indictments were still pending at the date of this report. 

64 The following schedule indicates the value of the diversified marketable securities and 
other assets of the various investment companies acquired by the Fiscal Management and 
Northern Fiscal groups prior to the passage of their control to such groups; and the 
doilar amount of these assets which were invested in securities of other investment com- 
panies (most of which had nominal or no asset values). in the preferred stocks of Fiscal 
Management Company, Ltd., and of Northern Fiscal Corporation, Ltd. (the personal 
holding companies of the groups), in large blocks of stecks of doubtful value, and in loans 
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companies to these groups, five of these seven investment trusts ulti- 
mately were placed in receivership or reorganization to prevent fur- 
ther depletion of their assets by the members of the groups. 

The individuals in the groups acquired control of these various 
investment companies by the device of using the funds of the very 
investment companies acquired to pay for the controlling blocks of 
stock of these organizations. However, these schemes could not have 
been consummated had the old managements and dominant stock- 
holders not turned over control of the funds which “belonged” to 
the investing public. ay 

The old managements owed a high fiduciary obligation to the in- 
yvestors arising from the various capacities in which they were asso- 
ciated with their investment companies and security holders. In most 
instances the persons who transferred control had sponsored the 
investment trusts, distributed the securities of these investment trusts, 
managed the funds of these organizations, and were officers and direc- 
tors and controlling stockholders. 

The public investors in these companies had a right to expect a 
strict and contmuous observance of these obligations. The investing 
public, apparently motivated by a desire to be in a senior or protected 
position, purchased the bonds, debentures, and preferred stocks of 
these investment companies. For this protection, these senior security 
holders were apparently willing to limit the extent of their partici- 
to the members of the groups or their associates. These figures do not include all the 
“egmmissions’ and “profits” taken by the members of the groups and associates on various 
deals by and with the investment companies, nor does it include Administered Fund 


Secoud, Ine., which had assets of approximately $3,500,000, since these funds were not 
“touched” by the Fiscal Management group. 


Approximate 
aggregate 
Name of investment value of net | Disposition of assets acquired by Fiscal Managemen 
company assets prior and Northern Fiscal grouys 
to transfer 
of control 
Bond and Share Trading $230, 000 $175, 000 used to purchase preferred stock of Northern 
Corporation. Fiscal Corp., Ltd 
$25, 000 used to purchase common stock of Insuran- 
Burcon ice ne 1, 250, 000 | shares Corporation of Delaware. 


$725, 000 used to purchase common stock of Delta 
- Oi] Co., Ltd. 
$1,900,000 used to purchase common stock of Rey- 
nolds Investing Co., Ine. 
$354, 500 used to purchase common stock of Corpo- 
rate Administration, Inc. 
$447,000 paid on contract to purchase collateral notes 
of American. Utilities Corp. 
$160, 000 advanced to Prentice & Brady and others. 
$103, 000 used to purchase common stock of Barkley- 
Grow Aircraft Corp. 
$217, 000 used to purchase common stock of Reynolds 
Investing Co., Ine. 
$125, 0G0 used to purchase common stock of Barkley- 
Grow Aircraft Corp. 
$88, 000 used to purchase various mining and oil 
stocks. 
$31,000 advanced to Messrs. Grow and Wicks. 
$175, 000 used fo Duchess cae and B stock of Bond 
5 and Share Trading Corp. 
IAD Eas Corporation 800, 000 $325, 000 used to purchase preferred stock of Northern 
Die ENTE Fiscal Corp., Ltd. 
Reynolds Investing Co., Inc. 5, 000, 000 $882, 500 used to purchase preferred stock of Fiscal 
Management Co., Ltd. 


Continental Securities Cor- 3, 300, 000 
poration. 


First Income Trading Cor- 540, 000 
poration. 


Totalieete.cuseat es. See $11, 120, 000 | $5, 733, 000 
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pation in all the profits and earnings of these organizations. As has 
been indicated, the vendors of control of these investment organiza- 
tions were the holders of substantial blocks of common stock. These 
controlling individuals were therefore virtually operating large secu- 
rities accounts which were “margined” with the funds supplied by the 
holders of the debentures and preferred stock. .By the time that con. 
trol was transferred, substantial losses had been sustained by these 
organizations and their security holders—losses which were sustained 
during the management periods of these vendors of control. Control] 
was therefore transferred by these dominant individuals at a time when 
honest and competent management was required if the losses by the 
senior security holders and minority common stockholders were to 
be recouped. 

In almost all of the investment companies discussed, the common 
stock, the largest blocks of which were held by the old managements, 
had no asset value, and the funds “belonged” substantially to the 
senior security holders, who did not possess, however, any vote or 
control over the funds. The obligation which was imposed upon the 
individuals transferring control either as sponsors, managers, direc- 
tors, distributors of the securities or principal stockholders of the 
investment company, was intensified by the fact that the assets of 
these companies were for the most part cash or readily marketable 
securities, easily convertible into cash and were not subject to an 
investment restrictions. Yet the old managements and controlling 
stockholders, under these circumstances, transferred the funds of these 
public investors to groups of individuals without an effective investi- 
gation as to the character and ‘ability of these individuals. ~The ‘fail- 
ure to make such investigation in view of the consequences attendant 
upon the transfer of these funds, is the outstanding fact which must 
affect the judgment of their conduct. 

These managements not only received for their controlling blocks 
of steck prices far in excess of the asset or market value of these 
securities, but simultaneously relieved themselves of the burdens and 
obligations attendant on the management of other people’s money, 
Although the old managements obtained‘ these advantageous prices 
for their securities, they did not take any steps to notify the security 
holders of the contemplated transfer of control or to insure a con- 
tinuance of the management and investment policies of the company 
in reliance upon which policies the public may have purchased or 
retained the securities of the investment companies. In fact, partici- 
pation of the old managements in the transfer of control was not 
merely passive. They took affirmative steps to deprive the stock- 
holders of the opportunity to elect their own directors. The old 
mrtnagements, who in several instances owned only a minority voting 
interest in their companies, actively facilitated the transfer of control 
by participating in a scheme of alternate resignation of the old direc- 
tors and election of new directors. This device obviated any neces- 
sity for electing new directors at the next annual meeting of the 
stockholders or at a special meeting called for that purpose. By this 
scheme the security holders received no notice of the contemplated 
transfer of control, and were deprived of any opportunity to avail 
themselves in proper time of any legal remedy or recourse which they 
may have possessed to prevent the dissipation and depletion of their 
funds. 
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X. GENERAL INVESTMENT CORPORATION 


FORMERLY THE PUBLIC UTILITY HOLDING CORPORA- 
TION OF AMERICA) 


( 


A. Summary 


General Investment Corporation (formerly The Public Utility Holding Corpora- 
tion of America) was incorporated in Delaware on September 5, 1929, under the 
sponsorship of the United Founders Corporation group and The Harris Forbes 
Corporation (a subsidiary of Harris, Forbes & Company, a leading New York 
investment banking house), to invest in stock of public utility interprises. 

General Investment Corporation raised ultimately an aggregate of approxi- 
mately $78,634,000 by the issuance and resales of its securities. As of May 31, 
1936, about two months prior to the date when control of General Investment 
(Corporation was transferred by the sponsors to a new management, the invest- 
ment company had sustained a loss in operations of approximately $70,604,000, 
or $944 % of its paid-in capital. 

The initial public distribution of the common stock of General Investment 
corporation was started over-the-counter before its actual issuance on a “when 
issued” basis by the sponsors on September 6, 1929 (the day following the incorpo- 
yation of the investment company). The opening “when issued” price for the 
stock was $29 per share. By September 23, 1929, the sponsors had sold to the 
public, shares of common stock mainly on a “when issued” basis, at an average 
rice of slightly in excess of $26 per share, for an aggregate of approximately 
620,067,000. On September 16, 1929, when the “when issued” market price of 
its common stock was $35-$37 per share, as contemplated and agreed by its 
sponsors prior to its organization, General Investment Corporation issued to its 
sponsors 2,000,000 shares of its common stock and 509,000 shares of its class A 
common stock (multiple voting stock) all at $12.50 per share, for an aggregate of 
$31,250,000. The United Founders Corporation group then used part of this 
stock so issued to it by General Investment Corporation to make deliveries on 
the “when issued” commitments entered into with the public and realized a 
profit of approximately $4,000,000 on these deliveries. In addition, the United 
Founders Corporation group received a $500,000 commission on sales made 
directly by General Investment Corporation to the public. 

From September 17, 1929, until the end of November 1929 the sponsors con- 
tinued the public distribution of the common shares of General Investment 
(orporation at prevailing market prices, which were higher than the $12.50 
per share paid by the sponsors. On these sales, the sponsors, United Founders 
(Corporation group and The Harris Forbes Corporation, realized an additional 
profit of $2,254,000. As a result of this method of distribution, the United 
founders Corporation realized a profit of $5,280,000 and The Harris Forbes Cor- 
poration realized a profit of $954,000 on the common stock of General Investment 
Corporation which they had resold to the public. 

The two sponsors still retained 500,000 shares of Class A stock and 1,602,000 
shares of common stock at a net cost of $20,000,000 after deducting their profits 
on the resales. However, the cash investment of the United Founders Corpora- 
tio group and of The Harris Forbes Corporation in the General Investment 
Corporation were further reduced when, on September 16, 1929, these sponsors 
sold directly to the investment company blocks of securities of utility companies 
for an aggregate of $19,645,000 on which these sponsors realized an aggregate 
profit of about $4,448,000. As a consequence, the United Founders Corporation 
group bettered its cash position by approximately $2,700,000 and The Harris 
Forbes Corporation reduced its cash contribution for the General Investment 
Corporation stock to about $3,000,000. However, the sponsors, by virtue of their 
ownership of the class A stock and the unsold portion of the common shares, still 
retained effective working control of General Investment Corporation, which 
ultimately had paid-in capital of $78,634,000 and, at one time or another, 
participated in control of utility enterprises having aggregate resources of 
over $811,500,000. 

General Investment Corporation obtained approximately $21,000,000 of its 
$78,684,000 of total paid-in capital in September 1930 and thereafter through its 
acquisition of United States & Overseas Corporation in an exchange of stock. 


498 SECURITIES AND EXCHANGE COMMISSION 


United States & Overseas Corporation had been organized in January 1929 by 
The Harris Forbes Corporation, N. W. Harris & Co. of Chicago, the Uniteq 
Founders Corporation group, and Deutsche Bank und Discontogesellschaft, g 
bank in Germany, to lend intermediate credits to industrial and utility enter. 
prises principally in Germany. By the beginning of September 1929, Uniteq 
States & Overseas Corporation had raised $6,000,000 from the issuance of 600,000 
shares of its stock to its original sponsors and certain other investment bankers, 
At that time, in contemplation of a public distribution of its securities, Unite 
States & Overseas Corporation reclassified its outstanding stock into 300,000 
common shares and 300,000 Class A common shares; and issued to a distributing 
syndicate composed of the sponsors and headed by The Harris Forbes Corporation, 
an additional 450,000 shares of common stock at $86 per share, for a total of 
$16,200,000. These 450,000 shares, together with 150,000 common shares which 
the sponsors had previously purchased from the company at $10 per share, 
were distributed publicly for $35 per share for a total of $21,000,000. Of this 
price, the company received $17,700,000 and the sponsors received profits ang 
distributing commissions of $3,300,000. Beginning in September 1930, whey 
the investment quality of the intermediate German credits in the portfolio of 
United States & Overseas Corporation had already become questionable, Genera] 
Investment Corporation was caused to exchange about 273,000 shares of its $3 
dividend series preferred stock and 391,000 shares of its common stock, or ay 
aggregate of about $21,364,000 of its securities, for substantially all of the out. 
standing stock of the United States & Overseas Corporation. For the common 
shares of United States & Overseas Corporation (which had been for the most 
part distributed to the public), General Investment Corporation exchanged its 
stock on the basis of equivalent asset value and market value. However, for 
the United States & Overseas Corporation Class A common shares, which were 
held entirely by the sponsors of General Investment Corporation and of Uniteq 
States & Overseas Corporation and their associates, General Investment Corpora- 
tion paid a substantial premium above asset value. In the subsequent liquidation 
of United States & Overseas Corporation, General Investment Corporation realizeg 
a loss of $2,886,000, besides sustaining a loss of $6,385,000 on intermediate 
German credits acquired from United States & Overseas Corporation. 

General Investment Corporation, during its first management period, was 
caused by its sponsors to invest and reinvest an aggregate of approximately 
$107,000,000 of its resources in securities of venturés in which these sponsors, 
particularly Harris, Forbes & Company, had a direct or indirect interest. General 
Investment Corporation, on these particular investments which were permeated 
with conflicts of interest, sustained losses aggregating approximately $53,000,009 
out of the total loss of $70,604,000 sustained by the investment company during 
this management period. 

Among the investments upon which the General Investment Corporation sus- 
tained substantial losses were the intermediate term German credits which were 
acquired by General Investment Corporation either directly from the Deutsche 
Bank, or indirectly by its acquisition of United States & Overseas Corporation, 
which had made the loans under the supervision of the Deutsche Bank, without 
exception, to clients of the bank. General Investment Corporation sustained a 
loss of $3,156,000 on its $7,750,000 participation in a $15,000,000 debenture issue 
of Westphalia United Electric Company. The second largest loss on these 
German loans, ultimately aggregating over $3,000,000, was sustained in con- 
nection with loans made to Elektrizitatswerke Suedwest, A. G., an electric-power 
company serving the city of Berlin. Almost all of this loss was sustained by 
General Investment Corporation on a $3,107,000 participation in a syndicate 
headed by Deutsche Bank formed to lend Elektrizitatswerke Suedwest, through 
purchases of its debentures, funds to pay taxes to the city of Berlin. In the first 
half of 1930 United States & Overseas Corporation purchased, through Harris 
Forbes & Company, a participation of $2,765,000 in a debenture syndicate at 
112% of the face amount or $3,107,000, of which $1,840,000 in face amount were 
“ceded” to the investment company by Harris Forbes & Company. Harris Forbes 
& Company agreed to repurchase these $1,840,000 of debentures on or before 
June 30, 1930. This repurchase obligation was extended to December 31, 1980, 
because the debentures had not been issued in marketable form by June 30, 
1930. However, the management of United States & Overseas Corporation, con- 
trolled by Harris Forbes & Company, never formally made demand on Harris 
Forbes & Company to repurchase these debentures. Harris Forbes & Company 
contended that its obligation was to purchase from the investment company 
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debentures in marketable form and not to “repurchase the $1,840,000 of deben- 
tures” which were “ceded.” In August 1931 United States & Overseas Corpora- 
tion sold the “loan” at cost to General Investment Corporation, which owned 
substantially all of the outstanding stock of United States & Overseas Corpora- 
tion. Ultimately General Investment Corporation sustained a realized loss of 
approximately $2,786,000 on this loan. 

General Investment Corporation invested an aggregate of $15,527,000 in 
securities of the Associated Gas and Electric Company system, a banking client 
of Harris Forbes & Company. General Investment Corporation bought, at the 
time of its formation in September 1929, $9,081,000 of the Associated Gas and 
Electric Company system securities directly from the sponsors, who made a 
rofit of about $4,239,000 on this sale. General Investment Corporation acquired 
$5,375,000 of these Associated Gas and Electric Company system securities at 
the end of September 1929, from Pynchon & Co., one of the bankers of the 
Associated system, by the issuance to these bankers of 145,270 shares of General 
Investment Corporation common stock. General Investment Corporation invested 
7 969.000 in the Associated Gas and Electric Company common stock alone, 
which had never theretofore paid a dividend and was apparently without under- 
lying asset value at the time of acquisition. Of this amount $3,000,000 was paid 
to The Harris Forbes Corporation for Associated Gas and Electric Company com- 
mon stock which The Harris Forbes Corporation had received severai years 
pefore as a bonus for becoming banker to the utility system. In addition, 
@eneral Investment Corporation purchased from its sponsors for $246,000 Asso- 
gated Gas and Electric Company Class A common stock at an artificial market 
price. in part maintained by Harris Forbes & Company as agent for the Asso- 
ciated Gas and Electric Company system; $423,000 of General Gas and Electric 
gorporation preferred stock which The Harris Forbes Corporation was currently 
distributing; and $585,000 in Eastern Utilities Investing Corporation class A 
common stock, which was without asset value at that time. General Investment 
corporation ultimately realized an aggregate loss of $14,437,000 on these pur- 
chases, exclusive of the loss of United States & Overseas Corporation amounting 
to $198,000 on its investments of $460,000 in the Associated Gas and Electric 
Company system. 

In September 1929, The Harris Forbes Corporation sold 95 000 common shares 
of the newly formed United States Electric Power Corporation for $1,425,000 
to General Investment Corporation and United States & Overseas Corporation 
at a profit of $142,500. Ultimately the two investment companies sustained 
aggregate losses of $849,550 on this investment. 

The largest single investment and largest single loss of General Investment 
Corporation was in the stock of Central Public Service Company and its sub- 
sidiaries, for which system Harris, Forbes & Company was the tanker. General 
Investment Corporation invested $22,570,000 in the Central Public Service Sys- 
tem. and lost approximately $21,396,000. General Investment Corporation, at 
the time of its organization, purchased from The Harris Forbes Corporaticn not 
only a block of the common stock of Central Public Service Company, but also 
4 block of Class A common stock of that company’s subsidiary, Central Public 
service Corporation, which The Harris Forbes Corporation was then distributing 
at artificially maintained prices. Thereafter, during the same month, General 
Investment Corporation acquired, in exchange for its own common stock, addi- 
tional Class A stock from Albert E. Pierce & Company, the sponsor of the Central 
Public Service System, for an aggregate price of $1,100,000. 

The major part of the investment of General Investment Corporation in the 
Central Public Service System was acquired by an exchange of its contro: of 
Portland Electric Power Company pursuant to a contract dated January 30, 
1930. The Portland company had been acquired by General Investment Cor- 
poration at a cost of $19,035,000 in October 1929. It was sold to Centrai Public 
Service Corporation for $8,221,000 cash, 175,000 shares Central Public Service 
company common stock valued at $4,200,000, and 300,000 shares Central Public 
Service Corporation Class A.common stock valued at $9,750,000, After this ex- 
change, General Investment Corporation and Albert E. Pierce, sponsor and one of 
the bankers for the Central Public Service System, were the two largest stock- 
holders in the system. By this exchange, Harris, Forbes & Company augmented 
the resources of the Central Public Service utility system, for which it was one 
of the bankers, by about $90,000 000, increasing the total assets to $364,000,000, 
or by about 83%. The price of $9,750,000 for Central Public Service Corporation 
Class A stock acquired by General Investment Corporation was based on a market 
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artificially maintained for this stock. Between August 1929 and December 1999 
Central Public Service Corporation, through Albert E. Pierce & Company and one 
of its own subsidiaries, bought in the market an amount of this stock equa] to 
70% of the total transactions in this steck on the New York Curb Exchange ang 
the Chicago Stock Exchange; and the stock advanced about 65% in market Price 
between October 29, 1929, and December 9, 1929. The $4,200,000 of Centra] 
Public Service Company common stock acquired by General Investment Corpora- 
tion had a current market value of $3,255,000, and had never theretofore paid 
dividends. 

The General Investment Corporation subsequently increased its investment in 
Central Public Service System to an aggregate of approximately $22,500,900, 
In October 1935, the Central Public Service System was finally reorganized under 
Section 77B of the Bankruptcy Act. General Investment Corporation sustaineg 
an aggregate loss of approximately $21,400,000, including a loss of about $15. 
715,000, upon the sale of its block of Central Public Service Company common 
stock and Central Public Utility Corporation (successor to Central Public Service 
Corporation) Class A stock to Albert E. Pierce for $70,000; and practically ay 
entive loss of its investment of $2,894,000 in American Commonwealths Power 
Corporation which went into receivership immediately after its acquisition 
by General Investment Corporation from Albert E. Pierce & Company in exchange 
for the Class A stock of Central Public Service Corporation. 

Yn eddition, General Investment Corporation lost its entire investment of 
$967,000 in a participation in a $5,000,000 syndicate headed by Harris Forbes & 
Company to finance acquisition of Washington Gas Light Company by the 
Central Public Service Company. 

General Investment Corporation sustained a loss of $7,251,000 in connection 
with its investment in South American Railways Company and Buenos Aires 
Central Reilroad and Terminal Company. In 1929 the Terminal Company, a 
banking client of Harris Forbes & Company, had borrowed $5,250,000 from 4 
New York hank to finance temporarily construction of a subway in Buenos 
Aires. When the lo2n was made and later extended, Harris Forbes & Company 
had represented to the bank that it, Harris Forbes & Company, intended to 
distribute publicly a bond issue for the terminal company which would thus 
be provided with funds to repay the bank loan. However, after the market 
break in 1829, Harris Forbes & Company did not offer the bonds of the terminal 
company publicly but had General Investment Corporation organize South Amer- 
ican Railways Company and had General Investment Corporation guarantee a 
$12,000,000 note issue of South American Railways Company which Harris 
Forbes & Company distributed to the public. The proceeds of this issue were 
loaned by South American Railways Company to the terminal company which 
used the funds to repay the bank loan and complete the construction of the 
subway. Eventually the terminal company defaulted on its obligation to pay 
the loan from South American Railways Company, and General Investment Cor- 
poration was compelled to purchase for approximately $9,882,000 the $12,000,000 
of South American Railways Company notes which had been sold, with the 
guarantee of General Investment Corporation, to the public. On the resale of its 
entire investment in this venture, which aggregated approximately $14,316,000, 
General Investment Corporation sustained a loss of about $7,251,000. 

By May 31, 1936, the investment company, having sustained a shrinkage of 
$73,000,000 in its capital, had assets on the basis of book values of only 
$5,400,000. In August of 1936, control of General Investment Corporation was 
sold to International Equities Corporation, an investment company controlled by 
Ernest B. Warriner. The funds necessary to purchase control of International 
Equities Corporation had been furnished Ernest B. Warriner by one Wallace 
Groves. General Investment Corporation was caused to purchase from its parent, 
International Equities Corporation, controlled by Mr, Warriner, a $1,000 000 par- 
ticipation in the preferred stock of Certain-teed Products Corporation, a company 
in which Wallace Groves was indirectly interested through his Phoenix Securi- 
ties Corporation. 

In November 1936 General Investment Corporation sold its investment in the 
Terminal Company to a governmental agency of the Argentine for approximately 
$7,500,000, consisting of approximately $5,750,000 in cash and $1,750,000 in a 
subparticipation in a syndicate loan. A “commission” of $250,00 was paid to 
Philip Deronde, an associate of Wallace Groves, although the negotiations had 
been theretofore substantially completed by one Mr. Billings, to whom a com- 
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mission of only $35,000 was paid. From the balance of the cash proceeds of 
the sale of the notes there was disbursed by General Investment Corporation 

2,508,282, used to purchase 24,591 shares of the company’s outstanding preferred 
stock at $102 per share from Wallace Groves, who had simultaneously acquired 
90,731 shares at $87.50 per share, and 3,860 shares at $100 per share, thus 
realizing by these transactions a profit of $308,320. 

During December 1936 General Investment Corporation was caused to buy for 
$641,000 from Phoenix Securities Corporation, controlled by Wallace Groves, 
q block of stock of Standard Investing Corporation, which Phoenix Securities 
Corporation had acquired in an unsuccessful attempt to wrest control of Stand- 
ard Investing Corporation from Brown Brothers, Harriman & Company, an in- 
yestment banking firm. As a result of these transactions, a major part of the 
$5,750,000 of cash received by General Investment Corporation by the sale of its 
Terminal Company notes was disbursed in transactions in which Wallace Groves, 
companies in which he had substantial interest, or his associates, were pecuniarily 
interested. General Investment Corporation resold its investment in Standard 
Investing Corporation to Henderson Brothers of Boston, and two weeks later 
standard Investing Corporation purchased the control block of stock of Inter: 
national Equities Corporation from Mr. Warriner at a profit of $1,860,000 to Mr. 
Warriner. After Henderson Brothers succeeded to control, General Investment 
Corporation invested a substantial amount of its funds in real estate. 


B. Organization and Capitalization of General Investment 
Corporation 


General Investment. Corporation was incorporated in Delaware on 
September 5, 1929, as The Public Utility Holding Corporation of 
America, under the sponsorship of The Harris Forbes Corporation, and 
United Founders Corporation and its affiliate, American Founders 
Corporation.t. The purposes and powers of the corporation were both 
those of an investment company and a holding company ? but Harris 
Forbes & Company * on whom the United Founders Corporation group 


1Public Examination, American General Corporation, et al., Commission’s Exhibit No. 
X3423 (p. 1). On July 21, 1933, the name of the company was changed to General Invest- 
ment Corporation. (Id., Commission’s Exhibit No. X2423-1.) 

2 Tbid. 

’Harris Forbes & Company was an outgrowth of N. W. Harris & Co. which was a co- 
partnership formed in Chicago in 1880 to engage in the investment-banking business. In 
1912, N. W. Harris & Co. was incorporated under the name of the Harris Trust and 
Savings Bank in Chicago. At that time a holding company, Harris Forbes Companies, was 
formed and Harris Forbes & Company and Harris Forbes & Co., Inc., two operating 
subsidiaries, were established to do business in New York and Boston, respectively. By 
1926, Harris Forbes & Company was one of the leading New York investment-banking 
houses. It also became a distributor of common stocks and in this connection formed a 
subsidiary, The Harris Forbes Corporation. During 1928 and 1929, the Harris Forbes 
eroup of companies handled a larger volume of public financing than any other investment- 
banking organization in the United States. 

Among the stockholders of Harris Forbes Companies who also became directors of 
General Investment Corporation were C. W. Beall, H. C. Granbery, Harry M. Addinsell, 
Ff. S. Burroughs, W. E. McGregor, Don C. Wheaton, George D. Woods, M. H. MacLean and 
Adolphe Wenzell. 

In the summer of 1930, Harris Forbes Companies was sold to Chase Securities Corpora- 
tion and the Chase National Bank. During the following year there was a merger of the 
investment-banking business of the Harris Forbes group of companies with that of the 
Chase Securities Corporation under the name of Chase Harris Forbes Corporation. In the 
spring of 1933, the investment-banking business of Chase Harris Forbes Corporation was 
liquidated and thereafter, the Chase National Bank divested itself of the Chase Securities 
Corporation, by distributing the shares to its own stockholders after first changing the 
name from Chase Securities Corporation to Amerex Holding Corporation. After the 
purchase of Harris Forbes Companies by the Chase Securities Corporation in 1930, 
the latter was represented on the board of the investment company by Murray W. Dodge and 
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relied for the management of General Investment Corporation,‘ ang 
which controlled The Harris Forbes Corporation intended to cauge 
General Investment Corporation to invest in the equity securities of 
public utility companies, particularly those which Harris, Forbes ¢ 
Company had theretofore been financing.’ 

In all, General Investment Corporation received $76,334,431.45 pro. 
ceeds from the original issue of its capital stock, as follows: ° 


es S$ i 


Security Shares Proceeds 


Cumulative preferred, $3 dividend series—later changed to $6 dividend series_ 254,026 | $14, 606, 506, 50 
Common 3, 143, 744 55, 227, 924, 95 
Class AA @OmNIMOM. + oscsnescee Lee Nate enemas seme ee pane See eae eee eae 500, 000 6, 250, 000. 00 
; 50, 000 250, 000. 00 


Free warrants 


ETN Uey eee ee See cee ee ene eee ee ears. eee neem nee Nees 76, 334, 431, 45 


In addition, General Investment Corporation received $2,299,976.12 
contributed capital surplus by reason of the resale of treasury shares 
at an excess of $1,979,079.80 over the cost thereof? and by reason 
of the retirement of part of its gold notes ® at a $820,896.32 discount, 
this increasing the contribution?® to the investment company to 
$78.634,407.57. Of this, $5,530,845.46 was returned to stockholders 


Fiank Callahan, as well as by the director previously identified with Harris Forbes 
Companies. 

At the time of the sale of Harris Forbes Companies to Chase Securities Corporation, 
one-half of The Harris Forbes Corporation was acquired by Chase Securities Corporation, 
and one-half by the old stockholders of Harris Forbes Companics. At that time the name 
of The Harris Foibes Corporation was changed to Pubiic Utility Associates, Ine.  Ulti- 
mately, in 1935 and 1986, Public Utility Associates, Ine., was acquired by the United 
Founders Corporation group of investment companies and its successor, American Genial 
Corporation, and was liquidated. 

Harris Forbes & Company first became associated with the United Founders Corporation 
group of investment companies in 1924 and 1925 through its sales department. In June 
1927 Harris Forbes & Company distributed a $15,000,000 debenture issue for International 
Secu:ities Corporation of America, one of the members of the United Founders Corporation 
group of companies. Thereafter two representatives of Harris Forbes & Company served 
as director's of almost every company of the United Founders Corporation group. (id, 
at 23109-11, 23144—9, 25292-6, and Commission’s Exhibit No. X8424 (p. 16); also Public — 
Examination, Bastern Utilities Investing Corporation, Commission’s Exhibit No. 3845-—d.) 

4Op. cit. supra, note 1, at 263820-1. 

5Jd., at 25114-15. 

6Id., Commission’s Exhibit No. X38424 (pp. 12, 18). 

7Id., Commission’s Exhibit No. X3424 (pp. 138, 23, and 24). 

8Id., Commission's Exhibits Nos. 3428A—A16, X3996, and X38998: These notes were 
issued to retire part of an issue of $12,000,000 notes of South American Railways Company, 
a subsidiary of General Investment Corporation which had previously issued its iotes 
guaranteed by General Investment Corporation and convertible into the common stock 
thercof. 

9Td., Commission’s Exhibit No. X3423A—A16. 

to “Contribution” to the investment company and ‘contributed capital’ are used through- 
out to mean the amount paid into the company in cash or property for the capital securi- 
ties of the investment company and not in the sense of gratuitous donations. Althougk. 
technically the discount on the notes retired did not constitute contributed capital it was 
part of the net contribution by the security holders of the company for the securities 
thereof. 
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in cash or securities as cash dividends paid on its capital stock and 
in payment for capital shares repurchased." ‘This left net contrib- 
nted capital of $73,103,562.11. 

By August 1936, when control of General Investment Corporation 
was transferred to Ernest B. Warriner ” the assets, as shown in the 
company’s annual report of May 31, 1986, had shrunk to about 
$5,418,000, indicating realized and unrealized losses of approximately 
$70,604,000 at that time.1® 

Although General Investment Corporation received net contributed 
capital of $73,108,562.11 at the time the enterprise was conceived in 
August 1929,“ no public participation was contemplated but rather 
a joint venture by the Harris Forbes interests and the United Found- 
ers Corporation group was intended. In this connection F. S. Bur- 
youghs, the president of the investment company," testified :° 


Q. Whose idea was it to have The Public Utility Holding Corporation [General 
Investment Corporation] ? 

A. I think it was mine primarily. 

(). How did the American Founders happen to get into the picture—the 
Founders Group? 

A. Well, I think it developed from conversations between Mr. Devendorf and 
myself and I think Mr. Devendorf sold his associates on the idea and I sold 
my associates on the idea of a jointly owned investment company to participate 
in enterprises both domestic and foreign, and we did not have any thought 
of offering any of our stock to the public. We thought of it as a company that 
would be owned roughly half by Harris Forbes and the individuals of Harris 
Forbes and the other half by the Founders and possibly individuals identified 
with the Founders. 


However, the idea of a private venture was short lived because the 
management of the United Founders Corporation group of invest- 
ment companies 1* desired a public market for any substantial imvest- 


nuJd., Commission’s Exhibit No. X8424 (pp. 11-15 and 23-26). 

% Public Examination, General Investment Corporation, Commission’s Exhibit No. 1565. 

18 See infra, p. 584. 

4 Op. cit. supra, note 1, at 26319. 

%& The original certificate of incorporation of General Investment Corporation authorized 
200 shares of common stock of which 100 shares were designated Class A, the holders 
thereof being entitled to a vote equal to 40% of the entire voting power of the stock- 
holders of the Corporation, regardless of the number of shares of each class of stock 
outstanding. In addition, the charter authorized the issuance of no-par-value preferred 
stock in amounts and with preferences to be determined at the time of issuance by the 
company’s directors. (Id., Commission’s Exhibit No. X3423-I.) 

wWId., at 25295 and Commission’s Exhibit No. X3424 (p. 16): Mr. Burroughs was one 
of the principal executives of Harris, Forbes & Co. and served as president of Gencral 
Investment Corporation from its inception until June 1932. 

MTd., at 25409. 

18 This group of investment companies hereafter sometimes referred to as the “Founders 
Group” consisted principally of United Founders Corporation, American Founders Corpora- 
tion, International Securities Corporation of America, Second International Securities Cor- 
poration, United States & British International Company, Ltd., American & General 
Securities Corporation, Founders General Corporation, and the following affiliated invest- 
ment companies; American and Continental Corporation, North and South American Cor- 
poration, International and General Corporation, United States Electric Power Corporation, 
United National Corporation (Seattle) and Investment Trust Associates. (Id., Commission's 
Exhibit No. X3424 at p. 4.) 
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ment that their. companies might make. In this respect Mr. 
Burroughs testified : ¥° 


Q. But about the time of the incorporation you had Icst this notion of ha ving 
a,privately owned company, had you not? 

A. As I remember it, the Founders people took the position that it Was not 
appropriate for them to-have a large investment in. any enterprise where the 
securities did not have a quoted market and they wanted to put enough of the 
stock out with the public so that it would have some outside market that they 
could use in evaluating their holdings; but at the outset I do not think there 
was any stock sold to outsiders except some that the Founders wanted to pass 
on direct to dealers that were active in their securities. 


Accordingly it was originally contemplated that a block of General 
Investment Corporation common stock not in excess of 500,000 shares 
would be distributed to the public for about $5,000,000 proceeds to 
the issuing company.” However, proceeds of the initial distribution 
to the public far exceeded this amount. The 500,000 shares which 
were intended originally to be sold for $5,000,000 were sold to the 
public for approximately $12,700,000. 


C. Issues and Distribution of Securities 


1,.SUMMARY OF ORIGINAL DISTRIBUTION—ADVAN. 
TAGES TO THE SPONSORS BY REASON OF THEIR 
PARTICIPATION IN THE FORMATION OF GENERAL 
INVESTMENT CORPORATION AND IN THE INITIAL 
SALES OF ITS SECURITIES TO THE PUBLIC 


As will be discussed hereafter in detail, the initial distribution of 
common stock of General Investment Corporation ended in Novem- 
ber 1929. By that time, 2,877,066 shares of common stock and -500,000 
shares of Class A common stock (differing from the ordinary com- 
mon stock only in that it had multiple voting power?!) had been 
issued by General Investment Corporation for an ageregate of 
$56,348,101.83.2? Of this stock, General Investment Corporation had 
issued 500,000 Class A shares and 2,000,000 common shares to the 
sponsors for $31,250,000 for their own account and 600,000 common 
shares to the sponsors for public distribution, which latter sal 
realized $14,912,830 net proceeds for the investment company after a 
$550,000 distributing commission. The remaining 277,066 shares were 
issued to or through dealers in exchange for securities valued at 
$10,185,271.53.2 However, by November 1929 the sponsors had resold 
397,128 common shares of the block held by them to the public for 

wTd., at 25410-11. 

Td., at 25412. 

21Td., Commission’s Exhibit No. X34238-I. The holders of the Class A common stock were 
entitled to cast a vote equal to 66°4% of the number of shares of common stock out- 
standing, the holders of which were entitled to one vote per share. 


22Td., Commission’s Exhibit No. X3424 (p. 12). 
23 Ibid. 
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$11,199,287.50,* and in addition had sold portfolio securities to Gen- 
eral Investment Corporation at a profit to the sponsors of at least 
$4,448,235.71.°° As a result, when the organization of the investment 
company and the original distribution of its securities were com- 
pleted, the sponsors retained an aggregate of 500,000 shares of Class A 
stock and 1,602,872 shares of common stock of General Investment 
Corporation or in excess of a 62% interest in the investment company 
which cost them $15,052,476.79 net,?* whereas the public stockholders 
held 1,274,194 shares of common stock of General Investment Cor- 
oration, or less than a 388% interest in the investment company at a 
cost of $36,847,388.83.?7 

As heretofore indicated, the principal contribution of capital to 
General Investment Corporation was $55,227,924.95 proceeds from the 
issue of 3,143,744 shares of common stock. The issue and distribution 
of these shares are summarized in Table 3.28 

The 500,000 shares Class A common stock, of which 250,000 shares 
were sold to The Harris Forbes Corporation and 250,000 shares to 
the United Founders Corporation group, were issued on September 
16, 1929, at $12.50 per share, or a total of $6,250,000.2° The 254,026 
shares of cumulative preferred $3 dividend series shares were issued, 
starting in September 1930, for $14,606,506.50 2° in connection with 
the acquisition of United States & Overseas Corporation at a cost. of 
$91,364,582.88.31 


a. Sale of Portfolio Securities by Sponsors to General Investment 
Corporation at Its Inception at.a Profit of $4,448,000 


The initial issue of stock of General Investment Corporation con- 
sisted of the 500,000 shares of Class A common stock and 2,000,000 
shares of common stock issued to the United Founders Corporation 
group and The Harris Forbes Corporation at $12.50 per share for 
$31,250,000.°° Within a week, however, General Investment Corpora- 
tion purchased securities of public-utility companies at their market 
value of $19,645,665—$13,277,908.20 thereof were received from the 
United Founders Group and $6,867,757.65 from The Harris Forbes 


2! See. Table. 3, infra. 

* See notes 33 and 251, infra. : 

*° This figure is derived by subtracting from the $31,250,000 subscription paid to General 
Investment. Corporation by the sponsors, the $11,199,287.50 proceeds received by them 
from the resale of 397,128 of their common shares, the $550,000 commission paid to them 
on the public distribution of 600,000 shares and the $4,448, 235.71 profit which the spongors 
made by selling portfolio securities to General Investment Corporation. 

“This figure includes the 600,000 shares distributed for the investment company for 
$15,462,830 (including commission), the 397,128 shares which the sponsors resold to the 
public for $11,199,287.50, and the 277,066 shares issued to or through dealers for securi- 
ties valued at $10,185,271.33. 

** Unless otherwise indicated, the data set forth appear in Commission’s Exhibit No. 
X8424 (pp. 12, 13, 32-34). 

*TId., Commission’s Exhibit No. X3424 Go, 12). 

*Td., Commission’s Exhibit No. X3424 (pp. 12-18). 

“1 7d., Commission’s Exhibit No. X4111. 

#2Td., Commission’s Hxhibit X3424 (9, 12). 


TABLE 3.—General Investment Corporation—Schedule of issuance and distribution of common stock 


Ce aa eee 


Sept. 16, 1920.22.22 


Sept. 16, 1929 


Sept. 16-Nov. 30, 1929__- 
Sept. 17, 1929 
Nov. 27, 1929 
Mar. 19, 1930 


* 


Sept.-Nov. 1929 
Jan.-May 19380__________. 
Aug. 5-Sept. 14, 1931 
Oct. 1, 1931 


Common Proceeds 
Price | shares received by 
issued issuers 
Shares sold for cash: 

Posi ted eb ous ders) Cor OU pase eee ee ene ee $12. 50 | 1,350,000 | $16, 875, 000. 00 
Less: Shares resold by the United Founders Group publicly between 
Sept. 16 and Nov. 30, 1929, through Founders General Corporation 

for proceeds of $9,406,609.25, a profit of $5,280,089.25________________ 12.50 | * 330, 064 @ 4, 125, 800. 00 

Shares retained by the United Founders Group._._..........-._|___-._.|_....-...--|__-.._...._.... 

owite HarnispHlorb es) © onporsiii onus ae assem ee enesnee ES enn 12. 50 650, 000 8, 125, 000. 00 
Less: Shares resold by The Harris Forbes Corporation publicly 
between Sept. 16 and Nov. 30, 1929, through Founders General 

Corporation for proceeds of $1,792,678.25, a profit of $954,378.25. ____ 12.50 | * 67,064 > 838, 300. 00 

Shares retained by The Harris Forbes Corporation-___.____.....|__-.-__|_--_._.-.-.|...---------..._. 


Sold publicly through Founders General Corporation for cash (less commission of $500,000) 
Sold publicly through Founders General Corporation for cash (less commission of $50,000) 
Sold publicly through Albert E. Pierce & Co. for cash ¢ 


Exchanged with Albert E. Pierce & Co., Potter & Co., E. W. Clark & Co., and Pynchon & Co 
Exchanged, largely with Potter & Co 


Total shares issued in exchange for portfolio securities 4 
Sundry : 


Price 


Common 
shares 
issued 


1, 019, 936 


Proceeds 
received by 
issuers 


$12, 749, 200. 00 


582, 936 
I, 602, 872 
*397, 128 
500, 000 
100, 000 
134, 372 


1, 131, 500 
2, 734, 372 


277, 066 

27, 706. 4 
104, 310 
225 


409, 307. 4 


64.6 


————— 


3, 148, 744 


7, 286, 700. 00 
20, 035, 900. 00 
4, 964, 100. 00 
12, 237, 830. 00 
2, 675, 000. 00 
2, 756, 184. 00 


22, 633, 114. 00 
42, 669, 014. 00 


10, 185, 271. 53 
695, 660. 90 

1, 668, 960. 00 
4, 756. 50 


12, 554, 648. 93 
4, 262. 02 


55, 227, 924. 95 


90¢ 
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a2 Id. Commission’s Exhibit No. X3979. 

> Id. Commission’s Exhibit No. X 4098. , : not i " ; 

¢ Albert E. Pierce & Co., Inc., was a Chicago investment banking enterprise identified with the sponsorship of various utility enterprises, notably the Central Public Service 
System and is not to be confused with the New York Stock Exchange firm of E. A. Pierce & Co., an entirely unrelated enterprise. The further relationship of Albert E. Pierce 
& Co. to General Investment Co. is discussed_infra. ; : 

4d These 409,307 shares General Investment Corporation common were exchanged for the following: 


Common 
shares Exchanged for shares of— Shares received Amount Exchanged with or through— 
delivered 
104,810) |) @ulba Conse es ee eee 104, 310 common_.--.------------------------ $1, 668, 960.00 | Potter & Co. 
OI | lo Se Ce OWOReES CODON. ojos oo peed deere eee anee se Seas pees se teas asses SON SSS SS Se SERS SERIA SE 4, 756. 50 
1 57,450 | Indiana Consumers Gas & By-Products Co--------------------- 99, 900 common_--..-..---------------------- 1, 766, 250.00 | Potter &Co. 
Pontlangdewlectricule ower ©. Owes ae ee eee 1, 189) OPO? [OGL conascoscmeenoossesesessee8 116, 370.44 | E. W. Clarke & Co. 
47, 165 POrieiacl MCHC IDOWOP OO. ccnenaccssodeesskccotdseseesesenaces AOntinS thee ee ee eee 1,027.71 | E. W. Clarke & Co. 
9 ontlandeH econ cule owe te ©,0 sae ar eee eee er NO), O70) “CL ONG) < seacce san ssecsesocaseseesseos 1, 577, 534.08 | E. W. Clarke & Co. 
GIA! IVAGHAS Owe COW acanccaooteccossHee sas Seeses esses AAOKCO TINTING 11a ee 36, 256.20 | E. W. Clarke & Co. 
NecociatednGashe: Mlectnicn© Ose ae ene sa == sae eee 25M OOONG OLIN O11 aaa ene nen eee ee 1, 500, 000.00 | Pynchon & Co. 
145, 270 |, Associated Gas & Electric Co____-.-.--------------------------- 0). O00 ClO0s WANS -sncssccedsonceccosasesce= 1, 250, 000.00 | Pynchon & Co. 
General Gas & Electric OWA NOHO. ooo oe es a coaseesssees His, O00 CRS An oncccocasosensaesscoosessas= 2, 624, 990.00 | Pynchon & Co. 
American Commonwealth Power Corporations seen =aeenes SOY CESS IN| Coon sesce oasacseeecocessaees 235, 663.00 | A. E. Pierce & Co. 
38, 943 |, American Commonwealth Power Corporation- - ---------------- BBS CASS Bee en en ek ee eee 27, 342.00 | A. E. Pierce & Co. 
Central Public Service Corporation. ---.----.------------------- RX) (00 OHSS A co asccsnasecessseeseseoes eee 1, 100, 000.00 | A. E. Pierce & Co. 
BOM WOON R NOUS once ae se ae oe ene SS ee Bee sees | peeoec Ss Sata See Ser SSeS eS SSS SRE SE SSS SEIS 645, 499. 00 
409, 307 TG fey lees te, oe een A ee wpe eae Bont pea et ee [ee See ea SS Meee ns see ensare re 12, 554, 648. 93 
1 Plus cash. 
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Corporation.?? As a consequence, the cash cost of the General Tnvest- 
ment Corporation stock to the sponsors was immediately reduced by 
the sale of these securities to the investment company. 

From the sales the United Founders Corporation group realized 
profits of $1,448,235.71 ** and The Harris eb Corporation a profit 
of at least $3. 000, 000.*° The sale of these securities by the sponsors 
to General Investment Corporation was contemplated prior to its 
organization.*® In this connection Mr. Burroughs, president of Gen- 
eral Investment Corporation testified : *7 


Q. * * * Now you recall that early in September or shortly after the 
formation of the company securities were sold by Harris Forbes Corporation 
and by Founders into The Public Utility Holding Corporation [General Invest- 
ment Corporation |? 

A. Oh, yes. That was all arranged hetgmeen the group that organized the 
company prior to the actual formation. In other words, when we formed the 
company it was the understanding among the organizers that Founders and 
Harris Forbes and any of the individuals might turn in certain appraised 
securities at the then market value in payment for their subscription. Whether 


33Td., Commission’s Exhibits Nos. X38969 and X3980: The securities sold to General 
Investment Corporation by Harris Forbes & Co. and companies in the United Founders 
Coiporation group from September 13, 1929, to September 16, 1929, may be summarized as 
follows : 


| 


Total | Purchased from Purchased from United 
| Harris Forbes & Co. Founders Group 

Name of security Num- Coste 

Hes of! General : : | : 

ares | tnvestment Shares} Proceeds |Shares| Proceeds | Profits 
or par | Corporation 
value | “OTPorat 
Associated Gas & Elec- 
trie Co.: 

Commons 107, 644/36, 469, 835. 51) 51, 144'$3, 075, 033. 01) 56, 500/$3, 394, 802. 50} $828, 516. 24 
@laSSiGAC Ia: Seine 3, 526 246, 820.00} 3, 526 ZAGES2ONOO |S Ges 32 en ee ee |e a bs 
IRIANIG...c-o-sescos 1, 000 MY), OO CO s=.-<-=|| + s+ss---6 =~ 1, 000 29,980.00} 11, 230. 00: 


Debenture rights.._| 59,400! 1, 246, 700.00} 24, 400 511, 400. 00} 35, 000 735, 300. 00; 357, 507. 59 
Debentures ‘‘A”’ 


Ga 1999 eee a ees 57, 350 79, 360. 00} 57, 350 POESCONOO |ees cee es es Foe || See ae 
Central Public Service 
Co. Commons === 10, 600 741, 996: 00) 10,000 700, 020. 00 600. 41,976. 00 20, 686. 00 


Central Public Service 
Corporation: Class 
o _-.-}| 10, 100 506, 225. 00) 10, 100 DOGE225200 eens ee (Ok eee 4 
Eastern Utilities In- | 
vesting Corporation: 
Common “A” X ’ 
Penichtse sesame ee 21,000} 585, 375.00) --_.--- oesesecsce =| AICO) SSS, 37/5, CY 17, 781. 40 
General Gas & Electric | 
Corporation: $6 pre- 


ferred ee ae oe et Ie | AG; 493, 000,C0|... |. 4,000, 423,000.00} 24, 800. 00 
Gta me ee eee 10, 329, 291. 51).._.___ 5,118, 858. 01|.______ 5, 210, 433. 50/1, £60, 521. 14 
Other securities._______ _______|*9; 316, 374. 34|______|*1, 248, 899.64]. | 8, 067, 474. 70| ” 187, 714. 57 
Grand total_____- ee aaa 19, 645, 665.85|_._____ 6, 367, 757. 65| _._-.__|13, 277, 908. 20|1, 448, 235. 71 


* Securities sold to General Investment Corporation for approximately $136,000 are included in the 
above figure cf $1,248,899.64 as having been sold by Harris Forbes & Co., although it is not definitely 
known that these securities come from this or some other source. 


34See note 88. 

35 See note 251, infra. 

36 The more substantial losses suffered by General Investment Corporation on the port- 
folio securities so acquired from its sponsors will be discussed later. See Table 5, p. 5384. 

27 Op. cit. supra, note 1, at 25445. 
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that was done immediately or whether it was after a delay of a week or two 
I don’t recall, but I know perfectly well that the bulk of the subscription was. 
actually paid off with securities. 


By this sale The Harris Forbes Corporation disposed of substan- 
tially all of its portfolio of public utility securities to General Invest- 
ment Corporation. Mr. F. S. Burroughs testified : °8 


Q. Mr. Burroughs, did you put in all the public-utilities securities that you: 
owned and that Harris Forbes owned? 

A. I think substantially all that The Harris Forbes Corporation held. I 
believe we put in substantially all of them. In fact, Mr. Stern, so far as Harris. 
Forbes Corporation’s own portfolio is concerned, we really looked on The Public: 
Utility Holding Corporation as taking partners into our own portfolio so that we, 
in effect, turned our portfolio over to the corporation and took stock for it.. 
That is really what Harris Forbes Corporation did and, in addition, paid in. 
some cash. 

Q. After Harris Forbes Corporation took Publie Utility Holding Corporation 
stock was that all it held from that time until Harris Forbes became the Public: 
Utility Associate? 

A. * * * You mean was that its primary investment? 

Q. Yes; was that its primary investment? 

A. Yes. 


In only one of the circulars issued in connection with the public 
distribution of securities of General Investment Corporation was this 
fact disclosed. In a circular dated September 9, 1929, it was stated. 
that: °° 


The corporation will acquire from its organizers certain minority interests: 
in a diversified group of domestic public utility companies. 


Nevertheless, even this circular did not disclose the extent of the 
profit realized by the sponsors in the sale of portfolio securities to the 
investment company nor that nearly one-half of the dollar amount of 
the securities acquired by the investment company from its Sponsors. 
were those of the Associated Gas and Electric Company and its affili- 
ated companies, for which Harris Forbes & Company were the 
bankers. 

Moreover, the sale of these securities by the sponsors to General’ 
Investment Corporation was subjected to no independent scrutiny and 
appraisal of their investment value. The entire directorate of Gen- 
eral Investment Corporation which approved the purchase of the 
securities was composed only of representatives of The Harris Forbes. 
Corporation and of the United Founders Corporation group, both 
of which were pecuniarily interested in the transaction. Mr. F. S. 
Burroughs, a member of Harris Forbes & Company and the first 
president of General Investment Corporation, conceded that a duality 
of interest of this type was undesirable in the management of invest- 
ment companies. Mr. Burroughs testified : # 

STd., at 25447-8. 

*Td., Commission’s Exhibit No. X3978. 

“Td., Commission’s Exhibit No. X3978 (p. 3). The initial board of directors of the 
company consisted of H. M. Addinsell, C. W. Beall, Frederick 8. Burroughs, E. C. Granbery, 
W. E. MacGregor, D. C. Wheaton, and M. H. MacLean, all stockholders of Harris Forbes & 
Company; Lawrence V. Carron, George BR. Devendorf, H. Stanley Glines, and Louis H. 
Seagrave, all officers of the United Founders Corporation group. See note 8 supra, also. 
Commission’s Exhibit No. X3762. 

“Td. at 25586-7. 
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A. * * * J think it is too difficult for any human being to be sure that he 
is protecting both classes of investors. I think he may be perfectly honest ip 
his effort to be sure that he is dealing fairly with the investment trust but |] 
don’t think it is possible for him to do it and I think it is a bad idea for 
investment bankers to have an investment trust affiliate. 

Q. And in more general terms, the same thing would apply to any management 
who was in a position of having two companies and controlling both, and having 
them transact security sales back and forth? 

A, Tit #9 always difficult to be sure that your transactions five years hence 
will look as good as they do at the time you make them. And it is just too 
thard. I think it is wrong. I don’t think it is possible for people to maintain 
their balance and keep the two entirely separate. I think that is the way it iy 
-worked out. I don’t think that most of the bad experience which has happened 
to all this class of situations was because of any dishonesty of intent but I 
think it was impossible for the investment banker that formed these investment 
+rusts to use the same kind of judgment that they would have used if they had 
been only interested in investment trusts. I don’t think there is any doubt 
about that. 


The remaining common stock issued by General Investment Cor- 
poration for cash during September 1929 was a block of 5C0,000 shares 
issued to Founders General Corporation for $12,237,830 on Septem- 
ber 17, 1929, in connection with the public distribution of the 
‘securities. *” 


b. Public Distribution of General Investment Corporation Common 
Stock at $6,234,000 Profit to Sponsors—Nondisclosure of Profit 


On September 5, 1929, a news story of the formation of General 
Investment Corporation was published in The New York Times.* 
‘The public distribution was initiated on September 6, 1929,** with- 
out any prospectus or selling circulars.*° 

The initial distribution of General Investment Corporation’s com- 
‘mon stock was to have been made by The Harris Forbes Corpora- 
tion; but, on September 5, 1929, when General Investment Corpora- 
‘tion was formed, The Harris Forbes Corporation felt that it was not 
equipped to handle the distribution at that time.** Instead, The 
Harris Forbes Corporation turned its customers’ and dealers’ lists 


2 Soe Table 3, supra, p. 506. 

“Op cit. supva, note 1. Commission’s Ex"ibit No. X3962. The New York Times 
article stated: “Wall Street interpreted the news of the formation of the new trust ag 
Like y to provide support for Associated Gas and Wlectric shares, which rose more than 
8 p ints to a new high record of 70 yestcrday. This was due to the fact that Harris 
Forbes interests have been for some time bankers of the Associated group, the premise 
‘peing that they would back their own interest.” 
~44On September 6, 1929, Founders General Corporation, the distributing company of 
the United Founders Corporation group (id., at 22685) was selling common shares of 
‘General Investment Corporation to dealers over-the-counter on a “when as and if issued” 
chads. (Id., Commission’s Exhibits Nos. X39384, X3935, and X3977.) 

4>On Septcmber 9, 1929, a circular entitled “Advance Information The Public Utility 
“Holding Co:poration of America, Common Stock” was published, reciting that the <or- 
poration was being organized (id., Commission’s Exhibit No. X3978). 

The’ fivst printed circular was published on or after September 23, 1929, after the 
issuance of 5(0,000 shares of Class A common stock and 2,684,213 shares of common 
-stcck for assets of “more than $50,000,000.” (Id., Commission’s Exhibit No. X8978.) 

46Td., at 26318. 
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over to Founders General Corporation “7 which in turn, on September 
16, 1929, entered into an agency contract with General Investment 
Qorporation, agreeing to use its best efforts to distribute 500,000 com- 
mon shares for the investment company at a commission of $1 per 
share, and agreeing to account to the investment company for the 
roceeds of the distribution.*8 

As heretofore indicated *° by the end of November 1929 Founders 
General Corporation distributed publicly a total of 997,123 common 
shares of General Investment Corporation for $26,661,397.50, of which 
600,000 shares were distributed on behalf of General Investment. Cor- 
poration for $14,912,820 net after $550,000 commissions paid to 
Founders General Corporation, and of which 397,128 shares were 
redistributed on behalf of the sponsors for $11,199,287.50, a profit to 
them of $6,234,467.50 over the $4,964,100 paid by them to the invest- 
ment company. In other words, as a result of the initial public dis- 
tribution ending November 1929, of every $26 raised through the 
public sale of the General Investment Corporation stock by the 
sponsors,”° over $6 was retained by them as a profit. However, 
the offering circular did not even indicate that the sponsors were re- 
selling for their own account the shares of General Investment Cor- 
poration owned by them as well as new stock issued by the investment 
company.°* 


e. $56 250 000 Discount from the Market Price in the Issue Price at 
Which Its Shares Were Issued to Sponsors by General Investment 
Corporation 


The $6,234,467.50 profit received by the sponsors on the resale of 
these shares costing them $4,964,100 was only part of the $56 250,000. 
discount from the market in the price at which they were permitted 


“Id., at 25617. Founders General Corporation was 4 wholly owned subsidiary of the 
United Founders Corporation group. (Id., at 26318, 22085.) Founders General Corpora- 
tion distributed the General Investment Corporation common steck for about one month, 
and thereafter The Harris Forbes Corporation handled the distribution (id., at 26318). 

In 1980, Albert E. Pierce & Company handled the public distribution of General Invest- 
ment Corporation’s common stock. (Jd., Commission’s Exhibit No. X4103.) 

%Td., Commission’s Exhibit No. X3428-8-C. 

49 See Table 8, supra, p. 506. 

The distribution of the General Investment Corporation shares was made by Founders 
Gencral Corporation and The Harris Forbes Corporation as well. Founders Gencral 
Corporaticn recorded in an account entitled ‘Harris Forbes Syndicate acccunt”’ sales by 
the end of Nov-mber 1929 of 1,525,788 shares for $45.688,598.91. (Id., Commission’s Ex- 
hibit No. X8875.) During the same period, Founders General Corporation purchased 
from the United Founders Corporation group 330.064 shares for $9,406,609 25 (id., 
Commission’s Exhibit No. X3979) and directly from General Investment Co-poration 
500.000 shares for $12,237,880. (Id., Commission’s Exhibit No. X3875.) An additional 
693,448 shares purchased for $23,319,964.17 (ibid.) included 100.000 shares purchased 
from General Investment Corporation in November 1929 for $2.675.000 (id, Commis- 
sion’s Exhibit No. X4098), 89 813 shares accumulated net by The Harris Forbes Corpora- 
tion in support of the market at the $2.991,678.94 cost thereof to Harris Forbes, and 
67 064 shares bought from The Harris Forbes Corporation for $1,792.678.25 {ibid.) and 
422.412 shares bought in the market for $15 594,179.28. The Harris Forbes Corporation 
itself sold during the period 127,870 shares for $4,262,233.26 and bought in the market 
217.183 shares for $7,253.912.20, leaving it with an accumulated balance of 89 813 shares 
costing $2.991.678.94 which it turned over to Founders General Corporation as heretofore 
indicated.  (Ibid.) 

17Td., Commission’s Exhibit No. X3978. 
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to buy the shares. On September 16, 1929, the sponsors, pursuant to 
an unwritten agreement of the sponsors made prior to the organiza. 
tion of General Investment Corporation,®? purchased from Genera} 
Investment Corporation the initial issue of 2,000,000 shares of com- 
mon stock and 500,000 shares Class A common stock, which had all 
the rights of the common stock but had in addition multiple voting 
power, at $12.50 per share for a total of $31,250,000.°° This purchase 
was effected 10 days after Founders General Corporation had initiated 
the distribution of the General Investment Corporation common 
stock at a price of $29 per share.** At the time of the issue of these 
shares to the sponsors the current market price of the stock was $35 
to $37 per share or approximately $87,500,000 for the 2,500,000 
shares sold to the sponsors for $81,250,000. 

According to Mr. Burroughs, this technique of distributing the 
stock first and permitting the sponsors to subscribe for it later was 
both “unusual” and indefensible: °° 


Q. Mr. Burroughs, you have been a director of a great many corporations? 

A. Yes, Sir. 

Q. Do you know of any case in which a corporation was formed for $40,000,000: 
and expected to have an initial paid-in capital of $40,000,000 that was anything 
like this? 

A. Yes. Every one of the investment trusts formed during that period had 
identically the same experience. 

Q. You mean they didn’t have any commitments 

A. Oh, I don’t know about that. Ordinarily, when a corporation is what 
is considered a closely. .held .corporation, we do not have quite the same 
formality as to written agreement as you would with a public offering. 

Q. Yes; but it cannot be said to be closely held when Founders General 
is allotted 500,000 shares to sell. That is not exactly closely held? aE 

A. It certainly was unusual, Mr. Stern, for one member of a group forming 
the company to be out selling stock when, as, and if issued—on a when, as, and 
if issued basis before the organization was completed. That was unusual. 
I agree with that. 

Q. Well, Mr. Burroughs, you cannot say anything in defense of a practice 
that enables people not to have binding subscriptions until they have seen 
what prices the stock will sell at in the market? 

A. Well, I would agree with that if our purpose had been to sell all of. the 
stock or substantially all, of the stock that was being issued, I would agree 
perfectly with that statement. But in this case most of the people forming 
the company were not proposing to sell any of the stock. 

Q. But there was no such restriction on Founders. Several of the Founders 
Group immediately sold and took their profit within the month? 

A. I still feel bad about it because I did not sell mine, nor did I have a 
chance to sell mine. 


The subscription agreement between General Investment Corporation and its sponsors 
dated September 16, 1929, recited in part (id., Commission’s Exhibit No. X8423 at 
8-B): “This will confirm the adoption by your Corporation (hereinafter called ‘Utility’), 
of the oral agreement, made before your incorporation, among the organizers of your 
Corporation, The Harris Forbes Corporation (hereinafter called ‘Harris Forbes’), United 
Founders Corporation (hereinafter called ‘United’), and American Founders Corporation 
(hereinafter called ‘American’), as follows :” 

3 Td., Commission’s Exhibits Nos. X3424 (p. 12) and X3423-I. 

54Td., Commission’s Hxhibits Nos. X3934, X3935, and X3977. 

3° Id., Commission’s Exhibit No. X3935. 

6 id., at 25436-9. 
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q. But that still does not answer my question. * * * You haven’t any- 
thing to say in behalf of a practice which would permit the sponsors of a 


company 

A. Ne; I think it ig a bad practice and I don’t think it should have been 
done, and if I was ‘identified with a corporation being formed today, I would 
make sure it was not being done. 


However, Mr. Burroughs stated that although he was aware of the 
contemplated market activities of Founders General Corporation, he 
did not know that Founders General Corporation started the sale 
of the General Investment Corporation stock prior to the authoriza- 
tion of its issuance *? and did not know that Founders General 
Corporation was reselling these shares to dealers for the account of 
the United Founders Corporation group.** In fact, Mr. Burroughs 
testified that the details of the distribution of the stock were of slight 
concern to him although he was president of the investment company :°° 


Q. Now, Mr. Burroughs, you knew in any event that Founders General was 
going to engage in certain nvarket activities right at the very outset, did you 
not? 

A. Yes, I knew just about that.much. I did not pay any attention to how they 
were going to handle it or anything else. 


The discount and the profits, of course, depended on the issuance of 
the stock at $12.50 per share and resale in a prevailing market of 
about $385 per share °° which was over twice the current average 
paid-in value of $14.57 per share. F. S. Burroughs testified that a 
prevailing market of in excess of twice the asset value of the stock 
was “a bad situation.” °? Nevertheless, the sponsors felt no obliga- 
tion to justify on the basis of the Corporation’s earnings the price 
at which the stock was distributed publicly.°? And although it would 
have been a comparatively simple matter for General Investment 
Corporation to have received the proceeds of the public distribution 
less selling expenses,** The Harris Forbes Corporation did not feel 
that its sponsorship of General Investment Corporation required it 
to remedy the situation, possibly because high market prices were 
common to all investment company stocks.*® In this respect Mr. 


aw Td., at 254289. 

81d. at 25439. 

*®Td., at 25413. This lack of interest may have been the result of a sales restriction 
agreement among the members of the Harris Forbes organization, including Mr. Bur- 
roughs, by the terms of which the shares allotted to them by The Harris Forbes Corpora- 
tion could not have been resold for a period of time. (lId., at 25409.) 

Td., at 25440. 

“Td., Commission’s Mxhibit No. X3424 (p. 12). 

®7d., at 25431-2. 

*6Td., at 25441. 

Id., at 25442X3 (testimony of F. S. Burroughs) : 


_* * * you had stated that it was practically inevitable when stock was 
brought out by a corporation and investment trust that it would immediately jump 
way in advance of the asset value? 

A. That is correct. 

Q. And that was fairly common knowledge? 

A. Very common knowledge. 

Q. Why was it not a simple matter then to sell the securities to the public through 
an agent who would get a fixed fee and for all the money that came from the 
sale of the stock to go into the corporation? 

A, * * * J think it would have been. 


®1q., at 25433. 


64 


514 SECURITIES AND EXCHANGE COMMISSION 


Granbery testified : ° 


Q. * * * Yam asking you whether you, as director of these companies, 
felt any concern about the fact that $12.50 was paid for stock into the company, 
which stock was then sold to the public at $30, and whether that price structure 
gave you any concern? 

A. No, sir; because an investment trust—if you increase the assets, yoy 
increase the value of the investment trust, and at that time you will find the 
investment trust was selling at two, three, and four times their asset value. 


The Harris Forbes Corporation even contemplated an increment in 
the asset value of the stock held by its individual members to whom 
it made allotments by virtue of additional issues of General Invest- 
ment Corporation stock at prevailing market prices which were 
higher than the allotment prices. Mr. Burroughs testified: * 


As a matter of fact it was the going rule of thumb at that time that any 
investment trust could sell at anywhere from three to four times the port: 
folio value of its assets. 

It was a fact that all investment trusts were selling on that basis. It seems 
kind of foolish now, but that was the situation. 

Q. * * * Now while you people were restricted [from selling your hold- 
ings of General Investment Corporation common stock ™] for that period of 
time new money was coming in at $35 [per share] and increasing your asset 
value? 

A. That is correct and we expected to make it worth a lot more. There 
isn’t any doubt about that. 


d. $4,137,000 Increase in Asset Value of Stock Issued by General 
Investment Corporation to Sponsors by Reason of Subsequent 
Issue of Stock to Public at Higher Prices—$9,978,000 Excess Be- 
yond Paid-in Asset Value Paid by Public Purchasing Stock of 
General Investment Corporation for $20,067,000 


Apart from the advantages of (a) $56,250,000 discount in market 
value received by the sponsors on their subscription to ‘the stock of 
General Investment Corporation (of which a $6,234,467.50 profit was 
realized by them on the almost immediate resale of part of their in- 
vestment in the investment company), and (b) the opportunity 
afforded to them to dispose of $19,645,665.85 securities to the newly 
formed company at a profit of at least $4,448,235.71, the sponsors 
received two additional advantages in connection with the organi- 
zation of the investment company: (c) an increase in the asset value of 
their investment in the investment company by reason of the public 
distribution of additional common stock at prices higher than they 
paid; and the control of a large investment company (a substantial 
part of whose funds were contributed by the public) which in turn 
dominated numerous utility enterprises. This control of the public's 
funds and of the utility companies was achieved through the invest- 
ment by these sponsors of only a comparatively slight amount of cash. 
" Td., at 25308. 

Td., at 25429, 25438, and 25444-5. According to Mr. Burroughs, the United Founders 
Corporation group had even published a bulletin explaining that excess of market price 


over asset value was axiomatic for investment company stocks. (Ibid.) 
68 See note 59, supra. 
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By September 23, 1929, General Investment Corporation had issued 
to its sponsors and Founders General Corporation a total of 2,500,000: 
shares of common stock for $37,237,830 and 500,000 shares of Class A 
stock for $6,250,000 and purchase warrants for $250,000 or total 
paid-in capital of $43,737,830. Since the Class A shares were en- 
titled to equal participation with the common stock in the assets and 
earnings of the investment company,” the asset value of the Class A 
stock and of the common stock was $14.57 per share. ‘The public dis- 
tribution of General Investment Corporation stock by Founders 
General Corporation which had been effected by September 23, 1929: 
included the sale of 748,000 shares of common stock for $20,067,381 
(including the 500,000 shares purchased from General Investment 
Corporation for $12,287,830 and the sale of a block of 248,000 shares: 
of common stock by the United Founders Corporation group through. 
Founders General Corporation for $7,079,631, or at a profit to United 
Founders Corporation group of $3,979,631. The United Founders 
Corporation group therefore still held a balance of 250,000 shares of 
Class A stock and 930,000 shares of common stock, all of which had 
an asset value of $14.57 per share or an aggregate asset value of 
$17,192,600, but which had cost the United Founders Corporation 
eroup $12.50 per share or an aggregate of $14,750,000. This aggre- 
wate cost was $2,449,600 less than the current asset value. The Harris 
Forbes organization held at the time 250,000 shares Class A stock and 
650,000 shares of the General Investment Corporation common stock 
at a cost of $11,250,000," but the aggregate paid-in value of these 
shares had been increased to $12,963,000, or $1,718,000 over cost. 

These increases in paid-in value as previously noted ** were con- 
templated by Harris Forbes & Company at the time of organization 
of General Investment Corporation as the intended result of subse- 
quent public sales of the stock of this investment company at prices: 
higher than the price at which the shares were issued to the sponsors. 
It is to be noted, however, that conversely the public had paid 
$90,067,881 for 748,000 common shares * with an asset value of $14.57 
per share or an aggregate asset value of only $10,089,360, and that the 
management was little concerned with this discrepancy.”® 


e. Opportunity afforded sponsors to dominate numerous utility enter- 
prises through General Investment Corporation with but relatively 
small cash outlay for General Investment Corporation 


Finally it is to be noted that, as has been indicated, with a compara- 
tively small cash investment the sponsors controlled a large pool of 
funds which they used to acquire a dominant position in numerous 
utilities.“ The United Founders Corporation group in effect not 
only made no cash contribution to General Investment Corporation 


but really improved its cash position by its participation in the for- 


6 Td., Commission’s Hxhibit No. X3424 (p. 12). 

7” See supra, pp. 504-5. 

“1 Op. cit. supra, note 1, Commission’s Exhibits Nos. X8875, X8424 (p. 12), X8979: 

72 See Table 3, supra, p. 506. , 

73 See supra, pp. 511-15. 

74 Tbid. 

® Ibid. 

™% The utility affiliates of the investment company will be discussed hereafter in con- 
nection with investment policy ; see infra, pp. 584-618. 


516 SECURITIES AND EXCHANGE COMMISSION 


mation of the investment company, because the United Founders Cor. 
poration group sold $13,277,908.20 of its portfolio securities to Genera] 
Investment Corporation.” By this sale, the $20,000,000 cash contribu. 
tion of the United Founders Corpor ation group to the initial capital of 
the investment company was in effect reduced to $6,722,091.80; and 
the subsequent resale to the public by the United F ounders Cor pora- 
tion group of 330,064 shares of their common-stock holdings jn 
‘General Investment Corporation for $9,406,609.25 ™* left the United 
Founders Corporation group with a $2,684, BLT. 45 improvement in its 
cash position besides joint control with The Harris Forbes Corpora- 
tion of the investment company. 

So, too, The Harris Forbes Corporation which had paid $11,250,000 
for its holdings of General Investment Corporation stock,”? reduced 
this cash outlay by the simultaneous sale of its portfolio securities 
to the investment company for $6,367,757.65 °° This cash outlay was 
further reduced to about $3,000,000 by the resale to the public by 
‘The Harris Forbes Corpor ation of 67 ,064 shares of its common stock 
holdings in General Investment Cor poration for $1,792,678.25." 
Nevertheless, The Harris Forbes Corporation secured the management 
and joint control with the United Founders Corporation group of an 
investment company whose contributed capital aggregated $76,000,000. 


2. DISTRIBUTION OF GENERAL INVESTMENT CORPO- 
RATION COMMON STOCK IN 1930 BY ALBERT E. PIERCE 
& COMPANY—%518,000 PROFIT TO UNITED FOUNDERS 
CORPORATION GROUP 


The last block of common stock issued for cash by General In- 
vestment Corporation consisted of 184,372 shares issued to Albert E, 
Pierce & Company for $2,756,184 during the first half of 1930.8? On 
March 19, 1930, General Investment Corporation entered into a con- 
tract with Albert E. Pierce & Company by the terms of which the 
latter agreed to use its best efforts to distribute 800,000 shares of 
common stock at the following prices: 


LOOUOCOMSU ARES cata ome eee ee eee ee $2, 000, 000 
20),000 shares at $22 ul depp cS epigeee TNE BS siese A 4, 400, 080 
500,000 shares at $24_________ paints ete = = 12, C00, 000 

TOGA see si ave eased tg aad te es 83 18, 400, 000 


Although apparently the management of General Investment Cor- 
poration felt at that time that $18,000,000 additional capital was 
‘desirable, it was in part through the activities of the United Founders 
‘Corporation group, one of the sponsors of General Investment Cor- 
poration, that the contemplated distribution of all these shares was 
not achieved. Albert E. Pierce & Company had agreed to “run the 


7 See note 33, supra. 

78 See note 50, supra. 

79 See Table 3, supra, p. 506. 

80 See note 338, supra. 

81 See note 50, supra. 

8 See Table 8, supra. The relationship of General Investment Corporation’s investment 
yolicy to the Pierce interests will be discussed hereafter. 

83 Op. cit. supra, note 1, Commission’s Exhibit No. X38423-3BK. 
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market” in the stock for 90 days starting March 15, 1930.8 In con- 
nection with this operation, Albert E. Pierce & Company found it 
necessary to purchase blocks of this common stock, the principal 
blocks being purchased from Benton & Co.,8° a nominee of the United 
Founders Corporation group.%¢ Albert E. Pierce was apparently 
ignorant of this relationship between Benton & Co., and the United 
Founders Corporation group.’ During March and April 1930, 
while Albert E. Pierce & Company was making purchases in an 
attempt to maintain the market and distribute stock, the United 
Founders Corporation group sold a total of 100,000 shares of the 
stock for $1,798,562.56 at a profit of $518,911.15,8* and of these shares 
over 28,000 were sold to Albert E. Pierce & Company.* 


3. RECLASSIFICATION OF STOCK — STOCK OUTSTAND- 
ING WHEN CONTROL OF GENERAL INVESTMENT COR- 
PORATION WAS ACQUIRED BY ERNEST B. WARRINER 
IN 1936 


As heretofore summarized, $27,161,155.43 of the contributed capital 
to General Investment Corporation was in the form of portfolio 
securities.°° With the exception of the issuance by General Invest- 
ment Corporation of its preferred stock in the amount of 
$14,606,506.50 in exchange for United States and Overseas Corporation 
and the issuance by General Investment Corporation of its common 
stock in the amount of $5,374,990 for securities °! of the Associated Gas 
and Electric Company system, other securities issued by General In- 
vestment Corporation in exchange for securities of other companies 
were relatively small, although control of Indiana Consumers Gas and 
By-Products Company *° and joint control of Cuba Company were 
acquired through exchanges.*? 

In July 1933 the stockholders of General Investment Corporation 
voted to consolidate the outstanding shares of capital stock of the 
company by reclassifying the 500,000 Class A shares into 100,000 

%JTd., Commission’s Exhibit No. X4103. 

®Td., Commission’s Exhibit No. X4104. 

Td, Commission’s Exhibits Nos. X8636, X3638, X3708. 

“On August 25, 1930, Albert I. Pierce & Company, which wag still distributing com- 
mon stock of General Investment Corporation (id., Commission’s Exhibit No. X4106), 
wrote to Harris, Forbes & Company (id., Commission’s Exhibit No. X4104) : “I am en- 
closing herewith report on some of the accounts which for one reason or another look 
to us as if it might be concentrated stock which possibly should not come into the 
market. I would be glad to have your organization make a chcck of at least some of 
the stock purchases for each of these accounts and see if it is coming from sources 
who pledge themselves to hold the stock.’ 


Included in the accounts listed were Benton & Company, in whose name the following 
amounts of shares were sold to Albert E. Pierce & Company (ibid.) ; 


Shares 


Td., Commission's: Pxhibit.No. X3878. 

5) See note 87, supra. 

* See Table 3, and supra, pp. 505-10. 

See Table 3, supra. 

* Op. cit. supra, note 1, Commission’s Exhibits Nos. K8984, X3985, and X3424 (pp. 32--84) . 
*Td., Commission’s Exhibits Nos. X3993, X3970, and X3424 (pp. 32-384). 
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‘Class A shares, by reclassifying each two shares of the outstanding 
preferred stock into one new share of preferred stock having a liqui. 
‘dating preference of $115 per share, and each 5 shares of the out. 
standing common stock into one new share of common stock.** There. 
after, as will be discussed in detail, the corporation in 1934 and 1935 
ymade several offers of exchange of its common stock and of a new 
-$3 prior preferred stock for its outstanding preferred stock, and, in 
addition, repurchased substantial amounts of its outstanding preferred 
-stocks at discounts below asset value.®® 

On August 3, 1936, control of the General Investment Corporation 
-was transferred to International Equities Corporation, an investment 
company controlled by one Ernest B. Warriner.*® As at that date 
‘General Investment Corporation had outstanding 1,279 shares of 33 
prior preferred stock, 63,050 shares of cumulative preferred $6 Divi- 
dend Series Shares, 1,186,756 common shares stock, and 100,000 shares 
of Class A stock.®* 


4, ISSUE OF PREFERRED STOCK BY GENERAL INVEST- 
MENT CORPORATION IN ACQUISITION OF UNITED 
STATES & OVERSEAS CORPORATION 


a. Organization of United States & Overseas Corporation 


As has been indicated,** starting in September 1930, General Invest- 
ment Corporation issued 254,026 shares of preferred stock for an 
ageregate of $14,606,506.50 in connection with its acquisition at a 
cost of $21,679,711.27 of United States & Overseas Corporation.” 
Substantially the entire balance of $6,993,204.57 of the cost price of 
United States & Overseas Corporation was paid by General Invest- 
ment Corporation by the reissue of 390,967 shares of common stock 
held in treasury at a valuation of $5,675,629.53, and the reissue of 
18,805 shares of cumulative preferred $3 dividend series, held in the 
treasury, at a valuation of $953,037.50. 

On January 23, 1929, United States & Overseas Corporation had 
been organized? as an intermediate credit company *” by Harris, 
Forbes & Company, N. W. Harris & Co., Deutsche Bank und Dis- 
contogesellschaft (hereinafter called the Deutsche Bank)?’ and 


%Td., Commission’s Exhibit No. X34238-1—2. 

%Td., Commission’s Extibits Nos. X3424 (pp. 21 et seq.) and X4129. 

£6 For detailed discussion of this acquisition of control by Hrnest B. Warriner and the 
‘consequences thereof see infra, pp. 584-618. For detailed discussion of the association of 
Ernest B. Warriner with Wallace Groves’ acquisition of other investment companies see also 
Investment Companies Acquired and Controlled by Wallace Groves, supra, pp. 181-226, 

Op cit. supra, note 1, Commission’s Exhibit No. X8424 (p. 15). In addition to the 
repurchases of its own outstanding preferred shares of General Investment Corporation 
prior to the time of acquisition of control by Ernest B. Warriner, as will be discussed 
hereinafter, the investment company during the period that Warriner controlled it spent 
‘approximately $3,000,000 to repurchase additional shares of its preferred and common 
stock, primarily from Wallace Groves. (Commission’s Exhibit No. X3424 at 28, 25, and 26.) 
‘The greater part of these shares was still held in treasury unretired at the middle of 1938. 

8 See supra, pp. 505-10. 

° Op. cit. supra, note 1, Commission’s Exhibit No. X4111. 

100 Td., Commission’s Exhibit No. X3424 (pp. 12, 18, 20, and 24). 

101 Td., Commission’s Exhibit No. X3959. 

WONG, aie Dawa. 

108 Td., at 25366. The Deutsche Bank was the largest and most important bank in 
Germany. 
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American Founders Corporation.*°%* United States & Overseas Cor- 
oration was conveived by Harris, Forbes & Company,’®> and was 


created for the purpose of lending nonmarketable intermediate credits, 


principally in Germany. E. Carleton Granbery, the president of 
United States & Overseas Corporation,’ testified : *°* 


Q. What was the purpose for which the United States & Overseas was formed? 
A. The primary purpose was to make loans of a nonmarketable character, 
which I would term intermediate credits, and while there was no understanding, 
practically all of these loans or possible loans were made in Germany. In addi- 
tion to the primary purpose, we expected to buy other investments of whatever 


nature We wanted, securities. 


Q. And these intermediate credits were either long-term or short-term? 

A. Yes. They might be five years, ten years, or anything of that nature. It 
was not like a bank loan, and it was nonmarketable. It was usually issued in 
just one or two pieces. 


By September 1930 United States & Overseas Corporation had 
issued 750,000 shares of its common stock for $19,200,0007° and had 
issued 300, 000 shares of its Class A common stock for $3,000,000.7°° 
The common stock was entitled to priority in liquidation to an aggre- 
gate of $19,200,000, an amount equal to the proceeds of distribution 
of te stock, but enjoyed no priority in dividends or undivided profits 
m liquidation. 10 The Class A stock enjoyed 3314% of the combined 
yoting power of both classes of stock (common and Class A.) and was 
junior to the common only in liquidation. ae 

Initially, in January 1929, United States & Overseas Corporation 
raised $2,000,000 of capital by the issuance of 200,000 shares of stock 

at $10 per share. Of this block, American Founders Corporation 
purchased 50,000 shares of $500,000, and Deutsche Bank, Harris 
Fork yes & Company, and N. W. Harris & Co. purchased the remaining 
150,000 shares for $1,500,000.%? Between April and June 1929 United 
States & Overseas Corporation raised $4,000,000 additional capita! by 
the issuance of 400,000 shares of stock at $10 per share.“* Of this 
block, American Founders Corporation on April 22, 1929, purchased 
50.000 shares for $500.000.1"4 

Between April and June 1929, the sponsorship of the United States 
& Overseas Corporation was enlarged in accordance with the plans 
formulated at the time of its creation * to include the First National 
Corporation of Boston, Guardian Detroit Co., Inc., Central Hanover 


Td, at 25355 and Commission’s Exhibit No. X3960. 

10 Td., Commission’s Exhibit No. X4248 (p. 47). 

%Td., Commission’s Exhibit No. X4248 (pp. 47-49), Mr. Granbery of Harris Forbes 
& Company negotiated the formation of United States & Overseas Corporation and served 
as its president. (Id., at 25355 et seq.) 


WiTd., at 25356. 
‘eTd., Commission’s Exhibit No. X8960. 
109 Tpid., 


mJd., Commission’s Exhibit No. X8959, 
‘u Tpid. 
12 Td., Commission’s Exhibit No. X3960. 


u8 Thid. 

™Id., Commission’s Exhibit No. X3961. In June 1929, American Founders Corporation 
financed its co-Sponsors in their participation in this expansion by purchasing from 
Deutsche Bank and Harris, Forbes & Company an additional 50,000 shares at $10 per share, 
giving to the sellers the option of repurchasing the shares before January 2, 1930, at 
$10.50 per share, plus 6% interest. (Ibid.) 

ueTd.. at 25857. 
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Bank and Trust Company, Bancamerica-Blair Corporation, Credit 
Suisse, Banque Commerciale de Bale and Skandinaviska Kreditakie- 
bologet of Stockholm.*** 

In September 1929, at the same time that General Investment Cor- 
poration was organized and its stocks distributed to the public, The 
Harris Forbes Corporation headed a syndicate which publicly dis- 
tributed the stock of United States & Overseas Corporation. This 
syndicate, composed of The Harris Forbes Corporation, American 
Founders Corporation, Bancamerica-Blair Corporation, First Na- 
tional Corporation of Boston, Guardian Detroit Co., and N. W. 
Harris and Co.,1*7 purchased from United States & Overseas Corpora- 
tion 450,000 shares of its commen stock at $36 per share for a total 
of $16,200,000, thereby increasing the contributed capital to United 
States & Overseas Corporation to $22,200,000. The syndicate also 
purchased from the sponsors of the corporation, who then held 300,- 
000 common shares at a cost of $10 per share,'?® a total of 150,000 
shares at $20 per share for a total of $3,000,000, which gave a profit 
of $1,500,000 to the sponsors. The syndicate in turn sold the two 
blocks of common stock, an aggregate of 600,000 shares, costing the 
syndicate $19,200,000, to the public at $35 per share for a total of 
$91,000,000, which gave the syndicate a distribution spread of $3 per 
share, or an aggregate spread of $1,800,000.*°° 

It is significant that the results of the public distribution of United 
States & Overseas Corporation common stock were identical with 
that of General Investment Corporation. The public distribution in- 
creased the paid-in common stock capital of United States & Over- 
seas Corporation to $25.60 per share while for the Class A stock the 
contributed capital remained at $10 per share.** As a result, the 
150,000 shares of common stock and the 800,000 shares of Class A 
stock of United States & Overseas Corporation which the spon- 
sors retained at an aggregate cost of $4,500,000 increased in asset 
value to $6,840,000. ‘This increase in asset value was exclusive of 
the profit of $1,500,000 realized on resale to the public by the sponsors 
of part of their common stock. This increase in asset value of the 
stock held by the sponsors was gained at the expense of the public 
which purchased 600,000 shares of common, which had a paid-in equity 
of $25.60 per share, or a total paid-in equity of $15,860,000, at a price 
of $35 per share, or a total cost to the public of $21,000,000." The 
sponsors who underwrote the stock of United States & Overseas Cor- 
poration knew at the inception of the public distribution the amount 
by which the asset value of the shares which they retained would be 
increased, for they contemplated offering the stock to the public at 
$35 per share,’?* while in the case of the General Investment Corpora- 
tion common stock the precise increase in asset value of the stock re- 
tained by the sponsors could not be contemplated since the offering 
to the public was made at market price by Founders General Cor- 

16 Tq., Commission’s Exhibit Nos. X3963, X8964, X3424 (p. 71). 

117Td., Commission’s Exhibit No. X3964. 

118Tq., Commission’s Exhibit No. X3960. 

19 Td., at 25859. 

120 Tid. 

111Td., Commission’s Exhibit No. X3963 (p. 4). 


121d., at 25361. 
28Td., at 25359-60. 
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poration as agent for the General Investment Corporation.* Ac- 
cording to Mr. Granbery, president of the United States & Overseas 
Corporation, the price of $35 per share at. which the stock was dis- 
tributed was accompanied by a high rate of earnings on the con- 
tributed capital from June to September 1929, although the sponsors 
did not know whether or not such a rate of earnings could be 
maintained.??* 

As was the case in General Investment Corporation, United States 
& Overseas Corporation was used as the vehicle whereby the burden 
of special situations that had developed in the investment banking 
business of Harris, Forbes & Company and the other sponsors could 
be shifted to the public. By September 1929, of the $6,000,000 capital 
contributed to United States & Overseas Corporation by the syndi- 
cate members, $3,171,877.50 was expended in the purchase of securi- 
ties from sponsors—$1,213,000 had been invested by United States & 
Overseas Corporation in domestic securities acquired from the Harris 
Forbes organizations, $62,500 in securities bought from United 
Founders Corporation, and $1,896,377.50 in participations in German 
credits with Deutsche Bank.'?® The resale to the public by the spon- 
sors of part of the shares of United States & Overseas Corporation 
which they had originally acquired and the contribution to the com- 
pany of additional cash by the public reduced the extent of the 
interest of the sponsors in these special situations. In leu of wholly 
owning these investments which were sold to United States and 
Overseas Corporation, the sponsors had an indirect and reduced in- 
terest. in these investments and had additional cash and an interest 
in the cash of United States & Overseas Corporation. 


b. The Acquisition by General Investment Corporation of United 
States & Overseas Corporation—Advantages to Sponsor 


By November of 1930, United States & Overseas Corporation had 
invested approximately $14,000,000 in “intermediate credits” to Ger- 
man companies.’*" By the autumn of 1930, the investment quality of 
German “intermediate credits” was at least questionable. F. S. Bur- 
roughs, president of General Investment Corporation, testified that 
it was possible that General Investment Corporation “would not have 
looked for more German credits at that time.” 128 


24 See supra, pp. 510-11. 

8 Td., at 25362 and 25364. However, for the initial fiscal period ending November 30 
1929, United States & Overseas Corporation earned only 6% on its average paid-in capital. 
(id., Commission’s Exhibit No. X3956.) Apparently Mr. Grankery was referring either to 
capital gains later offset by capital losses after the break in tke market in October 1929 
or else to paper profits—unrealized appreciation in the market value of assets—which 
evaporated in the break of the stock market before the end of the fiscal period. 

26 Td., Commission’s Exhibit No. X3962. 

#27Td., Commission’s Exhibit No. X3966 A-2. The two principal credits included are 
discussed infra. 

v8id., at 25469-70. James Warburg, a director of American and Continental Corpora- 
tion, another of the United Founders Corporation group of companies which had exten- 
sively lent its funds to German industry, stated before this Commission that the competi- 
tion among various banking houses making German loans had caused a decline in the 
attractiveness of such investments and in fact that by the autumn of 1930 German credits 
had saturated the American market. Moreover, he stated that growing political unrest in 
Germany was a factor then affecting the value of German loans. Mr. Warburg stated: 

* * the competition increased in inverse ratio to the desirability of the business’’, 
(1d., Commission’s Exhibit No. X4246 (pp. 28, 30, and 81).) 
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However, Harris Forbes & Company, in September of 1930, were 
of the opinion that the German credits held by United States & Over- 
seas Corporation were sound investments.”® Harris Forbes & Com- 
pany therefore adopted the suggestion of the Deutsche Bank,**° one 
of the sponsors of United States & Overseas Corporation, that that 
corporation be combined with General Investment Corporation on the 
ground that it would be “less companies.” *** To accomplish this 
combination, General Investment Corporation, on September 8, 1920, 
offered to exchange (a) a package consisting of 3 shares of its pre- 
ferred stock, 5 shares of its common stock, and warrants to purchase 
7 shares of its common stock for each 10 shares of United States & 
Overseas Corporation common stock and (b) a package consisting of 
5 shares of its preferred stock and warrants to purchase 24 shares of 
its common stock for each 24 shares of United States & Overseas Cor- 
poration’s Class A stock.%? Eventually General Investment Corpora- 
tion acquired all the Class A stock and 97% of the common stock of 
United States & Overseas Corporation, as a result of this offer, plus 
some small cash purchases.*** 

The ratios and classes of securities to be exchanged were determined 
by representatives of The Harris Forbes Corporation and of the 
United Founders Corporation group ™* at a time when these organi- 
zations controlled General Investment Corporation and were the prin- 
cipal sponsors of United States & Overseas Corporation. Both The 
Harris Forbes Corporation and the United Founders Corporation 
group had a substantial pecuniary interest in the terms of the exchange 
because of their ownership of blocks of the Class A stock and common 
stock of United States & Overseas Corporation and their ownership of 
blocks of Class A stock and common stock of General Investment Cor- 
poration. On September 8, 1930, the United Founders Corporation 
eroup owned 75,000 shares of the Class A and 173,221 shares of the 
common stock of United States & Overseas Corporation and 250,000 
shares of the Class A and 748,586 shares of the common stock of Gen- 
eral Investment Corporation; !° The Harris Forbes Corporation held 
36,667 shares of the Class A and 53,125 shares of the common stock of 
United States & Overseas Corporation and 250,000 shares of Class A 
and an unknown amount of common stock of General Investment 
Corporation.??° 

The terms of the exchange offers were favorable to the holders of the 
securities of United States & Overseas Corporation, particularly to the 
holders of the Class A stock of United States & Overseas Corporation. 


9Td., at 25357. 

130Td., at 25467. 

181 Tbid. 

1827Td., at 25464. 

183 Id., Commission’s Exhibits Nos. X8966—A and X4111. 

184 The terms of the exchange were negotiated by E. Carlton Granbery of Harris Forbes 
& Company acting on behalf of United States & Overseas Corporation and Frederick 
Burroughs of Harris Forbes & Company, and George Devendorf of the United Founders 
Corporation group acting on behalf of General Investment Corporation. (Id., at 25468.) 

135 [d,, Commission’s Exhibits Nos. X3927 and K3424 (p. 27). 

136 Tq., Commission’s Exhibit No. X3424 (p. 71). As previously indicated (see note 59 
supra), The Harris Forbes Corporation allotted the common stock of General Investment 
Corporation to its own stockholders. Their disposition of the stock is for the greater part 
unknown to the Commission although Mr. Burroughs testified that the stock was allotted 
subject to a sales restriction agreement. 
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The exchange for the common stock of United States & Overseas: 
Corporation was made on an equal asset value basis.*7 However, the 
value in liquidation of the preferred stock which was exchanged 
by General Investment Corporation for the Class A stock of 
United States & Overseas Corporation was substantially in excess 
of the liquidating value of the Class A stock received. The 62,500: 
shares of its cumulative preferred $3 dividend shares with a liquidat- 
ing preference in assets of $3,593,750 issued by General Investment 
Corporation ** exceeded the then liquidating value of the 300,000: 
shares of Class A common stock of United States & Overseas Corpora- 
tion received in exchange for this General Investment Corporation 
preferred stock. Although The Harris Forbes Corporation and the 
United Founders Corporation had a substantial investment in the- 
stock of General Investment Corporation, this exchange resulted in 
burdening the public holders of the common stock of General Invest- 
ment Corporation with an excessive cost. for the Class A stock of 
United States & Overseas Corporation purchased from the manage- 
ment of General Investment Corporation and from others associated. 
with them in the sponsorship of the United States & Overseas Cor- 
poration. Myr. Burroughs testified : 1°° 

Q. The figures that we have here, Mr. Burroughs, indicate, and we will let 
you figure them out for yourself if there is any question about it, that the: 
common shares of U. S. & Overseas had a liquidating value of $25.60, and that 
left a stated value of about $9.79 per share of Class A. 

A. What date was that? 

Q. This was November 30th, 1930. 

A. That $25.60 figure that you have is familiar to me. I seem to remember: 
that. 

@. Phat is the preference in value over Class A. 

Q. Now, if the stated value and surplus and undivided profits of U. 8. & Over- 
seas were $22,009,000, and there were 750,000 shares of common, that would 
have left a value of $9.79 per share of Class A on liquidation. Now, if a block 
of 24 shares of Class A would accordingly have $234.96, that is 24 times $9.79» 
for this block, the Class A shareholders received five shares of P. U. H. [Public 
Utility Holding Corporation, subsequently known as General Investment Cor- 
poration] preferred, which was entitled on liquidation to $57.50, which was a 
total of $287. 

A. The par was $50. It was only entitled to $57.50 at mest on liquidation, but 
we only figured the par value, because that is the basis. 

Q. Yes, I realize that there might have been some reason. I was just pointing 
out there was a difference in liquidating value of about $50 on the 24 shares of 
Class A over what they had had in U. S. & Overseas. 

A. Well, we had to make some inducement over their bare asset value. 

Q. So your idea was, as far as this offer of exchange to U. 8. & Overseas, was. 
an offer that P. U. H. wanted very much to go through, that inducement had to 
be made to U. S. & Overseas stockholders? 


®7Td., at 25465-6. For the purpose of the exchange, the intermediate German loans, 
which constituted about two-thirds of the assets of United States & Overseas Corporation, 
were valued at their cost. As at November 30, 1930, net assets of United States & Over- 
seas Corporation totaled $20,965,531, of which approximately $14,000,000 represented the: 
cost of loans made to German and other foreign companies. (Id., Commission’s BExhibit 
No. X8966.) 

88 Td., Commission's Exhibit No. X3423—5b (p. 10). 

EY NG, QE BHel7(O—2. 
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A. Yes, P. U. H. was anxious to do it because it increased our assets, increased 
the resources of the company, made it larger and we were at that time anxious 
to have more capital. 

Q. Mr. Burroughs, my attention is called to the fact that at a subsequent 
time the P. U. H. Corporation wrote down its portfolio $2,548,502.90 [$2,886,- 
221.16] to adjust the U. S. & Overseas holdings to their asset value. Do you 
recall anything about that? 

A. That was quite a bit later, wasn’t it? 

Q. It was quite a bit later? 

A. Yes. 

Q. But it does show there was an excess over asset value, the price at which 
it was taken over? 

A. I think quite probably there was an excess even at the time of the 
exchange * * *, 


Any dilution in the asset value of the sponsors’ holdings of General 
Investment Corporation common stock as a result of the exchange was 
to some extent at least compensated by the fact that they received 
87,976 shares of the preferred stock of General Investment Corpora- 
tion having a total preferred liquidating value of $5,058,620,141 which 
they obtained in exchange for their United States & Overseas Corpora- 
tion common and Class A common stock.” 

United States & Overseas Corporation was subsequently liqui- 
dated “8 by the surrender of its capital shares held by General In- 
vestment Corporation in exchange for its assets valued at cost. 
General Investment Corporation recorded a loss of $2,886,221.16 on its 
holdings in United States & Overseas Corporation shares by the time 
United States & Overseas Corporation was liquidated in May 1934." 

In addition, losses of $6,385,386.50 were eventually sustained by 
General Investment Corporation on German credits which it acquired 
from the United States & Overseas Corporation.**° 


140 TG., Commission’s Exhibit No. X4111. 

441 Tqd., Commission’s Exhibit No. X3424 (p. 71). 

149 [jid. The Class A stockholders of United States & Overseas Corporation received a 
-ecompletely preferred position in General Investment Corporation and the common stock- 
holders of United States & Overseas Corporation, including the United Founders Corpora- 
tion group and Harris Forbes & Company, received in return for their stock a prepond- 
erantly preferred position in General Investment Corporation. For each 10 shares of their 
-common stock having a total asset value of $265 (id., Commission’s Exhibit No. X3966 
at p. 3) General Investment Corporation issued in addition to common stock 3 shares of 
its preferred stock having a liquidating preference of $172.50. Mr. Burroughs testified 
(id., at 25473): 

Q. Then what happened actually was that these persons who held a junior interest 
in U. S. & Overseas, were given a senior interest in Public Utility Holding Corpora- 
tion, and at the price in excess of the asset value that they. turned in? 

A. To both classes of U. S. & Overseas we gave them senior securities of P. U. H. 
[Public Utility Holding Corporation, subsequently known as General Investment Cor- 
poration]. We considered it just as though we were buying the portfolio from them, 
just as though we were buying the portfolio from U. S. & Overseas. 

Q. That was the reason for giving them this senior stock 8 

A. That is correct; yes. ; } 

Q. However, that technique does not admit of this situation at a time when possibly 
matters cannot be settled in case that a person is given a junior interest in one cor- 
poration, if he is an insider, will be given a senior interest in another corporation by 
an allied group and thereby taken from an unpreferred into a preferred position ? 

A. Well he might have received cash, which would be definitely senior. 

143 Td,, Commission’s Exhibit No. X4111. 

144 Tpid. 


148 Tpid. 
146 [d,, Commission’s Exhibits Nos. X3970 and X3424 (p. 61 et seq.). 
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D. Investors’ and Sponsors’ Experience in General Investment 
Corporation 


As heretofore indicated,’ General Investment Corporation re- 
ceived $76,834,431.45 proceeds from issues of its securities, consisting 
of a total Of 254 4026 shares of preferred stock issued for $14, 606,506. 50, 
a total of 3,148 744 shares of common stock issued for $55, ‘997, 924. 95, 
and a total of 500, 000 shares of Class A stock, issued for $6, 250 000 
and a total of 50 000 free warrants issued for "$950, 000. In connec- 
tion with the organization of General Investment Corporation, the 
sponsors had invested a net of $15,052,476,79, as a result of which 
they held 500,000 shares of Class A stock and 1,602,872 shares of com- 
mon stock.!48 In the organization of United States & Overseas Cor- 
oration, the sponsors of General Investment Corporation, together 
with their associates, invested a net of $1,200,000 and the distributing 
expenses for which they held 300,000 shares of Class A stock and 150,- - 
000 shares of common stock.4® These shares of United States & 
Or verseas Corporation, by the terms of the exchange offer of 1930, 
were convertible into 75,000 shares of General Investment Corpora- 
tion common stock and "107, 500 shares of General Investment Cor- 
poration preferred stock, enjoying a preference of $57.50 per share 
or $6,181,250.°° Thus the sponsors of both companies eventually 
held, by virtue of their participation in the organization of the two 
investment companies, 1,677,872 shares of General Investment Cor- 
poration common stock, 500, 000 shares of the Class A stock, and 
107,500 shares of its preferred stock (entitled on liquidation to $6, 181,- 
250) at a net cost of $16,252,476.79.% The public for its investment 
of $58,488,275.39 received the remaining 1,465,872 shares of General 
Investment Corporation common stock and 146,526 shares of pre- 


147 See supra, pp. 501-4 and 504-16. 

148 Tbid. 

4u¢ See supra, pp. 518-21. Of the $22.200,000 contributed to United States & Overseas 
Corporation by its sponsors as subscribers and underwriters of 750,000 shares of common 
stock and 300,000 shares of Class A stock, $21,000,000 was recovered from the public by 
resale to the public of 600,000 shares of common stock, leaving a net investment of 
$1.200,000 and expenses of distribution. 

1 Tpbid. General Investment Corporation offered 5 shares of common stock and 8 shares 
of preferred stock for each 10 shares United States & Overseas Corporation common stock, 
and 5 shares of preferred stock for each 24 shares of United States & Overseas Corpora- 
tion Class A stock. 

it These holdings were exclusive of any purchases or sales not incidental to the organi- 
zation of the companies. The sponsors, in fact, acquired substantial blocks of United 
States & Overseas Corporation common stock prior to the exchange. (See op. cit. supra, 
note 1, Commission’s Hxhibit No. X3424, p. 71.) The cost of such acquisitions is not 
known. Nor are the activities of any of the sponsors other than the United Founders 
Corporation group in the United States & Overseas Corporation stock or General Invest- 
ment Corporation stock known. The United Founders Corporation group of publicly 
owned investment companies eventually recorded net losses of $9,733,054.42 on its invest- 
ment in General Investment Corporation (id., Commission’s Exhibit: No. X3424, p. 30) 
before allowing for the $1,301,105.88 profit realized on United States & Overseas Corpora- 
tion stock (id., Commission’s Exhibit No. X3732) and before allowing for the $1.448,235.71 
profit on sale of securities to General Investment Corporation. Thus the United Founders 
Corporation group sustained a combined net loss of $6,983,713.33 in General Investment 
Corporation and United States & Overseas Corporation. 
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ferred stock (having a preference of $57.50 per share, or $8,425,- 
245.00) of General Investment Corpcration.*? 

It is to be noted that after allowing for the preferred stock at its 
issue price the public held 1,465,872 common shares, or about 40% of 
the total number of common shares and Class A shares at a cost of 
$50,013,030.89, and the sponsors of General Investment Corporation 
and United States & Overseas, after deducting their preferred stock 
at its issue price, held about 60% of the combined common shares and 
Class A shares at a cost of about $10,071,226.79. Moreover, this 
$10,071,226.79 investment by the sponsors was an interest of 60% in 
the $61,477,924.95 capital contributed for the common stock and Class 
A stock so that until such time as General Investment Corporation 
had suffered losses of over $44,000,000, the asset value of the sponsors’ 
investment still exceeded their cost.1°? Conversely, the public alone 
suffered the entire first $44,000,000 loss in operation by General 
Investment Corporation, 

In all, during the period from 1929 to the middle of 1986, General 
Investment Corporation lost through operations about $70,604,248.43. 
Of the $78,634,407.57 paid into the investment company,*** $2,611,- 
832.02 was returned to stockholders in the form of repurchase of out- 


182'The above shares represent the balance of the shares issued by General Investment 
Corporation. The $58,488,275.39 amount known as the public’s investment in General 
Investment Corporation and United States & Overseas Corporation is arrived at as 
follows: 


Proceeds received by sponsors for 397,128 shares General Invest- 

ment Corporation common resold at a profit to the public 

(SECM A CRS) eee ee ee ee $11, 199, 287. 50 
Proceeds received by Founders General Corporation for 600,000 

shares of General Investment Corporation common sold to 

Hae joule (SSG Woe 8) eno ee ee 15 
Proceeds received by Albert E. Pierce & Co. for 134,372 shares 

of General Investment Corporation common sold to the public 

(Sever “abba VS} See ee ee ee eee 2, 756, 184. 00 
Value placed upon general portfolio securities turned in to General 

Investment Corporation in exchange for 409,082 of its common 

HAIRS ly joule (Cae Whole B) = Se 2, 54951892543 
Amount paid by public to underwriters for United States & Over- 

seas Corporation common shares distributed publicly by sponsors 

(Gecusupraipps iS> 21) i eee 21, 000, 000. 00 

TINO ral ieee ee a es pee ee, eee 62, 968, 193. 93 

Add: Excess of resales price over cost of 390,967 common and 

18,805 preferred shares of General Investment Corporation treas- 

ury stock exchanged for shares of United States & Overseas ‘ 

Corporation (see supra, pp. 501-4 and 505-10) ______---_------__ 1, 979, O79. 80 


ney 
fer) 
bo 
go 
Ol 
So 
S 


DE cn ul pk 5 ery eo ee eee ons sees (OB) 0815 10%, GY 
Less: Amount paid by General Investment Corporation for holders 
of 390,967 of its common and 18,805 of its preferred shares 
repurchased and then reissued in exchange for United States 
& Overseas Corporation common shares (op. cit., supra, note 1, 
Commission’s Exhibit No. X8424, pp. 20—24)_--------_--_--_-- 4. 649, 487. 23 


58, 438, 275. 39 


This cost to the public does not take into consideration any additional investments 
made by reason of sales of the sponsors of their stock other than at the organization of 
the two investment companies. Nor does this cost allow for decreases in the public's 
investment by reason of sales made by the public to the sponsors. (See note 151, supra.) 

153 Losses of $44,000,000 would reduce the interest of all the common stock and Class 
A stockholders to about $17,477,000 and the sponsor’s 60% interest therein to about 
$10,486,000. 

154Jn addition to the $76,334,481.45 paid into the company for the issue of its securi- 
ties, $2,299,976.12 more was. contributed to the investment company on the resale of 
treasury stock at an excess over cost of acquisition and as discount en the retirement 
of notes. (See supra, pp. 504-5.) 
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standing securities or im the form of dividends,!** leaving a net con- 
tribution to the investment company after retirements aggregating 
$76,022,575.55. Of this General Investment Corporation at the mid- 
dle of 1936 still had as net assets but $5,418,327.12,°* indicating a 
total loss of $70,604,248.43 in operation during the period that control 
of the company vested with the original sponsors.1** Since the Class 
A and common stocks had no asset value as at the middle of 1936,1° 
the sponsors lost their $10,071,226.79 Class A and common stock in- 
vestment in the investment company. However, the public, which 
had only a 40% interest in the common and Class A stocks, lost its 
$50,013,030.39 investment therein,’® and as hereinafter discussed, the 
public sustained a substantial loss on its $8,425,245 investment in the 
preferred stock as well. 


E. Investment Policies of General Investment Corporation and 
United States & Overseas Corporation—Conflicts of Interests 
in ‘Transactions With Sponsors 


Although United States & Overseas Corporation and General In- 
vestment Corporation participated in common ventures, United States 
& Overseas Corporation had been organized, as has been previously 
indicated,'** for the purpose of supplying intermediate term credits to 
German enterprises under supervision of the Deutsche Bank. With- 
out exception, the Deutsche Bank had had previous business relation- 
ships as a bank creditor with these German enterprises.?° This ar- 
rangement for extending intermediate credits under the sponsorship of 
a German bank to German enterprises which the bank served as the 
commercial banker was attended by a possible conflict of interest be- 
tween the American participants in intermediate credits (General 
Investment Corporation and United States & Overseas Corporation) 
and German commercial banks such as the Deutsche Bank which were 


5 Op. cit. supra, note 1, Commission’s Exhibit No. X3424, p. 10 et seq. This return 
of capital to the shareholders of General Investment Corporation was not the sole reduc- 
tion of the combined public investment. In addition, General Investment Corporation 
paid other than by the issue of its own securities, a total of $160,713.18 to the share- 
holders of United States & Overseas Corporation in acquiring 6,580 common shares of 
that company. (Id., Commission’s Exhibit No. X4111.) United States & Overseas Cor- 
poration itself distributed to the public owning 26,050 shares of its common stock, being 
the balance of the 750,000 common ghares outstanding not held by General Investment 
Corporation (ibid.), a total of $606,880 or $25.60 per share. (Id., Commission’s Exhibit 
No. X3424 [pp. 67X9].) 

6 Td., Commission’s Exhibit No. X8423-F. These assets were valued for balance-sheet 
purposes at cost and at an appraisal in absence of market. (Ibid. ) 

** Control was sold to International Equities Corporation in August 1986. (Op. cit. 
supra, note 12, Commission’s Exhibit No. 1565.) 

*$ Op. cit. supra, note 1, Commission’s Exhibit No. X3423_-F. 

9 The $10,071,000 cost figure is derived by subtracting the total amount of the pref- 
erence Of the General Investment Corporation preferred stock received by the sponsors 
from the net cost to them of their entire investment in General Investment Corporation 
acquired incidental to the organization of General Investment Corporation and United 
States & Overseas Corporation and the exchange of the stock of General Investment 
Corporation for that of United States & Overseas Corporation. 

160 This investment cost is computed similarly to that of the sponsors. (See note 152, 
supra. ) 

161 See supra, pp. 518-21. 

1 Td., at 25356 and 25366. 
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also lending short-term credits to the borrowers.’ Inasmuch as ‘the 
sponsors’ investment in the companies was subject to relatively slight 
risks of immediate loss, this relationship prejudiced their investment 
position but slightly. However, against the possible risk, the invest- 
ment companies and the public investing in their stocks were without 
protection. Mr. Granbery, president of the United States & Over- 
seas Corporation, when examined with respect to the existence of any 
protection to the investment companies, testified : *°* 


Q. Had you any protection against the Deutsche Bank placing in the United 
States & Overseas investments and credits that it might find desirable not to 
continue holding? 

A. I don’t think such an occasion ever arose. The only protection we had was 
that we passed—the American directors had the final say as to whether we 
would make a credit or not, and we relied upon our German experts to a large 
extent concerning the credit and standing of the company. The Deutsche Bank 
was not the type of a bank in my mind against whom you had to protect your- 
self. They were our partner. 


To the extent that such conflict of interest in fact existed, the risk of 
the investment companies was substantial. For example losses of over 
$6,385,000 were sustained by General Investment Corporation on Ger- 
man credits extended by United States & Overseas Corporation to the 
clients of Deutsche Bank, one of the sponsors of United States & Over- 
seas Corporation.*® 

The combined operations of General Investment Corporation and 
United States & Overseas Corporation extended from financing elec- 
tric-utility construction in Germany to financing construction of a 
subway in the Argentine. The investment activities of these two 
investment companies may be placed into three categories: extension 
of credits to German enterprises; acquisition of control of foreign 
and domestic utilities; and investments in support of the investment- 
banking activities of Harris, Forbes & Company and other investment 
bankers for the enterprises which Harris Forbes & Company served 
as banker. To some extent, the first and second categories of these 
activities each overlapped with the third category. In line with the 
policy of Harris Forbes & Company “to get an important position 
in as many utility groups as possible,” +°° a substantial portion of the 
capital contributed co General Investment Corporation was invested 
from time to time to obtain a dominant interest in public-utility cor- 
porations having total resources in excess of $811,600,000. 

As indicated in Table 4, the losses resulting were to a substantial 
extent realized from investments in utility systems for which Albert 
E. Pierce & Company, was the sponsor or the principal distributor. 
Albert E. Pierce’s relationship to General Investment Corporation is 
noteworthy as part of the investment policy of the investment com- 
pany. This relationship to General Investment Corporation started 
at the inception of the company when Albert E. Pierce & Company,’ 
which Albert E. Pierce owned, undertook to distribute the common 

163 Td., Commission’s Exhibit No. X4246 (pp. 74-77). 

1 Td., at 25367-8. 

165 [d., Commission’s Exhibits Nos. X3970, X3424 (p. 61). 

16 Id., at 25573. 


wt Albert B. Pierce & Company is not to be confused with the New York Stock HWxchange 
firm of E. A. Pierce & Co. 
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TABLE 4.—Ultimtte investments by General Investment Corporation by which 
it held control or joint control of the enterprises enwmerated 


Name of security 


| 


Gross re- 
sources of 
company as 
per pub- 
lished bal- 
ance sheets 


Amount in- 
vested by Gen- 
eral Invest- 
ment Corpora- 
tion 


Nature of control or 
influence 


7 


Loss sus- 
tained 


Securities of companies which 
were sponsored by Albert FE. 
Pierce & Co. or for which the 
Pierce Company acted as dis- 
tributor 

Central Public Service Co. (in- 
cluding shares received in ex- 
change for Central West Pub- 
lic Service costing $1,558,- 
187.26). 

Centrai Public Service Corpor- 
ation (exclusive of shares 
costing $2,894,604.30 which 
were exchanged for shares of 
American Commonwealth 
Power Corporation). 

Consolidated Blectric & Gas 
Co. 


American Commonwealth 
Power Corporation (includ- 
ing shares received at a cost 
of $2,894,604.30 in exchange 
for shares of Central Public 
Service Corporation). 


Securities which were eventually 
sold by General Investment Cor- 
poration to companies con- 
trolled or dominated by Albert 
E. Pierce 

Portland Electric Power Co. 
(control of this company was 
acquired by General Invest- 
ment. Corporation through 
the purchases of a substantial 
majority of various of its capi- 
tal securities at an aggregate 
cost of  $20,035,314.22. Of 
this, the preferred stocks and 
notes so acquired at a cost of 
$8,221 ,374.86 were disposed of 
without profit or loss and the 
common shares costing $11,- 
813,939.36 were exchanged for 
securities of Central Public 
Service Co. and Corporation 
which were valued at $13,- 
950,000. This investment is 
included above in the respec- 
tive Central Public Service 
Companies.) 


@ See ‘Nature of Control.” 


$364, 127, 426 


i) 


201, 195, 304 


@) 


$8, 097, 644. 35 


8, 470, 803. 33 


3, 107, 191. 71 


38, 954, 053. 78 


Majority of voting trustees 
and ownership of about 
48% of the outstanding 
common stock. 


Subsidiary of Central Pub- 
lic Service Co. 


One of three voting trus- 
tees of stock all of which 
was owned by Central 
Public Utility Corpora- 
tion, successor of Central 
Publie Service Corpor- 
ation. 

Owned about 22% of vot- 
ing stock and had repre- 
sentation on board of 
directors. 


» Included in consolidated resources of Central Public Service Corporation. 


$8, 047, 644. 35 


7, 677, 642. 53 


2, 786, 066. 71 


3, 705, 667. 12 
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TasBLE 4.—Ultimate investments by General Investment Corporation by which %t 
held control or joint control of the enterprises enwmerated—Continued 


Gross re- . | 
sourees of | vested by Con] ay | 
Name of security company aS | oral Invest- _| Nature of control or | Loss sus- 
nee pe ‘f ment Corpora- influence | tained 
ished ba Aon | 
ance sheets | | 
4 = sa} = | = 
Securities of companies which | | 
were sponsored by Albert E. | | 
Pierce & Co. or for which the “7 
Pierce Company acted as dis- | 
tributor | 
Washington & Suburban Com- | $41, 651, 850 $967,126.50 | Together with sponsors | $967, 125. 50 
panies. owned almost 60% of the | 
| outstanding common | 
shares. | 
Central West Public Service Pil, OBily HY ||. oa ames sce | 50% of voting power - ees eee E 
Co. (General Investment | | 
Corporation’s investment in | 
Central West Public Service | | 
Co. aggregated $1,558,187.26 
and was exchanged with | | | 
Albert E. Pierce Investment | | | 
Co. for voting trust certifi- | 
cates for common shares of } 
Central Public Service Co. at | 
cost. The $1,558,187.26 is, | 
therefore, included above in 
the $8,097,644.35 investment | 
in Central Public Service | 
Co.). | | 
Others | 
Indiana Consumers Gas & By- 6, 294, 295 2, 396, 883.33 | Owned about 99.9% out- 2, 145, 037. 33 
Products Co. i | standing stock. 
Cuba Company and Consoli- 167, 936, 432 5, 032, 527.83 | Owned about 27% of the | 4.507, 889.53 
dated Railways of Cuba. | Cuba Co. common stock 
: | which controlled Con- 
| solidated Rwys. of Cuba 
and had representation | 
5 on board. 
L’Union Electrique Rurale...- 8, 400, 000 8) BYR, BAR, O) || WA Oynm@Gl ne os s= | 2, 646, 922. 78 
MA RYO) 3 Wis ae ts res wt 811, 566, 641 35, 162, 596. 05 | 32, 483, 995. 85 


stock of the investment company paying for General Investment Cor- 
poration common stock with securities of the Central Public Service 
Corporation.?* 

During 1930 Albert E. Pierce & Company was the principal dis- 
tributor of the common stock of General Investment Corporation, 
raising the entire $2,756,184 cash paid in that year for securities issued 
by the investment company.’ However, during the same year Gen- 
eral Investment Corporation increased its investment in the inflated 
Central Public Service system *’° by about $15,000,000, substantially 
all of which was eventually lost.""" In 1931 General Investment Cor- 

168 See Table 3, supra, p. 506. 

169 Ibid. 


170 Op. cit. supra, note 1, at 25555-9. 
171J3d., Commission’s Exhibit No. X3969. 
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poration purchased from Albert E. Pierce & Company American 
Commonwealths Power Corporation stock for $2,894,000, after which 
American Commonwealths Power Corporation almost immediately 
went into receivership.?” 

On the other hand, during 1930 Albert E. Pierce made a $2,500,000 
profit in terms of market value as the result of an exchange of stock 
with General Investment Corporation and with the Central Public 
Service Corporation, which Pierce sponsored but in which General 
Investment Corporation was at the time acquiring a $15,000,000 in- 
yestment (directly and indirectly through investment in Central Pub- 
lic Service Company, the parent of Central Public Service Corpo- 
ration) 17 

HeMeacon with Albert E. Pierce took place again in 1985, when 
Albert E. Pierce purchased from General Investment Corporation 
for $70,000 Central Public Service system stocks which had cost Gen- 
eral Investment Corporation about $15,795,000.17* Thereupon, un- 
der the guidance of Mr. Devendorf, president of General Investment 
Corporation, Pierce almost immediately resold the stock at a profit 
of over $100,000.17 

Many of these investments as well as others made by General In- 
yestment Corporation and United States & Overseas Corporation, 
were acquired directly from their sponsors or from cobankers with 
Harris Forbes & Company in various utility enterprises. Mr. Bur- 
roughs testified that to some extent it was the intention of Harris 
Forbes & Company that such investment should further their own 
investment banking business: 17 


Q. * * * In connection with your going into Public Utility Holding Cor- 
poration [General Investment Corporation] apart from the possible profits 
that were to be made through your investment in equities there was also the 
possibility, was there not, of financing that would accrue to Harris Forbes 
from your connections with public utility companies? 

A. Oh, I suppose we had that in mind, but, of course, the Founders did not 
have that in mind. 

Q. The Founders were not likely to get that kind of business; they were 
not an underwriting house. 

A. No; but we could not get any benefits except that Founders would know 
all about, as they had a bigger interest in P. U. H. [Public Utility Holding 
Corporation later called General Investment Corporation] than Harris Forbes. 

Q. Still, if Harris Forbes & Company did successfully put out certain issues 
the Founders Group could not share the profits from the financing fees that 
would come from those issues, would it? 

A. I do not think, Mr. Stern, that we anticipated making new connections 
for Harris Forbes & Company and I do not know that we ever did make a 
new connection. ; 

I do not think we thought that P. U. H. would build up an interest in equity 
of companies which Harris Forbes was handling bonds of, but I do not 
think that we looked on P. U. H. as an avenue for opening up new oppor- 
tunities for Harris Forbes, but I think rather that the opposite was true. 


172 See note 383, infra. This stock was acquired in exchange for Central Public Service 
Corporation stock. 

13 Op. cit. supra, note 1, at 25616—7. 

1%4Td., Commission’s Exhibit No. 3969. 

15 1d., at 25636—8, 

éTd., at 25417. 
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Mr. Burroughs further testified that the use of the assets of an 
investment company by investment banker sponsors to aid in the 
expansion of the enterprises of their banking clients and thereby 
create new or additional banking business for the sponsors might 


be “unhealthy” from the viewpoint of the investment company.’ 


Q. This relationship and this activity in connection with * * * Central 
Publie Service and the relationship existing between Central Public Service 
and P. U. H. and Harris Forbes, was one in which a company which was 
managed by Harris Forbes was putting up junior money which provided the 
pasis for senior financing which was used to buy more properties for the Cen- 
tral Public Service System, for which Harris Forbes was the banker. 

A. I think that is correct. 

Q. And the relationship, of course, was not too healthy a relationship for 
The Public Utility Holding Corporation [General Investment Corporation]. 

A. We thought it was a very good one 

Q. Let me put it this way. In the hands of bankers who were anxious to 
make a lot of money and who were not so careful how they made it, Such 4a 
relationship would not be healthy for a company situated like P. U. H. [Genera] 
Investment Corporation]. 

A. No; I suppose under those circumstances it would not be 


Although from its inception the assets of General Investment Cor- 
poration were utilized by Harris, Forbes & Company to aid in expan- 
sion programs of its own, public utility holding company clients, the 
intention so to employ the funds of General Investment Corporation 
was not revealed to the public holders of its common stock until 
December 14, 1929. The original prospectuses stated only that 
the company had been formed “to buy, sell, and/or hold common 
stocks and/or other securities,” and that it “will be the present policy 
of the directorate to limit the investments of the corporation to 
minority and/or controlling interests in securities of public utility 
companies, both foreign and domestic.” *"* It was on December 14, 
1929, only after at least 1,274,194 shares of the common stock of Gen- 
eral Investment Corporation had been distributed to the public at 
an ageregate cost of $36,847,388.83,.” that a circular, signed by F. S. 
Burroughs, the president of the corporation, was issued which 
stated : 18° 


* * *. The corporation is considered by many to be an investment trust. 
Definitely this is not the case, for unlike an investment trust which confines 
itself to investing a relatively small part of its capital in each of a highly 
diversified list of securities, it is the policy of Public Utility Holding Corpora- 
tion to acquire relatively large interests in a comparatively few enterprises. In 
some eases control is acquired, while in other cases the objective is simply a 
large minority interest * * *. 

Control of utility companies will be acquired only in such cases aS our man- 
agement sees an opportunity (1) to revamp the capital structure so as to 
inerease the earning power of the equity stock and therefore its value, where- 
upon it will be turned over to one of the group companies in which we already 


* * * 


177d., at 2555X59. 

17%8Tq., Commission’s Exhibit No. X3978. 

179 See Table 3, supra. As at December 24, 1929, there were more than 20,000 holders 
of the common stock and the average holding, excfusive of the blocks held by the sponsors, 
was less than 75 shares. (Jd., Commission’s Exhibit No. X3978.) 

180Td., Commission’s Exhibit No. X3978. 
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have an important interest, or to some group company in which we have no 
important interest in exchange for such an interest, or (2) to finance during 
a development period sound enterprises which cannot be advantageously financed 
in their own name during the development period. 


However, this circular did not indicate that the described invest- 
ment policies of General Investment Corporation might result in 
increasing the banking opportunities of Harris Forbes & Company, 
and of the interests associated with that firm in its investment bank- 
ing activities for various utility enterprises. From 1929 to 1933, the 
period in which the General Investment Corporation and United 
States & Overseas Corporation were managed primarily by Harris 
Forbes & Company,'*' General Investment Corporation and United 
States & Overseas Corporation bought an aggregate of approximately 
$107,000,000 of securities directly from the sponsors and their asso- 
ciates, which purchases were intended to increase the sphere of in- 
fluence of or which in fact furthered the investment banking business 
of Harris Forbes & Company and their associates in the public utility 
field. The investment companies ultimately sustained a loss of ap- 
proximately $53,000,000 on these investments as indicated in Table 5.7® 

The aggregate of these purchases thus made by the two investment 
companies amounted to in excess of 10 times the net worth and in 
excess of 3 times the gross resources of Harris Forbes Companies at 
the middle of 1930.1%° The loss of $52,300,000 of General Investment 
Corporation on these investments amounted to about 66% of the 
$78,634,407.57 resources contributed to that investment company and 
accounted for about 74% of the $70,604,248.43 loss in the operation 
of that investment company between 1929 and the middle of 1936. 

These investments will now be briefly discussed. 


1. WESTPHALIA UNITED ELECTRIC COMPANY—LOSS, 
$3,156,612.54 


The most substantial of the German credits loaned by United 
States & Overseas Corporation and General Investment Corporation 
was made in 1930 in participation with the Deutsche Bank to West- 
phalia United Electric Company. This investment resulted in a loss 
to the two American investment companies of $38,156,612.54.18! This 
loan was made to pay off a prior loan to the Westphalia company by 
the Deutsche Bank and others, and to complete a construction pro- 
gram of the electric company. 

Whether the parts of the loan received from the two investment 
companies were used to pay Deutsche Bank or to complete the con- 
struction program and thereby provide the income for servicing the 


st A majority of the board of directors, a majority of the executive committee, and 
the president of General Investment Corporation were all representatives of Harris Forbes 
Companies. (Id., Commission’s Exhibit No. X3762.) Mr. Granbery of Harris Forbes Com- 
panies was president of United States & Overseas Corporation. (Ibid.) 

14 Table 5 was prepared from id., Commission’s Exhibits Nos. X8423, X8424, X38962, 
X5969, X3970, X8983, X3996, X4000, X4111, and X4274. 

18 Public Examination, Hastern Utilities Investing Corporation, Commission’s Exhibit 
No. 3845-D. In the middle of 1930, Harris Forbes Companies had $33,500,000 gross 
assets (valued at cost or market, whichever was lower). Of these gross assets only 
$9,752,929.67 was net capital and surpluses. 

184Td., Commission’s Exhibits Nos. X3970 and X3971. 


TABLE 5.—General Investment Corporation and United States & Overseas Corporation—Schedule of losses on major investments with re- 
spect to which the sponsors and their associates were directly or indirectly pecuniarily interested other than by reason of their interest in 


the purchasing investment company 


Company in which investment was made 


United States & Overseas Corporation 
General Investment Corporation 
Portland Electric Power Co 
IEP DinikOin IBIGOPFHCWO IRN OW — sn es se sete Secceec snes neseeeesee 
Consolidated Electric & Gas Corporation 
Centrale ub lice Serial Con C 0 sexe eee e seca e mea oe eet anne nae nn 
Centraleeublici Services 0G pores t10 reese een nen ee 
Washington and Suburban Companies________-__-_.___--___________ 
American Commonwealths Power Corporation 
Associated Gas & Electric Co. and its affiliates 

General Gas & Electric Co. 

Eastern Utilities Investing Corporation. 


United States Electric Power Corporation 
Wiest phaliagUmitedsHlec tri cy ©,0 w= =a aaaaaa nana nen eae ann 
Elektrizitaetswerk Suedwest, A. G 


Aggregate investments made and 
losses sustained by General In- 
vestment Corporation and 
United States & Overseas Cor- 
poration 


Investments made by General In- 
vestment Corporation (includ- 
ing cost to General Investment 
Corporation of those acquired 
from United States & Overseas 
Corporation) and losses sus- 


Investments made by United States 
é& Overseas Corporation (exclu- 
sive of proceeds received from 
sales to General Investment Cor- 
poration) and losses sustained by 
United States & Overseas Cor- 


_— | OE 


Investments 


> $12,451, 493. 54 
125, 000. 00 

20, 138, 064. 22 
3, 136, 365. 22 

3, 107, 191. 71 

8, 097, 644. 35 

11, 585, 007. 72 
867, 626. 50 

3, 954, 053. 78 

15, 579, 496. 31 


14, 316, 039. 46 
1, 935, 000. 00 
7, 140, 961. 50 
4, 601, 280. 34 


$107, 035, 224. 65 


Loss (profit) 


$2, 761, 598. 39 
91, 250. 00 


(2, 099, 260. 64) 


2, 646, 922. 78 
2, 786, 066. 71 
8, 047, 644. 35 
7, 779, 636. 37 
867, 625. 50 

3, 705, 667. 12 
14, 636, 562. 67 


7, 251, 039. 46 
843, 898. 00 
3, 156, 612. 54 
238, 993. 65 


$52, 714, 256. 90 


tained 


Investments 


$12, 451, 493. 54 
20, 035, 314. 22 
3, 136, 365. 22 
38, 107, 191. 71 
8, 097, 644. 35 
11, 365, 407. 63 
967, 126. 50 

3, 954, 053. 78 
15, 327, 881. 91 


14, 280, 974. 46 
975, 000. 00 

7, 140, 961. 50 
8, 663, 518. 42 


$104, 502, 933. 24 


@ In order to avoid duplication in the combined investment there ha 
$2,532,291.41, the cost to United States & Overseas Corporation of those 
sustained by United States & Overseas Corporation on sales made to Ge 
States & Overseas Corporation. The loss of $695,490.98 shown as realize 


Investment Corporation and to others. 


losses shown as having been realized by United States & Overseas Corporation itself. 


poration ¢ 


Loss (profit) Investments Loss (profit) 
C5) (OL OO880 ie: ee ae Oe ee ee a 
se ee ee $125, 000. 00 $91, 250. 00 
(2, 136, 060. 64) 102, 750. 00 36, 800. 00 
25.646, 922785. Ae. oa! Be Sat aN 2 eo ees ee 
22786: O66:s0Al— 2. Sede San Se | ee Re meee eee 
SOA G44 53 5c cee. ce See ee ee eee 
7, 677, 642. 53 219, 600. 09 101, 993. 84 
967, 125. 50 (99, 500. 00) (99, 500. 00) 
M00; COLL 2): || ee ee ae hee S| ee eee 
14, 437, 828. 53 251, 614. 40 198, 734. 14 
7, 215, 974. 46 35, 065. 00 35, 065. 00 
512, 750. 00 960, 000. 00 331, 148. 00 

8, 156, 612. 54 


238, 993. 65 


$52, 018, 765. 92 


937, 761. 92 
$2, 532, 291. 41 


$695, 490. 98 


s been included in the figures shown as investments by United States & Overseas Corporation aggregating 
investments which were sold to purchasers other than General Investment Corporation, and only the loss 
neral Investment Corporation, since these losses represent pact of the original investment made by United 
d by United States & Overseas Corporation included both losses sustained upon sales made to General 


> The amount of $12,451,493.54 shown as the investment in United States & O 
in this company which is known to have been acquired from the sponsors of Unite 
¢ The loss of $2,761,598.39 sustained by General Investment Corporation on the investment in United States & Overseas C 


verseas Corporation included only that portion of General Investment Corporation’s investment 
d States & Overseas Corporation. 


orporation included an undeterminable portion of the 
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balance due to the Deutsche Bank in connection with the financing of 
the construction, it is apparent that an advantage was derived by the 
Deutsche Bank when the investment companies made these loans. 
Westphalia United Electric Company was a large electric company 
operating in southwestern Germany and served principally the cities 
of Munston, Bochum, and Dortmund. The Westphalia company, 
which acquired the stock of a number of municipally owned electric 
companies, was formed in 1926 and 1927 largely through the efforts 
of Messrs. Hulse and Burroughs of Harris, Forbes & Company. The 
formation of the Westphalia company was partly financed in the 
United States by a first mortgage bond issue distributed by Harris, 
Forbes & Company and Speyer & Co.7*° The newly formed West- 
phalia company thereafter undertook a heavy construction program 
which was financed temporarily by German banks, including the 
Deutsche Bank.*** 

In June 1930, Dr. Kehl of the Deutsche Bank, arranged with Mr. 
Burroughs, of Harris, Forbes & Company, for additional financing of 
Westphalia United Electric Company through the sale of deben- 
tures junior to the outstanding first mortgage bonds.**’ The proceeds 
of this issue were used to pay off the bank loans of the Westphalia. 
Company. Mr. Burroughs testified : 1%* 


Q. And the proceeds were used in part at least to pay off the Deutsche Bank, 
were they not? 

A. Certainly they were used to pay all of their bank loans, but what percent- 
age of it was Deutsche I do not recall. 

@. You, I take it, recommended the Westphalia investment to Public Utility 
Holding Corporation? 

A. Oh, yes; I was very enthusiastic about it. I not only formally recom- 
mended it, but I more than recommended, I urged and negotiated it. I thought 
it was a grand opportunity for P. U. H. [General Investment Corporation]. 


Deutsche Bank agreed with Westphalia United Electric Company 
to form a syndicate to underwrite $15,000,000 of 614% unsecured 
debentures, payable in dollars, due January 1934, convertible into pre- 
ferred stock, at 92%.®° Of this issue a syndicate headed by Deutsche 
Bank purchased $7,250,000, and on the advice of the Harris Forbes 
organization,°? General Investment Corporation purchased $7,500,- - 
000, of which about one-third was allotted to United States & Over- 
seas Corporation." In addition, United States & Overseas Corpora- 
tion directly purchased $250,000 of these debentures.°? In August 
1931, General Investment Corporation purchased the holdings of 
United States & Overseas Corporation at cost, thereby increasing 
the investment of General Investment Corporation in these de- 
bentures to $7,140,961.50.% Although the Westphalia United Elec- 
tric Company was supposed to have “had great prospects”®® and “as 

185 Tqd., Commission’s Exhibit No. X3972. 

16 Td., at 25394-5. 

181 Tid. 

188 Thid. 

188 Td., Commission’s Exhibit No. X38968. 

190 Td., at 25395, 

181 Td., Commission’s Hxhibit No. X38970. 

12 1d., at 25391. 

1% Td., Commission’s Exhibits Nos. X3970 and 3966 (p. 74). 

2 14., Commission’s Exhibit No. X3970. 

Id. at 25395. 
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a domestic enterprise it has been a great success,”?°* difficulties in get- 
ting in foreign exchange were encountered,'*’ rendering the invest- 
ment unprofitable. On March 14, 1934, General Investment Corpora- 
tion sold the Westphalia United Electric Company debentures for 
$3,984,348.96, either to Deutsche Bank, the German government, or 
the issuing company,'’* and sustained a realized loss of $3,156.612.54 
on that investment.*°° 


9, ELEKTRIZITAETSWERKE SUEDWEST A. G. 
$3 025,060.36 


LOSS, 


Included in the assets of United States & Overseas Corporation 
which were eventually acquired by General Investment Corporation 
by its exchange offer of its shares for the shares of United States & 
Overseas Corporation, were substantial loans made to Elektrizitaets- 
werke Suedwest A. G., a German utility company, and loans made to 
a syndicate headed by Deutsche Bank, a sponsor of United States & 
Overseas Corporation, in connection with the sale of control of 
Elektrizitaetswerke Suedwest A. G. On these investments, General 
Investment Corporation ultimately sustained a loss of $3,025,060.36. 

In 1929, three electric companies operated in Berlin, the second 
largest company being Elektrizitaetswerke Suedwest A. G., which 
was owned partly by the City of Berlin and partly by Gesellschaft 
Fuer Elektrische Unternehmungen, a German utility holding and 
operating company, commonly referred to as Gesfuerel. Late in the 
fall of 1929, when the City of Berlin was in financial difficulties,” 
officials of Gesfuerel, the Deutsche Bank, and Harris Forbes & Com- 
pany determined to purchase the City of Berlin’s interest in electric 
properties and also in gas and water properties. Pending the pur- 
chase of the City’s electric properties, Deutsche Bank formed a syn- 
dicate participated in principally by German banks, and loaned the 
funds of the syndicate to Gesfuerel, which in turn loaned the funds 
to the City of Berlin and accepted as collateral the City of Berlin’s 
holdings of Suedwest stock.2% In this loan United States & Overseas 
Corporation participated, as at the end of March 1930, to the extent 


of $1,166,605.38.2° 


Thereafter, Gesfuerel completed negotiations for the purchase of 
the City of Berlin’s interest in Suedwest. This required an expan- 
sion of the original syndicate fund.?°* On April 30, 1930 United 
States & Overseas Corporation took a 9% participation in this second 
syndicate, thereby increasing its interest to $1,494,088.63 on the basis 
of cost. Subsequently, this participation of United States & Over- 
seas Corporation was reduced, without profit or loss, to $556,326.71. 
This balance was acquired by General Investment Corporation at 
cost 2° in the process of liquidating United States & Overseas Cor- 

196 Id., at 25395. 

197 Thid. 

18Td., at 25394. 

199 Td., Commission’s Exhibit No. X3970, 

200Td., at 25372. 

21 Td., at 253723. 

202 Td., Commission’s Exhibit No. X3962 (p. 33). 

23 Td., at 25373. 

204 Td., Commission’s Exhibits Nos. K3962 (p. 33) and X3970. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 537 


poration.2°° On February 10, 1938, General Investment Corporation 
disposed of this investment by selling it to Gesfuerel for $317,333.06, 
realizing thereby a loss of $288,993.65.2% 

At the time the second Suedwest syndicate was formed additional 
funds were loaned directly to Suedwest by a third syndicate to per- 
mit advance payment of franchise taxes to the City of Berlin and the 
purchase of an extension of the company’s franchise. This loan was 
to be exchangeable on the demand of the Deutsche Bank as syndicate 
manager into a 15- or 20-year debenture issue.2°7 At the time, it was 
contemplated that part of this loan would be funded by an American 
offering of Suedwest debentures through Harris Forbes & Com- 
pany.’ In this loan to Suedwest, United States & Overseas Cor- 
poration directly participated by purchasing $925,000 principal 
amount of the debentures of Suedwest ?°° at a price of 112% of their 
face value. 

However, on May 2, 1930, Harris Forbes & Company ceded to 
United States & Overseas Corporation a “further participation of 
$1,840,000 principal amount of said debentures” at a price of 112% of 
their face value and agreed that it would (although it never did) 
“on or before June 80, 1930, repurchase these $1,840,000 of deben- 
tures” from United States & Overseas Corporation at cost.24° This 
purchase from Harris Forbes & Company increased the total invest- 
ment of United States & Overseas Corporation in the Suedwest 
debentures to $3,107,191. 

E. Carleton Granbery, of Harris Forbes & Company, and the presi- 
dent of United States & Overseas Corporation, testified that Harris 
Forbes & Company was unwilling to take a commitment in the loan 
made to Suedwest prior to the issuance by the company of definitive 
debentures in $1,000 denominations which could be resold to the pub- 
lic. It was expected that definitive debentures would be issued by 
Suedwest on June 1, 1930. Mr. Granbery testified : 2% 


ok Kk ok 


At the time that I was having discussions with Dr. Kehl [of the 
Deutsche Bank, one of the sponsors of United States & Overseas Corporation] 
in Berlin, I told him that Harris Forbes & Company could not take a commit- 
ment for the debentures in their then form for at that time * * * it was 
just a note on the Deutsche Bank and were not in the form of $1,000 pieces, 
and so I discussed with Dr. Kehl whether it would be good business for U. S. 
& Overseas to purchase through Harris Forbes & Company the debentures in 
their then form and we agreed that it would be good business. 

Consequently the U. 8S. & Overseas purchased about $2,700,000 face amount of 
these debentures at $110 or $112 which as he said previously, were repayable at 
$125. The form in which United States & Overseas bought the debentures was 
in the form of this book credit, I recall it as a loan on the books of the Deutsche 
Bank. The understanding was * * * that the permanent debentures would 
be delivered about the first of June. 

205 7Td., at 25383—4. 

2 Td., Commission’s Exhibit No. X8970. 
207 dea aie2 Oo 

208 Td., at 25374—-5. 

208 Td., Commission’s Exhibit No. X3967. 
20 Thid. 

21 Td., Commission’s Exhibit No, X8962., 
221d,, at 25375-6. 
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The United States & Overseas took up and paid for this loan and the Harris 
Forbes & Company and United States & Overseas entered into an agreement by 
which Harris Forbes & Company agreed to buy on or before June 30, 1930, 
about $1,800,000 of the debentures and United States & Overseas agreed to 
sell them. 


Consequently, the assets of United States & Overseas Corporation, 
rather than the personal funds of Harris Forbes & Company, its 
sponsor, were consciously utilized as a means of acquiring and carry- 
ing securities which were a potential source of banking business and 
underwriting commissions to Harris Forbes & Company. 

By June 30, 1930, no definitive debentures had as yet been issued 
by Suedwest.2* On September 15, 1930, United States & Overseas 
Corporation, “in view of the fact that said debentures are not ready for 
delivery and cannot now be marketed,” extended to December 31, 1930, 
the time for the repurchase of the debentures by Harris Forbes & 
Company.” Because of a change in German law, Suedwest was 
never able to issue debentures in a form salable to the public.** On 
December 31, 1930, Harris Forbes & Company did not repurchase from 
United States & Overseas Corporation its participation in the de- 
bentures. On June 24, 1931, in response to a letter from United States 
& Overseas Corporation requesting that Harris Forbes & Company 
confirm to Haskins & Sells, the corporation’s accountants, its agree- 
ment to repurchase the debentures, Harris Forbes & Company stated 
that it “was unable to confirm” the agreement.2*° Mr. Granbery, of 
Harris Forbes & Company, and the president of United States & 
Overseas Corporation, testified that Harris Forbes & Company had 
construed its repurchase contract as an agreement to repurchase 
definitive debentures of Suedwest and that in the absence of the 
issuance of such debentures it had no obligation on its contract :°”” 


Q. Mr. Granbery, in connection with this Exhibit 3967, Harris Forbes confirms 
to United States & Overseas * * * “That we have ceded to you and you have 
accepted a further participation of $1,840,000 principal amount of said de- 
bentures.” Did I understand you to say that Harris Forbes didn’t own anything 
at that time? 

A. I never said that. 

Q. Did Harris Forbes at that time have a participation in a syndicate that it 
was ceding, or what was it that it was ceding? 

A. It was ceding the participation in this syndicate with Deutsche Bank. 

Q. I see. Then the question, the next question that comes up, is that, “That 
on our part,” Harris Forbes’ part, “we agree that we will on or before June 30 
repurchase these $1,840,000 of debentures.” That is what they have just ceded to 
you? 

A. No. 

Q. They have ceded a participation. 

A. And we were to buy the debentures. 

Q. They ceded the participation and agreed to buy debentures ? 

A. Yes. 


213 Td., at 25376. 

214 J%q., Commission’s Exhibit No. X3967. 
25 Td., at 25375-6. 

26 Tbid. 

217.1d., at 25378-9. 
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Mr. Granbery also testified : °18 


Q. * * * Now, referring to the letter of June 24, 1981, to Harris Forbes & 
Company, this calls upon Harris Forbes & Company to in effect acknowledge the 
existence of their outstanding obligation to take back the $1,840,000 of principal 
amount of debentures. 

A. Yes, sir. 

Q. And also ask them to state the amount of accrued interest due under that 
obligation. Then the next letter, June 24, 1931, is a disavowal by Harris Forbes 
that there is any such obligation, 

A. Yes, sir. 

Q. Now, up to this point, Mr. Granbery, and without wishing to go into the 
eyents of a controversy that may be in litigation, I take it that United States & 
Overseas on the one hand assumed that they had an obligation of Harris Forbes 
to repurchase and on the other hand Harris Forbes discriminated between the 
obligation to take over the participation and claimed that it was only obligated 
to take over the debentures; that was the net difference? 

A. I would say that the auditors raised the point, Haskins & Sells. 

Q. And Harris Forbes disclaimed any obligation? 

A. Yes, sir. 


On August 27, 1931, Mr. Granbery, of Harris Forbes & Company, 
as president of United States & Overseas Corporation, contracted with 
Mr. Addinsell, of Harris Forbes & Company, as vice president of 
General Investment Corporation, to sell to General Investment Cor- 
poration its holdings of Suedwest debentures and participations 
therein, including the participation ceded to it by Harris Forbes & 
Company for $3,107,191.71, their cost to United States & Overseas 
Corporation.?*® However, whatever rights United States & Overseas 
Corporation had to compel Harris Forbes & Company to fulfill its 
repurchase agreement were not assigned to General Investment 
Corporation.??° 

It is significant that neither United States & Overseas Corporation 
nor General Investment Corporation ever made a demand upon 
Harris Forbes & Company to fulfill its repurchase obligation.274 
Whatever may have been the legal liability of Harris Forbes & Com- 
pany either to General Investment Corporation or United States & 
Overseas Corporation in connection with this repurchase agreement 
and the transactions which have been described, the control by Harris 
Forbes & Company of both General Investment Corporation and 
United States & Overseas Corporation ?”? enabled it during the period 

a8Td., at 25380. 

29 Td,, Commission’s Exhibit No. X3967. 


20 Td., at 25382-3. 
24 My. Granbery testified (id., at 25387) : 


Q. Mr. Granbery, referring to Exhibit 3967, which is the agreement in connection 
with Suedwest, and as part of that agreement, the agreement on the part of Harris 
Forbes to repurchase debentures as I understood you this morning you interpreted 
the agreement to mean that Harris Forbes had no obligation to repurchase anything 
except debentures? 

A. After June 380 and after the extension. 

Q. After June 380, 1930, and after the extensions? 


A. Yes. 

Q. Did United States & Overseas make any demand on Harris Forbes to repurchase 
these debentures? 

A. No, sir. 

22 By December 31, 1930, United States & Overseas Corporation was virtually a wholly 
owned subsidiary of General Investment Corporation. (See supra, pp. 521-5.) At the 
same date a majority of the board of directors of General Investment Corporation con- 
sisted of members of Harris, Forbes & Company. (Id., Commission’s Exhibit No. X3762.) 
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of its control of the two investment companies to prevent any judicial 
test by such companies of its ability to either or both of them.?* 

In 1932 General Investment Corporation exchanged all its hold- 
ings of and participations in Suedwest debentures, which it had ac- 
quired from its subsidiary, United States & Overseas Corporation at 
a cost of $3,107,191.71, for a block of the common and preferred 
stock of Consolidated Electric and Gas Company.”* The latter secu. 
rities were sold in 1936 for $321,125. General Investment Corpora- 
tion therefore realized a loss of $2,786,066.71 on its investment in 
the Suedwest debentures in addition to the $238,993.65 loss which it 
had realized in the Suedwest stock syndicate.?*° 


3, FRENCH FINANCING—LOSS, $2,948,302.78 


The participation of General Investment Corporation and United 
States & Overseas Corporation in the field of European finance was 
not limited to Germany. An arrangement similar to that existing 
between these investment companies and Deutsche Bank was sought 
in France. Mr. Burroughs testified : °° 


* * * Tn Germany we thought it was a fine thing to work with the Deutsche 
Bank; in France we wanted to pick a similar group. * * * In France it was 
a little difficult to find just the group we wanted to work with, but finally after 
studying the whole field we became acquainted with a group headed by the 
Marchena Brothers. 


Through the Paris office of Harris Forbes & Company, Mr. Gran- 
bery was introduced to M. Marchena, the head of several operating 
power plants in France. Mr. Granbery attempted to persuade M. 
Marchena to permit General Investment Corporation and United 
States & Overseas Corporation to finance the Marchena properties.2?” 
However, M. Marchena was not prepared to have outside interests 
participate in the sponsorship of the electric properties he controlled. 
Instead, he suggested that these investment companies acquire an in- 
terest in electric power enterprises controlled by M. Loustou,?* and 
promised to supervise the investment therein for the American invest- 
ment companies.” As a result ?*° investments were made by these 
investment companies in the Loustou-controlled L’Union Electrique 


232 


Rurale ?** amounting eventually to $3,186,365.22.25? In addition, 


23 While this control did not preclude stockholders’ suits on behalf of the investment 
companies, no such action was brought until 1937. In January 1938, General Investment 
Corporation, then controlled by Henderson Brothers of Boston, Massachusetts, joined in 
an action previously commenced by stockholders in 1937 (Walter K. Bachrach and Frank 
A. Woodhead v. General Investment Corporation et al., United States District Court for 
the Southern District of New York, filed May 6, 1937) to recover from the stockholders of 
the former Harris Forbes Companies and others, damages for their alleged mismanagement 
of General Investment Corporation and United States & Overseas Corporation. (Id., at 
25527-8.) 

247Tq,, Commission's Exhibit No. X3970. Consolidated Hlectric and Gas Company sold 
the debentures during 1933 for proceeds of $1,100,000. (Id., Commission’s Exhibit No. 
X41438.) 

225 Tq., Commission's Exhibit No. X3970, 

26 Td.; at 25397. 

i Ml, Eke D 
28 7d., at 258 
229Td., at 25: 
2200Td., at 25385. 

281 Td,, Commission’s Exhibits Nos. X3978 and X3974. 
22 7Td., Commission's Exhibit No. X3970. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 541 


$925,950.39 was invested by the American investment companies in 
Hydro Energie,?®* a finance company jointly controlled with Mar- 
chena.22* On the sale of these investments, an aggregate loss of $2,- 
948,302.76 was realized by General Investment Corporation and 
United States & Overseas Corporation.**° 


4, INVESTMENT IN ASSOCIATED GAS AND ELECTRIC 
COMPANY AND AFFILIATED COMPANIES—LOSS, 
$14,437 198.53 


General Investment Corporation invested $15,827,881.91 in the 
securities of companies in the Associated Gas and Electric Company 
system and ultimately sustained a realized loss of $14,487,128.58 or 
approximately 94% on these investments.*** Substantially this en- 
tire investment was acquired directly from the sponsors of the invest- 
ment company, Harris Forbes & Company and the United Founders 
Corporation group, and from Pynchon & Company,*”” an investment 
banking firm which was one of the primary distributors of the Junior 

oe Me) 3 y ‘ 
securities of companies in the Associated Gas and Electric Company 
rstem.288 Harris Forbes & C itself was the “principal” in- 
system. arris [orbes ompany itself was the “principal” in 
vestment banker distributing the senior securities of companies in 
the Associated Gas and Electric Company system.** 

As previously indicated, between September 13, 1929, and Septem- 
ber 16, 1929, The Harris Forbes Corporation and the United Found- 
ers Corporation group sold to General Investment Corporation securt- 
ties of the Associated Gas and Electric Company system, for a total 
of $9,081,070.51 °4° their then market value. On September 30, 1929, 
General Investment Corporation acquired from Pynchon & Company 
in exchange for 145,270 shares of its own common stock additional 
securities of the Associated Gas and Electric Company system, with 
a then market value of $5,374,990.244 

As the result of these acquisitions, General Investment Corporation. 
at September 23, 1929, had an aggregate investment of $14,455,060.51 
in the following securities of the Associated Gas and Electric Com- 
pany system : °4? 

288 Td., Commission’s Exhibit No. X38982. 

241d. at 25405. 

28 Td.. Commission’s Exhibits Nos. X3970 and X3982. Mr. Burroughs testified that the 
investment in this company was made as the first step to working with the Marchena 
interests. (Id., at 25405.) 

26 1d., Commission's Exhibits Nos. X8969 and X3983. In addition, United States & 
Overseas Corporation, which was eventually merged into General Investment Corporation, 
recorded losses of $198,734.14 on an investment of $466,614.15 in the securities of the 
Associated Gas and Electric Company system. Some of these securities were sold to 
General Investment Corporation. (1d., Commission’s Exhibits Nos. X8969 and X38962.) 

27 See Table 8, p. 506, and note 33, supra. 

28 Op, cit. supra, note 1, at 25548. 

29 See note 251, infra. 

240 See note 83, supra. 

241 Op. cit. supra, note 1, Commission’s Exhibit No. X3424 (pp. 82-34). The securities 
acquired from Pynchon & Company were: 25,000 shares of Associated Gas and Electric 
Company common stock; 25,000 shares of General Gas & Wlectrie Corporation Class A 
common stock; and 50,000 Associated Gas and Wlectric Company debenture warrants. 


(Ibid. ) 
242 Td., Commission’s Exhibit No. X3969. 
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132,644 shares Associated Gas and Blectric common_____________ $7, 969, 835. 51 
3,026 shares Associated Gas and Hlectrie Cl. A__----___________ 246, 820. 00 
1,000 rights to buy Associated Gas and Hlectric common_________ 29, 980. 00 
1,147 Associated Gas and Hlectric “A” debentures______________ 79, 360. 00 
109,400 rights to buy Associated Gas and Electric debentures____ 2, 496, 700. 00 
21,000 shares Hastern Utilities Investing Corp. Cl. A__-_________ 584, 585. 00 
25,000 shares General Gas & Electric Co. Cl. A__ ct RPE Bey ot 2, 624, 990. 00 
4,000 shares General Gas & Electric Co. $6 cum. prd., Ser. A_____ > 422, 840. 00 

ROUEN Fe See eps ae eR es jos bE on elles) o_O ey Set 14, 455, 0C0. 51 


According to Erwin Rankin, the investment manager of the United 
Founders Corporation group,” utility stocks were inflated at the time 
of this purchase,** and, from an investment viewpoint, the securities 
of the Associated Gas and Electric Company system were particularly 
undesirable : 24° 


Q. I believe a few minutes ago you said something about taking pride in the 
fact you didn’t hold any Midwest and Associated Gas? 

A. And Utilities Power and Light, those were the three. 

Q. Did you have any particular reason for being proud about not having 
Associated Gas and Midwest other than the fact there was a market deprecia- 
tion? 

A. No; except the three companies were all pretty far-flung utility situations, 
top holding companies and from our investment angle we didn’t think they 
were of the kind we should own. 

Q. They were rather bad eggs in the utility holding basket—— 

A. You are putting it a little strong but there is a certain element of truth 
in it. 

As has been shown, General Investment Corporation acquired 
132,644 shares of the common stock of Associated Gas and Electric 
Company from its sponsors and Pynchon & Company, paying there- 
for $7,969,835.51, the then quoted market value of the securities. 
This common stock was junior in its participation in the earnings 
and assets of Associated Gas and Electric Company to all of that 
company’s other outstanding securities; *° had no voting power 24" 
and, therefore, no control value; and had never paid any dividends.2* 
At the end of 1929 there were no tangible assets applicable to these 
common shares (the stated value of Associated Gas and Electric 
Company common shares depended upon maintaining on the books 
of Associated Gas and Electric Company an excess of cost of its 

248 Td., at 248146. 

441d, at 24882-3. 

245 Td., at 24888-9,. 

*46 Associated Gas and Electric Company had outstanding as at December 31, 1929, 
$251,461,293.50 face amount of debentures and notes (Report of the Federal Trade Com- 
mission on Utility Corporation, pursuant to S. Res. 83, 70th Cong., 1st Sess., Senate Doe. 
No. 92, Pt. 45, p. 1294) ; 5 issues of preferred stocks having a total liquidating preference 
of $24,778,296 (id., at 1254 and Poor’s Manual of Public Utilities, 1930, pp. 2143 and 
2152) ; 5,817,371 shares of Class A common stock having a preference in dividends before 
the remaining issues of common stock of $2 per share per annum ; 500,000 shares of Class 
B common stock which carried the sole voting power in the corporation and which was 
entitled to a priority in dividends of $2 per share before any payment of dividends to the 
common stockholders and 1,703,538 shares of common stock. (Poor’s Manual of Public 
Utilities, 1930, pp. 2143-52.) 

*7 Poor’s Manual of Public Utilities, 1930, p. 2144. 

248 Tbid. 
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subsidiaries to it beyond the cost of their assets to the subsidiaries 
themselves.?*° 

Of these shares of Associated Gas and Electric Company common 
stock. 51,144 shares were sold to General Investment Corporation 
py Lhe Harris Forbes Corporation for an aggregate sales price of 
$3 075,033.01.2% Of these shares so sold by The Harris Forbes Cor- 
poration, 50,000 had been acquired by Harris Forbes & Company in 
1926 from Associated Gas and Electric Company as a bonus to that 
frm for becoming the bankers for Associated Gas and Electric 
Company. Apparently it had been intended that The Harris Forbes 
organization would retain this bonus stock and thus have a con- 
tinuing stock interest in the affairs of the Associated Gas and Elec- 
tric Company system.?*! The sale of these bonus shares to General 
Investment Corporation gave The Harris Forbes Corporation a profit 
of about $3,000,000; and The Harris Forbes Corporation, through 
their stock interest in General Investment Corporation, was able 
to retain a financial interest in these shares. 

Substantially all of the 3,526 shares of the Class A common stock 
of Associated Gas and Electric Company acquired were purchased 
directly by General Investment Corporation from The Harris Forbes 
Corporation for $246,820.00, their then market value.” However, 
the market price of these Class A shares, as Harris, Forbes & Com- 
pany were or should have been aware, did not represent an independ- 
ent market appraisal of the value of these shares by investors gen- 
erally, but, rather, was a reflection primarily of market purchases of 
such shares by Associated Gas & Electric Securities Corporation, a 
subsidiary of the Associated Gas and Electric Company. One of the 
prokers effecting such purchases for the account of Associated Gas 
and Electric Securities Corporation was Harris, Forbes & Com- 

amy.?°? 
j During the month of September 1929, when The Harris Forbes 
Corporation transferred the Class A shares of the Associated Gas and 
Electric Company to General Investment Corporation at their then 


“9 Report of the Federal Trade Commission on Utility Corporations. Pt. 45, p. 140 
et seq. ' 

20 See note 33, supra. 

2%1 Mr, Burroughs, of The Harris Forbes Corporation, testified (op. cit. supra, note 1, 
at 2544950) : 


A. That was the 50,000 shares Harris Forbes had received earlier—1926, I think, 
at the time, or about the time that it handled the Associated Electric bond issue and 
pecame the principal banker for Associated Gas & Electric System at that time, but 
not as part of that deal, but really for becoming identified with the financing, Harris 
Forbes & Company were given 50,000 shares of Associated Gas & Hlectric Company 
common Hee 

Q. Were there any restrictions on the sale of that 50,000 shares? 

A. No restrictions; no. 

Q. You could have sold it the next day. 

A. Well, I don’t suppose it would be considered very nice to take a block of stock 
and immediately dump it on the market. The reason Harris Forbes were given that 
stock was so that they would have an interest in the corporations they were going to 
be identified with. It was quite a common thing for bankers to be given a bonus of 
ste at that time. It had been more common earlier, and has become very uncommon 
today. 


22 See note 33, supra. 

28 Report of the Federal Trade Commission on Utility Corporation, Pt. 64 (pp. 713-715). 
During 1929 the Associated Gas & Hlectric Securities Corporation’s purchases on the 
New York Curb Exchange of the Class A stock of Associated Gas and Hlectric Company 
through brokers, including Harris, Forbes & Company, accounted for 68% of the total 
yolume of trading in that stock on that exchange for the year, (Ibid.) 
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market value, purchases on the New York Curb Exchange of this 
stock by Associated Gas & Electric Securities Corporation accounted 
for 64% of the total volume of trading in the stock on that 
exchange.?>4 

The 4,000 shares of the preferred stock of General Gas & Electric 
Corporation acquired by General Investment Corporation from the 
United Founders Corporation group at a cost of $423,000 ?°° repre- 
sented in substance only an interest in Associated Gas and Electric 
Company. In September of 1929, substantially the only assets ot 
General Gas & Electric Corporation: were the debentures and Class A 
common stock of Associated Gas and Electric Company.” And at 
that time—September of 1929—Harris Forbes & Company was en- 
gaged in distributing preferred stock of General Gas & Electric 
Corporation, the proceeds of which were utilized by General Gas & 
Electric Corporation to purchase additional blocks of the securities 
of Associated Gas and Electric Company.?* 

The 21,000 shares of the Class A common stock of Eastern 
Utilities Investing Corporation were acquired by General Invest- 
ment Corporation for $585,375 from the United Founders Cor- 
poration group. This stock had been distributed during 1929 
by Pynchon & Company while Harris, Forbes & Company Was 
cee latins Eastern Utilities Investing Corporation debentures 
to which were attached warrants to purchase such Class A common 
stock.?®° The valueless nature of the Class A common stock of the 
Eastern Utilities Investing Corporation and the most substantial 
losses sustained by that company which was used merely as a medium 
of financing the ‘Associated Gas and Electric Company system will 
be discussed in the subsequent section of this chapter detailing the 
history of Eastern Utilities Investing Corporation. 

Ultimately General Investment Corporation invested $15,327,881.92 
mm the securities of companies in the Associated Gas and Electric Com- 
pany system, on which it realized losses on resale of $14,487,828.53.2% 
As has been indicated, a substantial part of the cost of the inv estment 
included a profit of $3, 000,000 to The Harris Forbes Corporation and 
a profit of $1,239,835. 14 to the United Founders Cor poration group.” 
It is significant that at the time of the purchase of these Associated 
Gas and Electric Company system securities, Harris, Forbes & Com- 
pany was represented by nominees to the boards of directors of the 
various companies in the Associated Gas and Electric Company sys- 
tem, including Frederick S. Burroughs, who also served as the presi- 
dent and a director of General Investment Cor ‘poration.?% 

24Td., at 715. Substantial blocks of the Class A stock of the Associated Gas and 
Electric Company purchased on the New York Curb Exchange market by Associated 
Gas and Electric Securities Corporation were resold off the market through dealers, 
These sales therefore did not affect the market price of the shares on that exchange. 

25 See note 88, supra. 

8 For a more detailed discussion of the General Gas & Electric Corporation’s holdings 
of Associated Gas and Electric Company securities, see the detailed history of Wastern 
Utilities Investing Corporation, See XI of this chapter, infra, p. 624 et seq. 

251 Thid. 

22 See note 33, supra. 

263 Op. cit. supra, note 1, at 25452. 

264 See note 236, supra. 


285 See notes 33 and 251, supra. 
266 See the story of Eastern Utilities Investing Corporation, See XI, infra. p. 624 et seq 
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;, INVESTMENT IN UNITED STATES ELECTRIC POWER 
CORPORATION—LOSS, $849,550 


On September 10, 1929, United Founders Corporation and Harris 
Forbes & Company, among others, caused the formation of United 
states Electric Power Corporation, a utility holding company.*** The 
Harris Forbes Corporation on September 17, 1929, acquired from 
United States Electric Power Corporation 150,000 shares of its com- 
mon stock at $13.50 per share.2°? Payment therefor was made by 
United Founders Corporation by delivering to United States Electric 
Power Corporation a block of Standard Gas & Electric Company 
common stock. This block of Standard Gas & Electric common stock 
had been acquired by United Founders Corporation for the account 
of The Harris Forbes Corporation, but The Harris Forbes Corpora- 
tion had not made payment prior to September 17, 1929.°°° On about 
the same day The Harris Forbes Corporation resold to General In- 
yestment Corporation 65,000 shares of United States Electric Power 
Corporation common stock at a price of $15 per share for total pro- 
ceeds of $975,000 27° and resold to United States & Overseas Corpora- 
tion 30,000 of such shares at the same price for total proceeds of 
450,000.27 On the shares so sold, The Harris Forbes Corporation 
derived a total profit of $142,500 without the prior expenditure of any 
of its own funds. 

This profit to The Harris Forbes Corporation could not have been 
realized by selling the United States Electric Power Corporation 
common. stock in the open market, for at the time of the sales The 
Harris Forbes Corporation was under contract with Founders Gen- 
eral Corporation and others not to sell any of these shares of United 
States Electric Power Corporation common stock before October 20, 
1929.27 The United States Electric Power Corporation common stock 
which was sold to General Investment Corporation at $15 per share 
were the securities of a company which had been in existence but one 
week,?"* and had an asset value of only $12.28 per share.°” 

Ultimately General Investment Corporation sustained a loss of 
$512,750,000 27> and United States & Overseas Corporation, prior to its 
acquisition by General Investment Corporation, sustained a loss of 
4336,800,27° on their respective investments in the common stock of 
United States Electric Power Corporation. 

The investment in United States Electric Power Corporation made 
by General Investment Corporation and United States & Overseas 


27 Op. cit. supra, note 1, at 26113-26117. 

“8 Td,, Commission’s Exhibit No. X3422 (p. 9). 

2°Td., Commission’s Wxhibit No. X4021. 

“0 Td., Commission’s Exhibits Nos. X8980 and X3969. 

“i 1d., Commission’s Hxhibit No. X3962. 

#2]d,, Commission's Exhibit No. X4025. Founders General Corporation was the princi- 
pal distributing agent of United States Electric Power Corporation. 

“8Tq., Commission's Wxhibit No. X4018 (p. 19). 

“4On September 17, 1929, United States Hlectric Power Corporation first acquired 
assets by issuing or contracting to issue 2,000,000 shares of Class A stock and 3,728,340 
chares of common stock, entitled to equal participation in assets and earnings (id., Com- 
mission’s Exhibit No. X4019) for $70,832,590 or an average price of $12.28 per share. 
(Id... Commission’s Exhibit No, X3422, p. 9.) 

“5 JTq., Commission’s Exhibit No. X3969. 

“°Tq., Commission’s Exhibit No. X3962 (p. 28). 
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Corporation was not limited to common stock, for these investment 
companies purchased drom The Harris Forbes Corpor ation preferred 
stock of United States Electric Power Corporation for $1,020,000, 
thereby relieving The Harris Forbes Corporation of the burden of 
holding the preferred stock pending a propitious time for its distri- 
bution. On November 7 (, 1929, The Harris Forbes Corporation had 
agreed to purchase from the United Founders Corporation group a 
large block of newly issued United States Electric Power Corpora- 
tion preferred stock at the issue price of $85 per share in contem- 
plation of a public distribution.2"*7 By the end of 1929 The Harris 
Forbes Corporation had sold to General Investment Corporation and 
United States & Overseas Corporation an aggregate of 12,000 shares 
at the same price of $85 per share for a total ‘of $1,020,000, bre thereby 
reducing by that amount the outlay of The Harris Forbes Corpor ation 
in this financing. ‘The United States Electric Power Corporation pre- 
ferred stock was held by the two investment companies until the middle 

of 1930, when the plan of public distribution of preferred stock was 
abandoned,?” and the shares were retired by United States Electric 
Power Corporation *°° without loss to the two investment companies.?* 


6. INVESTMENT IN CENTRAL PUBLIC SERVICE COM. 
PANY SYSTEM—LOSS, $21,534,751.73; AND PORTLAND 
ELECTRIC POWER COMPANY—PROFIT, $2,136,060.64 


The largest investment of General Investment Corporation aggre- 
gating $22,570,243.69, was made in the stock of companies of the 
Central Public Service system.?°? This investment was acquired, 
principally from three sources: The Harris Forbes Corporation at the 
inception of General Investment Corporation; Albert E. Pierce & 
Company,?** sponsor of Central Public Service Company; and by 
the exchange of General Investment Corporation’s controlling inter- 
est in Portland Electric Power Company with Central Public ‘Service 
Corporation and Albert E. Pierce for stock of both Central Pub- 
lic Service Company and Central Public Service Corporation. 

On resale of the $22,570,031.98 investment, General Investment 
Corporation realized losses of $21,895.957.89 or over 94% of its aggre- 


27 Td., Commission’s Exhibit No. X4060. In a collateral agreement of the same date 
United States Hiectric Power Corporation agreed to indemnify The Harris Forbes Corpora- 
tion against loss in the event of distribution at a loss. 

278 Td., Commission’s Exhibits Nos. X3969 and X3962 (p. 28). 

279Td., Commission’s Hxhibits Nos. X4073 and X4074. 

280 Td., Commission’s Mxhibit No. X8422 (p. 9). 

*31Td., Commission’s Exhibits Nos. X38969 and X3962 (p. 28). 

282 Td., Commission’s Hxhibits Nos. X3969 and X8970. This investment consisted of the 
following securities: 


Central Public Service (Olosea oth 1h Se ee eee eee ey $6, 539, 437. 09 
Central West Public Service Company which was exchanged for 

Canim aloe Sernice Counnimy 1, 558, 187. 26 
Contra! Pune Seana Conmoornni@n_ 11, 365, 407. 63 
Consolidated Electric and Gas Corporation received for Elektrizi- 

tatswerke Suedwest debentures costing____-.__--___________ wy SLO, ISH, val 


283 Albert H. Pierce & Company should not be confused with E. A. Pierce & Co., members 
of the New York Stock Exchange. 
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gate investment.*** The most substantial part of these losses was 
realized on resale of the'securities to the Pierce interests.?*> - 

Approximately $13,950,000 of the total investment of General In- 
yestment Corporation in Central Public Service Company and its 
subsidiary, Central Public Service Corporation, was the result of the 
exchange of General Investment Corporation’s controlling interest 
in Portland Electric Power Company for the securities of Central 
Public Service Company and Central Public Service Corporation. 
In September 1929, almost immediately after its formation, General 
Investment Corporation was caused to contract to purchase control 
of the Portland Electric Power Company,*° a company which, 
through subsidiaries, operated street railways, gas, electric, and water 
companies in Portland and other Oregon cities.?*7 Negotiations for 
this sale were initiated by C. Sewell Clark, of EK. W. Clark & Com- 
pany, of Philadelphia, which had formed Portland Electric Power 
Company 7** and held a controlling stock interest therein,?®® in 
response to an offer then being made generally to the public by Gen- 
eral Investment Corporation to exchange its common stock for the 
stock of a number of Pacific Coast utility companies including Port- 
land Electric Power Company.?*° 

The sale of Portland Electric Power Company was not without 
its attractions to E. W. Clark & Company, which was “depression 
minded” at the time and did not desire to hold the unlisted securities 
of Portland Electric Power Company.”*! C. Sewell Clark, of E. W. 
Clark & Company, testified that the property had been a “headache” 
to E. W. Clark & Company for a number of years,”*? and that E. W. 
Clark & Company had had to guarantee an issue of $4,000,000 of the 


284Td., Commission’s Exhibits Nos. X8969 and X8970. The losses were realized as 
follows : 


Grorayiigll TE ipo’ Seva) Coy aay NTN ya SS $8, 047, 624. 35 
Central Public Utility Corporation (received in exchange for Central 

Pune Service Coxdoraiiom)) = 3 7, 677, 642. 58 
ConsolidatedshlectriclandkiGass Corporatliones sa ee 2, 786, 066. 71 
American Commonwealths Power Corporation (received in exchange 

foe Comin IPolotie Seanes Cornoreiniom)) 2, 884, 604. 30 


As will be discussed hereinafter, included in the costs is $2,136,060.64 profit recorded on 
exchanging Portland Hlectric Power Corporation stock for Central Public Service System 
stock. Also included in the cost are losses of about $2,000,000 on WHilektrizitatswerke 
Suedwest debentures and of about $152,000 on Central West Public Service Company 
unrecorded at the time of exchange for Central Publie Service System securities. 

28° Td., Commission’s Exhibit Na. X3969. 

286 Td., Commission’s Exhibit No. X4114. 

27 Td., Commission’s Exhibit No. X4117. As at December 31, 1929, Portland Electric 
Power Company had outstanding 64,608 shares of 7% cumulative $1,000 par value prior 
preference stock: 31,800 shares of 7.2% $100 par value cumulative first preferred stock; 
58,898 shares of $100 par value 6% cumulative first preferred stock; 89,092 shares of 
6% no par value cumulative first preferred stock; 55,000 shares of 6% $100 par value 
noncumulative second preferred stock; 418 shares of common stock of the par value of 
$100 per share; and 149,587 shares of no par value common stock. In addition, the com- 
pany and its subsidiaries had outstanding as at December 81, 1929, bonds and notes 
of the aggregate principal amount of approximately $44,500,000. (Poor’s Manual of 
Public Utilities, 1930, at 959.) In 1935 Portland BHlectric Power Company went into 
reorganization. 

288 Op. cit. supra, note 1, Commission’s Exhibit No. X4247 at pp. 3 and 6. 

28 Td., at 25535 (testimony of F. 8S. Burroughs). 

290 Td., Commission’s Exhibit No. X4247 at 21. 

21 Jd., Commission’s Exhibit No. X4247 at 20. 

BOT hide at 2o— 2 
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notes of Portland Electric Power Company to keep the company 
solvent. Furthermore, the rate schedules of the company were among 
the lowest in the United States, only three being lower.?** In addi- 
tion, the financial history of the company had not been too successful. 
On at least two occasions the company had been compelled to raise 
additional capital by offering second preferred stock to its common 
stockholders in exchange for common stock and cash. The company 
also had been required to issue about $500,000 of its second preferred 
stock in settlement of a law suit.?** 

As a result. of the negotiations between the parties on September 
24, 1929 a contract was executed between General Investment Cor- 
poration and E. W. Clark & Company providing for the tender to 
General Investment Corporation of substantially all the outstanding 
junior preferred stock and common stock of Portland Electric Power 
Company for payment in cash or General Investment Corporation 
common stock at the option of the sellers. General Investment Cor- 
poration was privileged to reject the tenders if less than a controlling 
interest was tendered.2° C. Sewell Clark of E. W. Clark & Com- 
pany succeeded in negotiating in this exchange a price of $80 per 
share for the Portland Electric Power Company common stock.* 
This price was $15 per share above the prevailing market price for 
the stock 297 and about forty times the annual earnings *°* of Port- 
land Electric. Power Company. The working capital of Portland 
Electric Power Company was apparently inadequate for corporate 
requirements. Within two months after the acquisition of control 
of Portland Electric Power Company, General Investment Corpora- 
tion and United States & Overseas Corporation had to lend $1,000,000 
to the electric company to meet the payment of interest on its out- 
standing debentures.°% 

Tn all, General Investment Corporation acquired 148,936 of common 
shares, 51,2461, of second preferred shares, 20,384 of 6% first preferred 
shares, 5,447 of 7% prior preferred shares, and 10 of 7.2% first pre- 
ferred shares of Portland Electric Power Company at a cost of about 
$19,035,314.29.2°° Of this amount, $1,731,188.43 was paid for by the is- 
suance of 47,165 shares of General Investment Corporation common 
stock * and the balance of $17,304,125.79, was paid in cash. 

The investment thus acquired by General Investment Corpora- 
tion constituted about 30% of the then total assets of the investment 
company on December 31, 1929.°°? According to Mr. Burroughs, 
president of General Investment Corporation, the fact that this 

293 Thid. 

204 Ibid. 

295Td., Commission’s Exhibit No. X4114. 

26Td., Commission’s Exhibit No. X4247 at 24. 

27Td., at 25535-6. However, this market price was for nominal amounts of stock only, 

Ibid. 
: 298 aM at 25534—-5 and Commission’s Exhibit No. X4117. While admitting that $80 per 
share was a “pretty good price to get out on” C, Sewell Clark thought the price was 
possibly justifiable on the basis of a potentially high rate of earnings incidental to the 
pyramided capital structure of the company. (id., Commission’s Exhibit No. X4247 at 25.) 

29 Td., Commission’s Exhibit No. X4119. 

800 Td., Commission’s Hxhibits Nos. X8969 and X4101. 


301 Id., Commission’s Exhibit No. X3424 at 32-34. 
_ 82 Td., Commission’s Exhibit No. X3424 at 5. 
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investment lacked marketability °°? was of shght concern to the man- 
agement of General Investment Corporation : °° 


Public Utility Holding Corporation was not primarily concerned with the 
marketability of its holdings. It bought as stated in its Articles, for long-term 
investment without thought of resale. That was our idea. It might have been 
wrong. We were not thinking of getting into the business of trading in securi- 
ties; we wanted to buy stocks we thought we could put in the portfolio and 
pold and they would go along and enhance in value. 


Mr. Burroughs testified that Portland Electric Power Company se- 
curities were acquired by General Investment Corporation as an 
investment and with confidence that the management of the utility 
company was already in capable hands requiring no supervision by 
General Investment Corpor ation.®” 


Q. Just what was the purpose of acquiring Portland Electric? 

A. The purpose was that we thought it was a good company and we could buy 
it on a basis that worked out about a 7% return on our investment. It was one 
of the few large independent public utility system in the country not in any 
holding-company group, and we believed it was a very desirable investment, and 
I still think it is a very desirable investment. I think it is too bad it was disposed 
of. Ithink it isa grand company. I think it is unfortunate that P. U. H. [Gen- 
eral Investment Corporation] did not retain it, and now own it. 

Q. * * * How did you expect to operate an operating company? 

A. The company had its own operating organization headed by one of the ablest 
men in the whole industry, and they considered the property didn’t need any 
supervision other than that of Mr. Griffith and his organization. There was a 
difference of opinion among our P. U. H. directors. I was very enthusiastic 
about Portland; in fact, all of them were, but some of the directors felt that 
P. U. H. should not get into the business of owning 100% of the control of an 
operating property ; that we should have a partner who was in the public utility 
business and we should stick to our original idea of owning a minority interest. 
There was a difference of opinion and that was the reason it was turned over to 
the Central Public Service. 

Q. Just what did P. U. H. as a Holding company contribute? They acquired 
control in the first instance, but they were not going to manage? 

A. They were going to be a stockholder and felt that the Portland Electric 
Company had splendid’ management. 

Q. So it was bought on the theory of an investment Phongsttiond 

A. That is right. 

Q. Running to practically the total of the stock outstanding, pretty close to it? 

A. That’s right. 

Q. And that represented about 30% or so of the capital raised by P. U. H. ex- 
clusive of the United States & Overseas? 

A. I haven’t calculated that, but I think that is about right. 


Nevertheless, the investment represented a possibility of a resale pri- 
vately to a utility operator or by public distribution.*°° Although 
the management of General Investment Corporation thought Portland 


308 ITd., at 25533. 

804 Td., at 25532. 

305 Td., at 25580—2. 

%6Td., at 25532. Mr. Burroughs testified that it was intended to reclassify the common 
stock and second preferred stock of the utility company into one class of stock yielding 
a7% return on the investment therein. (Id., at 25534—5.) 
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Electric Power Company was “a very desirable investment,” *? this 
investment was resold within a short time partly because the holding 
of exclusive control of a utility company was contrary to the under- 
lying policy of the investment company not to own more than joint 
control of companies in which investments were made.*** On January 
30, 1930, contracts were executed providing for the sale of Portland 
Electric Power Company by General Investment Corporation to Cen- 
tral Public Service Corporation, principally in exchange for the com- 
mon stocks of Central Public Service Corporation and of its parent, 
Central Public Service Company.2*? Pursuant to the contract of 
sale on March 14, 1930, General Investment Corporation sold its 
$20,035,314.22 investment in Portland Electric Power Company, in- 
cluding the $1,000,000 loan,?1! to Central Public Service Corporation 
for $22,171,374.86, recording a profit of $2,136,060.64.2"2 Payment was 
made by Central Public Service Corporation as follows: $8,221,374.86 
in cash; $4,200,000 by the transfer of 175,000 shares of Central Public 
Service Company common stock; and $9,750,000 by the transfer of 
300,000 shares Central Public Service Corporation Class A common 
Stocke: 

By this exchange General Investment Corporation became one of 
the two largest stockholders in the Central Public Service Company 
system.*** Central Public Service Company in 1929 owned all of the 
common stock of Central Public Service Corporation,?* which, in turn, 
through its subsidiaries controlled public utility companies operating 
in various parts of the United States and other countries.3° A ma- 


EW IG), gic LITO, 

28'Td., at 255381. 

%09 Td., Commission’s Exhibit No. X4101. 

310Td., at 25616. ; 

34. Id., Commission’s Exhibit No. X3969. This cost figure included the $1,000,000 loan 
which General Investment Corporation and United States & Overseas Corporation had made 
to Portland Electric Power Company. (Id., Commission’s Exhibits Nos, X4119, X4101, ana 
X3969.) 

312 Thid. . 

313 Td., Commission’s Exhibits Nos. X4101, X3969, and X4119. 

34 Td., Commission’s Exhibit No. X3423-a, at 9. 

35 As at December 31, 1929, Central Public Service Company had outstanding 22,041 
shares of $7 preferred stock, having a preference in liquidation of $100 per share and 
accrued dividends, and 213,816 shares of common stock. (Report of the Federal Trade Com- 
mission on Utility Corporations, pursuant to S. Res. No. 83, 70th Cong., 1st Sess., Docu- 
ment 92, Pt. 5, at 1057, 1063.) The chief asset of Central Public Service Company con- 
sisted of its holdings of all of the common stock of Central Public Service Corporation, 
(Ibid.) As at December 31, 1929, Central Public Service Corporation bad outstanding 
the following securities: 190,961 shares of preferred stock of various classes ; 1,603,478 
shares of Class A stock, without voting power except on a default in four consecutive 
dividends, but entitled to receive dividends of $1.75 per annum in priority to any payment 
of dividends on the common stock and also entitled on any liquidation of the company to 
a Claim against assets in preference to the common stock of $30 a share; and 1,000,000 
shares of common stock, all of which were held by Central Public Service Company. (14., 
at 891-2.) In addition, as at December 31, 1929, Central Public Service Corporation had 
outstanding approximately. $44,000,000 face amount of note debentures and other long- 
term debt. (Poor's Manual of Public Utilities, 1930, at 939-40.) 

316 The principal direct subsidiaries of Central Public Service Corporation as at Decem- 
ber 31, 1929, were Central Gas & Electri¢ Company, Central Public Utility Corporation, 
Federated Utilities, Inc., Southern Cities Public Service Company, and Southern Gas Se- 
curities Company. (Report of the Federal Trade Commission on Utility Corporations, pur- 
suant to S. Res. No. 88, 70th Cong., ist Sess., Document 92, Pt. 5, at 1007 [Chart of 
Central Public Service Company System].) The Central Public Service system supplied 
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jority of the common stock of Central Public Service Company, the | 
top holding company, was held by A. E. Pierce, who also owned Albert 
BE, Pierce & Company, a Chicago investment banking firm which acted 
4s one of the principal distributors of stock for the system. It will be | 
recalled that Albert E. Pierce & Company in 1930 also had acted as the ! 
principal distributor of the common stock of General Investment Cor- 
poration,*!’ and Harris Forbes & Company in turn had acted as one of 
the principal bankers for this system of utility companies.*™ 

General Investment Corporation’s acquisition of its interest in the 
Central Public Service Company system by the exchange for Portland 
Electric Power Company was not that investment company’s initial 
mvestment in the Central Public Service Company system. Almost 
immediately after its incorporation, between September 18 and Sep- 
tember 16, 1929, General Investment Corporation was caused to pur- 
chase from its sponsors—principally The Harris Forbes Corporation— 
10,600 shares of the common stock of Central Public Service Company 
for $741,996, and 10,100 shares of the Class A common stock of Central 
Public Service Corporation for $506,225, or a total cost of $1,248,221, 
the then market value of these shares. In addition, during September 
1929, General Investment Corporation acquired from Albert.E. Pierce 
& Company 20,000 shares of Central Public Service Corporation Class 
A common stock for $1,100,000 by exchanging therefor its own common 
stock at current market prices.*?° 

The transfer of Portland Electric Power Company to Central Public 
Service Corporation resulted in approximately a 33% expansion in 
the Central Public Service Company system. ‘The system acquired by 
this transfer the $90,000,000 resources (net after deduction of treasury 
bonds and stocks and sinking funds)*! of Portland Electric Power 
Company, and expanded its own consolidated resources to approxi- 
mately $364,000,000 by the end of 1930.°? Moreover, the acquisition 
of Portland Electric Power Company permitted the financing by the 
Central Public Service Company system of the prior acquisition by 
the system of Seattle Lighting Company. On October 10, 1929, Cen- 
tral Public Service Corporation had contracted to purchase control of 
Seattle Lighting Company *?8 from Rufus C..Dawes, Henry M. Dawes, 
and others, on a deferred-payment basis.°** Upon transfer to Central 
Public Service Corporation of Portland Electric Power Company, the 
name of the electric company was changed to Pacific Northwest Public 
Service Company, and a $16,000,000 bond issue of Pacific Northwest 
was sold to the public.®”* 

Part of the proceeds of the bond issue was utilized to buy the Seattle 
Lighting Company from Federated Utilities, Inc., one of the com- 


light and power to 404 communities in the United States (principally in Georgia, Florida, 
Indiana, Illinois, Maine, Michigan, and, after 1930, in Oregon as well), Dominion of Canada, 
Philippine Islands, West Indies, Canary Island, and the island of Mallorca. (Id., at 432.) 

27 Op. eit. supra, note 1, at 25616—-7, and Commission's HWxhibits Nos. X3424 (p. 12), 
X4103—-X4107. 

318 Td., at 25549. 

31 See note 383, supra. 

820 See Table 3, supra, p. 506. 

“4 Op. cit. supra, note 1, Commission’s Wxhibit. No. X4114 (Annex A). 

“2 Op. cit. supra, note 316, at 745. 

“8 Td., at 857-8. 

“ Op. cit. supra, note 1, at 25554. 

“7d. at 25554 et seq. and Commission’s Hxhibit No. X4114. 
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panies in the Central Public Service System, which in turn used part 
of the funds to liquidate the labilities incurred in connection with its 
purchase of Seattle Lighting Company from Rufus C. Dawes, Henry 
M. Dawes, and other original owners of the company.*”° 

The expansion of the Central Public Service Company was con. 
sistent with the purposes of Harris Forbes & Company. According 
to Mr. Burroughs, Harris, Forbes & Company was interested jy 
helping the Central Public Service Company System to grow: *7 

Q. Of course, Harris Forbes was interested in watching it grow? 

A. Interested in helping it grow. 

Q. They were in the business of financing purchases, and also refunding issues, 
that were already outstanding? 

A. They were interested in buying all securities that the company had to selj 
which it considered were desirable investments for its clients: yes, sir. We 
wanted as large a volume of business as we could get; we were in business to do 
business and were glad to get business. 


Although the selling circulars used in connection with the original 
distribution of the General Investment Corporation’s issues to the 
public contained no reference to that type of contemplated activity, 
the management of General Investment Corporation considered the 
activity of transferring utility proper ties to utility systems in ex- 
change for substantial common stock in such systems as one of the 
functions of the investment company.*”* 

However, Mr. Burroughs testified that the acquisition by Cent) uy 
Public Service Corporation of Seattle Lighting Company and t 
other properties in the light of hindsight had been made at an exces 
sive cost, with a consequent danger to the financial stability of the 
Central Public Service Company system from overexpansion. As ; 
consequence, the financial condition of General Investment Come 


328 Ibid. 

827 7Td., at 25549. 

88 The original prospectuses stated only that the company had been formed “‘to buy, sell, 
and /or hold common stocks and/or other securities,” and that it “‘will be the present policy 
of the Directorate to limit the investments of the Corporation to minority and/or con- 
trolling interests in securities of public utility companies, both foreign and domestic’. (Id, 
Commission’s Exhibit No. X3978.) 

On December 14, 1929, after 1,274,194 shares of the company’s common stock had heen 
distributed to approximately 20,000 shareholders (other than the sponsors) (id., Commis- 
sion’s Hxhibit No. X3978) at a cost to them of $36,847,389.03 (see Table 3), a circular 
signed by Frederick S. Burroughs, the president of the corporation, was issued, which 
stated: “* * * the corporation is considered by many to be an investment trust, 
Definitely this is not the case, for unlike an investment trust which confines itself to 
investing a relatively small part of its capital in each of a highly diversified list of securi- 
ties, it is the policy of Public Utility Holding Corporation to acquire relatively large 
interests in a comparatively few enterprises. In some cases control is acquired, while in 
other cases, the objective is simply a large minority interest * * *. Control of utility 
companies will be acquired only in such cases as our Management sees an opportunity (1) 
to revamp the capital structure so as to increase the earning power of the equity stock 
and therefore its value, whereupon it will be turned over to one of the group companies 
in which we already have an important interest, in exchange for such an interest, or (2) 
to finance during a development period sound enterprises which cannot be advantageously 
financed in their own name during the development period’. (1d., Commission’s Exhibit 
No. X8978.) 

However, even this circular did not indicate that the investment policies of General 
Investment Corporation might be directed toward utility systems which Harris, Forbes & 
Company served as bankers and might result in increasing the banking opportunities of 
Harris, Forbes & Company. (Ibid.) 
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tion, which had a substantial investment in the equity securities of 
(Central Public Service Company and of Central Public Service Cor- 
poration, had been also endangered.*”° 


Q. This relationship and this activity in connection with these two acquisi- 
ons of Central Public Service, and the relationship existing between Central 
public Service, P. U. H. [General Investment Corporation], and Harris Forbes, 
yas one in which a company which was managed by Harris Forbes was putting 
yp junior money which provided the basis for senior financing, which was used 
19 buy more properties for the Central Public Service System, for which Harris 
Forbes was the banker? 

A. I think that is correct. 

Q. And the relationship, of course, was not too healthy a relationship for 
public Utility Holding Corporation. 

A. We thought it was a very good one. 

Q. Let me put it this way: in the hands of bankers who were anxious to make 
a lot of money and were not so careful how they made it, such relationship 
would not be healthy for a company situated like Public Utility Holding 
Corporation ? 

A. No; I suppose under those circumstances it would not be. There is one 
hing you are overlooking, and that is one thing the Public Utility Holding, 
which was not only Harris Forbes but the Founders, was very anxious to 
acquire the interest in the voting stock of Central Public Service. Colonel Pierce 
would not have sold, was unwilling to sell, any of that stock to outsiders. He 
would only have sold it to an interest that was closely identified with the group 
that he was working with. 

* BS * * * * 

Q. It might be dangerous if the bankers were overly optimistic as to the 
yalues going into a company situated as Central Public Service was. 

A. We thought we were safeguarding against the danger of overoptimism on 
the part of anyone by having a very practical operator in Central Public Service 
who had no interest in the banking profit, by having the United Founders Group 
active in P. U. H., and they certainly had no interest in Harris Forbes making 
a profit. So we thought we had protected against overoptimism of any branch 
of the organization. We did our best to safeguard it. 

Q. * * * you mention New York and Richmond Companies that were taken 
in at a figure that proved to be very much in excess of what they were 
worn BS, 

A. In the light of hindsight, I think Central Public Service paid. Dawes far 
too much for the group of properties they bought from him. I don’t think there 
can be any question about that. Central Public Service bought Seattle Light- 
ing, Central Indiana (or some such name), and New York and Richmond—lI 
don’t remember exactly what the price was, but it included some rather long- 
term obligations at quite a low rate of interest, and I think the rate of interest 
was extremely low in the first year and then maybe stepped up—I don’t remem- 
per the details, but in the light of hindsight there is no question that the Dawes 
murchase was the most foolish thing that Central Public Service ever did; in 


Mr. Burroughs testified that although Harris, Forbes & Company 
(the bankers of the Central Public Service Corporation) were represented on the board of 
directors they ‘had very little interest in Central Public Service’ and that although he 
was informed in advance of the contemplated purchase from Dawes, he ‘‘was not even at 
the meeting” of the board of directors which passed on the purchase by the utility system, 
and did not “realize the excessive price that had been paid’ for perhaps a year after. 
(Id., at 25559-61.) 2 
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fact, I would say that if it had not been for the Dawes purchase Central Public 
Service would never have gone on the rocks. I think that is the one transaction 
that wrecked Central Public Service. 
* * 3k * ok ok R 
Q. So Central Public Service was optimistic in its expansion program? 
A. No doubt about that. They made a mistake. It was a bad mistake and 
they suffered for it. In fact, it wrecked them. 


The acquisition of the major investment of $13,950,000 of stock of 
the Central Public Service Company system in exchange for Portland 
Electric Power Company was arranged on behalf of General Invest- 
ment Corporation by George Wood and Frederick §. Burroughs of 
Harris Forbes & Company and George Devendorf, vice president of 
General Investment Corporation and on behalf of Central Public 
Service Corporation by Albert E. Pierce.**° Frederick S$. Burroughs, 
president of General Investment Corporation, also was a director of 
Central Public Service Corporation.**+ At the time the majority of 
the members of the executive committee °°? as well as of the board of 
directors of General Investment Corporation were identified with 
Harris, Forbes & Company.*** 

Both Harris, Forbes & Company and Colonel Pierce had a direct, 
pecuniary interest in the transaction. With respect to Harris, Forbes 
& Company it was arranged, collateral to the exchange agreement, 
that that banking firm would head an underwriting syndicate to dis- 
tribute $16,000,000 bonds of Portland Electric Power Company,*** the 
proceeds of which as previously indicated,**° were to be used in part 
to expand the Portland Electric Power Company to include Seattle 
Lighting Company. In addition to this direct banking business 
which Harris, Forbes & Company obtained, the common stock capital 
of the Central Public Service Corporation was increased by about 
$11,000,000 by the corporation’s issuance of new stock in the exchange 
for the Portland Company, and consequently an additional “cushion” 
of assets was provided for the bonds of that corporation marketed 
by Harris, Forbes & Company.*** Mr. Burroughs, when examined on 
the possible dilution of the common stock of Central Public Service 
Corporation by excessive payments for the properties acquired, 
testified : °°” 


Q. *. * * Supposing there was a property worth $11,000,000 and Central 
Public Service paid $14,000,000 for it, but paid for it with the stock of Central 
Public Service Company, common stock, now that wouldn’t hurt the bond Sstruc- 
ture of Central Public Service, would it? 

A. That’s right. 

Q. AS a matter of fact, it would improve the bond structure of Central Public 
Service, although it would dilute and hurt the junior equities of the Centra) 
Public Service System. 


330Td., at 25540. 

831Td., at 25542. 

332 Td., Commission’s Exhibit No. X3424 at 16. 
883 Td., Commission’s Exhibit No. X8423—6-a. 
334 Td., Commission’s Exhibit No. X4144. 

385 See supra, p. 551. 

836 Op. cit. supra, note 1, at 25550-1. 

337 Td., at 25551-2. 
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A. If they paid more than the stock was worth, sure it would dilute it, but 
I don’t suppose a Board of Directors would pay more than they believed the 
property was worth. 


Mr. Burroughs testified that it was difficult in such transactions 
for the investment bankers to render an impartial judgment with 
respect to their transactions with investment companies with which 
the bankers were associated : °° 


Q. Could you formulate for us, Mr. Burroughs, the reason why you don’t think 
it is a good idea for investment bankers to be tied up to investment trusts? 

A. I think it is too difficult for any human being to be sure that he is pro- 
tecting both classes of investors. I think he may be perfectly honest in his 
effort to be sure that he is dealing fairly with the investment trust, but I don’t 
think it is possible for him to do it, and I think it is a bad idea for the invest- 
ment bankers to have an investment trust afiiliate. 

Q. And in more general terms, the same thing would apply to any manage- 
ment who was in a position of having two companies and controlling both, and 
having them transact security sales back and forth? 

A. It is always difficult to be sure that your transactions five years hence 
will look as good as they do at the time you make them. And it is just too 
hard. I think it is wrong. I don’t think it is possible for people to maintain 
their balance and keep the two entirely separate. JI think that is the way it is 
worked out. I don’t think that most of the bad experience which has happened 
to all this class of situations was because of any dishonesty of intent, but I think 
it was impossible for the investment bankers that formed these investment 
trusts to use the same kind of judgment that they would have used if they had 
been only interested in investment trusts. I don’t think there is any doubt 
about that. 


Whether or not the difficulty of acting impartially in view of the 
existing conflict of interests between Harris Forbes & Company, 
banker for Central Public Service System, and Harris Forbes & Com- 
pany, sponsor of General Investment Corporation, contributed to the 
situation, the fact remains that the exchange of Portland Electric 
Power Company was made in part for the Class A common stock of 
Central Public Service Corporation on the basis of a current artificial 
market price of that stock.**® As heretofore indicated,?*° the prin- 
cipal smgle acquisition of General Investment Corporation at this 
time was 300,000 shares of Central Public Service Corporation Class 
A common stock valued at $9,750,000. However, to the knowledge 
of The Harris Forbes Corporation, this aggregate market price of 
$9,750,000 for these shares was largely the result of the extensive 
market activities in the stock by Central Public Service Company, 
Albert E. Pierce & Company, and Southern Gas Securities Company, 
a subsidiary of Central Public Service Corporation. The market 
activities involved purchasing the stock on the exchange and redis- 
 tributing the stock through dealers off the exchange. A. E. Pierce, 
whose company, Albert E. Pierce & Company, had been the distribu- 
tor of Central Public Service Corporation Class A stock for some 
time prior to 1929, testified : °4 


“8Td., at 25586 et seq. 

89Td., at 25543. 

“0 See note 333, supra. 

82 Op, cit. supra, note 1, at 25617—19. 
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Q. What was the nature of the business of Albert E. Pierce and Company? 

A. The securities business. 

Q. And they were the distributors of the equity (securities) in the Central 
Public Service System? 

A. They were the leaders of the distributors and they headed the group. 

Q. They were the primary distributors of the Class “A” stock of the Central 
Public Service Corporation? 

A. And they distributed more than any other banking house, yes. 


Q. They had been a distributor of Central Public Service Class A from 
1924 on? 

A. I don’t think that it went back that far. I don’t remember when the 
Southern System Company was purchased and that company, by a change of 
name, became Central Public Service Corporation, and the Class A stock out- 
standing had been sold by Hamilton & Company of Baltimore and from then 
on Albert E. Pierce and Company was the distributor and headed the syndicate, 

Q. And made the market, the stock from time to time, would bid the market 
if it showed weakness and would distribute when the market was Strong, 
and generally handled the distribution and policed the market? 

A. That is right. 


* * * * * * * 


Q. And the technique of servicing the market was for you to buy on the 
exchange and distribute out through dealers the stock that was acquired? 
A, Whatever the technique that was used in those days, we used no doubt. 


From February 1929 until the end of 1929, the marketing opera- 
tions by Albert E. Pierce & Company involved the purchase by that 
firm of Class A common stock of Central Public Service Corporation 
which stock was resold to the issuing company at cost and which 
was to be subsequently remarketed by Albert KE. Pierce & Company.** 
Between August and December 31, 1929, Albert E. Pierce & Company 
resold to Southern Gas Securities Company, a subsidiary of Central 
Public Service Corporation, at the average cost price to Albert E. 
Pierce & Company of $54.28 per share, a total of 452,987 shares Cen- 
tral Public Service Corporation Class A stock, part of which Albert 
E. Pierce & Company apparently had purchased on the New York 
Curb Exchange and the Chicago Stock Exchange in support of the 
market.*42 These purchases were equal to about 70% of the agere- 
gate 646,591 shares traded on both exchanges during the period 
stated. 

During all of 1929 The Harris Forbes Corporation headed the 
syndicate distributing the newly issued shares of Central Public 
Service Corporation class A common stock.*** ‘The record contains 
no definite evidence that The Harris Forbes Corporation was aware 
of the extent of this trading by Albert E. Pierce & Company and 
Southern Gas Securities Company when The Harris Forbes Corpo- 
ration sold to General Investment Corporation (The Harris Forbes 
Corporation’s) entire holdings of the stock ** and permitted Gen- 
eral Investment Corporation to buy an additional 20,000 shares 


342 Op, cit. supra, note 316, Vol. 52, at 918-9. 
343 1d., at 292. 


%447d., at p. 918 et seq. 
345 Op. cit. supra, note 1, at 25447—-8, and Commission's Exhibit No. X3969. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 557 


from Albert E. Pierce & Company for $1,100,000 **° in September 
1929. But before January 1930 and prior to the exchange by Gen- 
eral Investment Corporation of its holdings in Portland Electric 
Power Company for Class A and common “shares of Central Pub- 
lic Service Corporation and Central Public Service Company, the 
Harris Forbes organization was fully advised of the nature of 
the market in the oot Public Service Corporation Class A 
stock. On December 30, 1929, the board of directors of Central 
Public Service Cor aes of which Frederick S. Burroughs, presi- 
dent of General Investment Corporation, was a member, ot adopted 
» resolution approving the absorbing of $9,690,368. 13 of losses 
theretofore and ther eafter to be sustained by Southern Gas Se- 
curities Corporation in its operations in maintaining the Class A 
common stock of Central Pubhe Service Corporation “at a higher 
feure” and in “stabilizing the price of said stock in times of tem- 
porary depression. Ses The effectiveness of these market operations 
in the stock is indicated by the fact that from October 29, 1929, to 
December 3, 1929, following the general severe security market de- 
cline, the market price on “the New York Curb Exchange of the 
Central Public Service Corporation Class A stock advanced from a 
low in October of $20 to a high in December of $3314 per share, or 
approximately 65%. 

The additional $4,200,000 investment in Central Public Service 
Company common s stock resulting from the Portland Electric Power 
Company exchange, added to the $741,996 investment in that stock 
nequired from its sponsors, principally The Harris Forbes Corpora- 
tion itself,3*° and miscellaneous purchases costing $145,848,°°° increased 
to $5,087 824. 00 **! an investment In a stock elie had at no time (in- 
duding the years 1928 and 1929) received dividend distributions.**2 

This $4,200,000 investment made in this common stock at this time 
involved what was in substance a collateral transaction m which 
Albert E, Pierce apparently received at the expense of General In- 
yestment Corporation and Central Public Service Corporation a profit 
of about $2,600,000 in an exchange of Central Public Service Company 
common stock ‘for Central Public Service Corporation Class A com- 
mon stock. In payment for the stock of Portland Electric Power 
Company owned by General Investment Corporation, Central Public 
Service Corporation issued 465,000 shares of its Class A common stock, 
which Central Public Service Corporation valued at $30 a share or 
a total of $18,950,000." Of these shares, 300,000 shares went directly 
to General Investment Corporation, which valued them at $32.50 a 

share for a total of $9,750,000, or a mark-up of $2.50 per share.2*4 The 
remaining 165,000 shares went to personal holding companies of 

“tTd., at 25542 and 25560. 

38 Op. cit. supra, note 316, Vol. 52, at 928-9. 

39 See note 33, supra. 

“0 Op. cit. supra, note 1, Commission’s Exhibit No. X8969. Subsequently a substantial 
purchase of 5,000 shares was made for $449,800 from H. M. Byllesby & Co. (Ibid.) H. M. 
Byllesby & Co. was one of the principal bankers for the Central Service Company system 
(Op. cit. supra, note 316, Vol. 52, p. 918 et seq.) 

%1 Op, cit. supra, note 1, Commission’s Hxhibit No. X3969. 

882 Op. cit. supra, note 316, Vol. 52, p. 1070. 

#8 Wederal Trade Commission, op. cit., Wol. 52, p. 924. 

34 Op. cit. supra, note 1, Commission’s Exhibit No. X4101. 

153373—40—pt. 3-87 
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Albert E. Pierce,**> which in turn transferred to General Investmen; 
Corporation 175,000 shares of the common stock of Central Public 
Service Company. ‘These common shares, which General Investment 
Corporation valued on its books at $24 per share for a total of 
$4,200,000, were, in substance, transferred to General Investment Cor. 
poration in lieu of the 165,000 shares of Class A stock of Centra] 
Public Service Corporation. The apparent profit realized by Pierce 
on this substitution of common shares of Central Public Service Com. 
pany for the Class A shares of Central Public Service Corporation 
may be computed on several bases. On the basis of the $30 per share 
valuation given its Class A stock by Central Public Service Corpora. 
tion, Pierce received 165,000 of this Class A stock, having a value of 
$4,950,000, in exchange for the Central Public Service Company com. 
mon stock valued by General Investment Corporation at $4,200,000, or 
a profit, of $750,000. On the basis of the $32.50 valuation placed on 
the Class A stock of Central Public Service Corporation by General 
Investment Corporation, Colonel Pierce received 165,000 shares of 
such Class A with a value of $5,362,500 in exchange for 175,000 shares 
of Central Public Service Company common stock valued by General 
Investment Corporation at $4,200,000, a profit of $1,162,000. 

On the basis of market prices, at January 31, 1930, the date of the 
exchange contract, Colonel Pierce received 165,000 shares of the Class 
A stock having a current market value of $5,857,500 in exchange for 
175,000 shares of the common stock (35,000 shares before the current 
sphit-up of 5 for 1,°°° having a current market value of $3,255,000, or 
an excess value in terms of current market prices amounting io 
£9. 602,500,2°7 i 

Colonel Pierce, however, denied that he in fact derived any pecu- 
niary advantage by the exchange of the common stock for the Class 
A stock and stated that the apparent advantage to him may have 
been the result of “bookkeeping” on the part of General Investment 
Corporation : °° 


Q.* * * Now, at that rate there is a discrepancy of $1,162,500 between 
the Class A stock, 165,000 shares, and the common stock, 175,000 shares, involved 
in this exchange with Somers? 

A. No; that had nothing to do with me. 

Q. That has nothing to do with you? 

A. I am not concerned with that. 

* * * * * * * 

Q. But from that it is apparent that there is a discrepancy of $1,162,000? 

A. I should think that P. U. H. would have to explain where that went to, 
but I had nothing to do with it. I mean if they [Central Public Service] bought 
one class of stock and paid a great deal more for it than the others maybe Mr. 
Somers made that profit. 

Q. But if the Class A stock was worth what it was taken on the books of 
Pp. U. H. for and the common stock was worth what it was taken on the books 
of P. U. H. for, then you did get 


855 Id., at 25543, 25621. The exchange was made by Pierce Investment Company, the 
personal holding company of Colonel A. BH. Pierce through the medium of United Share 
holders, Inc., and Elbert H. Somers, Jr., an intermediary injected to avoid taxes. (Ibid.) 

356 Td., Commission’s Exhibit No. X4101. 

%7' The Class A stock had a current market value of $3514 per share and the common 
stock (before the 5 for 1 split-up) had a current market value of $98 per share. 

358 Td., at 25626-8. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 559 


A. Not me; I did not get that. That is the deal made with Mr. Somers. Mr. 
Somers and I made a deal whereby I exchanged 165,000 shares for 175,000 
shares and that was all there was to it. 

* * * * h * * 

Q. I merely pointed out that you received an amount of $750,000 which I 
pow see is $1,162,000 in excess values in terms of these contracts? 

A. As I see that it is a matter of P. U. H. bookkeeping, and it may be lousy 
pookkeeping, but it doesn’t state the facts.*° 


The participation of Colonel Pierce, the sponsor of Central Public 
Service Corporation, as a contracting party in the transactions involy- 
ing the transfer of Portland Electric Power Company to Central 
Public Service Corporation and the apparent profit which he derived 
in this transaction at the expense of General Investment Corporation 
or Central Public Service Corporation caused no concern to the man- 
agement of General Investment Corporation. The management man- 
jfested no interest, despite the fact that as a result of the transaction 
General Investment Corporation became one of the two largest stock- 
holders of both Central Public Service Company and Central Public 
Service Corporation.*®° Frederick S. Burroughs, the president of 
General Investment Corporation, testified : °* 


Q. Was there any concern—did it occasion any concern on your part that as 
part of this transaction Colonel Pierce received stock of Central Public Service 
Corporation which had just been issued for $4,950,000 in exchange for stock of 
Central Public Service Company which was sold to P. U. H. [General Invest- 

ment Corporation] for $4,200,000, leaving a difference of $750,000? 
A. No; it wasn’t any concern on my part. 


As has been indicated, General Investment Corporation recorded 
upon its books a profit of $2,136,060.64, which it reported as income 
for tax purposes, on its exchange of the common stock of Portland 
Electric Power Company costing $11,813,939.36 for the stocks of 
Central Public Service Company and Central Public Service Cor- 
poration.*°* ‘This profit was arbitrarily recorded as the result of 
valuing the 175,000 shares of Central Public Service Company com- 
mon stock at $4,200,000 and the 500,000 shares of Central Public Serv- 
ie Corporation Class A shares at $9,750,000, or a total of $18,- 
950,000.°°§ Moreover, as previously pointed out,°°* the market value 
of the Central Public Service Corporation Class A stock was at the 
time, to the knowledge of the president of General Investment Corpo- 


*9 Had General Investment Corporation carried the 300,000 shares of Central Public 
Service Corporation Class A stock at the issue price of $80 per share, or a total of 
$9,000,000; and the Central Public Service Company common stock at $28.30 per share 
for a total of $4,950,000, then the apparent discrepancy, in favor of Colonel Pierce in the 
exchange appearing on the books of General] Investment Corporation or of Central Public 
Service Corporation, would have been eliminated. 

300 Op. cit. supra, note 1, at 25548. As at May 31, 1930, General Investment Corpora- 
tion held 297,600 shares, or in excess of 25% of the common stock of Central Public 
Service Corporation and 339,401 shares of the Class A common stock of Central Public 
Service Corporation, or approximately 20% of such stock outstanding. (Id., Commission’s 
Exhibit No. X8423 [Exhibit 5a, p. 9].) 

81Td., at 25544. 

%27d., at 25543. 

8 As previously indicated, these valuations bore no relationship either to the issue price 
of the stock or to its current market price. 

344See note 348, supra. 
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ration, largely influenced by the large purchases of Albert KE. Pierce & 
Company on the exchange and by the distribution off the exchange. 
In this respect, George Devendorf, who was at the time a vice presi- 
dent of the investment company, testified that both the $2,136,060.64 
profit and the $13,950,000 valuation of securities received in the Port- 
land Electric Power Company exchange were “arbitrary,” and in- 
flated not only the assets but more significantly, the income report of 
the investment company °° ‘ 


A. Those were arbitrary values that were assigned to it for the purpose of our 
pookkeeping and on what they were based and what reference those had to 
intrinsie value I couldn’t tell you now. I would have known at the time. 

Q. Was it customary for the Board of Directors of P. U. H [General Invest- 
ment Corporation] to carry on to their books securities which had a value of 
less than the value ascribed or to carry on the value in excess of its real value? 

A. That would be a practice, but when you have an involved trade that takes 
in two or three different kinds of stock and cash, you arbitrarily assign different 
values to the different things, and you wouldn’t assign something that was 
really wrong, but you might change one value, and make one value less and 
another value more and now why those were made that particular value I 
haven’t any idea. 

Q. But on the basis of valuations that you have adopted in this contract, that 
P. U. H. adopted in this contract here, there was either an inflation of $1,100,000 
or Colonel Pierce got something. 

A. Well, I was sure at the time and I am still sure today that Colonel Pierce 
didn’t get anything. And now while the figures show this discrepancy, I can’t 
say. , 

Q. Well, of course, on the basis of valuation that you adopt here you show a 
profit of two million dollars in your income statement? 

A. Yes. 

Q. So that you were inflating your income statement which is more serious 
than just inflating your assets; that is correct, isn’t it? 

A. That ig right, to the extent that they were overvalued. We would be inflat- 
ing our income for that year. 


During 1930, an additional large block of the common stock of 
Central Public Service Company was acquired by General Invest- 
ment Corporation primarily through its participation in a trading 
account with Albert E. Pierce & Company. On February 19, 1930, 
the common stockholders of Central Public Service Company voted 
to “split up” its common stock by issuing 5 new shares in exchange for 
each outstanding share of its common stock.*** Prior to this split-up, 
General Investment Corporation, on February 14, 1930, purchased 
from Equity Ownership Corporation * through A. E. Pierce & Com- 
pany 50,000 shares of the new common stock of Central Public Service 
Company (after the split-up) for $1,000,000 on the understanding 
that Albert E. Pierce & Company would remarket. this stock to the 
public, receiving as compensation one-half of the profits made by 


365 Op. cit. supra, note 1, at 25649-51. 

366 Poor’s Manual of Public Utilities, 1930, p. 939. The effect of the split-up was to 
increase the outstanding common stock from 213,846 shares to 1,069,280 shares. (Ibid. ) 

367 Messrs, Pierce and Burroughs testified that they were unable to identify this corpora- 
tion or its beneficial owners. 
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General Investment Corporation on the redistribution. The agree- 
ment further provided that General Investment Corporation at its 
option was to have the right to require Albert E. Pierce & Company 
to purchase one-half of the shares remaining in the account at its 
termination.*** The agreement between the parties also contemplated 
that the stock would be traded in on the New York Curb Exchange 
and the Chicago Stock Exchange in connection with this redistri- 
bution.°°° 

Between February 25 and June 14. 1930, General Investment Cor- 

oration through this account with Albert E. Pierce & Company pur- 
chased in addition to the original 50,000 shares of common stock of 
Central Public Service Company acquired through Albert E. Pierce 
& Company, a total of 48,321 shares on the Chicago Stock Exchange 
and New York Curb Exchange,*° constituting 57% of the total 
76,000 shares traded on both exchanges.* During the same period 
through this account, Albert EK. Pierce & Company on behalf of 
General Investment Corporation disposed of 37,603 shares, of which 
only 9,790 shares were sold on the New York Curb Exchange 
and Chicago Stock Exchange.**? The market price of the stock rose 
from approximately $25 a share to $35 a share over the period of the 
operation of this trading account. 

On June 14, 1930, the account was terminated with an unsold balance 
of 55,718 shares which had cost the parties $1,406,486.57* General In- 
vestment Corporation exercised its option requiring Albert E. Pierce 
& Company to take one-half of the undistributed balance and accord- 
ingly retained 27,859 of these shares at a cost of $703,218.40 as its 
proportionate share in the account.?"4 

As heretofore indicated, the Portland Electric Power Company ex- 
change resulted in the recording of arbitrary income items in the 
financial reports for the period ending May 31, 1980. The result of the 
trading account in Central Public Service Company common stock, 
apart from adding an excess cost of about $146,000 to the investment 
in this common stock *7° was to permit in addition the management of 

88 Op. cit. supra, note 1, Commission’s Exhibit No. X4120. 

9 Tbid. On February 21, 1930, George Woods, the treasurer of General Investment 
Corporation, wrote to A. E. Pierce & Company: “It is our expectation that in connection 
with the distribution of the new common stock it will be traded in on the New York 
Curb market as well as on the Chicago Stock Exchange.” 

30 Tbid. The volume purchased by Albert E. Pierce & Company for this account on the 
New York Curb Exchange was 27,900 shares and on the Chicago Stock Exchange, 15,421 
shares. 

‘The trading in this account in Central Public Service Company’s common stock from 
February 25 to June 14, 1930, as compared with the recorded volume of trading for the 
same period in such stock on the New York Curb Exchange and Chicago Stock HExchange 
as published in the Commercial &€ Financial Chronicle was as follows: Purchases by 
account on New York Curb, 27,900; volume of trading on New York Curb, 47,000; percent 
of account purchases to total volume, 59%. Purchases by account on Chicago Stock Ex- 
change, 15,421; volume of trading on Chicago Stock Exchange, 29,000; percent of account 
purchases to total volume, 53%. 

2 Op. cit. Supra, note 1, Commission’s Exhibit No. X4120. 

m8 Thid. 

*4Td., Commission’s Exhibit No. X4120. 

%5 Inasmuch as the original cost to General Investment Corporation of the shares in this 
account. was $20 per share or $557,180 for 27,859 shares, of the $703.218 cost of the 
27,859 share balance acquired, about $146,000 represented an excess cost resulting from 
the trading. 
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General Investment Corporation to mislead the shareholders thereof 
with respect to the value of the assets of the investment company, 
General Investment Corporation held approximately 297,600 shares of 
Central Public Service Company common stock at a cost of $6,287,- 
026.26 87° and 339,401 shares of the Class A stock of Central Public 
Service Corporation at a cost of $11,345,947 largely as a result of the 
purchase from sponsors, the exchange for Portland Electric Power 
Company and the trading account managed by Albert E. Pierce & 
Company by May 31, 1930. °"7_ As at May 31, 1980, these holdings con- 
stituted approximately one-third of General Investment Corporation’s 
total portfolio valued at cost.2** The then market value of the 297,600 
shares of Central Public Service Company stock held by General In- 
vestment Corporation at a cost of $6,287,026.26 was $40 per share or a 
total market value of approximately $11,904,000. This market value 
necessarily reflected the trading by Albert E. Pierce & Company in 
the Central Public Service Company common stock for the account of 
General Investment Corporation itself.°° Nevertheless, the letter of 
F. S. Burroughs, the president of General Investment Corporation, 
to its stockholders as of May 31, 1930, without referring to this trading 
account, stated : °° 


While quoted markets do not necessarily reflect the value of concentrated 
holdings of securities such as are held by your Corporation, Messrs. Haskins & 
Sells in their audit as of May 31, 1930, state: “The value of marketable securities 
at market quotations, as of the end of May, was in excess of book value, which 
represents cost.” 


The total difference between the market value and the cost of the 
marketable securities held by the General Investment Corporation as 
at May 31, 1930, was approximately $1,767,882 *** and the only basis for 
this excess “value” based on market quotations was the unrealized ap- 
preciation in the investment company’s holdings of the common stock 
of Central Public Service Company,°® in which stock a trading account 
had been operated by Albert E. Pierce & Company for the account of 
the investment company. 

The result of the relationship among General Investment Corpora- 
tion, the Central Public Service Company system and Harris, Forbes 


378 Op. cit. supra, note 1, Commission’s Hxhibits Nos. X3969, X3423, A—AT. 

si7Td., Commission’s Hxhibit No. X3423-B at p. 3. 

378 The portfolio of securities held by General Investment Corporation at this date were 
acquired at a total cost of approximately $52,800,000.  (Hd., Commission’s Exhibit No. 
X3423-5a.) 

379 As heretofore indicated, between March and June 1930, General Investment Corpora- 
tion purchased about 54% of the total number of shares of this stock traded on both the 
New York Curb Exchange and the Chicago Stock Exchange at an average price of $35 per 
share. (Id., Commission’s Hxhibit No. X4120.) 

380 Td., Commission’s Hxhibit No. X8423 (5a) at p. 11. 

381 1d.,, Commission’s Exhibit No. X3423—A at p. 22. 

382 As at May 31, 1930, exclusive of the Central Public Service Company common stock, 
General Investment Corporation held marketable securities with a cost of $43,472,666 and 
a current market value of $39,632,935, or approximately $4,000,000 less than cost. (Id, 
Commission’s Exhibit No. X3423-B, Table 2.) Including the Central Public Service Com- 
pany common stock, General Investment Corporation held a portfolio of marketable securi- 
ties costing $49,759,692 which had a market value in excess of cost by $1,767,882. (Id, 
Commission’s Exhibit No. X3423—A at pp. 1, 2.) 


haa 


& Company had been to increase constantly, with one exception,?*? 
the investment of General Investment Corporation in the Central 
Public Service system. Finally the necessity for reorganizing the 
Central Public Service Company System became apparent in the 
latter part of 1931; *** and the Chase Securities Corporation (at that 
time the security affihate of the Chase National Bank of New York, 
which in 1930 had acquired control of Harris Forbes Companies *8°) 
insisted that General Investment Corporation take over control of 
Central Public Service Company system in order to work out this 
reorganization.*** Accordingly, on December 31, 1931, General In- 
yestment Corporation exchanged 132,672 shares of Central West Pub- 
lie Service Company common stock, costing about $1,558,187.26,387 
with Pierce Investment Company, the personal holding company of 
Colonel A. E. Pierce, for 199,846 shares of Central Public Service 
Company common stock. This increased the investment of General 
Investment Corporation in Central Public Service Company common 
stock to 509,673 shares, recorded **° at a cost of $8,097,644.35.2°° This 
particular exchange apparently gave no advantage to Pierce Invest- 
ment Company since Central West Public Service Company there- 
alter “went into bankruptcy.” °°° 

The total block of 509,673 shares of Central Public Service Com- 
pany common stock held by General Investment Corporation consti- 
tuted slightly less than 50% of the 1,069,230 shares of such stock 
then outstanding.®*t To assure indisputable control by General In- 
yestment Corporation of Central Public Service Company, a voting 
trust was created, with Colonel Pierce and Messrs. Devendorf and 
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383 Tn March 1981 General Investment Corporation exchanged with Albert B. Pierce & 
Company 118,418 shares Central Public Service Corporation Class A stock valued at 
$3,667,765.10 for stock of American Commonwealths Power Corporation valued at $2,894,- 
604.80 and its own common stock and warrants valued at $773,160.80. This increased 
General Investment Corporation’s earlier investment of $1,059,449.48 in American Com- 
monwealths Power Corporation, acquired principally from the A. BH. Pierce interests, to 
almost $4,000,000. (Id., at 25573 and Commission’s Exhibit No. X3969.) Almost imme- 
diately after this major acquisition by General Investment Corporation in March 1981, 
American Commonwealths Power Corporation went into receivership. (Id., at 25574-5.) 
This $4,000,000 investment was resold by General Investment Corporation, principally 
during 1934 and 1935, at a loss of $3,706,000. (Id., Commission’s Exhibit No. X3969.) 

34Td., at 25631. 

385 See note 8, supra. 

386 Op. cit. supra, note 1, at 25614, 25615. 

387 Td., Commission’s Hxhibit No. X3969. Control of Central West Public Service Com- 
pany resulted from loans theretofore made to Porter Fox & Company, the sponsor of 
Central West Public Service Company. (lId., at 25566—-7 and Commission’s Exhibit No. 
K4122.) 

38 While General Investment Corporation increased its investment in Central Public 
Service Company, the market value of the 200,846 shares acquired was only $7 per share, 
or a total of $1,405,922. Inasmuch as Central West Public Service Company went into 
receivership shortly thereafter, the books of General Investment Corporation preserved as 
part of the cost of the investment in Central Public Service Company an unrecorded loss 
of approximately $152,000 (the difference between the cost of Central West Public Service 
Company and the market value of the Central Public Service Company stock received in 
exchange therefor), realized on the disposition of the investment in Central West Public 
Service: Company. 

39 Op. cit. supra, note 1, Commission’s Exhibit No. X8969. 

Td. at 25632. 

31 Op. cit. supra, note 316, Vol. 52, at 1025. 
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Woods as trustees,°°? covering 193,518 Central Public Service Com. 
pany common shares deposited by Colonel Pierce and 509,673 common 
shares deposited by General Investment Corporation.** 

On August 1, 1932, a plan of reorganization of the Central Public 
Service Corporation was proposed to its security holders.°°* At this 
time, General Investment Corporation held 249,467 shares of Centra] 
Public Service Corporation Class A stock costing $7,697,642.53, and 
509,673 Central Public Service Company common stock voting mst 
certificates costing $8,097,624.35.° This plan of reor ganization, 
which was adopted i in 1934, provided for the creation of a new con. 
poration, Central Public Utility Corporation, which issued its securi- 
ties in exchange for those of Central Public Service Corporation.’* 
And, accordingly, General Investment Corporation surrendered its 
249,467 shares of Central Public Service Cor poration Class A. stock 
for the same number of shares of Central Public Utility Corporation 
Class A stock.*°® ‘The only substantial changes elected in the capi- 
tal structure of Central Public Service Cor; poration were to convert 

about. $40,000,000 of the fixed interest olla tone of that corporation 
to an equivalent amount of imcome debentures of Central Public 
Utility Corporation; and to issue common stock of the new corpora. 
tion in an amount equal to three times the number of common shares 
of the old corporation outstanding. The debenture holders were given 
two-thirds of this new common stock, while Central Public Service 
Company was given one-third of the common stock of the successor 
corporation,®”® or a number of new shares equal to the number of old 

shares held by the service company. 
- However, while the plan of reorganization apparently recognized 
the rights of the debenture holders of Central Public Service Corpo- 
ration. to the extent that provision was made for them to receive two- 
thirds of the common stock of the successor corporation, the plan 
effectively deprived these debenture holders of any voice in the man- 
agement of the new corporation. The plan provided for the creation 
of an additional new corporation, Consolidated Electric and Gas 
Company, to which all of the assets of Central Public Service Cor- 
poration were transferred.*°° To this new corporation, General In- 
vestment Corporation made the sole contribution of new capital 
involved in the reorganization,*" namely, Elektrizitaetswerke Sued- 
west A. G. debentures having a value of about $1,100,000 which Gen- 
eral Investment Corporation had purchased in 1930 at a cost of $3,- 
107,000.40? For these Suedwest debentures, General Investment 
Corpor ation received 23,000 shares of Consolidated Electric and Gas 


32Op. cit. supra, note 1, Commission's Exhibit No. X8762. Messrs. Devendorf and 
Woods were identified with the General Investment Corporation. 

393 Op. cit. supra, note 316, Vol. 52, at 1023 et seq. 

394 Op. cit. supra, note 1, Commission’s Exhibit No. X4123. 

39% Td., Commission’s Exhibit No. X3969. 

3% Td., at 256389. 

297 Td., Commission’s Exhibit No. X4128 

398 Td., Commission’s Exhibit No. X3969. 

309 Td., at 2563942 and Commission’s Exhibit Nos. X4123 and X4124. 

400 Tqd., Commission’s Exhibit No. X4128. 

401 Td., at 25657. 

4022Td., Commission’s Exhibit No. X8970. These debentures were subsequently sold in 
19338 for $1,101.464.76 by Consolidated Electric and Gas Company. (Id., Commission’s 
Pxhibit No. X4143 [Consolidated Etectric and Gas Company Annual Report, 1933].) 
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Company’s preferred stock and its entire issue of 1,000,000 shares of 
eommon stock. The common shares of Consolidated Electric and 
Gas Company so received were immediately donated under the plan 
to the newly formed Central Public Utility Corporation.*°* How- 
ever, under the reor ganization plan, a voting trust for the 1,000,000 
shares of Consolidated Electric and Gas Company common stock was 
created. The three trustees under the voting trust were George 
Devendorf, president of General Investment Corporation, W. 
Crawford, of Stone & Webster, Inc., and Rawleigh Warner, a repre- 
sentative of the Dawes family. of Chicago, which was a substantial 
creditor of the Central Public Service. Company System.*% Mr. 
Devendorf also became chairman of the board of Consolidated Elec- 
tric and Gas Company.*” The management of the system was given 
by contract to Stone & Webster, Inc., “who had formulated and spon- 
gored the plan of reorganization. pos 

In substance, the reorganization placed the resources of Central 
Public Service Corpor ation in the newly formed Consolidated Elec- 
tric and Gas Company and placed the common-stock interest which 
was tied up by the voting trust in this new company in the newly 
formed Central Public Utility Corporation. Although General In- 
yestment Corporation made the only contribution of ‘additional cap- 
ital in the reorganization, Central Public Service Company, which 
had theretofore held all of the common stock of Central Public 
Service Corporation, nevertheless acquired one-third of the common 
stock of the successor, Central Public Utility Corporation.*”" 

In 1935 and 1936, General Investment Corporation sold for $391,125 
its investments in the Consolidated Electric and Gas Company pre- 
ferred stock, Central Public Utility Corporation Class A common 
stock, and Central Public Service Company common stock which had 
cost General Investment Corporation in the aggregate $18,902,478.59, 
resulting in a loss of $18,511,353.59,°° which, with the $9, 486, 066.71 
loss on the American Commonwealths Power Corpor ation stock, here- 
tofore mentioned,*? adds to an aggregate loss of $21,395,957.89. 

Of the total $390,000 received by General Investment Corpora- 
tion, $70,000 was received from A. E. Pierce as the purchase price 
of the 509,673 shares of Central Public Service Company common 
stock and 249,467 shares Central Public Utility Corporation Class 
A common stock.” Ther eafter, under the guidance of Mr. Deven- 
dorf, then president of General Investment “Corporation, 1 Colonel 
Pierce resold these shares to American Equities Corporation (an 
investment company sponsored by one Percy Chandler) for a profit 


43 Td., at 25656—7. 

404Td., at 25669. 

49 Td., at 25669-70, 25675. 

406 Td., at 25675. 

7 Td., at 2563942 and Commission's Exhibit No. X41238. 

48 Td., Commission’s Exhibits Nos. X3969 and X3970. 

4% Ibid. United States & Overseas Corporation had also met part of the financial 
requirements of the Central Public Service Company System. In addition to participation 
in the $1,000,000 loan to Portland Electric Power Company previously mentioned, United 
States & Overseas Corporation invested $355,879 in the Central Public Service Company 
System and lost $138,793.84 thereof. (Id., Commission’s Exhibit No. X3962.) 

10Td., Commission’s Exhibit No. X5969. 

41Td,, at 25685. 
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of over $100,000.4% Shortly thereafter, Mr. Devendorf resigned ag 
president of General Investment Corporation * and, as will be dis. 
cussed more fully, purchased, in conjunction with American Equities 
Corporation, from General Investment Corporation for $320,000, 
the 23,000 preferred shares of Consolidated Electric and Gas Com. 
pany which had cost General Investment. Corporation about $3. 
107,000 at the time of the reorganization of the utility system. 


7. PARTICIPATION OF GENERAL INVESTMENT Cor. 
PORATION IN THE ACQUISITION OF CONTROL Of 
WASHINGTON GAS LIGHT COMPANY FOR THE BENE. 
FIT OF CENTRAL PUBLIC SERVICE COMPANY—LOS§S, 
APPROXIMATELY $967,000 


In addition to its aid in enabling Central Public Service Corpora. 
tion to acquire control of Portland Electric Power Company and 
Seattle Lighting Company, General Investment Corporation also 
was caused to participate with others in acquiring control of Wash. 
ington Gas Light Company for the account of the Central Public 
Service Company. In this activity General Investment Corporation 
invested a total of $967,126.50, all of which was eventually lost, 
However the acquisition resulted in additional banking business for 
Harris Forbes & Company. 

Washington Gas Light Company is a public utility company do. 
ing business in the District of Columbia and its environs.‘ Its 
capitalization early in 1929 consisted of 180,000 shares of common 
stock and approximately $10,700,000 of debentures and notes.‘ 

This utility was ostensibly protected from the influence and con- 
trol of utility holding companies by a federal statute known as the 
“La Follette Antimerger Statute” which forbade any local or foreign 
holding corporation from owning or voting directly or indirectly 
any of the stock or bonds of any public utility company doing busi- 
ness_in the District of Columbia.“* The law, however, empowered 
the Public Utility Commission of the District of Columbia to prose- 
cute for violations of the statute only when a holding corporation 
had acquired 20% of the capital stock of a District of Columbia 
utility company.“ However, although the statute prohibited the 
direct or indirect control of a utility operating in the District of 
Columbia by another corporation, it did not in terms prohibit such 
control by an unincorporated association or a common law business 
trust. 

Karly in 1929 it had come to the attention of Harris Forbes & Com- 
pany that a syndicate (in which Utilities Power & Light Corpora- 
tion, a large public utility holding company, then dominated by 
"42 Td., at 25636-8. A. E. Pierce testified that he sold the stock to Mr. Chandler. Hoy. 
ever, the purchase from Colonel Pierce appears on the books of American Equities Cor- 
poration. (Id., Commission’s Exhibit No. X4146.) 

“131d, at 25669. 

414 Td,, at 25657—-8 and Commission’s Exhibits Nos. X3970 and X4146. 

415 Op. cit. supra, note 316, Vol. 52, at 365. ; 

416 Poor’s Manual of Public Utilities, 1931, at pp. 2129-81. 

417 Op. cit. supra, note 316, Vol. 52, at 361. 

a8 Tpid. 
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Harley C. Clarke,**® was the largest participant) “° was then engaged 
in purchasing the common stock of Washington Gas Light Com- 
pany. By April 1, 1929, Harris Forbes & Company completed 
negotiations by which they formed a syndicate of investment bankers 
and investment companies to purchase the interest of the Utilities 
Power & Light Corporation syndicate in Washington Gas Light 
Company for the account of the Central Public Service Company 
system. On April 1, 1929, The Harris Forbes Corporation, American 
Founders Corporation (one of the companies in the United Founders 
Corporation group), Chase Securities Corporation, H. M. Byllesby 
& Company and Schoellkopf, Hutton and Pomeroy, under the guid- 
ance of the Harris Forbes organization,*”? participated in the forma- 
tion of a Massachusetts common law trust eventuaily known as Wash- 
ington & Suburban Companies.“* Each of the participants con- 
tributed $1,000,000 or a total of $5,000,000 to the trust which issued 
to each of the organizers 25,000 shares of beneficial interest or a total 
of 125,000 of such shares.“24 The formation of this trust, which sub- 
sequently acquired control of Washington Gas Light Company was 
apparently intended to circumvent the federal statute forbidding the 
acquisition of control by a corporation of District of Columbia utility 
companies. ) 

In addition to the $5,000,000 received from its organizers, Wash- 
ington & Suburban Companies borrowed $10,300,000 from various 
banks evidenced by its notes.4?® Washington & Suburban Companies 
acquired, for $6,519,450, all the 43,463 shares of the common stock of 
Washington Gas Light Company held by the Utilities Power & Light 
Corporation syndicate, resulting in a profit to such syndicate of 
$1,418,000.4°° Thereafter, largely as a result of its public offers to 


419 Op. cit. supra, note 316, Vol. 54, at 287. The Harley C. Clarke influence in Utilities 
Power & Light Corporation was removed on October 10, 1936, when he resigned as 
president and director. (Public Examination, Atlas Corporation, Commission’s Exhibit 
No. 2026.) Utilities Power & Light Corporation filed a petition for the appointment of a 
receiver on January 4, 1937, and in August 1937 a permanent trustee in bankruptcy was 
appointed. (Moody’s Manual of Investments, Public Utilities, 1938, p. 2266.) 

420 Public Examination, Atlas Corporation, at 25576. This syndicate was managed by 
Dana Pearson. The participants and the percentage of their interests in this syndicate 
which was formed on April 20, 1928, were Dana Pearson, 5%; Pynchon & Company, 
15.95% ; Utilities Power & Light Corporation, 37.85%; Chase Securities Corporation, 
18.98% ; Shermar Corporation (controlled by Albert Wiggin, then president of the Chase 
National Bank), 18.93% ; and J.O’Donnell, 344%. (Hearings before the Senate Committee 
on Banking and Currency, 73d Cong., Ist Sess., on S. Res. 84, 56, and 97, Part 6, Chase 
Securities Corporation, pp. 2858, 2877, 3131-3135.) 

41 Op. cit. supra, note 1, at 25577-9. 

427d., at 25579. 

“31d., at 25579 and Commission’s Exhibits Nos. X4125, X4126, %4150. Until March 
of 1931, Washington & Suburban Companies was known as Seaboard Investment Trust. 
(Ibid. ) 

424 Thid. 

25Td,, at 25578-81 and Commission’s Exhibit No. X4136. These bank loans were 
secured by the deposit as collateral by Washington & Suburban Companies of a large por- 
tion of the Washington Gas Light Company stock acquired. (Op. cit. supra, note 316, 
Vol. 52, at 978.) : 

20 Hearings before the Senate Committee on Banking and Currency, 73rd Cong., Ist 
Sess., on S. Res. 84, 56 and 97, Part 6, at 2858. Washington & Suburban Companies paid 
the syndicate a premium of $25 a share above the then market price of the Washington 
Gas Light Company’s common stock, largely because the stock held by the syndicate 
would otherwise have constituted an obstacle in the way of the Central Public Service 
Company system’s attempt to acquire control of Washington Gas Light Company. (Op. 
cit. supra, note 1, at 25581.) 
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purchase the common stock of Washington Gas Light Company at 
$125 per share,*?7 Washington & Suburban Companies increased its 
holdings of such stock to 109,181 shares,*?* or the equivalent of about 
85% of such shares then outstanding.*?? By the end of October 1999 
the aggregate cost of this total block of shares to Washington & Subur- 
ban Companies was $14,777,000.4%° 

On April 19, 1929, the day that its organizers acquired the stock 
of Washington & Suburban Companies, Central Public Service Com- 
pany agreed with the organizers that on or before April 30, 1931, it 
would “purchase or find purchasers” 4*! for their 125,000 shares of 
beneficial interest in Washington & Suburban Companies for $6,- 
000,000, or a profit to the organizers of $1,000,000 on their investment 
of $5,000,000. Thus, The Harris Forbes Corporation and the other 
organizers of Washington & Suburban Companies were essentially 
functioning as bankers for Central Public Service Company by sup- 
plying for the account of that company, for a two-year period, the 
funds necessary to acquire control of Washington Gas Light Com- 
pany. 

However, before the two-year period during which Central Public 
Service Company had to acquire (or find purchasers for) the shares 
of Washington & Suburban Companies from the organizers ended, 
the investment bankers who participated in this financing for the 
account of Central Public Service Company transferred substantial 
blocks of Washington & Suburban Companies shares to investment 
companies which they had sponsored or controlled.##? On May 16, 
1929, The Harris Forbes Corporation assigned to United States & 
Overseas Corporation, for $500,500, 12,500 shares of beneficial interest 
in Washington & Suburban Companies, that is, one-half of The 
Harris Forbes Corporation’s holdings of such shares.4?? In Novem- 
ber 1980, the United Founders Corporation group of companies 
transferred to General Investment Corporation for $250,000,4%* 6,250 
shares, or one-quarter of its total interest in Washington & Suburban 
Companies. General Investment Corporation in 1981 purchased the 
interest of United States & Overseas Corporation in this venture for 
$600,000, or at a profit to United States & Overseas Corporation of 


277d., at 25580. 

#28 Op. cit. supra, note 316, Vol. 52, at 977 et seq. 

429 Op. cit. supra, note 1, at 25580. 

40 Td., Commission’s Exhibit No. X4136. 

431 Td., Commission’s Exhibit No. X4126. The contract also provided that Central Public 
Service Company might accelerate the sale and receive a discount on the price and also 
that the organizers of Washington & Suburban Companies would be entitled at their option 
to receive Class A common stock of Central Public Service Corporation in lieu of the 
agreed cash consideration for their shares in Washington & Suburban Companies. 

422 Schoellkopf, Hutton & Pomeroy disposed of $900,000 of their $1,000,000 interest in 
Washington & Suburban Companies to Niagara Share Corporation, Bennie Securities Cor- 
poration, Marine Union Investors, Inc., American Alliance Investing Corporation, and 
Liberty Shares Corporation. (1Id., Commission’s Exhibit No. X4127.) H. M. Byllesby & Co, 
apparently transferred its entire $1,000,000 interest in Washington & Suburban Companies 
to Utility and Industrial Corporation, an investment.company which it sponsored and 
managed. (Reply to the Commission’s questionnaire for Utility and Industrial Corporation, 
Pt. 8, Table 2, and Pt. 1, pp. 3 and 4.) 

433 Op. cit. supra, note 1, Commission’s Exhibit No. X38962, Schedule 21. 

434 Td., Commission’s Exhibit No. X4274. 
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$99,000." Thus, General Investment Corporation invested $900,000 
(including a $99,500 profit to its own subsidiary, United States & 
Overseas Corporation) in Washington & Suburban Companies. Gen- 
eral Investment Corporation was thus caused by its investment banker 
sponsor, Harris Forbes & Company to invest in Washington & Sub- 
urban Companies which had been formed to enable Central Public 
Service Company, a banking client of Harris, Forbes & Company, to 
acquire Washington Gas Light Company on a deferred payment plan. 

Mr. Burroughs testified that the transfer by investment bankers 
to their sponsored investment companies of participations in bank- 
ing transactions of the type exemplified by Washington & Suburban 
Companies was undesirable. However, he contended that the invest- 
ment of United States & Overseas Corporation and of General In- 
vestment Corporation in Washington & Suburban Companies was 
in line with the announced policy of these investment companies to 
acquire the equity securities of public-utility companies.1% 


Q. Was that the type of business that you think investment trusts and in- 
yestment companies should be in? 

A. Yes; I think it is a fine business. If you could invest $5,000,000, carry 
it (wo years, and make a million plus interest, that is good business for anybody. 

Q. I am not referring to P. U. H. as participants. I am referring to the 
Schoellkopf, Hutton group of companies and to the Founders group. 

A. I was not passing on whether or not it was appropriate for them. I con- 
sider that it was definitely in line with United States & Overseas’ objectives, 
because we considered that it was just what United States & Overseas was 
formed for. It’ certainly fitted in with United States °&‘ Oversea’. 

* * * * * * * 

A. But I had nothing to do with that. I didn’t think about it. It was no 
concern to me that Byllesby elected to pass their participation on to Utility and 
Industrial “ or that Schoellkopf, Hutton passed it on to somebody else.“* 

Q. I am talking about an abstract proposition at this time, whether or not 
it is a good thing for investment bankers to pass the burden of carrying the 
investment over to investment companies. 

A. I think it is not. 

Q. You don’t think it is a good practice? 

A. No; I think it is a bad idea. 

Bo * cS * * * * 

A. There presumably would be a liberal profit to the investment trust but 
to answer your question, I don’t think it is good for investment bankers to 
pass on this sort of investment to investment trusts. No; I don’t think it is 
a good thing for investment bankers to be tied up with investment trusts. 


Krom the time it borrowed the $10,300,000 from the banks to acquire 
the Washington Gas Light Company stock, Washington & Suburban 
Companies had no apparent means of repaying the loans other than 
by the sale of its holdings of the stock of Washington Gas Light Com- 


9 Td., Commission's Exhibit No. X3962, pp. 21 and 29. This profit was an intercompany 
profit and in effect added no cost to General Investment Corporation which had a 97 % 
interest. in United States & Overseas Corporation at that time. 

46Td., at 255856. 

4° See note 432, supra. 

438 Thid. 
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pany, a substantial amount of which were pledged as security for the 
bank loans.‘*® Earnings available to Washington & Suburban Com- 
panies on its holdings of Washington Gas Light Company common 
stock were insufficient even to cover the interest payments which 
Washington & Suburban Companies was required to make on its bank 
loans.*° By October 1929 Washington & Suburban Companies al- 
ready had an operating deficit of $118,888.*** Moreover, the possi- 
bility was present that Washington & Suburban Companies might be 
compelled by the District of Columbia Public Utility Commission to 
liquidate immediately at a possible large loss its controlling holdings 
of Washington Gas Light Company under the provisions of the 
Federal law forbidding the ownership of control, directly or in- 
directly, of a District of Columbia public utility company by any 
other corporation.**” 

As has been stated, the obligations of Washington & Suburban 
Companies to various banks, amounting to $10,300,000, matured on 
April 19, 1930. To supply the funds to meet these obligations, a 
subsidiary of Central Public Service Corporation offered its deben- 
tures to the public, through Harris, Forbes & Company. Thus, as a 
result of the formation of Washington & Suburban Companies, 
Harris, Forbes & Company was enabled to derive additional banking 
business and underwriting commissions. 

In March 1930, Southern Cities Public Service Company, which 
committed itself to purchase all of the stock of Washington & Subur- 
ban Companies on April 30, 1931, entered into an agreement to pur- 
chase from Washington & Suburban Companies $10,300,000 of the 
latter’s one-year notes at 9834% of their face value.** The proceeds 
of these notes were to be used by Washington & Suburban Companies 
to meet its bank loans.*** 

Simultaneously, Southern Cities Public Service Company entered 
into an agreement with Harris, Forbes & Company whereby Southern 


439 Subsequently the bank loans borrowed by Washington & Suburban Companies were 
repaid with funds advanced to Washington & Suburban Companies by Southern Cities 
Public Service Company, one of the companies of the Central Public Service system. (See 
note 316, supra.) These loans in turn were repaid by the issuance to Southern Cities Public 
Service Company of $6,500,000 principal amount of the bonds and 700,000 shares of the 
preferred stock of Washington & Suburban Companies. (See notes 442 and 446, infra.) 

40 Op. cit. supra, note 1, at 25577. Washington Gas Light Company was then earning 
about $3.70 per share of common stock per annum. Accordingly the earnings on the 
109,181 shares of such stock held by Washington & Suburban Companies were about 
$400,000 as against the $618,000 interest accruing on the trust’s bank loans, totaling 
$10,300,000. , 

“41 7d., at 25562-3. 

“42%n fact, shortly after Washington & Suburban Companies acquired control of Wash- 
ington Gas Light Company proceedings were instituted in the District of Columbia District 
Court by the District of Columbia Public Utility Commission to compel Washington & 
Suburban Companies to dispose of its holdings in Washington Gas Light Company. The 
Court, however, dismissed the proceedings on the ground that the La Follette Antimerger 
Statute did not in terms forbid the acquisition of control of District of Columbia public- 
utility companies by common-law trusts. No appeal was taken by the District of 
Columbia Public Utility Commission from this decision. (Op. cit. supra, note 316, 
Vol. 52, at 361-70), but in May 1932 the Commission ordered Washington & Suburban 
Companies to dispose of its control of Washington Gas Light Company. This order, how- 

ever, was later rescinded by the Commission. (Op. cit..supra, note 1, Commission’s Exhibit 
No. X4189.) 

“43 Ag consideration for this undertaking on the part of Southern Cities Public Service 
-Company, Central Public Service Company agreed to assign to it its right to purchase all 
.of the shares of Washington & Suburban Companies. (Op. cit. supra, note 316, at 978.) 

441d., at 978. 
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Cities Public Service Company sold $10,500,000 principal amount of 
its owD one-year notes at 9734 % of their face value to Harris, Forbes 
& Company,**’ for distribution to the public; the proceeds of such 
notes were advanced by Southern Cities Public Service Company to 
Washington & Suburban Companies, which used them to repay its 
bank loans.*46 

As has been stated, Central Public Service Company was obligated 
to purchase, on April 30, 1931, the shares of beneficial interest in 
Washington & Suburban Companies held by General Investment 
Corporation and others, at a total cost of $6,000,000. On March 15, 
1931, however, this commitment on the part of Central Public Service ° 
Company was in effect extended until April 30, 1932, by the following 
plan. Colonel A. E. Pierce, the controlling personality in the Central 
Public Service Company System, organized the Westfield Trust, 
another Massachusetts trust, and contributed $10,000 as its capital. 
Westfield Trust then purchased from the shareholders of Washington 
& Suburban Companies all of their stock and the trust issued to the 
shareholders as the purchase price, $6,000,000 of its collateral trust 
notes secured by all the stock so acquired.447 The notes of Westfield 
Trust were guaranteed by Central Public Service Company.‘ 

On April 30, 1932, when its notes matured, Westfield Trust de- 
faulted in payment,*#® Central Public Service Company, the guar- 
antor of the notes, was apparently insolvent at that time.*®° General 
Investment Corporation, as syndicate manager for the noteholders, 
foreclosed and purchased the Washington & Suburban Companies 
stock securing the $6,000,000 notes for the face amount of the notes 
lus interest accrued and incidental expenses.*** For its participation 
of $900,000, General Investment Corporation acquired 900 shares of 
Washington & Suburban Companies’ stock at the principal amount 
of $900,000 to which was added $67,126.50 accrued interest and ex: 
pense. In 1935 this investment was written down to $1.4% 


3 LOAN BY GENERAL INVESTMENT CORPORATION TO. 
BUENOS AIRES CENTRAL RAILROAD AND TERMINAL 
COMPANY—LOSS, $6,780,974.46 


Another venture in which the funds of General Investment Cor- 
poration were caused to be invested was the financing of a subway 
construction program of Buenos Aires Central Railroad and Terminal 
Company, hereafter referred to as the Terminal Company. This 
investment was placed in the investment company after the break 
in the securities market apparently in order to relieve Harris, Forbes 


45 Thid. : 

“6 Subsequently, Washington & Suburban Companies in repayment of its $10,300,000 
obligation to Southern Cities Public Service Company issued to the latter company 
$6,500,000 principal amount of its notes and 700,000 shares of its preferred stock. (1d., at 
979.) 

“7Td., at 980-1. 

48 Tbid. 

49 Op. cit. supra, note 1, Commission’s Exhibit No. X4188. 

“The assets of Central Public Service Company at April 30, 1932, totaled $125,000 as 
compared with its guaranty of the $6,000,000 principal amount of Westfield Trust notes. 
(Id, at 25673.) 

“1Td., Commission’s Exhibit No. X4138. 

* Ibid. and Commission’s Exhibit Nos. X3423-B (p. 9) and X3423-5j (p. 4). 
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& Company of the burden of financing this project. As a result, 
General Investment Corporation invested $14,280,974.46 in the Termi- 
nal Company and eventually lost $6,780,974.46 (before payment of 
commissions on the sale thereof). 

Harris, Forbes & Company first became interested in the Terminal 
Company’s financing in 1926,4°° when Mr. Burroughs met Lando 
Tiofile Lacroze, a member of a family which controlled a power 
company and a tramway system in Buenos Aires, and a railroad in the 
Argentine. The family also owned a perpetual federal concession 
for the construction and operation of a subway from the terminal of 
the railroad on the outskirts of Buenos Aires to the center of that 
city and from that point to the railroad yards and harbor facilities, 

At that time certain Anglo-Argentine interests were successfully 
operating a subway in Buenos Aires under a municipal concession, 
and it was thought that the Lacroze concession would be even more 
profitable because of its more favorable terms.*** 

In order to finance construction of the subway, the Lacroze family, 
at the suggestion of Harris, Forbes & Company, created the Terminal 
Company as a holding company and acquired all its common stock in 
consideration for the transfer by the members of the family to the 
Terminal Company of their interest in the railroad, tramline, electric 
company, and subway concession.’ Thereupon, Harris, Forbes & 
Company distributed in London $6,000,000 of the preferred stock 
of the Terminal Company and the proceeds were used to start the 
construction of a subway in Buenos Aires.*°° 

At about the time construction started, Harris, Forbes & Company 
represented “7 to the Terminal Company in writing that the firm 


3 Td., at 25492-3. 

454 Ibid. The Lacroze concession, which was a perpetual federal franchise provided for a 
franchise tax of only 3% of net income, and permitted duty-free import of all materials 
used in construction. The Anglo-Argentine interests had been forced to pay duty on 
construction materials, operated under a limited municipal franchise, and paid a tax of 6% 
oi gross income. S 

455 7d., at 25492-5. 

456 Tbid. 

457 Harris, Forbes & Company was advised by its counsel that, by reason of a provision in 
the contract entitling Harris Forbes & Company to cancel the contract if in its sole opinion 
market conditions were unfavorable to a public offering of the bonds, it had assumed no 
firm liability to the Terminal Company. Mr. Burroughs testified (id., at 25497—8) : 

A. * * ¥* We did not want this contract by any possibility to be a firm obligation. 
We wanted it to have a wide open force majeure that would protect us against any 
firm obligation. ; f 

Q. What use was such a contract to the Buencs Aires Railway? 

A. Oh, I think Mr. Lacroze felt that if we had an agreement or understanding 
reduced to writing that he was pretty well assured that his project would be financed, 

Q. Even though he could not enforce it? : ce ; 

A. Even though he could not enforce it. He was not primarily interested in having 
a firm obligation. In fact it would have been practically impossible for anyone to 
enter into a firm obligation as far in the future as that contract was covered. 

oateg Well, assuming that it would be so, I am wondering what Mr. Lacroze 
gets out of such a document. _ : C : iy 

A. Oh, I think he wanted it primarily to show his associates in the Argentine that 
he really had an associate or understanding rather with American banking associations, 
We were interested more from the standpoint of tying up the business. We did not 
want to have placed the preferred stock in London and then wake up to find Lacroze 
had sold the bonds to some of his British bankers that he had previously raised money 
with. All of his business connections had been with British banking companies, and 
we wanted to be assured we had control. F 

Q. And this gave you this control without making any commitments on your part? 

A. Yes; we were satisfied that Lacroze would live up to the spirit of it, and he was 
satisfied that we would. 

Q. So that really it was a moral rapprochement between you in his feeling that he 
had you more or less morally tied up, and you feeling you had him more or less morally 
tied up. 

A. We certainly wanted to go through with the project because we had marketed the 
preferred stock in London. We felt a responsibility to the preferred stockholders to 
see that a reasonable effort was made to carry this project through to completion. 
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would distribute publicly in the United States, before April 1, 1928, a 
$10,000,000 mortgage bond issue of the Terminal Company. When 
the proceeds of the Terminal Company’s preferred-stock issue dis- 
tributed by Harris, Forbes & Company had been expended, Harris, 
Forbes & Company ‘took adv: antage of its privilege to extend the time 
under which it might market ‘the Terminal Company’s bonds.*** 
However, in order to provide funds necessary to continue the subwa 
construction, Harris Forbes & Company made arrangements for ah 
construction to be financed temporarily by bank loans *° made by 
the Guaranty Trust Company of New York. By July 1929, loans to 
the Ferminal Company made by the Guaranty Trust Company totaled 
$5,250,000. In July 1929, Harris, Forbes & Company informed the 
Guaranty Trust Company of its intention to refund the bank’s loans 
to the Terminal Company by the sale of the Terminal Company’s 
bonds when the market was propitious.*°° 

On October 1, 1929, just before the stock-market break, Harris, 
Forbes & Company again extended the time, during which it might 
market the Terminal iC ompany’s bonds, until December Bll, 1929401 
Harris, Forbes & Company arranged for an extension of the Terminal 
Company’s loans at the Guar anty Trust Company and again repre- 
sented to the bank that the firm would distribute a bond issue for the 
Terminal Company,*” the proceeds of which would be used to pay off 
these loans. Mr. Burroughs testified : 4° 


A. We borrowed money from the Guaranty as work progressed, and it was 
done that way in order to save interest instead of borrowing $5,060;C00 at the 
outset, we borrowed one or two and a half million, and then later borrowed 
some more, and then every time that the Terminal Company got a loan from the 
Guaranty, or renewed its loan, Harris Forbes wrote the Guaranty a letter 
assuring them that it was still the intention of Harris Forbes to market an 
issue of bonds when and as market conditions, and so forth, were propitious. 

Q. So the Guaranty Trust Company knew at all times that it was your inten- 
tion to market these bonds? 

A. Yes; they certainly did. On the other hand, they were fully aware of the 
provisions. The Guaranty Trust Company at that time was very anxious to 
develop this financial connection in Buenos Aires, because all American banks 
were looking for opportunities to expand, and the First National Bank of Bosten 
and the National City of New York were ‘the large American banks represented 
in the Argentine, and this was an opportunity for the Guaranty to make a con- 
nection with a large Argentine enterprise, and Icoked forward to it as a very 
important connection. 

Q. At the time, I take it, that the loans were made by the Guaranty Trust, 
the Guaranty Trust was fully aware of the existence of this agreement. You 
stated, I think 

A. Oh, yes; they were fully aware, knew all about it. 

Q. And as a matter of fact, when this expression of intention on your part 
to take these bonds was extended from time to time, the extensions seemed 
to be timed with the maturity of the Guaranty Trust loans? 

A. Well, I think the letters were given at the time there was a renewal. 


“8Td., at 25495-6 and Commission’s Exhibit No. X38994. 
“9Td., at 25495-6. 
460 Td., at 25502—3, 25505. 


41 Td., Commission’s Hxhibit No. X38994. 
42Td., at 25505. 
465 Td., at 25503-6. 
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Q. Well, there is not in your—there can’t be very much doubt about it because 
it is stated, “In connection with the loan you are making with the Guaranty 
Trust in the amount of $5,250,000, maturing on or before December 31, we desire 
to renew the statement.” There isn’t any doubt that these were timed 

A. None at all. 

Q. Did the Guaranty Trust consider your assurance of some materiality in 
making its loans? 

A. I had a good deal of experience at that time making similar loans for 
other enterprises, negotiating with the bank, and the bank would say, “Is this 
something you are expecting to handle the securities, or is it something we wil] 
have to look to somebody else,” and I would say, “No; this is leading up to a 
bond issue we expect to place. We have not made any definite arrangements 
as to terms or conditions.” That is all the banks wanted at that time. At 
those times banks were glad to make loans to a company where they felt the 
company had established relations with an investment house and some issue 
would be forthcoming when it was needed. Today a bank would probably want 
a firm commitment. 

Q. But the Guaranty Trust would not take it very kindly if you had just 
stepped out of the picture and left them on the loan, if they had not received 
some substitute or some other assurance that the financing would be carried 
through? 

A. Oh, no. I don’t think they would. 

- When the Terminal Company’s $5,250,000 obligation to the Guar- 
anty Trust Company matured on December 31, 1929 (after the col- 
lapse of the securities markets in October 1929), the Terminal Com- 
pany did not have the funds to meet the loan. Harris Forbes & 
Company believed that it would be unable to market an issue of the 
Terminal Company’s bonds except at a high interest rate *°* and ap- 
parently the banking firm did not desire to do that. Whether or not 
Harris, Forbes & Company was legally obligated by reason of having 
represented to the Guaranty Trust Company that it (Harris, Forbes 
_& Company) intended to distribute a bond issue for the Terminal 
Company, and thus provide the funds to meet the maturity of the 
bank’s loan to the Terminal Company, Harris, Forbes & Company 
was in a predicament. The Guaranty Trust Company had made 
these $5,250,000 of loans to the Terminal Company, partly in reliance 
upon the representation of Harris, Forbes & Company that that 
firm intended to market a bond issue for the Terminal Com- 
pany, the proceeds of which would be used to pay off these 
loans. Because of the stock-market crash in October 1929 Harris, 
Forbes & Company could not distribute an unguaranteed 6% 
issue and would not distribute an 8% issue for the Terminal Com- 
pany. Moreover, as has been indicated, Harris, Forbes & Company 
had sold to the English public the preferred stock of the Terminal 
Company. And, as Mr. Burroughs testified,*** the firm felt it neces- 
sary to protect the preferred stockholders against a possible loss 
which might accrue to them if the construction of the subway of the 
‘Terminal Company were not completed because of financial difficul- 


4¢4 Mr. Burroughs testified (id., at 25518) : 
Q. In your opinion, were market conditions such that bonds of the Buenos Aires 
Railroad could have been marketed directly in the United States at that time? 
A. I think they might with the 8-percent coupon * * *, They could not have 
been marketed at 6 percent. 


46 Td., at 25498. 
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ties. In addition, the failure of Harris, Forbes & Company to pro- 
eure financing for the Terminal Company might have resulted in 
the loss of its banking contract with that company. And finally the 
Guaranty Trust Company “would not take it very kindly” if Harris, 
Forbes & Company “had just stepped out of the picture and left 
them [the bank] on the loan.” It evidently was incumbent upon 
Harris, Forbes & Company to devise some means whereby the Ter- 
minal Company could raise funds to pay off these bank loans. 

The following plan was therefore evolved by Harris, Forbes & Com- 

any to extricate itself from its predicament. On February 8, 1930, 
the United States & Overseas Corporation was caused to loan to the 
Terminal Company $1,000,000, which was deposited to the account of 
the Terminal Company with the Guaranty Trust Company.*® 

On December 31, 1929, South American Railways Company *°* was 
incorporated as a subsidiary of General Investment Corporation with 
paid-in capital of $1,510,000,‘ of which $10,000 was contributed by 
General Investment Corporation. On March 381, 1930, General Invest- 
ment Corporation lent $7,500,000 to South American Railways Com- 
pany for sixty days.*°* This money was in turn lent to the Terminal 
Company,*”° which used it to pay its debt of $5,250,000 to the Guaranty 
Trust Company and its debt of $1,000,000 to United States & Overseas 
Corporation.*™ é 

In order to finance the balance of the Terminal Company’s subway 
construction and to pay off its loan from General Investment Corpora- 
tion, South American Railways Company on April 28, 1930, sold at 
97% to Harris Forbes & Company $12,000,000 principal amount of its 
6% notes due April 15, 1933, guaranteed both as to interest and prin- 
cipal by General Investment Corporation and convertible into General 
Investment Corporation common stock.‘ These notes were then dis- 
tributed by Harris, Forbes & Company to the American public at 
par“? On the same date General Investment Corporation purchased 
from South American Railways Company 20,000 shares of its pre- 
ferred and 20,000 shares of its common stock for $1,000,000.474 Out of 
the proceeds of the sales of the notes and stocks, South American Rail- 
ways Company repaid its $7,500,000 loan from General Investment 
Corporation and lent an additional $7,000,000 to the Terminal Com- 
pany.7” As a result of the above-described transactions, General In- 
yestment Corporation and United States & Overseas Corporation in- 

46 Tq., Commission’s Exhibit No. X38995, 

467 Poor’s Fiscal Volume, 1931, p. 1142. 

48 South American Railways Company issued 230,000 shares and 30,000 preferred shares 
for $1,510,000. Of this, 200,000 shares of common were issued to General Investment Cor- 
poration for $10.000 and the remaining shares in three equal lots were issued to United 
States & Overseas Corporation, First National-Old Colony Corporation and United Engi- 
necrs Society for $500,000 cash each. (Op. cit. supra, note 1, Commission’s Exhibit No. 
Xx3996). he First National-Old Colony Corporation was identified as affiliated with First 
National Bank of Boston (id., at 25511), one of the sponsors of United States & Overseas 
Corporation. 

489 1d., Commission’s Hxhibit No. X38996. 

“0 Td,, Commission’s Hxhibit No. X38997. 

417d., Commission’s Bxhibits Nos. X3995, X38996. 

Td, at 25517-20. 

8 Thid. 

44Td,, Commission’s Exhibit No. X3996. 

“5 %d., Commission’s Exhibit No. X38997. 
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vested in South American Railways Company a total of $14,520,009, 
Of this amount, General Investment Corporation had contributed 
$1,020,000 and guaranteed payment on $12,000,000 of South Americay 
Railways Company’s notes; while United States & Overseas Corpora- 
tion had contributed $500,000. Thus by causing General Investment 
Corporation, with its $60,000,000 of South American Railways Com. 
pany assets, to guarantee a $12,000,000 note issue, Harris, Forbes & 
Company succeeded in raising sufficient funds not only to pay off the 
bank loans but complete the construction of the subway. In addition, 
General Investment Corporation and United States & Overseas Cor- 
poration were caused to invest indirectly $1,500,000 for the same 
purposes. 

Mr. Burroughs testified : 47 

Q. But the fact is that, whether this was a commitment or whether it was not 
the whole thing was settled largely by Public Utility Holding Company, Genera] 
investment Corporation guaranteeing a bond issue of South American Railways 
which Harris Forbes took over? 
. Harris Forbes marketed the issue. 
And it was guaranteed by Public Utility Holding Corporation? 
That is correct. 
And the Guaranty Trust Company was paid off? 
That is correct. 
. So that as far as any embarrassment on that score, Harris Forbes had no 
embarrassment from this commitment or this arrangement? 

A. No; Harris Forbes never had any embarrassment at all. 

Q. But Public Utility Holding Corporation had some difficulty, didn’t it? 

A. At maturity? ; 

Q. Yes; I mean its guarantee was a real obligation. 

A. Was a very real obligation. 

Q. And involved very real misfortune? 

A. Very real, 


The notes of South American Railways Company at maturity be- 
came a “live” obligation of General Investment Corporation, which 
had guaranteed the issue.” To reduce this obligation, General In- 
vestment Corporation invited tender by the public of the South Ameri- 
can Railways Company notes ** and acquired the entire $12,000,000 
issue.at.a cost of $9,882,494.47 

During the period of acquisition of the $12,000,000 of South Ameri- 
can Railways Company notes, General Investment Corporation lent 
the Terminal Company directly about $2,868,680.4°° This increased 
the aggregate investment of General Investment Corporation and 
United States & Overseas Corporation in the South American Rail- 
ways Company to about $14,260,680. General Investment Corporation 
thereafter acquired the South American Railways Company stock 


OPOoreopr 


46 Td., at 25505-6. 

47 Td., at 25506-7. 

478 Td., Commission’s Exhibit No. X38999. 

479 Td., Commission’s Exhibit No. X3998. General Investment Corporation paid for these 
notes $5,059,000 in cash and $4,823,000 by the issue of its own notes. 

480 Td., at 25513—4; see also Commission’s Exhibit No. X3996. 
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held by others ** at a cost of $19,800,**? thus increasing its total invest- 
ment in the South American Railways Company to about $14,280,974.282 

On November 6, 1934, South American Railways Company was 
liquidated and thereafter General Investment Corporation held di- 
yectly the notes of the Terminal Company having a face value of 
$17, 496,771.48 

In November 1936, after the control of General Investment Corpora- 
tion had been sold to one Ernest B. Warriner, these notes of the Termi- 
nal Company, which had cost General Investment Corporation $14,- 
980,974, were sold for $7,500,000, or a loss of $6,780,974.46. This 
amount was not the entire loss on this venture, since a $35,000 com- 
mission was paid to Clifford P. Billings and since $250,000 was paid 
to one Philip De Ronde, ostensibly as “his commission on the sale of 
the note and $150,000 was paid ostensibly to a group of South Ameri- 
can bankers.*8® 


¥, Repurchases of Preferred Stock; Profits to George E. Deven- 
dorf, President of General Investment Corporation, and Other 
Insiders 


In 1930, the Chase Securities Corporation by purchasing Harris, 
Forbes Companies, the parent company, had acquired control of all 
of the various Harris, Forbes companies, including a half interest 
in Pubhe Utility Associates, Inc., formerly known as The Harris, 
Forbes Corporation.*s® As has already been shown, The Harris, 
Forbes Corporation held one-half of the Class A stock of General 
Investment Corporation. In July 1933 the stock of The Chase 
Securities Corporation was distributed to the stockholders of the 
Chase National Bank of the City of New York in compliance with 
provisions of the National Banking Act of 1933 requiring national 
banks to sever their connection with security affiliates.4*’ At this 
time, United Founders Corporation took over the active management 
of General Investment Corporation by designating a majority “of the 
investment company’s board of directors.**® By July 15, 1933, The 
Equity Corporation (another investment company then controlled by 
David Milton and Ellery Huntington) had acquired control of United 
Founders Corporation and its subsidiaries.4%® On November 23, 1935, 
The Equity Corporation caused United Founders Corporation and 
its subsidiaries to be consolidated to form American General Cor- 
poration,**® 89% of the voting stock being acquired by The Equity 
Corporation." 

Beginning in November 1935, the United Founders Corporation 
group and ‘its successor, American General Corporation, purchased 

#1 See supra, note 468. 

2 Op. cit. supra, note 1, Commission’s Exhibit No. X4000. 

1d. at 25514. 

447d., at 25509 and Commission’s Exhibits Nos. X3996, X3997, and X3423-—5i (p. 4). 

‘ For more detailed discussion of this sale and commission see infra, pp. 595-601. 

4&6 See note 8, supra. 

487 Op. cit. supra, note 1, at 25292. 

48Td,, Commission’s Exhibit No. X3424 (p. 16). 

49 Public Examination, The Equity Corporation, Commission’s Hxhibits Nos. 805, 806. 
For more detailed discussion of The Equity Corporation see Sec. VI, N, supra, pp. 218--20. 

40 Td,, Commission’s Hxhibit No. 862. 

*1 See Part Two (House Doc. No. 70, 76th Cong.), Ch. V, Sec. IV, B, 2. 
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all of the stock of Public Utility Associates, Inc.,*°? whose principal 
asset. was its ownership of 50,000 shares of the Class A stock of Gen- 
eral Investment Corporation——half of the outstanding shares of such 
stock. This purchase placed all of the Class A stock of Genera] 
Investment Corporation, which represented 40% of that company’s 
total voting power, in the hands of American General Corporation.‘% 

From J uly 1933 to August 1936, under the management of United 
Founders Corporation and its successor American General Corpora. 
tion, the activities of General Investment Corporation *°* were primar- 
ily confined to the liquidation of its portfolio of public utility securi- 
ties.°° The funds derived from the sale of these portfolio securities 
were used by General Investment Corporation to reacquire its own out- 
standing preferred stock at substantial discounts from asset value, by 
means of exchange offers of cash and its common stock and of a new $3 
prior preferred stock 

As at May 31, 1934, General Investment Corporation had out- 
standing 127,018 shares of $6 preferred stock *°7 having a preference 
in assets of $115 a share, or a total of $14,606,500. In addition, divi- 
dend arrears on the preferred stock then poraled $1,905,000.*98 cithne 
the total prior claim of the preferred stock against the investment 
company’s assets was $16,511,500. However, as at May 31, 1934, the 
investment company had net assets of $12, 147, Sieace an amount in- 
sufficient to meet the preferential claim of the preferred stock against 
the assets of the company. As a result, the investment company’s 
Class A common and common stocks had no asset value and the 
actual liquidating value of each share of preferred stock was $95.64. 

On May 31, 1934, the United Founders Corporation group held 
50,000 shares of the Class A and 148,780 °°° shares of the common 


492 One-half of the stock of Public Utility Associates, Inc., was acquired from George HB, 
Devendorf, then president of General Investment Corporation, who had purchased the stock 
at a cost of $75,000 in July 1935 from Amerex Holding Corporation, formerly Chase Securi- 
ties Corporation. (Op. cit. supra, note 1, at 25298 and Commission’s Hxhibit No. X4130,) 
Mr. Devendorf transferred the stock of Public Utility Associates, Inc., to United Founders 
Corporation and American Founders Corporation in November 1935 in consideration of the 
receipt of 3,500 shares of the preferred and 25,000 shares of the common stock of General 
Investment Corporation which Mr. Davendorf resold at a profit of $295,000. (Id., at 25664 
and Commission’s Exhibit No. X4130.) 

498 United Founders Corporation and its subsidiaries, the predecessors of American Gen- 
eral Corporation, had held 50% of the Class A stock of General Investment Corporation 
from the latter’s inception in 1929. (Id., Commission’s Exhibit No. X3424 (p. 27 et seq,).) 

494 Td., Commission’s Hxhibit No. X8423-—c, Item 19. 

495 Upon its accession to control, United Founders Corporation caused the name of the 
investment company to be changed from The Public Utility Holding Corporation of America 
to its present name, General Investment Corporation. (Id., Commission’s Exhibit No. 
X3423, p. 1.) 

46 Op. cit. supra, note 1, Commission’s Exhibit No. X4129. This new preferred stock, 
which was created by an amendment to the investment company’s charter on September 25, 
1934, had a par value and liquidating preference of $50 per share. 

497Td., Commission’s Exhibit No. X3423-5-H. The investment company also had out- 
standing as of the same date 626,698 shares of common stock and 100,000 shares of Class A 
stock alike in all respects except that the Class A stock at all times possessed 40% of the 
voting power of the corporation. 

498 Tbid. 

499 Ibid. The investment company’s then principal asset, the notes of the Buenos Aires 
Central Railroad & Terminal Company having a face value of $17,410,565 (ibid.), were 
valued on the company’s balance sheet, after deducting reserves, at approximately 
$7,000,000. (Ibid.) As will be described infra (pp. 592-4), these notes were later sold 
to an agency of the Argentine government for $7,500,000. 

600 Td., Commission’s Exhibit No, X38424 (p. 27 et seq.). 
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stock of General Investment Corporation, or approximately 27% of 
the aggregate of such common and Class A stock then outstanding.°** 
The retirement of substantial blocks of the investment company’s 


referred stock at a cost less than the actual liquidating value would, » 


at the expense of preferred stockholders who sold their shares for les¢ 
than asset value, not only enhance the liquidating value of the out- 
standing preferred stock and eliminate dividend arrearages on the 
preferred stock retired, but would increase the possibility of partici 
pation in the company’s assets and earnings by the common and 
Class A common stockholders. 

On June 15, 1984, General Investment Corporation, then under the 
control of the United Founders Corporation group, offered to acquire 
its $6 preferred stock by payment of $15 in cash and 7 shares of its 
common stock for each share of such preferred stock.°°? ‘The man- 
agement’s offering letter invited tenders up to a maximum of 42,337 
shares, one-third of the total amount outstanding, to be made on June 
30, 1935.°°° The letter inviting tender did not disclose either the 
market or the asset value of the securities involved in the exchange.” 
Nor did the letter indicate the management’s holdings of the common 
and Class A common stock of the company and the possible benefit 
which might acerue to the management by virtue of these holdings, 
if the offer was successful. 

On June 15, 1934, the market value of the $6 preferred stock was 
approximately $15 a share and the market value of the company’s 
common stock was 75 cents per share. On a market value basis, 
therefore, the company’s offer of $15 in cash plus 7 shares of common 
stock having a market value of $5.25 for each share of its $6 pre- 
ferred stock was an attractive one.°°> However, the preferred stock- 
holders who accepted the company’s offer received $15 cash and com- 
mon stock having no asset value in return for each share of their 
preferred stock which had an asset value on May 31, 1934, according 
to the company’s published reports, of $95.64 per share. 


6 The United Founders Corporation group on May 31, 1934, also held 34,683 shares of 
the $6 preferred stock of General Investment Corporation, equivalent to 27% of the 127,013 
shares of such stock then outstanding. (Ibid.) Although they accepted the exchange offers 
of General Investment Corporation as to a portion of their holdings of such stock at a loss 
in asset value, this loss was in substance offset by the enhancement in the value of the 
preferred stock which the Founders group of companies retained. See infra, p. 581. 

82 Op. cit. supra, note 1, Commission’s Wxhibit No, X4129, On July 2, 1934, this offer 
was renewed and on July 30, 1934, the offer expired. (Ibid.) 

503 Td,, Commission’s Exhibit No. X4129. It is to be noted that Section 3 (a) (9) of the 
Securities Act of 1933 exempts from the registration provisions of that Act “any security 
exchanged by the issuer with its existing security holders exclusively where no commission 
or other remuneration is paid or given directly or indirectly for soliciting such exchange.” 

80t Tq,, Commission’s Hxhibit No. X4129. Nor did the annual report of General Invest- 
ment Corporation as of May 31, 1934, which was issued to the stockholders on June 12, 
1934, specifically indicate the asset values of the company’s outstanding securities, 
although it contained financial statements from which an informed investor, after some 
calculation, could obtain such asset values. (Id., Commission’s Hxbibit No. X8423—5h.) 

506 This premium paid in terms of market value was an inducement for the exchange. 
Howeyer, since the market value of the common stock had no basis in underlying asset 
value, the advantage in the exchange to investors in General Investment Corporation as a 
whole was more apparent than real. While individual security holders might realize $5.25 
on resale of the common shares, they could realize it only by reason of the fact that others 
might buy from them stock which had neither asset value nor current earnings, 
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hae a result of its offer, General Investment Corporation reacquired 

2,337 shares, constituting one-third of its outstanding $6 preferred 
Sects with a liquidating value, as of May 31, 1934, “ot $95.64 per 
shave or a total liquidating value of $4,029,110. For these shares 
General Investment Corporation expended $635,055 in cash and issued 
296,859 shares of its common stock, without any asset value at that 
time. As a consequence, the asset value of the remaining preferred 
stock was enhanced by approximately $3,414,055, at the expense of 
the preferred stockholders who had accepted the company’s offer, 
Furthermore, by this retirement one-third of the $1,905,000 of diyi- 
dend arrearages on the preferred stock as of May 31, 1934, wag 
eliminated. 

The United Founders Corporation group of companies accepted 
General Investment Corporation’s offer as to 11,653 shares of thei 
total holdings of the 34,683 shares of $6 preferred stock.©°§ The 
United Founders Corporation group retained 23,030 shares °°? of the 
$6 preferred stock of General Investment Corporation, or approxi- 
mately the same proportion of the preferred shares outstanding as it 
had previously held. Since the asset value of only the preferred 
stock was affected by the exchange, the derived increment in the 
asset value of the preferred stock of General Investment Corpora- 
tion which the United Founders Corporation group retained, approxi- 
mately offset the loss in asset value in the prefer Hed stock of General 
Investment Corporation which they surrendered under the offer. 

On February 14, 1935, General Investment Corporation offered 
to acquire 59,230 shares, or 70% of its then outstanding $6 preferred 
stock in exchange for shares of a new $3 prior preferred stock and its 
common stock at the rate of one-half of a share of a new $3 prior pre- 
ferred stock and ten shares of common stock for each share of old 
preferred stock.°°* This offer was renewed on March 26, and on June 
20, 1935, and expired on July 8, 1935.°°° Again the offering letters 
failed to disclose fully the asset and market values of the securities 
involved in the exchange or the management’ s holdings of the various 
classes of the investment company’s securities."° The market value 
of the $6 preferred stock during the pendency of this offer varied 
from $15 to $17 a share. The market value of the ten shares of com- 
mon stock plus the one-half share of $3 preferred stock offered for 

each share of the $6 preferred stock over the same period was 
approximately $30.5" 

However, stockholders who accepted the offer suffered substantial 
losses in asset values. During the pendency of these offers, the asset 


506 Td., Commission’s Exhibit No. 8424 (p. 27 et seq.). 

br Tid: 

50S Td., Commission's Exhibit No. X4129. 

500 Ibid. A cash offer of $15 a share was made for the $6 preferred stock held by stock- 
holders owning 7% shares or less of such stock. 

510 Thid. 

511Td., Commission’s Exhibit No. X3773. This valuation assumes a market value for the 
one-half share of $3 prior preferred stock of $25 a share, the amount of its preference 
against the investment company’s assets. 
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value of the $6 preferred stock was in excess of $60 per share.’ By 
July 24, 1935, the investment company had reacquired and retired as 
4 result of the exchange offer 21,374 shares of its $6 preferred stock 
having a total liquidating value of approximately $1,262,440.° To 
reacquire these shares General Investment Corporation had issued 
10,687 shares of $83 prior preferred stock having a liquidating value 
of $534,350 ° and 213,740 shares of its common stock having no asset 
value at the time. As a result of the exchange, therefore, the asset 
value of the outstanding $6 preferred stock was enhanced approxi- 
mately $748,090. 

The United Founders Corporation group accepted this last offer 
of the General Investment Corporation to the extent of 5,840 shares 
of their holdings of the $6 preferred stock.*'® However, United 
Founders Corporation still retained 17,190 shares of the $6 preferred 
stock, thereby retaining approximately 27% of the 63,050 of such 
shares outstanding after the termination of the exchange offers.°*’ 
Since the exchange only affected the asset value of the $6 preferred 
stock still outstanding and the United Founders Corporation group 
retained their proportionate interest in this class of stock, the 
Founders group derived an increment in the asset value of the $6 
preferred stock of General Investment Corporation which they re- 
tained approximately equal to the loss in asset value they suffered on 
the $6 preferred stock which they surrendered to General Investment 
Corporation. 

In all, as a result of these exchange offers, General Investment Cor- 
poration reacquired 63,711 shares of its $6 preferred stock, or approxi- 
mately one-half of such preferred stock outstanding prior to the ex- 
change offers, at a discount of about $4,162,145 from their asset values 
at the approximate times of such offers. And, as has been stated, 
although the United Founders Corporation groups surrendered part 
of its shares of the $6 preferred stock of General Investment Corpora- 
tion under the terms of the latter’s exchange offers, their losses in 
asset value, as the result of the exchanges, were offset by the increase 
in asset value of the $6 preferred stock which they retained. How- 


522. 0n November 30, 1934, the asset value of the $6 preferred stock was $62 per share 
(id., Commission’s Exhibit No. X3423 [Exhibit 5-I]) and on May 31, 1935, its asset value was 
$67.69 per share. (Id., Commission’s Exhibit No. 5—J.) The apparent decline in the asset 
value of the preferred stock from an asset value of $95.64 per share on May 31, 1934, to 
$67.69 per share on May 31, 1935, is attributable to an “arbitrary” write-down by the 
management of the notes of the Buenos Aires Central Railroad & Terminal Company from 
approximately $7,000,000 on May 31, 1934, to approximately $3,800,000 on May 31, 1935. 
(Ibid.) hese notes, as already stated, were sold in November 1936 for $7,500,000. If the 
valuation of $7,000,000 for the Terminal Company’s notes used in the May 31, 1934, report 
to stockholders had been retained in the May 31, 1985 report, the reported asset value of 
the $6 preferred stock on this date would have been approximately $115 per share. 

813 Td., Commission’s Exhibit No. X3424 (p. 24). 

54 Tphid. On November 7, 1935, General Investment Corporation made a public offer to 
repurchase its $3 prior preferred stock at a price of $41.50 per share. As a result of this 
offer, the investment company reacquired 9,408 shares of $3 prior preferred stock having a 
liquidating value of $470,400 at a cost of $390,381.50. (Id., Commission’s Exhibits Nos. 
X4129, X3424 (p. 16).) 

a5 These common shares, however, had a market value of approximately $291,200. (Id., 
Commission’s Hxhibit No. X3773.) 

16 Td,, Commission’s Hxhibit No. X8424 (p. 27 et seq.). 

57 Tq., Commission’s Hxhibit No. X3423—5-I. 
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ever, the retirement of approximately one-half of the outstanding $¢ 
preferred stock of General Investment Corporation was of potentia] 
benefit to the Class A and common stock of General Investment Cor- 
poration which was substantially owned by the United Founders 
Corporation group. 

Lar gely as the result both of the retirement of part of the com- 
pany’s $6 preferred stock by exchange offers and the subsequent sale 
for $7,500,000 gross of the notes of the Buenos Aires Central Railroad 
& Terminal Company to an agency of the Argentine government, in 
November 1936,°'° the net assets of the investment company as at 
November 380, 1936 were not only sufficient to meet the full liquidating 
preference of the then outstanding $6 preferred stock plus the ‘unpaid 
dividends thereon, but also to provide an asset value of approximately 
70 cents per share for the company’s outstanding Class A and com. 
mon stock.*!® However, American General Corporation (the suc- 
cessor to the United Founders Corporation group), did not obtain the 
full advantage of this increment because it disposed of its holdings 
of the securities of General Investment Corporation to International 
Equities Corporation, another investment company controlled by 
Ernest B. Warriner at a price of $1,100,000 which was only $32, 000 
in excess of the stated value of such holdings.®2° This price was 
substantially less than the asset value of the securities after the sale 
of the Terminal Company notes which took place a short time after 
American General Corporation sold its holdings to International 
Equities Corporation. 

During the time that; the Investment company was engaged in its 
preferred stock retirement program substantial trading in this stock 
was carried on by the insiders of General Investment Corporation, 
particularly by George E. Devendorf and his family. In June 1932, 
Mr. Devendorf, who had served as vice president of the investment 
company from its inception, became its president and served in that 
capacity until August 3, 1936." Although his ownership of Gen- 
eral Investment Corporation’s $6 preferred stock prior to the time 
that he became president of the investment company had been limited 


518 As early as 1983, George HW. Devendorf, then the president of General Investment 
Corporation, had gone to Buenos Aires in an attempt to dispose of the Terminal Company’s 
notes held by the investment company. (Public Examination, General Investment Corpora- 
tion, at 20237.) In a letter to the stockholders of General Investment Corporation, accom- 
panying its annual report as of May 31, 1934, Mr. Devendorf stated (op. cit. supra, note dp 
Commission’s Exhibit No. X3423-5H) : ‘“‘According to latest advices received, the President 
of Argentina has reeommended * * * the enactment of a law providing for the forma- 
tion of a transport monopoly to include the subways and tramways of the City of Buenos 
Aires and suburbs. It is too early to estimate the effect this law will have, if passed 
* * * on the tramway and subway properties belonging to the Terminal Company.” 
The law referred to in this letter was finally passed in October 1936. (Public Examination, 
General Investment Corporation, at 202388-9.) 

519 Op. cit. supra, note 1, Commission's Exhibit No. X8423-F 

620 See infra. American General Corporation also received an 11% participation in any 
proceeds in excess of $2,800,000 derived by General Investment Corporation from the sale 
by the latter of its holdings of the notes of the Buenos Aires Central Railroad & Terminal 
Company. This 11% participation would have entitled American General Corporation to 
an additional payment of $517,000 from International Equities Corporation. However, in 
July 1937, for reasons which will be described later, American General Corporation took 
legal proceedings to rescind the sale of its holdings of General Investment Corporation’s 
securities to International Equities Corporation. 

521 Op. cit. supra, note 1, Commission’s Hxhibit No. X3424, p. 16. 
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to 384 shares purchased for $224.94 in September 1930," after he 
became president Mr. Devendorf and his family became active traders 
in this stock. Between August 12, 1982, and March 9, 1934, Deven- 
dorf and his family purchased 14,295 shares of such preferred stock 
for $86,696.75 or at an average price of $6 a share; and between 
April 16 and July 19, 1984, at the time that the investment company 
was offering $15 and 7 shares of common for each share of the $6 
preferred stock, Devendorf and his family resold these shares at an 
average price of $12.40 per share for $17 8,355.73 or at a profit of 
91 44.04.52 

Between March 25, 1935, and June 19, 1935, Mr. Devendorf and his 
family purchased 2,852 shares of $6 preferred stock of General In- 
yestment Corporation for $60,365.05. Again at the time that the 
‘nvestment company was reacquiring its $6 preferred stock by the 
further public exchange offers, these shares were sold for $96,051.32 
or at a profit of $35,695.27.°* Mr. Devendorf testified that these 
profits realized by him and his family on their transactions in the $6 
referred in 1934 and 1935 were realized in part at the expense of 
the investment company to which he sold $6 preferred stock, for cash 
and securities, at the times that the investment company made its 
exchange offers.*?° 

In addition to the above preferred shares which were resold by 
Mr. Devendorf and his family during 1935, the Devendorfs during 
that year accumulated approximately 13,900 shares of the $6 pre- 
ferred stock at a cost of about $267,520.°° Almost immediately upon 
Mr. Devendorf’s resignation as president of the Corporation in 
August 1936, he and his family resold 4,900 shares of this $6 preferred 
stock at a profit of $199,694.37." Of these shares, 800 were sold to 
American Equities Corporation °° at $60 per share or at a profit of 
$39 609.04.5° ‘These 800 shares together with 1,200 additional shares 
which American Equities Corporation had acquired at a total cost 
of $103,170 (for the entire 2,000 shares) and 2,500 additional shares 
owned by Devendorf and his family were immediately resold to 


52 See Appendix F, infra. 

523 Tpid. 

524 Thid. 

#5 Op. cit. supra, note 1, at 25667. During 1935 General Investment Corporation paid 
out about $1,299,000 in cash in retirement of preferred stock. (1d., Commission’s Exhibit 
No, X3424 at pp. 10-11.) 

526 Appendix F, p. 788. 

527 Thid. 

#8 While Devendorf was president of General Investment Corporation in November 1935, 
it sold to Colonel A. E. Pierce the entire block of 509,673 shares of Central Public Service 
Company common stock and of 249,467 shares of Central Public Utility Corporation Class A 
stock together with an option on 5,000 shares of Consolidated Electric & Gas Company 
preferred stock for $70,000. Thereafter, Colonel Pierce sold these securities at a profit 
of over $100,000 (op. cit. supra, note 1, at 25636-8) to American Equities Corporation 
which had been suggested to Pierce as a possible buyer of such securities by Mr. Devendorf. 
(Id., at 25685.) This transaction gave American Equities Corporation a substantial 
interest in the reorganized Central Public Service system. Mr. Devendorf was then and 
still is chairman of the board of Consolidated Electric & Gas Company. (Id., at 25669. ) 
Almost immediately upon his resignation as president of General Investment Corporation 
in 1936, Devendorf started trading in the bonds of Consolidated Electric & Gas Corpora- 
tion with funds loaned him by American Equities Corporation, such financing totaling 
$118,728.77. (Id., Commission’s Exhibit No. X4145.) . 

329 Appendix A, p. 779. 
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General Investment Corporation by American Equities Corporation, 
on its own behalf and as agent for Devendorf and his family at $69 
per share or a profit of about $101,900 to the Devendorfs and a profit of 
about $17,000 to American Equities Corporation.>*° 

American Equities Corporation was not the only associate of My 
Devendorf to profit in trading in the $6 perferred stock of Genera] 
Investment. Corporation. D. H. Silberberg & Company,>** in 1935, 
bought in joint account with Mr. Devendorf and his family about 
5,900 shares at $20 per share which he resold to Wallace Groves 5: 
at a price of $87.50 per share realizing thereby a profit of $67.50 per 
share or a total profit of over $268,000. 

The balance of 9,000 shares of $6 preferred stock which the Deven. 
dorfs held, at a cost of $173,000, at the time of his resignation in 
August 1936 as president of General Investment Corporation were 
resold in January 1937 to Wallace Groves at $87.50 per share or at 
a profit to the Devendorfs of about $614,000.*** 


G. MANAGEMENT OF GENERAL INVESTMENT CORPORA. 
TION BY ERNEST B. WARRINER (AUGUST 1936 TO 
MARCH 1937) 


1, ACQUISITION OF CONTROL OF GENERAL INVEST- 
MENT CORPORATION BY ERNEST B. WARRINER 


In May 1936, American General Corporation (formerly United 
Founders Corporation group) controlled General Investment Corpo- 
ration °** by virtue of its ownership of 18,690 shares of the preferred 
stock, 97,000 shares of the Class A common stock, and 277,645. shares 
of the common stock.>** At this time, General Investment Corpora- 
tion, which had raised approximately $78,500,000 of funds ®** had 
aggregate assets of only approximately $5,400,000, consisting of 
$1,099,351 in cash, portfolio securities with a market value of $703,- 


880 Op. cit. supra, note 1, Commission’s Exhibits Nos. X4145 and 4146; see Appendix A, 
infra. These shares were reacquired by exchange of Consolidated Electric & Gas Company 
preferred stock at $15 a share. (Id., Commission’s Exhibit No. X8970.) Ag indicated in 
note 528, supra, American Equities Corporation acquired a substantial interest in the 
reorganized Central Public Service Corporation System. The total investment therein on 
August 31, 1937, was in excess of $1,000,000. (Id., Commission’s Exhibit No. X4146.) 

'31 TD), H. Silberberg & Company, one of the principal brokers for the United Founders 
Corporation group, in 1929 managed Original Investing Corporation (id., at p. 25681), a 
private investment enterprise owned by Devendorf, partners of D. H. Silberberg & Com- 
pany, and other officers of the United Founders Corporation group. (Id., at p. 25243.) 
D. H. Silberberg & Company had financed Devendorf’s subscription to stock of that 
company. (Id. at p. 25243.) 

581d. at 25284. 

°33 Appendix HF, infra. As will be discussed later, this purchase by Wallace Groves in- 
volved no expenditure of his own funds but was in fact financed by General Investment 
Corporation which was at the time controlled by Ernest B. Warriner, a business associate 
of Wallace Groves. Simultaneous with the purchase Mr. Groves resold these and other 
preferred shares, the acquisition of which was similarly financed, to General Investment 
Corporation at a profit to him of about $300,000. 

584 Public Examination, General Investment Corporation, at 15162-5. 

535 Td., Commission’s Exhibit No. 1565. 

586 See supra, p. 502. 
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388, and the notes of the Buenos Aires Central Railway & Terminal 
Gompany °°? In which General Investment Corporation had invested 
, total of $14,316,039.46 8 but which were valued, for balance-sheet 
purposes in May of 1936, at $8,641,823.° 

During 1933, General Investment Corporation commenced negotia- 
tions for the sale of the Terminal Company notes.**° Clifford P. 
Billings,*** vice president and general manager of the Terminal Com- 
pany 1 Buenos Aires, was designated by General Investment Cor- 
poration to negotiate the sale of this investment to Argentine or 
British interests.**? Mr. Billings, by March or April 1936, had suc- 
ceeded in interesting the Instituto Mobilizoador de Inversiones 
Bancarias, hereafter called the “Instituto,” an Argentine govern- 
mental institution corresponding to the Reconstruction F inance Cor- 
poration,’** im the possible purchase of the notes of the Terminal 
Company for $6,500,000 in cash and “a secondary participation 1 
the subway company.” At that time, General Investment Corpora- 
sion was still controlled by American General Corporation (formerly 
United Founders Corporation group), which in turn was controlled 
by The Equity Corporation, which in turn was dominated by the 
David Milton and Ellery C. Huntington interests. 

About the time when Mr. Billings’ negotiations to sell the Termi- 
nal Company notes were apparently succeeding, one Ernest B. War- 
riner, who had been associated with Wallace Groves when the latter 


37 The investment in the notes of the Terminal Company constituted the only substantial 
asset of General Investment Corporation. Mr. Devendorf testified (op. cit. supra, note 
534, at 15054) : 

Q. The stockholders in this company, their only possible salvation to recoup at least 
a little of their losses, was in the subway; isn’t that so? That is the only substantial 
asset that they had at the time that you speak of, when you say the assets were nine 
to ten million dollars, isn’t that so? 

A. In August of 1936, that is correct. 

Q. The only straw that the stockholders could grasp at, after the shrinkage of 
$67,000,000 was that subway down in Buenos Aires? 

A. That is correct. 

588 See Table 5, supra, p. 534. 

389 Moody’s Manual of Investments, Banks, etc., 1937, at p. 1748. In the balance sheet 
of General Investment Corporation for May 1936, the Terminal Company notes were 
carried in the assets at $8,641,823. However, on the liability side of the balance sheet, 
there was set up a general reserve of $5,000,000 which is applicable, in view of the other 
items in the balance sheet, to the value of the notes. Accordingly, the actual net value 
fixed for the notes would be $3,641,823. 

0 Op. cit. supra, note 534, at 15059, 202387. 

“1 Mr. Billings was the representative of General Investment Corporation in the manage- 
ment of the Terminal Company. In 19382 and 1933 he was also a vice president of General 
Investment Corporation. (Public Examination, American General Corporation, et al., Com- 
mission’s Exhibit No. X3424, p. 16.) 

52 Op. cit. supra, note 534, at 20236a, 20237-8. 

43 Instituto Mobilizoador de Inversiones Bancarias was created under Argentine law to 
take over from the Banco de la Nacion Argentine, and other Argentine banks a number of 
frozen assets. The “Instituto” had the power to sell, liquidate, trade, put new money in, 
and to clear up frozen assets held by banks. (Id., at 15072.) At this time various Argentine 
banks held all of the common stock of the Terminal Company as collateral for loans to the 
La Croze family, the owners of such stock. The Terminal Company’s common stock was 
apparently transferred to the “Instituto,” which contemplated a reorganization of the 
capital structure of the Terminal Company as a means of creating a value for such stock. 
Apparently as part of the reorganization program it was decided to purchase the notes of 
the Terminal Company held by General Investment Corporation. (Ibid.) 
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had previously acquired control of other investment companies, 
commenced negotiations to acquire control of General Investment 
Corporation from the American General Corporation. In May 193¢. 
just after Mr. Billings had tentatively arranged to sell the railway 
for approximately $7,500,000 subject to the approval of the manage. 
ment of General Investment Corporation, Mr. Warriner discussed 
with Philip De Ronde, with whom he had had no previous business 
dealings,**? but who had been an associate of Wallace Groves,** 
whether he would undertake the completion of the sale of the Termi- 
nal Company’s notes if and when he, Mr. Warriner, purchased con- 
trol of General Investment Corporation.*47 The method whereby 
Ernest B. Warriner acquired control of General Investment Cor- 
poration will now be outlined. 

Mr. Warriner had, in February 19386, acquired voting control of 
International Equities Corporation, an investment company of the 
general management type.*48 Prior thereto his principal activity in 


544 Ernest B. Warriner, who had known Wallace Groves ‘‘years before,” met Mr. Groves 
again in 1931 and immediately became associated with him in the latter’s activities in acquir- 
ing control of investment companies. Prior thereto Mr. Warriner had not been associated 
with any investment company. (Public Examination, The Equity Corporation, at 1829 
1834-40.) Mr. Warriner testified that he recommended the purchase of Interstate Equities 
Corporation to Wallace Groves. (Id., at 1832-8.) After Wallace Groves acquired control of 
Interstate Equities Corporation, Yosemite Holding Corporation, Chain & General Equities, 
Ine., Granger Trading Corporation, and Joint Investors, Inc., he designated Mr. Warriner as 
his nominee on the board of some of these companies. (See supra, pp. 181-226. Investment 
Compan.es Acquired and Controlled by Wallace Groves.) In November 1931, Mr. Groves paid 
Warriner $15,000 commission for bringing to him the Interstate Equities Corporation 
transaction. In 1933, Groves paid Mr. Warriner “out of pocket expenses” of $4,734.87, 

After Wallace Groves sold his interest in The Equity Corporation to David Milton andq 
others, Mr. Warriner continued to maintain his business association with Wallace Groves, 
(Public Examination, General Investment Corporation, at 20310.) Mr. Warriner not only 
continued to represent Mr. Groves in various transactions, but for a period of time he 
shared an office with Mr. Groves. (Id., at 20310.) 

Subsequently, in 19385, when Mr. Warriner commenced to acquire control of investment 
companies, he occupied an office directly above that of Wallace Groves. (Id., at 20310—11.) 
The extent of their close association is further indicated by the fact that while Mr. 
Warriner was carrying on his negotiations for the acquisition of investment companies he 
had to assure those with whom he was negotiating that he was not associated with or 
acting for Wallace Groves. (See testimony of Wilfred S. Robinson, id., at 15146-7; 
Harlan J. Wright, id., at 20625; Harold S. Maddock, id., at 20577; Wallace Groves, id, 
at 20589; R. S. Elliott, id., at 15162; Ray Morris, id., at 15251; Walter S. Mack, id., at 
15274-9 ; Ernest F. Henderson, id., at 15334—5, 15339.) 

545Td., at 15068. 

546 Philip De Ronde, who at one time had been president of the Hibernia Trust Company, 
had long been a close business associate of Wallace Groves. As a member of the Prince & 
Whitely Creditors Corporation which had been selected to liquidate and manage the assets 
of the Prince & Whitely, the brokerage firm, which sponsored and controlled Phoenix 
Securities Corporation, he aided Wallace Groves in 19383 in acquiring control of that 
company. (Id., at 15067, 20210-3.) Wallace Groves paid him $25,000 for his services in 
this connection. (Id., at 20213-5.) Subsequent to Mr. Groves’ acquiring control of Phoenix 
Securities Corporation, he designated Mr. De Ronde as a member of the board of directors 
of Phoenix Securities Corporation, which position he still held at the time of the Com- 
mission’s Public Examination on May 8, 1938. (Id., at 15068.) 

547 The exact dates on which these discussions took place are not certain. However, Mr. 
De Ronde, who testified before the Securities and Exchange Commission on May §, 1938, 
with respect to this transaction, indicated that this conversation took place “at least a 
year or a year and a half ago,” which fixes the date at some time in May 1936, prior to 
the acquisition of control of General Investment Corporation by Mr. Warriner. (Id., at 
15069.) De Ronde had never had, prior to this conversation, any business association with 
Ernest B. Warriner. (Id., at 15068.) 

548 See infra, notes 550, 552. 
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connection with investment companies had consisted of his association 
with Wallace Groves while the latter was acquiring control of various 
investment companies.>#? Although Wallace Groves denied that Mr. 
Warriner was his agent or “dummy” in the transaction whereby Mr. 
Warriner acquired control of International Equities Corporation, and 
although Mr. Groves denied that he had any influence or control over 
Ernest B. Warriner or International Equities Corporation after Mr. 
Warriner acquired control of that investment company, the fact is 
that Wallace Groves and his brother, George Groves, had supplied 
Mr. Warriner with almost all of the funds °° with which the latter 
acquired his large block of stock of International Equities Corpora- 
tion in November 1935. Thereafter, by the use of tactics similar to 
those which had been used by Wallace Groves when he acquired con- 
trol of various investment companies,>>! Mr. Warriner had succeeded, 
by February 1936, in acquiring control of International Equities Cor- 
poration by the use of that company’s own funds.>” 


#9 See note 544, supra. 

%0QOn November 5, 1935, Hrnest B. Warriner purchased 11,049 shares of the Class A 
pnd 4,986 shares of Class B stock of International Equities Corporation, representing 
23% of the voting power of that corporation, for $185,070.75. (Id., Commission’s Exhibit 
No. 1577.) ‘To consummate this purchase he borrowed $50,000 from Underwritings and 
participations, Inc., an investment company which he controlled (ibid.) and $139,000 
from the Delaware Trading Corporation (id., at 20229), on the security of the Interna- 
tional Equities Corporation stock, which he had purchased. (Id., at 20230, 20232-3.) The 
Delaware Trading Corporation was a personal holding company of Wallace Groves and 
George Groves, his brother. (Id., at 20229, 20460.) Wallace Groves was not directly con- 
nected with this company at the time it lent the $139,000 to Mr. Warriner, having pre- 
viously transferred his interest therein to George Groves. (1d., at 20229.) However, at 
the time when this loan was made by the Delaware Trading Corporation to Mr. Warriner, 
Wallace Groves was making substantial loans to Delaware Trading Corporation and his 
prother, George Groves. (Id., at 20466.) Wallace Groves conceded that he may have had 
a “pecuniary interest” in the International Equities Corporation stock hypothecated with 
the Delaware Trading Corporation. (Id., at 20466.) Subsequently, in January, after Mr. 
Warriner had succeeded in acquiring control of International Equities Corporation and 
General Investment Corporation, Mr. Wallace Groves reacquired his stock interest in 
Delaware Trading Corporation from his brother, George Groves, in satisfaction of a loan. 
(Id., at 20229-3830, 20462, 20466.) 

See supra, pp. 181-226, Investment Companies Acquired and Controlled by Wallace 
Groves. Myr. Groves’ method was to contract personally to acquire controlling block of stock 
of investment companies and in substance compel other investment companies under his con- 
trol to purchase these controlling blocks from him at a profit to himself so that only a com- 

paratively nominal amount of his personal funds were used to acquire control of invyest- 
ment companies. 

%2QOn February 21, 1936, Mr. Warriner contracted to purchase from Louis J. Kolb and 
his associates in control of International Equities Corporation, 9,211 shares of its Class 
A stock and 5,189 shares of its Class B stock. Louis J. Kolb received Mr. Warriner’s 
promissory note payable six months from the date of the agreement as payment for the 
shares. (Id., Commission’s Exhibit No. 1577.) The shares of stock which were the sub- 
ject of this agreement and which increased Mr. Warriner’s control to 56% of the “A” 
stock and 50% of the “B” stock of International Equities Corporation, were escrowed 
with the National City Bank, subject to the payment of Mr. Warriner’s promissory note, 
but he was permitted immediately to vote the stock. Mr. Warriner had himself and his 
associates elected to the board of directors of International Equities Corporation. There- 
after, on August 21, 1936, Mr. Warriner caused International Equities Corporation to 
assume his obligation of $266,077 on his promissory note due to Louis J. Kolb, and 
acquire the International Equities stock which Mr. Warriner had agreed to purchase. In the 
meantime, on July 28, 1936, Mr. Warriner caused International Equities Corporation to 
purchase from Consolidated Funds Corporation 6,192 shares of the Class A stock and 
6,310 shares of the Class B stock for $174,960.80. (Id., at 15128-33 and Commission’s 
Exhibit No. 1567.) The effect of this reduction of the outstanding stock of International 
Equities Corporation was to increase the voting power of the shares held by Mr. Warriner 
to 65% of its “A” stock and 71% of its “B” stock. 
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Immediately after Mr. Warriner had acquired control of Inter- 
national Equities Corporation, which then had assets of approxi- 
mately $1,165,000,°°* he directed his attention to the acquisition of 
control of General Investment Corporation, which had assets carried 
at about $5,444,562 and evidently worth approximately $9,800,000. 
In July 1936 Mr. Warriner completed negotiations to purchase the 
stockholdings of American General Corporation in General Invest- 
ment Corporation ** for $1,110,000, of which $300,000 was to be paid 
immediately and the balance was to be paid in installments over a 
period of four years.°° 

However, Mr. Warriner personally did not purchase these blocks 
of General Investment Corporation stock. On August 8, 1936, Mr. 
Warriner caused International Equities Corporation, which he con- 
trolled, to purchase American General Corporation’s controlling in- 
terest an General Investment Corporation,” and to make the down 
payment of $300,000 on the contract. Thus Mr. Warriner acquired 
indirect. control of General Investment Corporation through Inter- 
national Equities Corporation without the expenditure of any of his 
personal funds. Although the stock of General Investment Corpora- 
tion was to be held as collateral by American General Corporation 
until completion of the purchase payments, Mr. Warriner was given 
the power immediately to vote the stock.®°® All of the representa- 
tives of American General Corporation on the directorate of Gen- 
eral Investment Corporation resigned, and Mr. Warriner had him- 
self and his associates elected as officers and directors of General 
Investment, Corporation.°* 


Wy 2) 


54JTp addition to cash and securities worth $1,802,739 (see note 539, supra), General 
Investment Corporation had by this time received a tentative offer of $7,500,000 for the 
Terminal Company notes. 


555 Op. cit. supra, note 534, Commission’s Exhibit No. 1577. 
83 Td,, Commission’s Exhibit No. 1565. The Class A common stock and the common 


stock of General Investment Corporation which Warriner had agreed to purchase had no 
asset value. The 13,690 shares of the $6 preferred stock of General Investment Corpora- 
tion held by American General Corporation had a liquidating value of approximately 
$1,010,185 (Moody’s Manual of Investments, Banks, ete., 1937, at p. 1743), based on an 
agreed minimum value of $2,850,000 for the Terminal Company notes in the contract 
of sale. On this basis. American General Corporation received $89,815 in excess of the 
liquidating value of the General Investment Corporation’s preferred stock. However, on 
the basis of the $7.500,000 tentative offer for the Terminal Company’s notes, the price 
paid to American General Corporation was substantially less than the liquidating value 
of the preferred and common stock of General Investment Corporation. The contract 
provided that American General Corporation was to receive 11% of the proceeds of any 
sale of the Terminal Company notes in excess of $2,850,000. (Op. cit. supra, note 533, 
Commission’s Dxhibit No. 1565.) 

%7 Op. cit. supra, note 534, Commission’s Exhibit No. 1565. 

58 Thid. 

39 Wilfred §. Robinson became a vice president and director, Gertrude S. Holman the 
geeretary, and Ernest B. Warriner president of General Investment Corporation. H. 8. 
Maddock, W. B. Warriner, B. C, Milner, Jv., and Ellis A. Baker became directors of the 
company. (1d., Commission’s Exhibit No. 1567.) Messrs. Maddock, Milner, Baker, and 
2obinson were acquaintances of Ernest B. Warriner. (Id., at 15140-1.) 

Gertrude Holman, who was Mr. V Tarriner’s secretary from November 1935 to March 
1937, during the period when Mr. Warriner was affiliated with International Bquities 
Corporation and General Investment Corporation, was formerly associated with Wallace 
Groves and George Groves, his brother. Her first association with Wallace Groves appears 
to have been in 1929 when she was employed by him as a secretary in Baltimore. (id., at 
15037.) Her next position was with Franklin Management Corporation in Philadelphia, 
which was a George Groves company (id., at 15035-6), and then next with the Domestic 


553 Yoody’s Manual of Investments, Banks, ete., 19387, at p. 1741. 
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Although American General Corporation (which was controlled 
by The Equity Corporation) dominated General Investment Corpo- 
ration through its ownership of all that corporation’s Class A com- 
mon stock, its total investment in General Investment Corporation 
represented only a 22% interest in its assets. The public holders 
of the securities of General Investment Corporation would have been 
entitled to 78% of the assets of the corporation had the investment 
company been then dissolved. 

Despite the fact that the public held the predominant ownership 
interest in the assets of General Investment Corporation, The Equity 
Gorporation and American General Corporation did not inform the 
public holders of the securities of General Investment Corporation 
of their intention to transfer control of the latter investment com- 
pany to Ernest B. Warriner. Moreover, the officers of The Equity 
Corporation, who were “conscious of a duty that they owed 
the * *™ * stockholders with respect to the individuals to whom 
they were going to turn over this trust” were also aware of Mr. War- 
riner’s prior association with Wallace Groves. In fact, R. S. Elliott, 
secretary of The Equity Corporation, testified that the officers of The 
Kquity Corporation asked Mr. Warriner if he was representing Mr. 
Groves in the transaction to acquire control of General Investment 
Corporation.°°° Mr. Warriner, however, informed the officials of The 
Equity Corporation that he was purchasing control of General In- 
yestment Corporation on his own behalf and on behalf of Inter- 
national Equities Corporation. In this connection, R. S. Elliott 
testified ; °° 


Q. Now, * * * Mr. Elliott, although The Equity Corporation interests were 
not associated with General Investment Corporation during the period when it 
sustained a Substantial shrinkage in capital, the fact of the matter was that 
there was a time when the Equity interests had a substantial interest in 
General Investment Corporation, isn’t that so? 

A. Yes; that is true. 


Finance Corporation in Chicago, a company in which Wallace Groves had an interest. (I4., 
at 15035.) Her next position was with Hunter Distillery in Baltimore, a Wallace Groves 
owned company. (Id., at 15034—-5.) Wallace Groves then got her a position with Mr. 
Warriner, having introduced her to him on the first day of her employment. She was 
secretary to Mr. Warriner from November 12, 1935 (id., at 15036), the time when Mr. 
Warriner first acquired his interest in International Equities Corporation, to March 15, 
1937, when Mr. Warriner sold control of International Equities corporation to the Hender- 
son Bros. of Boston. (See infra, pp. 615-16.) She was nominated by Mr. Warriner as a 
director of International Equities Corporation and General Investment Corporation. (Id., 
at 15037-8.) She was secretary and treasurer of General Investment Corporation from 
November 30, 1986, until March 15, 1937. 

50 David M. Milton and Ellery C. Huntirgtor, the largest stockholders in The Equity 
Corporation, had in 1938 purchased control of that company from Mr. Groves and pre- 
sumably therefore were familiar with his previous activities in connection with invest- 
ment companies. It is to be noted that negotiations for the sale of General Investment 
Corporation to Mr. Warriner by American General Corporation occurred at about the 
time that the activities of Mr. Groves and Mr. Warriner in the acquisition of control of 
Yosemite Holding Corporation, Chain & General Equities, Inc., Interstate Equities Cor- 
poration, all of which became subsidiaries of The Equity Corporation in 1932, were, to the 
knowledge of the officers of The Equity Corporation and of American General Corporation, 
the subject of a public examination by this Commission. The activities of Mr. Groves and 
Mr. Warriner in connection with these companies are discussed in supra, pp. 181-226, Invest- 
ment Companies Acquired and Controlled by Wallace Groves. 

31 Op. cit. supra, note 534, at 15162-5. 
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Q. And they were substantial minority stockholders, isn’t that so? 

A. Yes; I believe our asset position was about 22 percent of the assets of 
General Investment Corporation, that is American General’s, at the date of the 
sale and the stock vote was perhaps over 50 percent. 

Q. So that Hquity Corporation had voting control of the situation but the 
public had 80 percent of the money. 

A. Yes. 

qQ. And this was a question of Equity Corporation turning over to somebody 
control of the General Investment Corporation, isn’t that so? 

A. Yes. 

* ae Ba BY * * * 

Q. And I assume that you and the other members of the American General 
Corporation were conscious of a duty that they owed the minority stockholders 
with respect to the individuals to whom they were going to turn over this trust, 
isn’t that so? 

A. Yes; we felt that we should deal or should sell it to a responsible corpo- 
ration, which was International Equities, and we looked into their balance 
sheet. 

Q. Now you are talking, Mr. Elliott, about the financial condition of Inter- 
national Equities and, of course, the corporation as a legal entity or fiction— 
but the important thing was the personalities in International Equities, because 
ultimately they were the ones who were going to handle the General Investment 
Corporation funds; isn’t that so? 

A. That is right. 

* * * & a * 

Q. Did you ask him [Mr. Warriner] where he got the money to buy Interna- 
tional Equities in the first instance? 

A. No; I did not. 


Mr. Elliott testified further : °° 


Q. Had you known Mr. Warriner before that? 

A. I had met Mr. Warriner in previous years, I think in late 1982 and early 
1933, and I hadn’t seen him since. 

Q. And that time he was on the board of directors of Yosemite Holding Cor- 
poration, Chain & General Equities, Inc., and Interstate Equities Corporation? ™ 

A. Yes; I believe he was on several of those boards. 

Q. While those corporations were in control of Mr. Wallace Groves; isn’t 
that so? 

A. That is true. 

Q. And you knew that he was closely associated with Mr. Wallace Groves. 

A. We asked Mr. Warriner if Mr. Groves was interested in this, and Mr. 
Warriner said that he was not. 

Q. Well, do you remember what prompted you to ask the question whether 
Mr. Wallace Groves was interested? 

A. Well, it may have been brought out by the hearings that were held about 
that time down here, which you were conducting, Mr. Schenker, and you brought 
out the fact that Mr. Warriner had been associated with Mr. Groves in 1982. 

Q. And was there any Significance to the fact that he was or was Not associ- 
ated with Mr. Groves? 


562 Td., at 15161-2. 

563 These companies late in 1932 became subsidiaries of The Equity Corporation under 
the control of Wallace Groves, who in 1933 transferred control of The Equity Corporation 
and of these companies to the present management of The Equity Corporation. See supra, 
pp. 181-226, Investment Companies Acquired and Controlled by Wallace Groves. 
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A, Well, we wished to inquire as to whether he was, and he said that he 


was not. 

Q. Suppose the answer had been “yes.” 

A. Well, that might have made a different complexion, and we might have 
jhought that we were dealing with Mr. Groves but we did not; we thought that 
we were dealing with Mr. Warriner and with International Equities. We 
jooked at their balance sheet.” 


Although Mr. Elliott testified that the management of The Equity 
Corporation and of American General Corporation relied only on 
the financial responsibility of International Equities Corporation, to 
whom they sold control of General Investment Corporation, the fact. 
is that the assets of International Equities Corporation then had a. 
total value of $1,165,000, as compared with the price of $1,100,000 
which it had contracted to pay to American General Corporation for: 
control of General Investment Corporation. These facts suggested: 
to Frederick S. Burroughs,°** the former president of General Invest- 
ment Corporation, that 1t may have been the intention of International 
Equities Corporation to meet its obligation to American General Cor- 
poration at least in part by the use of the assets of General Investment 
Corporation. Mr. Burroughs testified : °° 


Q. Now, you say you were suspicious of what might transpire. Was that be- 
cause of the personalities that got control of the General Investment Corporation? 
A. No; I knew nothing of the personalities. I had not heard of Mr. Warriner. 
Thad heard of Mr. Groves, but I knew nothing of him personally; but the com- 


ee 

s4In July 1987, American General Corporation commenced an action in the Chancery 
Court of Delaware for New Castle County to rescind its sale of General Investment Cor- 
poration to International Equities Corporation on the ground that Mr. Warriner fraudu- 
lently represented that he was acting in his own behalf in this purchase of control of 
General Investment Corporation while in truth he had actually acted in the transaction as 
the agent of Mr. Groves. On June 29, 1939, Chancellor W. W. Harrington, of the 
Chancery Court of Delaware, entered a decree of rescission canceling the sale of stock of 
General Investment Corporation by the American General Corporation to International 
‘Equities Corporation. The decree was granted with the consent of both parties in the 
action brought by American General Corporation against International Equities Corpora- 
tion. As a result of this decree American General Corporation received from Inter- 
national Equities Corporation the following stock of General Investment Corporation: 
13,690 shares of $6 dividend preferred stock of 46.5% of the total issue ; 97,487 shares of 
Class A stock or 97.5% of the total issue; 277,645 shares of common stock or 29% of the 
total issue, and warrants to buy 803,879 common shares. 

In addition, pursuant to the decree, American General Corporation will pay to Inter- 
national Equities Corporation $1,210,000, the amount originally paid by International 
Equities Corporation to American General Corporation. American General Corporation 
will pay $950,000 to Standard Investing Corporation, controlled by the Henderson Bros. 
(see infra, pp. 614-5) $950,000 for 126,000 shares of the common stock of Utility Equities 
Corporation and for the following stock of General Investment Corporation owned by 
Standard Investing Corporation: 4,741 preferred shares, 159,210 common shares and war- 
rants to buy 8,005 common shares. 

In the settlement, the General Investment Corporation is to receive from International 
Equities Corporation $1,050,000 in cash for certain real estate securities which are to be 
bought from General Investment Corporation by International Equities Corporation. 

With the 151,700 shares of Utility Equities Corporation stock owned by General 
Investment Corporation and the 126,000 shares owned directly, American General Corpo- 
ration will have an interest of 49% in the common stock of Utility Equities Corporation, 
whose assets, as at March 31, 1939, were $6,720,686.. (The New York Times, June 30, 1939.) 

% Subsequently Mr. Burroughs, as a stockholder of General Investment Corporation, 
brought a suit against Mr. Warriner and Mr. Groves for their alleged mismanagement of 
the assets of General investment Corporation. See notes 590 and 619, infra. 

“Op, cit. supra, note 534, at 15220-1. 
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pany that bought the General Investment Corporation had a little more than q 
million dollars in assets, and they had contracted to buy something more than 
million of the Founders interests over a period of time; and it seemed to me 
they were probably calculating on taking that million dollars one way or another 
out of the General Investment Corporation. 

Q. That was the usual technique of buying control, which was to borrow money 
and use the corporation’s money to pay the loan? 

A. That is not usual, but it may happen. 

Q. That was the thing you were afraid of in this situation if the Internationa] 
Equities got control of General Investment Corporation? 

A. I didn’t see any other way they could pay their debt, and I was afraid that 
was what they were planning to do. 


Subsequently, as will be seen, the assets of General Investment Cor. 
poration were used in part to enable International Equities Corpora. 
tion to meet its obligation to American General Corporation under 
the terms of the contract by which International Equities Corporation 
acquired control of General Investment Corporation. 


29. MANAGEMENT POLICIES OF ERNEST B. WARRINER 


a. Sale of Buenos Aires Central Railroad & Terminal Company Notes 


For the purposes of the contract providing for sale of General In- 
vestment Corporation by American General Corporation to Interna- 
tional Equities Corporation, the investment in the Buenos Aires 
Central Railroad & Terminal Company had been valued at onl 
$2,850,000.%" Mr. Billings, however, as previously stated, had tenta- 
tively arranged for the sale to the Instituto Mobilizador Inversiones 
de Bancarias of the Terminal Company’s investment for approxi- 
mately $7,500,000. Mr. Warriner had acquired control of General 
Investment Corporation while Mr. Billings was returning from Bue- 
nos Aires to discuss these terms with the management of General In- 
vestment Corporation. Mr. Billings discussed his negotiations for 
the sale of the Terminal Company notes with Mr. Warriner 
and Philip De Ronde, with whom Mr. Warriner had, as has already 
been stated, even prior to his purchase of General Investment Corpo- 
ration, discussed the sale of the Terminal Company investment. 
Thereafter, on August 26, 1936, Mr. De Ronde returned with Mr. 
Billings to Buenos Aires to consummate the sale of the Terminal 
Company notes. According to the testimony of Mr. Billings, Mr. De 
Ronde was merely to determine whether Mr. Billings was capable of 
completing the negotiations for the sale of the Terminal Company’s 
notes and whether the terms.upon which he had agreed to sell the in- 
vestment were the best available terms.°® In fact, on August 27, 
1936, General Investment Corporation agreed to pay Mr. Billings 
$50,000 if he succeeded in selling the Terminal Company’s notes to 
"ser Td., at 20243-4. The contract, however, did contain the provision that if the railway 
were sold for a sum in excess of this amount that the American General Corporation was 
to receive 11% of the difference. (Id., Commission's Exhibit No. 1565.) 

568 See note 546, supra. Mr. Warriner had immediately upon acquiring control of Gen- 
eral Investment Corporation cabled to Mr. De Ronde to return from China. (Id., at 


15069-70, 15075.) 
589 Td., at 15074, 20240. 
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the “Instituto,” °° whereas no contract, however, was made between 
Mr. De Ronde and General Investment Corporation with respect to 
his services or the amount of commissions, if any, to be paid to him. 
Nor was the board of directors of General Investment Corporation 
requested to approve the selection of Mr. De Ronde to negotiate the 
sale of the Terminal Company notes. Mr. De Ronde testified :°™ 

Q. You were on your way to South America without any agreement in 
writing? 

A. That is right. 

Q. Without a memorandum or even a piece of paper showing that you were 
hired ? 

A. That is right. 

Q. There wasn’t a note or memorandum eyen relating to the agreement you 
say you had relative to the expenses? 

A. That is correct. 

Q. Did you ask Mr. Warriner to request the board of directors to pass a 
resolution to authorize the hiring of Mr. De Ronde to negotiate in South 
America ? 

A. No, sit. 5 

Q. Do you know whether when you started to South America the board of 
directors authorized your retention as negotiant in South America? 

A. It never occurred to me to inquire. 

* * * s s s 8 

Qg. And you say it never occurred to you whether the board of directors au- 
thorized your hiring as negotiant on a deal which might involve $7,000,000? 

A, That is correct. 

Q. And you never had a piece of paper setting forth the terms of your com- 
pensation ? 

A. That is right. 

Q. Did you meet any other members of the board of directors of the General 
Investment Corporation? 

A. I can’t say I knew who they were. 

Q. The only thing you got a wire in China, came on to New York and you 
talked to Mr. Warriner and he said “Go on down and we will pay your expenses 
if you are not successful and we will pay what we think it is worth if you 
consummate the deal,” is that right? 

A. Roughly. 

Only Wallace Groves concurred in the selection of Mr. De Ronde 


as the person capable of selling the Terminal Company notes for 
General Investment Corporation.°”? Thereafter, Wallace Groves evi- 


30 Td., Commission’s Exhibit No. 3175. On December 11, 1936, the original contract was 
superseded by an agreement to pay Mr. Billings a flat sum of $85,000 as his commission, 
plus an additional $15,000 contingent upon the receipt by General Investment Corporation 
of the current interest due on its holdings of the notes of the Terminal Company. (Ibid.) 

sTd., at 15074-5. 

2 Mr, Wallace Groves testified as follows (id., at 20236) : 


Q: And you say that Mr. Warriner did not talk to you and ask whether Mr. De 
Ronde would be the person to be sent down to South America to see if he could close 
the subway deal? 

A. * * * J do not know that I did. I was up at Rainy Lake, Minnesota, and 
De Ronde was in China, I believe, some place in the Orient, I do not know, or in 
South America. That was about the:time that Warriner got control of General 
Investment from American General, and he told me something about the deal, and 
he told me of his contract, and he told me he thought De Ronde, having, lived in 
South America and in the Argentine for a number of years, and speaking the lan- 
guage, and so forth, would be a fine fellow to negotiate for it. I said that sounded 
sensible, ‘we ought to have somebody that knows the people. that speaks the language, 
that lives with them.” That sounded reasonable RA AS 
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denced a continuing interest in the progress of the negotiations fo, 
the sale of the Terminal Company notes. Mr. Groves as well as My. 
cree was consulted by Mr. De Ronde by telephone from Buenog 

ires.o78 

Mr. De Ronde, who, in the meantime, had displaced Mr. Billings jp 
the negotiations,° sold the Terminal Company’s notes to the “Tngtj- 
tuto” on November 27, 19386. The sales price was substantially the 
same as the offer made to Mr. Billings by the “Instituto” in August 
of 1936.°° General Investment Corporation received as a result of 
the sale of these notes $5,750,000 in cash and a $1,750,000 participation 
in a debenture issue of the reorganized Buenos Aires Central Raj]. 
road & Terminal Company.°*” 


b. Disposition of Proceeds of Sale of the Notes of Buenos Aires 
Central Railroad & Terminal Company 


Within a period of approximately two months after the sale of 
Terminal Company notes, the bulk of the $5,750,000 in cash, so de- 
rived by General Investment Corporation, was expended in trang. 
actions in which Wallace Groves or his associates were pecuniarily 
interested.°77 


573 Mr. Billings testified (id., at 20272-3) : 

A, * * *. De Ronde was talking to Warriner in connection with the transaction 
and at the same time was speaking to Wallace. Now, he did not say Groves, but he 
did say Wallace. Subsequent to the termination of these conversations, De Ronde 
exacted my word from me that I would not reveal to any person the fact that he haq 
ee in conversation, or that Wallace had been in conversation with him in Buenog 

ires 

Q. Did he tell you why he did not want anybody to know that he had spoken to 
Wallace? 

A. Well, he told me because of some conditions surrounding the trade by which 
Warriner became president of General Investment Corporation, and it was definitely 
agreed that Wallace Groves was not any party to the General Investment Corporation, 


5% Mr. Billings returned to New York leaving the completion of the gale to Mr. De Ronde, 
who, as has been stated, had been sent to Buenos Aires with the approval not of the 
directors of General Investment Corporation but of only Messrs. Warriner and Groves, 
(Id., at 20256-8.) 

55 Td., at 15078. 

6 Td., at 15078-9. The annual report for General Investment Corporation as at May 
31, 1937, shows that General Investment Corporation received $5,698,269 in cash and 
$1,734,750 as a subparticipation in the syndicate loan. 

*7 During the interim when Wallace Groves was interested in having General Investment 
Corporation make investments in transactions in which he was personally interested, the 
Groves interest made an advance of $25,000 to Mr. Warriner to enable him to meet an 
installment due on his contract to purchase control of General Investment Corporation, 
Gertrude Holman, secretary of General Investment Corporation, testified (id., at 20278-9, 
20285) : 


Q. In any event, there was a payment due and International Hquities did not have 
the cash to pay for it? 


A. That is right. 

Q. So they borrowed the money from somebody ? 

A. Yes, sir. 

Q. You say you assumed it was Wallace Groves? 

A. I did, because Mr. Wallace Groves brought me the check. 

Q. What? 

A. Mr. Wallace Groves brought me the check in the amount of $25,000. 

Q. Do you recall whose check it was? 

A. I think it was a bank cashier’s check, but I am not certain. 

* cd * a of * 

Q. Do you recall at the present time whether there was any entry made in any book 
with respect to that borrowing of $25,000? 

A. The only notation I made was on the stub of the check book when the check 
was deposited. 

Q. Saying what? 

A. Saying the deposit of $25,000 was made, and the date. 

Q. And from whom it was received? 

A. I did not enter that. 


Q. Or for what purpose it was received? 
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(1) COMMISSION OF $435,000 PAID TO PHILIP DE RONDE AND OTHERS 


Of the $5,750,000 received in cash on the sale of the Terminal Com- 
any notes, General Investment Corporation was caused to pay $435,- 
000 as “commissions” in connection with the sale of these notes. Mr. 
Billings was paid $35,000," and the balance of $400,000 was paid to 
Mr. De Ronde and others. 

Mr. De Ronde, immediately after the sale of the Terminal Com- 
any note, had requested General Investment Corporation to pay 
$150,000 to a banking syndicate which he testified was essential to 
fnance the “Instituto” in effecting the purchase of the Terminal 
Company’s notes." However, the “banking syndicate,” comprised 
of Bracht & Company and Bemberg & Company of Buenos Aires, 
denied that they ever kept this $150,000. Philip De Ronde denied 
that he received any part of the $150,000 in commissions paid to 
these bankers. He testified : °° 


One Andathentyoursay, there was a payment of $150,000 to somebody. 


Whom was that paid to? 

A. That was paid to an organization of the syndicate, the banking house. 

Q. Who were the banking houses? 

A. The two that headed the syndicate were Bracht and Co. and Bemberg and 
Company although the latter firm operated under a corporate name. 


A. No, sir. 
Mr. Groves did not deny that this advance was made. He testified (id., at 20289) : 
Q. Did you give your check for $25,000? 
A. I do not recall. I am sure if Miss Holman said I did, I must have * * *. 
a by ae ok * * * 


A. * * * Warriner came to either George Groves or myself and said that they 
had some securities they could sell but they did not want to sell them because the 
previous management had acquired them a long time ago and if they sold them they 
could not deduct a tax loss on them the following year, and he needed a small sum 
of money over the end of the year period, or something like that, and apparently the 
$25,000 was advanced by George Groves. It was not advanced by me * * *, 


Subsequently in January 1937 the $25,000 was repaid to Wallace Groves in the form 
of cash. Miss Holman testified (id., at 20277—8, 20280, 20287-8: 


Q. Will you tell us who asked you to draw it, whether you were told for what 
purpose it was drawn, and whom it was drawn for, please? 

A. It was to repay a loan made to International Equities Corporation. Mr, War- 
riner asked me to have the check cashed at the Hirst National Bank of Jersey City. 


* * * * * + * 
Q. coe International Equities Corporation owed the money? 
A. Yes. 
Q. And it owed it to whom? 
A. I assumed it was Mr. Wallace Groves. 


* * * * * * * 


Q. In any event, you saw the $25,000 of the corporation’s money being drawn in 
cash and you were being told it was being paid to Mr. Groves, you assumed, to pay 
off an, obligation of International Equities Corporation to Wallace Groves, is that 
not so? 

A. I assumed the obligation was with Mr. Wallace Groves. 

® pe you hs for a receipt of Mr. Wallace Groves when he got the $25,000? 

. I did not. 

Q. Did you ask Mr. Warriner to make sure that he got a piece of paper from Mr. 
Groves that he got this $25,000? 

A, No, sir; but there may be a letter in the file to that effect. 

Q. From whom? 

A, I think it should be signed by Mr. Groves, but I am not certain. 

* * * * * 5 cd 


Mr. ScHEenKmER. Mr. Groves, do you remember any such letter? 
Mr. Groves. No. 


8 Td, at 20261 and Commission’s Exhibit No. 3175. 

519 Td., at 15079. The only payment by Mr. De Ronde of which Mr. Billings knew was 
$3,500 which was due to a Paraguayan who participated in the negotiations. (Id. at 
20253.) 

580 Td, at 15079-80. 
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Q. How was the $150,000 paid, do you remember? 
A. Yes, sir; it was remitted directly by the General Investment Corporation 
by cable to either or both of these banking firms. 
. And how was the money divided? 
. I have no idea, sir. 
. Did you get any part of that money? 
. No part of that money. 
. So that $150,000 went as a banking commission? 
. We call it an overriding commission or banking commission or initiatorg’ 
commission or finding commission. 
Q. Now General Investment Corporation was a participant in that banking 
syndicate? 
. That is correct. 
. Did you get any part of that $150,000 back? 
. No, sir. 
. Did you make an effort to get any part of that money back for them? 
. None at all, sir. 
. They had a 25% participation so if the overriding commission was $150,- 
000, they were entitled to $40,000 of that money? 
A. No, sir; not in the way the deal was set up * * *., 


rFOPOPO 


OPoOoPop 


According to the testimony of Mr. Billings, the bankers informed 
him that they turned the $150,000 over to Philip De Ronde.** 

In addition, General Investment Corporation was caused to pay 
$250,000 as a commission to Mr. De Ronde himself.°*? A commission 
in this amount was paid, notwithstanding the fact that this sum sub- 
stantially exceeded the commission of $50,000 which the corporation 
had once agreed to pay Mr. Billings if he succeeded in effecting the sale 
on even better terms than had been obtained by Mr. De Ronde and not- 
withstanding the fact that there was no previous arrangement made 
as to the amount of commission to be paid to Mr. De Ronde. Mr. De 
Ronde testified : °*° 


Q. You saw Mr. Warriner and what did you say to him? 

A. The most important of what I said was “now then this job is over to the 
satisfaction of all concerned. What is my compensation to be? How are we 
going to agree on figures?’ He said, ‘You name it and we will see,” and I 
named it and he agreed. 

Q. So you named a figure and Mr. Warriner said, “That is all right,” and 
that figure was paid? 

A. Correct. 

Q. How much did you name? 

A. $250,000. 

Q. Whereupon, I presume, Mr. Warriner sat down and drew you a check for 
the sum of $250,000? 

A. Oh, no; there was much more to it than that. 

Q. There was much more to it than that? 

A. It wasn’t as simple as that. 


581Td., at 20250-1. Bemberg & Company and Bracht & Company refused to disclose to 
Mr. Billings what disposition, if any, Mr. De Ronde made of this $150,000. (Ibid.) 

5821d., at 20535. 

883 Td., at 15082-3. 
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Q. I was trying to get what appears to my mind to be natural sequence. You 
said, “I want $250,000.” Mr. Warriner said, “I will pay you $250,000.” Where- 
upon he reached for the check book of the General Investment Corporation and 
wrote you a check for $250,000, did he? 

No. 

. What happened? 

. Lasked for a check for $100,000 and currency of $150,000. 

Mr. Warriner was not paying you his own money? 

. Certainly. 

That money belonged to the stockholders of General Investment Corpo- 
ion? 

So far as I know. 

Did you ask for these bills in thousand-dollar bills? 

No, sir; I didn’t make any reference to the denominations. 

Was it given to you in thousand-dollar bills? 

I don’t recall the denominations. 

. But $150,000 was given in cash? 

Yes, sir. | 
_ And $100,000: by check? : 
. Yes, Sir. 


Oaroroar 


+ 


ra 


rOPOPOPO> 


In accordance with Mr. De Ronde’s specific request, $100,000 was 
paid to him on January 6, 1937, by General Investment Corporation 
in the form of a check made payable to Philip De Ronde, Limited. 
Mr. De Ronde testified : *84 


Now, how was the check to be drawn in the first instance; in whose name? 
. My corporation. 
. What is the name of the corporation? 
. Philip De Ronde, Ltd. 
Where was that organization? 
In Nassau. 
Are you an officer of the corporation? 
I am. 
Are you a director? 
. Yes, Sir. 
. Are you a stockholder? 
No. 
. So in this corporation which bears your name, you are just an officer and 
director and don’t own a single share of stock of that corporation? 
A. Correct. 
Q. The check for $100,000; what did you do with that? 
A. Took it to Buenos Aires. 
Q. And deposited where? 
A. In Buenos Aires in corporate name. I delivered it to the corporation. 


The balance of the $150,000 was paid to him in cash.*° Mr, De 
Ronde testified that the entire $250,000 was taken back by him to 
Buenos Aires and deposited there to the account of Philip De Ronde, 


OrOrOoreroroere 


Td. at 15083-4. 
s85Td., at 20276—7 ; 15101-6. 
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Limited,°** but he refused to reveal the names of those other than 
himself who were interested in Philip De Ronde, Limited.** 
Mr. De Ronde testified : °6° 


Q. What did you do with the $150,000 in cash? 

A. I delivered that also to the corporation. 

Q. Did you deposit it in the bank? 

A. Sir, I can only say I delivered it to the corporation, which is a corpora. 
tion. 

Q. I understand that, but I have not only legal difficulties, but natural dif. 
ficulties ; I can’t visualize you walking up to Philip De Ronde, Ltd., and handing 
the money to Philip De Ronde, Ltd. You turned that money over to somebody, 

A. I turned it over to the corporation who disposed of it in various manners, 

. By that you mean you put it in the corporation’s bank account? 
. No; I don’t mean that. I put it in the technical possession of the corpora. 


Q. What do you mean by technical? 

A. The legal possession. 

Q. Did you turn it over to some individual? 

A. I cannot go further than I have, sir, than to repeat I put it in the legal 
financial and proper possession of the corporation. . 

* * * * % * * 

Q. As far as the payment of $250,000 was concerned, you carried on all the 
negotiations? 

A. That is right. 

Q. You were the one hired by Mr. Warriner? 

A. That is right. 

Q. You were the one that did the work and you were the one entitled to 
the compensation; is that so? 

A. My corporation was. 


586 Td., at 15084, 15093. 

587 Philip De Ronde, Ltd., according to Mr. De Ronde, was incorporated in Nassau (id, 
at 15084) in October 1936 (id., at 15092) during the period when he was negotiating 
for the gale of the Terminal Company notes. Mr. De Ronde testified that he was a director 
and the president of, but not a stockholder of this company. (Id., at 15084.) Although 
ordered to do so by the Commission, he refused to give any further information with 
respect to the company or the persons interested in the company, or who specifically 
received the commission paid by General Investment Corporation to the company. (Id, 
at 20274.) Mr. De Ronde testified (id., at 15121, 15410) : 


Q. You say that you were president, who was treasurer? 

A. Certain of these gentlemen associates of mine. 

Q. Who was secretary ? 

A. Also. 

Q. Who were the directors? 

A. The Board of Directors with my sole exception, consisted of Argentineans, Para- 
guayans. and one Englishman. 

By Commissioner HEALY : 

You are directed to give the names of these officers. 

The WITNESS. Sorry sir, I must respectfully decline to bring into these proceedings 
the names of honorable and outstanding business associates of mine in the Argentine. 

Commissioner HmALYy. That means that you decline to obey the direction to answer 
these questions ? 

The Wrtnrmss. If it comes to that, sir, I would like the advice of counsel. 

Commissioner HreaLy. How much time would you want to consult counsel? 

The WITNESS. I don’t know, sir, until I can find mine. 

Commissioner Hany. We will take a recess and during the recess you can make up 
your mind as to how much time you want to take to consult counsel and when you 
come back you can tell me and we will take it under consideration. 

The WITNESS. Yes, Sir. 


Mr. De Ronde never reappeared at the hearing, but left the country before the Com- 
mission could institute proceedings to compel him to testify. 
588 Td., at 15084-97. 
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Q. You did the work? 
A. Yes, sir. 
x * * * * * * 

Q. You are not a stockholder in Philip De Ronde, Ltd.? 

A. J am not a stockholder, 

Q. Who are the stockholders in Philip De Ronde, Ltd? 

A. They constitute a group of Argentineans, Paraguayans, and English friends 
of mine. 
. What are their names? 
. That I must decline to give even if I knew at this time. 
. Even if you knew it? 
. I don’t recall the stockholders. 
. Will you please tell us who the principal stockholders are? 
. You will forgive me if I say it is a foreign corporation. 
. You will forgive me if I say to you there was turned over to you $150,000 
of the public’s money and I am trying to ascertain whether it was turned over 
to you for the work you did or some other reason. 

You don’t mind giving an account of $150,000 cash that was paid to you 
in connection with work you were supposed to have done for a corporation? 

A. Oh, no. 


Oroprpore 


* * * * * * * 

Q.* * * Just give me the names of the individuals whom you remember 
are the principal stockholders of Philip De Ronde, Ltd. 

A. Sir, that is information I do not think I am privileged to give. These 
gentlemen whose names you desire to know are all foreigners. 

Q. I know they are foreigners, but they happen to have taken some American 
money and that is what I am interested in. 

A. For services rendered in the Argentine Republic in part by them. 

Q. That money was paid to you? 

A. Yes, sir; for the account of the corporation. 

Q.* * * Up to the present time have you personally received one dollar 
of that money? 

A. Not one dollar. 

Q. So in connection with the transaction where you never were hired and 
you did all the work you were receiving $150,000 in cash and $100,000 in check 
and it was turned over to the corporation in which you have no stock interest? 

A. No. 

Q. You have no stock interest? 

A. That is right. 

Q. You had no arrangement to get any part of that money from them, the 
individuals whose names you refused to tell us; is that right? 

A. I don’t like the word refused. I don’t think I am privileged to reveal 
the business, confidential business of foreigners, Argentineans and other foreign 
friends of mine. 

Q.* * * By that do you mean the nature of their business is such that 
you cannot tell us? 

A. Well, that contains an implication. 

Q. I intended that to contain an implication. Is that what you mean? 

A. That is not what I mean. 

Q. As I understand these people are engaged in honorable, legitimate business ; 
is that so? 

A. That is so. 
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Q. And you say they legitimately and honestly earned this $150,000 which wag 
turned over to somebody in cash? 

A. That is right. 

Q. And you will not give us the names; is that right? 

A. That is correct. 

* * * ; * * * * 

Now, as soon as you got the cash, what did you do, leave the country? 

In about a week or ten days. 

Did you take the cash with you? 

Yes, sir. 

Where did you take it? 
. Buenos Aires. 
. And you feel you are not privileged to tell us the name of the individnaly 
to whom you turned over the money? 

A. I turned it over to the corporation. 

Commissioner Hraty. A corporation is not a person, it is an artificial person, 
If you turned it over to the corporation you delivered it to an individual? 

The Witness. That is correct, as Mr. Schenker pointed out. 

Commissioner Hraty. Who was the individual? 

The Wreness. But this corporation is a foreign corporation doing business 
exclusively abroad and doing business only with foreigners and contains no 
American money. I do not feel privileged to discuss it. I admit the receipt of 
this $250,000 and I admit taking it out of the country and delivering it to the 
corporation. 

Commissioner Hearty. But your answer is you delivered it to the corporation, 
and it seems to me that answer gives Mr. Schenker the privilege of asking you 
how you delivered it to the corporation. Now if you cannot name the individual 
to whom it was delivered it just casts a doubt over the whole question of 
delivery ? 

The Wrirness. Well, sir, I must continue to decline to bring into this picture 
the names of certain Argentinean, English, and Paraguayan gentlemen who are 
back of my corporation. 

Commissioner Hraty. In what capacity did the corporation receive the money? 
Was it received by its president or treasurer or secretary? 

The Witness. I am president of the corporation. 


ereopere 


By Mr. SCHENKER: 

Q. But the individual to whom you turned the money over, whose name you 
will not disclose, what was his connection with the corporation ? 

A. With all due respect, sir, you will forgive my insistence for not going 
further into that question. 

Commissioner Heaty. Are there any Americans whose names had been men- 
tioned as being connected with the General Investment Corporation, who re- 
ceived any of this money, directly or indirectly? 

The Witness. No, sir. 

x * * * * * * 

Commissioner Hraty. If I understand your testimony correctly, you received 
nothing whatever as compensation for the work you did? 

The Witness. As yet I have received nothing. 

Commissioner Hraty. Have you any arrangement under which you will re 
ceive it? 

The Witness. Not as yet, but I might repeat in that connection this corpora: 
tion has many, many other enterprises. 
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By Mr. SCHENKER: 
. But this enterprise is consummated? 
_ That is true. 
_ And this enterprise has been paid for? 
. That is so. 
* * * * * % s 
By Mr. SCHENKER: 
Q. Now, still proceeding on the assumption that you will not disclose the 
name of the person to whom the money was turned over, it was turned over to 
an individual, wasn’t it? 

A, Turned over to the corporation. 

« * * * * * * 

Q. Did you walk into the board of directors room with nobody sitting there 
and drop $150,000 on the table and walk out of the room? 

A. You will forgive me, sir, if I again repeat that I delivered it into the 
possession of the corporation and beyond that I can go no further. 


However, he did testify that no “Americans whose names have been 
mentioned as being connected with General Investment Corporation” 
had any interest in Philip De Ronde, Limited.**? Mr. Groves testi- 
fed that he personally did not retain any portion of the commission 
paid learn 22° 


(2) REPURCHASE OF $6 PREFERRED STOCK AT PROFIT TO WALLACE 
GROVES 


In addition to the $435,000 of funds disbursed in the form of 
“eommissions” in connection with the sale of the Terminal Com- 
pany notes, General Investment Corporation expended $2,500,000, 


wo Ig., at 15094. However, on February 4, 1937, Ernest B. Warriner purchased from 
one W. Everett Baker, certain securities for $11,000, paying therefor in eleven $1,000 bills. 
(Id.. Commission’s Exhibit No. 3176.) And, according to the testimony of Wilfred S. 
Robinson, one of the directors of General Investment Corporation, Mr. Warriner’s secretary 
had informed him that in January 1937 Mr. Warriner had repaid his indebtedness of 
$139,000 to the Delaware Trading Corporation. (Id., at 20679.) However, Wallace Groves 
testified that the Delaware Trading Corporation was repaid the $139,000 plus $11,000 
in interest in March 19387, at the time of the sale by Mr. Warriner of his control of 
International Hquities Corporation to Henderson Brothers for $2,000,000. (Id., at 20476-8.) 

80 Td,, at 20220. Frederick S. Burroughs brought a stockholder’s suit in the Chancery 
Court of New Jersey to compel, among other things, the repayment to General Investment 
Corporation of the $150,000 in cash paid as commissions to Mr. De Ronde. In connection 
with this aspect of this suit, Mr. Burroughs testified (id., at 15222-3) : 


A, * * * JT made some allegation in the bill of complaint about that which I 
didn’t believe was a proper commission, and demanded that that be undone and that 
at least $150,000 be returned. I specified ‘the $150,000 in cash because on a review 
of the facts, I did not believe that Mr. De Ronde had ever received the $150,000, but 
I had no way of proving it. 

Q. What made you suspicious was that Mr. De Ronde didn’t keep any of the 
$150,000 in cash? 

A, Well, I never heard of a transaction conducted in that way before, and it just 
didn’t seem logical to me, but perhaps I had an unduly suspicious nature. 

Q. You have heard of instances in which people have insisted on cash in old one- 
dollar bills, haven’t you? 

A. What? 

Q. You have heard of instances in which people have insisted on cash in old one- 
dollar bills, but you have never heard of them insisting on cash in new $1,000 bills? 

A. I never had any knowledge of a business transaction where money wasn’t paid 
by check and a receipt given, and then if the recipient of the check wanted to divide 
it up some way he didn’t undertake the responsibility of it. It seemed to me a most 
unusual and. suspicious circumstance, and I thought it was sufficient ground to ask 
on the behalf of stockholders a return of the money so I ineluded that in the 
complaint. 


Mr. Burroughs subsequently “dropped” this suit. With specific reference to the above 
allegation in the bill of complaint, Mr. Burroughs felt that he ‘had no legal evidence of 
impropriety”. (Id., at 15226.) 
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almost all of which was derived from cash proceeds of its sale of 
the Terminal Company’s notes,°*! in the repurchase of a substantia] 
block of its own $6 cumulative preferred stock from Wallace Groves 
at a profit to him of $300,000. 

Immediately upon the transfer of control of General Investment 
Corporation to International Equities Corporation all of the officers 
and directors of General Investment Corporation, including My. 
Devendorf, who was then the president of General Investment Cor. 
poration, had resigned and had been replaced by representatives of 
Ernest B. Warriner.®*? Mr. Devendorf, the largest minority stock. 
holder of General Investment Corporation,®®? requested Mr. Warriner 
to cause General Investment Corporation to purchase his holdings 
of between 9,000 and 10,000 shares of its preferred stock °** on the 
ground that he was opposed to maintaining a substantial investment 
in General Investment Corporation unless he was permitted to have 
representation on the board of directors.** At this time Mr. War- 
winer stated to Mr. Devendorf that he was unwilling to devote any 


) 


501 The Terminal Company notes were sold on November 27, 1936, for $5,750,000 in cash, 
less $150,000 paid to a Buenos Aires banking syndicate. (See supra, pp. 594, 577, and 
595-6.) Further commissions of $285,000 were paid to Mr. Billings and Mr. De Ronde ip 
December of 1936 and January 1937. (See supra.) On November 30, 1986, the cash 
position of General Investment Corporation, including the proceeds of the sale of the 
Terminal Company notes totaled $5,698,000. (Moody’s Manual of Investments, Banks, ete., 
1937, at p. 1748.) 

582 Op. cit. supra, note 533, at 15171—2. The contract for the sale of control of Genera] 
Investment Corporation to International Equities Corporation gave American General Cor- 
poration the privilege of retaining one of the five directorships of General Investment 
Corporation until the payment of the entire purchase price for control of General Inyest- 
ment Corporation. (Id., Commission’s Exhibit No. 1565.) American General Corporation, 
however, did not avail itself of this privilege. 

28 Nob, Be Uae, 

S4Td., at 15184. 

59% Mr. Devendorf testified that Mr. Warriner refused to allow him to remain as a direc- 
tor of General Investment Corporation ‘“‘to watch the minority interests” (id., at 15181-2); 

_ * ¥* * Will you please tell us why * * * you were prepared to sell your 
Stock at $87.50 when you knew that it had $150 behind it? 

A. * * * the reason that I wanted to sell it, and I was selling it, and I was 
willing to take less than I knew at the time that it was worth because I was mis. 
trustful of anyone who wanted to run a corporation without having a representation 
from minority on the board, and I had heard of two or three investments made 
subsequent to my leaving the Board that I wasn’t pleased with, and I was afraid if 
I held my stock any longer, we might never sce $87.50 for the stock. 

Q. So the situation was that here you were, the largest single stockholder in that 
corporation, exclusive of the “A” stock, absolutely impotent to do anything under 


the circumstances. A : 
A. I couldn’t even find out what was going on in the corporation. 


Mr. Devendorf further testified that he ‘‘never quite got it out of my head that there was 
some connection” between Messrs. Warriner and Groves. (Public Examination, American 
General Corporation et al., at 25666.) 

D. H. Silberberg of D. H. Silberberg & Company, members of the New York Stock 
Exchange, which had acquired preferred stock of General Investment Corporation in a 
joint account with Mr. Devendorf (see infra, p. 584) and who subsequently joined with Mr, 
Devendorf in selling his preferred stock in General Investment Corporation to Wallace 
Groves, stated that he was anxious to dispose of his stock in General Investment Corpora- 
tion, as soon as Mr. Watrriner acquired control of the company because he felt that Mr. 
Warriner was “acting for Mr. Groves.” He testified (Public Examination, American 
General Corporation et al. at 252845) : 


Q. Will you tell us the circumstances under which you happened to dispose of that 
block of stock to Mr. Groves? 

A. Well, the sale was made as the result of the purchase by Mr. Groves of the 
control of the company from the Founders group. Upon hearing of that purchase—— 

Q. You mean Mr. Groves? 

A. Mr. Warriner was the name given but there was never any question in my mind 
that Mr. Warriner was acting for Mr. Groves and immediately upon hearing of that 
purchase we were very desirous of getting out of our position as quickly as it was 
possible to do so. 

. You say ‘‘we,’” you refer to yourself and Mr. Devendorf? 

A. Myself and Devendorf, yes. : 
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of the funds of General Investment Corporation to the repurchase of 
its preferred stock.°°* Mr. Warriner, however, in November 1936, 

rior to the sale of the Terminal Company’s notes by General In- 
vestment Corporation,°®*” introduced Mr. Devendorf to Wallace Groves 
as an “unhappy stockholder” ®** desirous of selling his preferred 
stock. Wallace Groves then indicated to Mr. Devendorf that he 
would not buy Mr. Devendorf’s block of preferred stock while the 
Terminal Company’s notes remained “a frozen asset” °°? in the port- 
folio of General Investment Corporation. 

However, early in December 1936 after the Terminal Company’s 
notes had been sold by General Investment Corporation for $5,750,000, 
Mr. Groves called on Mr. Devendorf and offered to buy his preferred 
stock.°°° After some negotiation, Wallace Groves contracted to pur- 
chase through his personally owned holding company, Nassau Securi- 
ties Company, Limited,° no less than 17,500 shares of the preferred 
stock of General Investment Corporation at $87.50 per share.°? The 
terms of Mr. Groves’ offer required that the shares which he was to 
purchase be deposited by January 21, 1937, at the Royal Bank of Can- 
ada, Montreal, Canada. Mr. Groves agreed to pay for the deposited 
shares on January 25, 1937.°°° Mr. Devendorf accepted this offer 
although at that time the preferred stock had an actual hquidating 
yalue of between $140 and $150 per share.®* 

Mr. Devendorf and his family, as indicated above, owned only be- 
tween 9,000 and 10,000 shares of the $6 cumulative preferred stock of 
General Investment Corporation.°® But on January 8, 1937, Mr. 
Devendorf sent a copy of Mr. Groves’ offer to all the preferred stock- 
holders of General Investment Corporation,®* the names and addresses 
of which stockholders he procured from Ernest B. Warriner.®°* When 
examined with respect to this solicitation of preferred stockholders of 
General Investment Corporation, Mr. Devendorf testified : °* 


Q. And at the time that you sent out this letter, saying that you were Selling 
your stock for $87.50, to the Nassau Securities Company, Ltd., and saying that you 
had been fortunate enough to get the same offer for other preferred stockholders, 
what was the asset value of this preferred stock? 

A. I think it was around $140 to $150 a share. 

Q. So that there was $150 behind every share of the preferred stock that you 
were selling to the Nassau Securities Company, Ltd., for $87.50, and telling every 
other preferred stockholder that you had gained for them that self-same oppor- 


tunity. 
A. I didn’t word it that I was fortunate; I worded it that the same opportunity 
was open to them and I tried not to give an impression that they should or should 


not accept it. 


6 Op. cit. supra, note 533, at 15180. 

stId., at 15182. 

58Td., at 20224. 

59 Td,, at 20223-4. 

Td. at 15182-3. 

oTd., at 20295. 

602 Td., Commission’s Exhibit No. 1569. 

o3qd, at 15179. 

0: As heretofore indicated, on the sale of the shares sold to Mr. Groves, Mr. Devendorf 
derived a profit in excess of $600,000. See Appendix F, p. 788. 

05 Op. cit. supra, note 538, at 15184, and Commission’s Hxhibit No. 1570. 

006 Td., Commission’s Exhibit No. 1569. 

67 Td., at 15175-6. 

687d, at 15177-9. 
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Q. But you told them, as you may perhaps remember, “I resigned as director 
and president of the General Investment Corporation last August, and having 
sold my common stock will have no longer any connection with the General Invest. 
ment Corporation when these sales are consummated.” 

Now, you had been president of the General Investment Corporation, isn’t 
that so? 

A. Yes, sir. 

Q. And the stockholders had stayed with you throughout this terrific 
shrinkage? 

A. Right. 

Q. And you had the right to assume, I suppose, that people were going to 
rely upon your judgment, isn’t that so? 

A. No; I didn’t assume that, I assumed that anyone who had known me 
personally, these probably would, and whether or not the stockholders who 
didn’t would, I don’t know. 

Q. And you weren’t going through a futile idle gesture, you were really trying 
to apprise these people of the opportunity that they had to get $87.50 for their 
stock, isn’t that so? 

A. Yes, sir, 

Q. Although at the time it had an asset value of how much? 

A. Between $140 and $150 per share. 


General Investment Corporation itself made no attempt to purchase 
its $6 preferred stock on the same or better terms than those offered 
by Mr. Groves, although Mr. Warriner was aware,°” at least 11 days 
prior to its expiration, of the existence of the Groves offer. Nor does 
the record indicate that Mr. Warriner advised the investment com- 
pany’s preferred stockholders that the actual liquidating value of 
their stock was approximately $150 per share as compared with the 
price of $87.50 offered by Mr. Groves for the stock.* 

Instead, Mr. Warriner took steps to cause General Investment Cor- 
poration both to finance the purchase of the $6 preferred stock from 
the public holders by Mr. Groves and to purchase these identical 
shares from Mr. Groves at a substantial profit to him. Almost simul. 
taneously with the completion of the agreement by Mr. Groves to 
purchase the preferred stock held by Mr. Devendorf and others, 
Ernest B. Warriner caused General Investment Corporation to open 
an account with the Royal Bank of Canada in Montreal, the bank 


609 Harold S. Maddock, a member of the board of directors of General Investment 
Corporation, had received on January 9, 1987, a copy of the letter from Mr. Devendort 
accompanied by the offer of Nassau Securities Company, Ltd., (id., at 20569-70) 
to purchase ‘preferred stock of General Investment Corporation. This letter he exhibited 
to Mr. Warriner on January 10, 1937, and inquired from him as to the ownership of 
Nassau Securities Company, Ltd. (Ibid.) On the following day, January 11, 1937, Mr, 
Maddock was informed by Mr. Warriner that Nassau Securities Company, Ltd., was a per. 
sonal holding company of Wallace Groves. (Ibid.) On January 12, 1987, Mr. Warriney 
requested Mr. Maddock to resign from the board of General Investment Corporation. (Id, 
at 20571.) Mr. Maddock resigned from the board of directors of General Investment Cor 
poration and was elected to the board of Standard Investing Corporation, a subsidiary of 
General Investment Corporation. (Ibid.) Mr. Maddock was replaced on the directorate of 
General Investment Corporation by W. A. Austin, who, together with Mr. Warriner, had 
been a nominee of Wallace Groves on the board of directors of Granger Trading Corpora- 
tion in 19382 when that company was controlled by Mr. Groves. See supra, pp. 181-226, 
Investment Companies Acquired and Controlled by Wallace Groves. 

610 Op. cit. supra. note 533, at 20655. 
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which was to be the depositary of the investment company’s preferred 
stock under the Groves’ offer. Prior to this time, General Investment 
Corporation had never had an account with the Royal Bank of Can- 
ada.°1t Mr. Robinson testified as follows in connection with this 
policy of the General Investment Corporation in having a large 
account with the Royal Bank of Canada: *” 


Q. When did you first find out that money was being deposited in the Royal 
Bank of Canada? 

A. About the 1st of December. That was very shortly after the money came 
up from Buenos Aires, Mr. Warriner said to me that the whole business was 
in the National City Bank, and he said, “Now, we have this bank and this one, 
and this one, and I want so much here and so much there, and a million and a 
half in the Royal Bank of Canada,” and that did not make sense to me, but he 
explained that the Royal Bank had been very helpful to Mr. De Ronde in his 
operations down at Buenos Aires and he had asked him to return the compli- 
ment the best way he could. I still felt that that was a rather generous return 
of the compliment, and I did not feel that there was anything I could or should 
do about it except to object. 

From time to time, as I had an opportunity, when there were transfers of 
funds to be made, I would sneak half a million out of the Royal Bank of Canada 
and boost the balance somewhere else, and then a few days later I would get 
instructions to put some more money into the Royal Bank of Canada. 

Q. From whom? Mr. Warriner? 

A. From Mr. Warriner. 

* % * * R ES ES 

Q. Did you ask Mr. Warriner why he was sending a million and a half 
dollars up to Canada? 

A. Yes, sir. 

Q. What did he say? 

A. He said that Mr. De Ronde had asked him to do everything that he could 
to be nice to the Royal Bank of Canada in exchange for all of the help that 
they had been to him in effecting the sale of the subway down in Buenos Aires. 


Deposits on behalf of General Investment Corporation in this account 
were commenced early in December,** shortly after the sale of the 
Terminal Company’s notes, and by January 23, 1937, $2,565,000 was 
on deposit in that bank, an amount sufficient to cover substantially 
the purchase by the investment company of 27,000 shares of its $6 
preferred stock at $102 per share.°* 

Between January 18 and January 22, 1937, Mr. Warriner requested 
several of the members of the board of directors of General Invest- 
ment Corporation to approve a proposed purchase by the company 
of its preferred stock from Wallace Groves at $102 a share. Mr. War- 
riner stated to the members of the directorate that he was impelled to 
buy such stock from Wallace Groves because, as Harlan J. Wright, one 
of the directors, testified, “it would be embarrassing and as he [ War- 
riner| felt, he could not afford to have Mr. Groves an owner of a large 


si1Td., at 15187-8, 20533. 

627d, at 15187-8, 15194, 20532-3. 

618 Td., Commission’s Exhibit No. 1572. 
614 Thid. 
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share of that stock.” °° Mr. Wright testified as to his conversation 
with Mr. Warriner about four or five days before the preferred stocks 
were repurchased as follows: °° 


A. * * * Then he discovered, rather to his surprise, that Mr. Groves haq 
acquired a large block of that preferred stock. 

Q. Of the General Investment Corporation? 

A. General Investment Corporation preferred stock; yes; and he felt embay. 
rassed ; it would have embarrassed the company and embarrassed their relations 
with the Utility Equities, and embarrassed the plan that he had on foot fo, 
Utility Equities and the General Investment Corporation getting together, 

* % * * * * * 

A. It would be embarrassing and as he felt, he could not afford to have My 
Groves an owner of a large block of that stock as he-had—I want to get thiy 
He did not say definitely, but I got the impression that the Utilities people haq 
understood that he had no connection with Mr. Groves. I had previously agkeq 
him that also and was assured that there was no connection with Mr. Groyeg jy 
his financial work in putting together these companies. 

* * £3 * * * 

Q. And you say this [conversation] took place about four days before the 
meeting approving the contract; is that right? 

A. That is right. 

Q. And that meeting took place on January 22, so it must have been about 
the 18th of January? 

A. Approximately ; yes. 

Q. Did he tell you that Mr. Groves had actually paid for that block of stock 
and was the owner of it? 

A. Yes; he did. 

Q. He said that he had paid for it already and that it was his? 

A. Iam not sure that he said that he had paid for it, but he said that he haq 
bought that stock. Those were his words. 

Q. And when he gave you that explanation, that he would be embarrassed py 
Mr. Groves’ association with the situation, he wanted to buy it from Mr. Groves 
at $102; is that it? 

A. Yes. 


Tt will be recalled, however, that Mr. Warriner, after he had refused 
to have General Investment Corporation repurchase its preferred 
stock from Mr. Devendorf, introduced Mr. Devendorf to Mr. Groves 
as an “unhappy stockholder” desirous of selling his stock. 

On January 21, 19387 Wilfred S. Robinson, vice president of 
General Investment Corporation, had become aware that Nassau Se- 
curities Company, Ltd., had accumulated a large block of the pre- 
ferred stock, and suggested that Mr. Warriner attempt to purchase 
the stock from Nassau Securities, Ltd., at $90 a share.*” Instead of 
attempting to follow the suggestion of Mr. Robinson, Mr. Warriner, 
apparently to make it impossible for Mr. Robinson to attend the 
meeting of the board of directors of General Investment Corporation 
which was to approve the purchase of that block of preferred stock 


615 Td, at 20625. Mr. Wright testified (id., at 20626—7) : 


ae What difficulty did you see between any association between Warriner and 
roves ! 
a 


* * * * a * 

A. I don’t know how to express -it. Simply that Mr. Groves was active in the 
street and there were some groups that did not care to cooperate with him in financial 
transactions. 

616 Td., at 20625, 20627-8. 
817 Td., at 20537. 
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from Nassau Securities Company, Ltd., at $102 per share, sent Mr. 
Robinson to Boston on some “important” business. Mr. Robinson 
testified : °18 


A.* * * JT remember on the 21st—that was a Thursday—we had some 
conversation about this large block of stock which Nassau Securities Company 
was about to buy from Mr. Devendorf and others. I asked him—while I did not 
know who the Nassau was, I suspected and asked him if he did not think that 
ne could perhaps buy that for the corporation at some such price as 90 or 
jess. * * * [On the 21st of January] he was very anxious to have me take 
the boat and go down to Boston. 

BA BS a * * * * 

Q. January 21st, the day before January 22nd, when the directors of the 
g. I. C. approved the purchase from the Nassau Securities Company which was 
controlled by Mr. Wallace Groves of the General Investment Corporation stock 
at $102? 

A. That’s right. 

* EB BS a 7 * * 
Q. And that is the day that he wanted you to go to Boston on some im- 
portant business ? 

A. That is the day he wanted me to go to Boston to learn about this Corpo- 
ration that the Henderson Bros. were forming. I did not know at the time 
that there was a directors’ meeting called for Friday, January 22nd. That 
was the first time since I had resigned that I had not been informed of any 
coming directors’ meetings. I told them I felt that I should not go down to 
Boston right then, and he told me that he was very anxious for me to go and 
he said he was sure that Mr. Henderson was going to be away Saturday and 
Monday and he did not want to waste any time on that thing, so I took the 
sleeper and went to Boston. 

Q. Did he give you any indication that he wanted you back in a hurry to 
attend the meeting the next day? 

A, No. I do not know about the meeting the next day. He told me that I 
had been working pretty hard and I could take a nice lazy week-end. My 
home was in Springfield originally and he told me 

Q. Not to get back to New York, but after getting through in Boston, to 
spend the week-end in Springfield? 

A. There was a little business that I could do for him in Springfield, and he 


suggested that I should do that, on Monday, and come back to the office Tuesday 
MONIT Caen 
* Eo *% * % 


* * 
So I took a sleeper and saw Mr. Henderson the following morning, and I 


asked him what he could tell me about the Central Capital Corporation, and he 
took a pen out of his pocket and a sheet of paper and wrote off about three 
lines in three or four minutes, and it did not make sense to me that Mr. War- 
riner did not Know all about that. Maybe he did not, but he has a way if he 
is interested in that kind of thing, if Mr. Henderson ever mentioned the Central 
Capital Corporation to him, in the same breath he could have told him all there 
was to know about it, and I just was getting an uncomfortable feeling about 
that whole incident, and the checkbooks, the feeling that I was being moved out 
of New York City for the time being, so I took the next train back to New 


York, which landed me in town too late, as it was after business hours, probably 
7 oclock or so. 


*# * Ea * ek * * 


Td, at 205387-40, 20544. 
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* % * T also noticed around the office a check drawn on the National City 
Bank to the National City Bank for $500,000, and I knew that on Thursday 
when I left that there was no occasion for us to be giving $500,000 to the Na- 
tional City Bank, so I was a little interested to know what that might mean, 
In other words, I was naturally—well, not naturally, but anyhow I was very 
suspicious at the look of everything, so I was suspicious of every detail as I 
saw it. 

* * * T came back downtown aud went to the National City Bank anq 
asked some of the officials what use had been made of the check for $500,000, 
I was in charge of the records and the stubs, and se on, did not give me ade. 
quate information for our bookkeeping. They toid me that a young lady haq 
been in there a few minutes before asking to have that exchanged for a cashier's 
check for $500,000, payable to the Royal Bank of Canada, and that sort of 
added fuel to the flame, the whole set-up. In the absence of any information 
of any sort, it did not look good to a person brought up in the surety business 
where you see that kind of a set-up preparatory to a killing. I could not believe 
that Mr. Warriner had planned to go to Canada and steal two or three million 
dollars, but I did not like the looks of what was going on and it seemed to me 
that I had better find out just what it meant. 


The directors of General Investment Corporation approved on 
January 22, 1937, the purchase by General Investment Corporation 
from Nassau Securities Company, Ltd. (Wallace Groves’ personal 
holding company), of not exceeding 27,000 shares of the preferred 
stock of General Investment Corporation at $102 per share.°” 

When examined with respect to the consummation of the con- 
tract, Mr. Groves testified : °°° 


Q. The contract was dated January 21 and was approved by the directors 
on the 22nd, so Mr. Warriner must have been in New York. 

A. I know I made a trip up to Montreal to have the transaction approved 
and signed. 

Q. In Montreal? 

A. Yes, sir. 


619 Td., at 15203 and Commission’s Exhibit No. 1571. The contract between General 
Investment Corporation and Nassau Securities Company, Ltd., further provided that if 
at any time General Investment Corporation redeemed any of its 6% preferred stock or 
dissolved and distributed its assets to its stockholders, Nassau Securities Company, Ltd, 
was to receive the difference between $102 and the price at which General Investment 
Corporation redeemed its shares or the liquidating value of such shares in case of its 


dissolution. (Ibid.) Mr. Groves testified as to the reason for this provision in the contract 
(id., at 20667) : 

Q. Do you remember that there was a lawsuit instituted by Mr. Burroughs to re- 
strain the consummation of the contract whereby you got the $102 and were to get 
an additional payment in the event of liquidation of G. I. C., or in the event that 
they retire other people’s preferred at a higher price than they paid, or in the eyent 
of their acquiring stock at a higher price? Do you remember that lawsuit? 

A. There was a lawsuit—when I was dealing with Warriner for the price of that 
stock, I told him that I did not want him to kid me and take my idea of liquidating 
the company and mislead me and kid me, and a few weeks afterwards, was he going 
to liquidate the company? And he said ‘‘no” and I said ‘Just so you are not going 
to do it, will you put that in so that I know that you are not kidding me?” That 
isuhOwa tlaa\t 2 0;t cnnene Denes 

Subsequently, a suit brought by Frederick S. Burroughs, a former president of General 
Investment Corporation, to restrain or in the alternative to rescind the purchase from 
Mr. Groves of the preferred stock of General Investment Corporation, was settled by the 
agreement of Groves to cancel this provision of the contract. (Id., at 15222380.) 

60 Td. at 20661, 20663. 
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Q. You mean you rode up to Montreal with Mr. Warriner just to place your 
signature 

A. Mr. Warriner did not go with me. I went without Warriner. 

Qg. But you went up without Warriner with the contract in your pocket and 
ggned it there and mailed it back? What did you do? How did you get the 
contract back to New York? 

A. I either mailed it back or brought it back. 

Q. Don’t you remember whether you mailed it? 

A. No, sir; I do not. 

Q. You mean you took a train with the contract in your pocket, went up to 
Montreal, signed it on Canadian territory, and came back on the next train 

A, It was not quite as simple as that—In the first place, I went to Montreal 
q great deal anyway, because I had business there, and they went there and 
neld board meetings 

Q. Can I ask you:a question? 

A. Yes. 

Q. What business do you have in Montreal other than to consummate all 
of your transactions there? You don’t have any industrial company there, 
do you? 

A, Well, I have a number of eontacts in Montreal, Mr. Schenker, though I 
went up to Montreal and held a board meeting of this company, and it was 
signed pursuant to that authority. 


On January 23, 1937, two days after the preferred stock was to 
have been deposited by the public holders at the Royal Bank of 
Canada pursuant to the offer of Wallace Groves and two days prior 
io the date on which Wallace Groves was required to pay these public 
holders for their preferred stock so deposited, Mr. Warriner went 
io Montreal to consummate the transactions with Wallace Groves 
pursuant to the authorization of the board of directors of General 
Investment Corporation. Mr. Groves denied that he had any influ- 
ence or control over Ernest B. Warriner or over International Equi- 
ies Corporation (controlled by Warriner) which in turn controlled 
General Investment Corporation. However, it will be recalled that 
Wallace Groves and his brother, George Groves, had “loaned” Ernest 
B. Warriner the funds necessary to buy the controlling block of In- 
fernational Equities Corporation. Mr. Groves when examined ad- 
mitted that the controlling block of stock of International Equities 
Corporation had been hypothecated with Wallace Groves or his 
brother as collateral for this loan. Mr. Groves testified : °** 


Q. So that the situation was that—Mr. Warriner had hypothecated with the 
Delaware Trading Corporation—which was nothing else but your brother ; * is 
not that So? 

A, That is right. 

Q. His controlling block of the International Equities Corporation as collateral 
for the loan of $139,000 which was used to buy the controlling block and the 
block he left with the Delaware Trading Corporation as collateral for the loan ; 
isnot that so? 

A, Waa We wien fo 

“Jd, at 20230. 


In December 1937 Wallace Groves reacquired his interest in this company. (Id., at 
90300, 20476.) 
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The contract, as finally consummated between the Nassau Securi- 
ties Company, Ltd., and Ernest B. Warriner on behalf of Genera] 
Investment Corporation provided for the purchase by General Th. 
vestment Corporation on January 23, 1937, of 24,591 shares of the 
preferred stock of General Investment Corporation at $109 4 
share,°** which was the amount of such preferred stock actual] 
deposited by the public holders with the Royal Bank of Canada on 
January 21, 1937, pursuant to the offer of Nassau Securities Com- 
pany, Ltd., the personal company of Wallace Groves, to purchase 
such stock at $87.50 per share. On January. 23, 1937, General In- 
vestment Corporation paid $102 per share for 20,731 of these 
shares,°** and on January 25, 1937, Wallace Groves, with a portion 
of the funds so derived by him, in turn paid $87.50 per share to the 
public holders who had deposited their stock with the Royal Bank 
of Canada on or before January 21, 1987.52? As-a result, Wallace 
Groves made a net profit of $300,600 on the 20,731 shares which Gen. 
eral Investment Corporation had purchased on J anuary 28, 1937, at 
$102 per share and for which Wallace Groves himself thereafter 
made payment on January 25 at $87.50 per share.%?¢ 

Recapitulating this transaction, Wallace Groves agreed to pay the 
public holders of the preferred stock of General Investment Cor- 
poration $87.50 per share on January 25, 1937, provided these holders 
deposited their shares with the Royal Bank of Canada on or before 
January 21, 1937. On January 23, 1937, two days after the deposit 
date, Mr. Warriner caused General Investment Corporation to agree to 
purchase from Wallace Groves at $102 per share the exact number 
of shares which had been deposited by the public stockholders with 
the Royal Bank of Canada, payment to be made on that date, or two 
days before Mr. Groves was obligated to pay $87.50 per share to the 
public holders. By January 23, 1937, Mr. Warriner had caused (en. 
eral Investment Corporation to have on deposit in the Royal Bank 
of Canada sufficient funds to pay Wallace Groves $102 per share for 
all the deposited stock. On January 23, 1937, Wallace Groves was 
paid from the General Investment Corporation deposit with the 
bank a total of $2,114,562, or $102 per share for 20,731 shares of 
General Investment Corporation preferred stock.°2? Of this amount 
paid to Mr. Groves on January 23, 1937, he paid to the public holders 
who deposited these preferred shares an aggregate of $1,813, 962.50, 
or $87.50 per share.** Mr. Groves thereby realized a profit or over 


63 Td., Commission’s Exhibit No. 1571. 

©4Td., Commission’s Exhibit No. 1575. In addition General Investment Corporation re- 
purchased from Wallace Groves 105,15914 shares of common stock at $1.50 per share, for 
a total of $157,738.80. Mr. Groves had purchased these common shares from Mr. Deven- 
dorf as part of his transaction with the latter. (Id., at 20657.) 

65 Td., at 151889, 15208, 20525-6. For the balance of the shares which were deposited 
in the Royal Bank of Canada, Wallace Groves wags compelled to pay $100 per share (id., 
at 15187 and 20522) for which General Investment Corporation paid $102 per share on 
January 26, 1957. (Id., Commission’s Exhibit No. 1576.) 

86 Td., at 20525. 

6 This figure excludes the 8,860 shares of preferred stock which Wallace Groves was 
compelled to purchase from the First National Bank of Boston at $100 a ghare, and 
which were included in the block of preferred stock gold to General Investment Corporation 
at $102 a share, and on which block Mr. Groves realized a profit of $7,720. 

628 Thid. 
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¢300,000 on the transaction by the use of the funds of General In- 
yesttnent Corporation without using any of his own funds at any step 


in the entire transaction.®® 


(3) INVESTMENT WITH WALLACE GROVES-CONTROLLED PHOENIX 
SECURITIES CORPORATION IN CERTAIN-TEED PRODUCTS CORPO- 
RATION PREFERRED STOCK 


During the period of the control of General Investment Corpora- 
tion by Ernest B. Warriner, a substantial portion of its assets, in- 
uding a part of the proceeds derived from the sale of the Terminal 
Company notes, was used by General Investment Corporation in 
ihe purchase directly or indirectly from Phoenix Securities Corpo- 
mation, an investment company controlled by Wallace Groves,°° of 
jarge blocks of the securities of Certain-teed Products Corporation 
and of Standard Investing Corporation. In April 1936, prior to 
ihe acquisition of control by Mr. Warriner and International Equities 
Corporation of General Investment Corporation, Wallace Groves had 


suggested that International Equities Corporation participate with 
Phoenix Securities Corporation in a commitment to purchase the pre- 


ferred stock of Certain-teed Products Corporation °** which Phoenix 


wTd, at 20523-6, Subsequently, General Investment Corporation, then under the 
control of Henderson Brothers of Boston, sued Ernest B. Warriner and Wallace Groves to 
recover the approximately $300,000 profit derived by Mr. Groves as a result of the repurchase 
from him of its preferred stock by the investment company. Mr. Groves’ offer of $145,000 
in settlement of this suit was accepted by the corporation. 

On December 1, 1988, Wallace Groves, Ernest B. Warriner, Philip De Ronde, George B. 
Groves, Delaware Trading Corporation, Nassau Securities Company, Ltd., Philip De Ronde, 
Lid, and others were indicted in the United States District Court for the Southern District 
of New York as participants in an alleged conspiracy to use the mails to defraud General 
Investment Corporation and its stockholders by the disposition of the proceeds of the 
sale of the Terminal Company’s notes in the purchase of the preferred stock from Mr. 
Groves and in the payment of commissions in the sum of $250,000 to Philip De Ronde 
and Philip De Ronde, Ltd. (See supra, pp. 595-601.) 

«80 Wallace Groves was chairman of the board of directors of Phoenix Securities Corpo- 
yation and its largest stockholder, owning approximately 800,000 shares of its common 
stock or about one-third of such stock outstanding. (Public Examination, General Invest- 
ment Corporation, at 20482.) 

031 Phoenix Securities Corporation, on April 15, 1936, entered into a contract with 
George M. Brown, the chairman of the board of directors of Certain-teed Products Corpo- 
yation, and others to purchase 31,600 shares of the 7% preferred stock of Certain-teed 
Products Corporation for $3,000,000 to be paid in installments due May 15, 19386, Sep- 
tember 15, 1936, and January 15, 1937. (Id., Commission’s Exhibit No. 1581.) This pre- 
ferred stock which Phoenix Securities Corporation agreed to purchase constituted approxi- 
mately 50% of such stock then outstanding and, because of a default in dividend 
payments, was, under the provisions of the charter of Certain-teed Products Corporation 
entitled to elect a majority of the company’s director. (Report of the Securities and 
Exchange Commission on the Study and Investigation of the Work, Activities, Personnel, 
and Functions of Protective and Reorganization Committees, Part VII, at 176.) In Decem- 
per 1935, the accumulated unpaid dividends on the preferred stock of Certain-teed Products 
Corporation amounted to $3,087,196 or $49 per share on the 63,004 shares outstanding. 
(Ibid.) Tbe purpose of Phoenix Securities Corporation was to effect a recapitalization of 
Certain-teed Products Corporation which would eliminate the dividend arrearages on its 
preferred stock. On June 24, 1936, the stockholders of Certain-teed Products Corporation 
voted to amend the company’s charter to create a new prior preferred stock, and the pre- 
ferred stockholders of the company were offered this new preferred stock or a unit of such 
new preferred stock and common stock for their holdings of the old preferred stock. (1d., 
at 181.) The recapitalization plan did not, however, disturb Phoenix Securities Corpora- 
tion’s working control of Certain-teed Products Corporation. (Ibid.) 
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Securities Corporation was unwilling to undertake alone.*’ Inter- 
national Equities Corporation adopted the suggestion of Wallace 
Groves and agreed to participate with Phoenix Securities Corpora- 
tion in this investment to the extent of $1,000,000,*** notwithstanding 
the fact that Certain-teed Products Corporation had been losing 
money steadily for six years.*** 

As of August 18, 1936, International Equities Corporation had 
paid to Phoenix Securities Corporation $420,961 on account of this 
commitment.®* However, on August 18, 1936, fifteen days after it 
had acquired control of General Investment Corporation, and shortly 
after Mr. Billings had informed Mr. Warriner of the status of his 
negotiations for the sale of the Terminal Company’s notes, Inter- 
national Equities Corporation transferred, with the approval of 
Wallace Groves, this million-dollar participation in the stock of 
Certain-teed Products Corporation to General Investment Corpora- 
tion.°°°> The reason advanced for this assignment of International 
Equities Corporation’s participation was that General Investment 
Corporation had assets of $10,000,000 and would be in a better posi- 
tion to make the investment.** General Investment Corporation 
paid to International Equities Corporation $420,961 as its initial 
payment on this commitment and eventually paid to the Phoenix 
Securities Corporation the balance of the commitment with funds de- 
rived in part from the sale of the Terminal Company notes.°?® 

As a result of this transaction International Equities Corporation 
derived $420,961 in cash and was relieved of a $579,089 liability still 
due on this commitment, thus placing itself, at the expense of its 
subsidiary, General Investment Corporation, in a financial position 
to meet the future installments for the purchase of control of General 
Investment Corporation itself. As has been stated, when Mr. Warri- 
ner acquired control of International Equities Corporation, it had 
assets of $1,165,000. By the close of August 1936, of these funds, 
$441,027 had been used to repurchase its own outstanding stock. 
Between August 1936 and March 1937, International Equities Corpo- 
ration paid American General Corporation a total of $800,000 *° on 
account of the purchase price for control of General Investment 
Corporation. Obviously these payments could not have been met if 
International Equities Corporation had to retain and pay this 
$1,000,000 commitment to purchase the preferred stock of Certain- 
teed Products Corporation. As a consequence General Investment 


632 Op. cit. supra, note 533, at 15288-9. 

683 Td., at 15198—9, 20484, 20487-8, and Commission’s Exhibit No. 1584. 

884Td., at 152845, 15290. 

685 Td., Commission’s Exhibit No. 1583. 

888 Thid. 

ss7Td., at 15300-2. 

68 On September 14, 1936, General Investment Corporation paid $241,207.75 on account 
of the commitment, and on January 2, 1937, paid the balance of $436,592. (Id., Commis. 
sion’s Exhibit No. 1585.) Apparently this final payment was made in part from the 
proceeds of the sale of the Terminal Company notes, since. General Investment Corpora: 
tion on November 30, 1936, had only $4,800 in cash other than the cash derived from the 
sale of the Terminal Company notes. 

839 Of this sum, $266,000 was expended on August 21, 1936, to meet the personal obli- 
gation of Mr. Warriner to purchase International Equities Corporation stock from Louis J, 
Kolb and others. (See note 551, supra.) 

640 Op. cit. supra, note 533, at 15300-2, and Commission’s Exhibit No. 1565. 
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Corporation, having cash derived from the sale of the Terminal Com- 
any notes, was compelled by its controlling persons to assume this 
$1,000,000 commitment. 

On May 31, 1937, General Investment Corporation held, after a 
recapitalization of Certain-teed Products Corporation in June 1936, 
a total of 11,184 shares of the 6% prior preferred stock and 29,420 
shares of the common stock of Certain-teed Products Corporation at 
a cost of $691,181.98 and $423,910.06, respectively.°*t On May 31, 
1938, General Investment Corporation still held 7,444 shares of this 
preference stock and 28,500 shares of this common stock with a total 
market value of $309,521.50,°*? indicating an unrealized loss on these 
securities of $561,192. 


(4) PURCHASE OF COMMON STOCK OF STANDARD INVESTING COR- 
PORATION FROM THE WALLACE GROVES-CONTROLLED PHOENIX 
SECURITIES CORPORATION 


General Investment Corporation, on December 17, 1936, two weeks 
after it had sold the Terminal Company notes, also purchased 163,000 
shares or approximately 39% of the common stock of Standard In- 
vesting Corporation, an investment company of the general manage- 
ment type,°** from Phoenix Securities Corporation for approximately 
$3.93 per share, or a total of $641,431.°* On this sale, Phoenix Secu- 
rities Corporation made a profit of $40,792.67.°° 

This block of stock of Standard Investing Corporation had been 
previously acquired by Phoenix Securities Corporation in an un- 
successful effort to obtain control of Standard Investing Corporation. 
However, the investment banking firm of Brown Brothers, Harri- 
man & Company, the sponsor of Standard Investing Corporation had 
resisted °° the efforts of Phoenix Securities Corporation to acquire 
control of Standard Investing Corporation, on the ground that that 
banking firm had “sponsored” and “distributed” °4" the securities of 
Standard Investing Corporation to the public on the representation 
that the company would operate as a diversified investment trust.®§ 
Prior to the annual meeting of the stockholders of Standard Invest- 
ng Corporation in March 1936, Brown Brothers, Harriman & Com- 
pany had refused to turn over control of Standard Investing Cor- 
poration to Phoenix Securities Corporation although the latter was 


“1 Public Examination, American General Corporation, Commission’s Exhibit No. 
X3423-F. 

62 Annual Report, General Investment Corporation, May 31, 19388. 

“8 As at December 31, 1986, Standard Investing Corporation had outstanding $2,941,000 
principal amount of convertible debentures, 55,156 shares of preferred stock entitled to a 
preference in the corporate assets of $100 per share and accrued dividends, and 394,591 
shares of common stock. (Moody’s Manual of Investments, Banks, ete., 1937, at pp. 
1744-5.) 

6% Op. cit. supra, note 5383, Commission’s Exhibit No. 1580. 

“5 Thid. 

66 Id., at 15260. 

“7 Tid. 

“SReply to the Commission’s questionnaire for Standard Investing Corporation, Part 
I], Exhibit 8 et seq. Walter S. Mack, Jr., president of Phoenix Securities Corporation, 
testified that Mr. Ray Morris of Brown Brothers, Harriman & Company had informed him 
that “he [Morris] didn’t think that Phoenix’s type of operation was the type of operation 
that they had conceived for Standard when they had distributed Standard Stock’. (Public 
Examination, Genera] Investment Corporation, at 15260.) 
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the largest stockholder.**® At the annual meeting of Standard In- 
vesting Corporation’s stockholders in March 1936, Brown Brothers, 
Harriman & Company had defeated Phoenix Securities Corporation 
in a proxy fight for control of the management of the company.’ 
Although thereafter Phoenix Securities Corporation continued to 
acquire common stock of Standard Investing Corporation 1n the 
market, by December 1936, Phoenix Securities Corporation was ap- 
parently not unwilling to dispose of its holdings of the common stock 
of Standard Investing Corporation. 

At this time, both Mr. Warriner, on behalf of General Investment 
Corporation, and Henderson Brothers of Boston (who subsequently 
acquired control of General Investment Corporation from the War- 
riner interests), on behalf of various investment companies which 
they then controlled,’ approached Phoenix Securities Corporation 
with offers to purchase its common stock in Standard Investing Cor. 
poration. Phoenix Securities Corporation sold its shares, as has been 
stated, on December 17, 1936, to General Investment Corporation, 
which, Mr. Henderson testified, “had the inside track °° with Phoenix 
Securities Corporation because of the association of Mr. Warriner 
with Mr. Groves. Brown Brothers, Harriman & Company approved 
of this sale by Phoenix Securities Corporation to General Investment 
Corporation only after it had received assurances that “Mr. Warriner 
wasn’t merely another way of saying ‘Mr. Groves’.” °°? Simultane- 
ously Brown Brothers, Harriman & Company sold its minority hold. 
ings of Standard Investing Corporation common stock °* to the 
Henderson Brothers and investment companies controlled by them; ** 
and the Henderson Brothers received a minority representation °° on 
the board of directors of Standard Investing Corporation. 

By March 1937, General Investment Corporation had acquired 
204,852 shares of the common stock of Standard Investing Corpora- 


649 In March 1936, Phoenix Securities Corporation held approximately 120,000 shares of 
Standard Investing Corporation common stock, and Brown Brothers, Harriman & Company 
held only 30,000 shares of such stock, (Id., at 15241-2.) 

60 Tq., at 15242-8, 15260-1. 

65t Prior to July 1934, Henderson Brothers of Boston who were then primarily engaged 
in the retail distribution of radios, electric refrigerators, and washing machines (id., at 
15316) had a substantial interest in only one small investment company, World Investment 
Trust. (1d., at 15312-3.) Thereafter, between July 1934 and February 1937, Hendergon 
Brothers acquired, at a personal expenditure of between $40,000 and $80,000, control of 
Beacon Participations, Inc., Atlantic Securities Company of Boston, and Allied Interna- 
tional Investing Corporation, three investment companies having aggregate assets in excess 
of $2,000,000. As each of these companies was acquired by Henderson Brothers, the 
assets of these investment companies were used to purchase control of other investment 
companies. ‘(Id., at 15312, 15328, 15327.) In March 1937, Henderson Brothers acquired 
control of Standard Investing Corporation, General Investment Corporation, and Interna- 
tional Equities Corporation, in a series of transactions which will be described infra. 

21d. at 15334. 

G3 Gl, ge IsZzail. 

651 Thid. 

655 Henderson Brothers and their controlled investment companies acquired their hold- 
ings of Standard Investing Corporation common stock from Brown Brothers, Harriman & 
Company at a price of $3.50 per share and the Henderson Brothers publicly offered to 
acquire additional shares of the common stock from all holders of the stock at a price 
of $3.50 per share. (Id., at 15337, 15354.) However, General Investment Corporation 
purchased Phoenix Securities Corporation’s holdings of such stock at a price of $3.93 
per share. 

86 Td., at 15339. 
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tion at a total cost of $812,993, notwithstanding the fact that the 
common stock of Standard Investing Corporation had no asset value 
and that the total assets of the company would have had to appre- 
ciate by approximately $2,000,000 before such common stock would 
have acquired any asset value.*** 

The acquisition of control of Standard Investing Corporation gave 
Mr. Warriner control of the particular investment company which 
was ultimately used as the means of realizing for himself a personai 
profit of approximately $1,900,000 at the time he disposed of his 
controlling interest in his investment companies. 

On March 2, 1937, Mr. Warriner caused General Investment Cor- 
poration to sell its controlling interest in Standard Investing Cor- 

oration,®°? which had, as indicated above, total assets of approxi- 
mately $9,000,000, to Central Capital Corporation, an investment 
holding company controlled by the Henderson Brothers of Boston.*° 


oS Soa 

651 Id., Commission’s Exhibit No. 1574. 

68 AS at December 81, 1986, the net assets of Standard Investing Corporation applicable 
to its capital stock after deducting bonded indebtedness and other liabilities, totaled $5,268,- 
796, and the preferred stock had an asset value of approximately $96 per share. No 
deduction has been made from the unrealized appreciation of investments for liabilities 
with respect to federal excess profits tax or surtax on undistributed profits. If these 
taxes are taken into account, the asset value of each share of preferred stock is $84.10. 
(Moody’s Manual of Investments, Banks, ete., 1937, at 1744.) There were outstanding 
55,156 shares of preferred stock having a liquidating preference in assets of $5,515,600 
plus accrued unpaid dividend at $1,868,410, or a total prior claim of $7,384,010. (Ibid.) 

69 Op. cit. supra, note 533, at 15850. 

6Td., at 15841-2. When examined with respect to the negotiations which Mr. Hender- 
son and his associates carried on with Mr. Warriner looking to the acquisition of control 
of Standard Investing Corporation, and thereafter International Equities Corporation, 


Mr. Henderson testified (id., at 15340—2) : 

A. It must have been about the 15th of February of this year [1987] and one day 
we received a telephone call from Mr. Warriner in New York. Mr. Warriner knew 
we were interested at various times in getting control of big blocks of investment 
trust securities, either with or without control, if complete. 

He called us and said he had a big proposition for us in connection with invest- 
ment trusts and he suggested we both come to New York, Mr. Moore and myself. 
I went alone because we were getting busy and I reached New York the next morn- 
ing and found Mr. Warriner there in a very agitated state of nervousness, and 
he told me he was on the verge of a breakdown and the doctor told him he had to 
gradually divest himself of his investment trust holdings, it had been too much 
for him and he had not been able to manage and make portfolio changes and he 
wanted to start unloading his interests in his companies. 

Q. Yes; go on. 

A. At that time we called in Mr. Moore and we started discussing the question 
of the companies he was willing to sell, and at what price. And we discussed all 
kinds of angles, the possible purchase price and the discussions were very difficult 
because Mr. Warriner would break down and say he was sick and have to lie down 
an hour or two and we went back and forth from Boston to New York five or six 
times during the succeeding ten or twelve days. 

Q. Were these negotiations looking toward the acquisition of the International 
Equities Corporation stock? 

We discussed International Equities and we discussed Standard Investing. 


Q. Yes. 
A. He told us at that time he had all kinds of theories of what he wanted to sell 


and the only thing we could come to an agreement on the price was Standard Invest- 
ing and that was the only thing we knew enough about to make a deal. 

Q. What was the result of that? 

A. The result was we purchased 240,000 shares of that stock from him. 

Q. Of what corporation? 

A. Of Standard Investing Corporation for $850,000, payable $400,000 in cash 
practically, some within ten days and the balance of $450,000 over a period of 
several months. 

* * * * * x * 

_Q. How did Standard Investing Corporation come into the International Hquities 
Corporation picture? 

About a week or two later, Warriner came to Boston and said he was ready 
to sell the rest. ae 

Q. As a result of these negotiations did Standard Investing Corporation buy con- 
trol of International Equities Corporation? 

A, That is correct. 

Q. How much did it buy? 

A, Between 70 and 80 per cent of it. 

Q. For an aggregate in dollars of how much? 

A, $2,000,000, 
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Two weeks later Mr. Warriner sold his controlling interest in Inter- 
national Equities Corporation, which controlled General Investment 
Corporation, to Standard Investing Corporation, for a cash pay- 
ment of $2,000,000.°° To meet this payment of $2,000,000, Standard 
Investing Corporation was compelled to liquidate diversified port- 
folio securities having a value of $2,000,000. Ernest F’. Henderson 
testified : °°? 


Q. So that as far as Standard Investing Corporation is concerned, you had 3 
diversified portfolio, did you? 

A. Yes. 

Q. And you liquidated enough of the portfolio to raise $2,000,000, is that 
right? 

A. Yes. 

Q. And then you had $2,000,000 invested in the International Equities Cor. 
poration stock? 

A. That is right. 


As a result of these transactions, Mr. Warriner, who had invested 
only approximately $189,000 in his purchase of the controlling block 
of International Equities Corporation stock, derived a profit of 
approximately $1,860,000 on the sale of this block.®* This profit to 
Mr. Warriner came from the funds of Standard Investing Corpora. 
tion which Mr. Warriner had controlled only two weeks before. 

Mr. Groves denied that he received any part of this $2,000,000, 
except the $150,000 which was paid to him in satisfaction, with in- 
terest, of the $139,000 originally advanced to Mr. Warriner by the 
Delaware Trading Corporation (the Groves personal holding com- 
pany) to enable him to purchase his first block of stock in Interna- 
tional Equities Corporation. Mr. Groves testified : °° 


Q. * * * Do you deny, Mr. Groves, that of the $2,000,000 that Mr. War- 
riner got for his International Equities Corporation stock that you got any 
portion of that $2,000,000 other than the $189,000 that he had owed either 
to you or your brother? 

A. I got no portion of that; as far as I know I never got any money from him 
at all. I got no portion of the proceeds of that sale, if that is the definite 
answer you want. 

Q. What portion of the proceeds of the sale did you get? 

A, * * * He gave Delaware Trading Corporation a check for one-hundred- 
and-fifty-odd thousand dollars, which included $189,000 plus interest, in full 
payment of the obligation, and I think that he gave it after they paid him the 
money. 


Q. The Delaware Trading Corporation loaned him $139,000, which was used 
to buy part of the stock which was ultimately sold for $2,000,000? 
A. Yes. 


6etTd., at 15342. 

GPG, ehe albistyle 

663 The record suggests that it was contemplated by Mr. Warriner and the Henderson 
Brothers that the assets of Standard Investing Corporation, after its control passed to 
the Henderson Brothers, would be used to purchase control of International Equities 
Corporation from Mr. Warriner. (See testimony quoted in note 660, supra.) 

66 Tq., at 20471-2. 
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Q. And after Mr. Warriner got $2,000,000 for that stock the only monies you 
received out of that $2,000,000, either you or your brother or any personal hold- 
ing corporation of you or your brother, was the loan of $139,000 plus interest? 

A. * * * JT received no money personally at all. The only money in- 
directly I received was through the interest I had in the Delaware Trading 
Corporation through the repayment of the loan, and he did repay the loan. 

* * * * * * * 

Q. You say you reacquired your interest in the Delaware Trading Corpora- 
tion prior to the time that the actual sale by Warriner of his International 
Equities Corporation stock took place to Standard Investing Corporation. Now, 
who represented you at the closing. You had physical possession of the 
International Equities Corporation stock, didn’t you? 

A. Yes, sir. 

Q. * * * I just want to know what the fact was. Did you get your $139,000 
pefore you released the collateral, or did he pay you the $139,000 and then did 
you turn the International Equities Corporation stock over to him? 

A. I believe it was about simultaneously, because I know that I was anxious 
about the money, and I think that was the reason I went up to Montreal, to get it. 

Q. So now you say you did go to Montreal to get the money? 

A. I told you I was in Montreal about that time. 

Q. Did he tell you he was going to Montreal to close the deal? 

Ne lethinkhertold me) that assests. 

* % * * * * a 


Q. Do you remember where the check was turned over to you? 
A. Lam sure it was in Canada * * *. 
* * * * * * * 
Q. Was it at the Royal Bank of Canada? 
A. The check, I suppose it was; it was drawn on the Royal Bank. The check 
was drawn on the Royal Bank, and I think it was turned over there. 
% * * * * * ® 


Q. Is it your testimony that while the loan was outstanding from November of 
1935 to March of 1937, this loan of $139,000, and what you just characterized as 
the controlling block of stock, that you did not participate or influence the 
management of International Equities Corporation? 

A. I did not, to my knowledge—Warriner would come to me and ask ques- 
tions and advice. Sometimes he worried me about it, but I at no time was 
director in any of those companies and I don’t think that I took any interest in 
the management. Of course, I didn’t. Why should I. I am of an inquisitive 
nature and I may have talked about it. 

Q. Did you say “inquisitive” or “acquisitive”? 

A. Acquisitive too, sometimes, if it would do me any good. 


ce, Effect of Ernest B. Warriner’s Management Policies on Stock- 
holders of General Investment Corporation 


As has been described, almost all of the $5,750,000 cash derived by 
General Investment Corporation from the sale of its Terminal Com- 
pany notes as well as of the cash on hand when Mr. Warriner ac- 
quired control of General Investment Corporation was caused to be 
invested by General Investment Corporation in “special situations” 
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with which Wallace Groves was either directly or indirectly associ. 
ated, in the repurchase of the corporation’s own preferred stock from 
Mr. Groves, at a profit to Mr. Groves, and in the payment of com. 
missions to Mr. Groves’ associate, Mr. De Ronde. 

Approximately $2,500,000 of this cash was used by General Invest. 
ment Corporation to repurchase its own $6 preferred stock from 
Wallace Groves at a profit to him of approximately $300,000. Gen- 
eral Investment Corporation had invested, at the suggestion of Wal- 
lace Groves, $1,000,000 in the purchase of a large block of the pre. 
ferred stock of Certain-teed Products Corporation as a subpartici- 
pation in the purchase of $3,000,000 of such stock by the Groves. 
controlled Phoenix Securities Corporation. In addition, Phoenix 
Securities Corporation sold to General Investment Corporation 
controlling block of the common stock of Standard Investing Cor. 
poration for $641,000. An aggregate of approximately $4,150,000 
of this cash was therefore expended in the purchase of securities 
in which Wallace Groves was directly or indirectly interested. Jy 
addition, $400,000 was paid to Groves’ associate, Mr. De Ronde, and 
ostensibly to the South American bankers as commissions in connec. 
tion with the sale of the Terminal Company notes. The remaining 
cash which General Investment Corporation had acquired from its 
sale of the Terminal Company’s notes was invested during the period 
of Mr. Warriner’s management of General Investment Corporation 
in the purchase for $1,137,687.50 of a 26% interest in Utility Equities 
Corporation, an investment company of the general management 
yjoeee ‘ 

As a result of these investments and disbursements, the announced 
policy of General Investment Corporation of investing in diversified 
securities was abandoned, although this policy had been inaugurated 
in 1933 with the knowledge and consent of the stockholders after the 
company had suffered substantial losses as a result of its previous 
concentration in public utility securities.°°° Without the prior know!- 
edge or consent of its stockholders General Investment Corporation, 
under the management of Mr. Warriner, had become essentially a 
holding company for other investment companies. The only other 
substantial investment of General Investment Corporation consisted 
of a large holding of Certain-teed Products Corporation preferred 


stock, 


H. Management of General Investment Corporation by Hender- 
son Brothers, of Boston, Mass. (March 1937-June 1939) 


Control of General Investment Corporation, as has been stated, 
passed on March 9, 1937, to Henderson Brothers of Boston evidently 
without the prior knowledge or consent of the stockholders of the 


66> Op. cit. supra, note 533, at 15197, and Commission’s Exhibit No. 1574. As at May 
31, 1937, General Investment Corporation held 153,900 shares of Utility Equities Corpora- 
tion common stock at a cost of $1,183,615. (Public Hxamination, American General Corpo- 
ration et al., Commission’s Exhibit No. X3423F.) On May 31, 1938, 144,400 shaves of 
this stock was still retained at a market value of $270,750 (Annual Report of Standard 
Investing Corporation, May 31, 1938), indicating an unrealized loss of $839,830 on the 
shares retained, exciusive of whatever profit or loss was realized on the 9,500 shares sold 
between balance sheet dates. See supra, note 563, for present status of Utility Equities 
Corporation. 

666 See supra, p. 578. 
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mvestment company. As a result of the passage of control, General 
Investment Corporation became one of the constituent investment com- 
panies in the pyramid of such companies controlled by Henderson 
Brothers, of Boston. In this structure of investment companies, Gen- 
eral Investment Corporation was controlled by International Equities 
Corporation, which in turn was controlled by Standard Investing 
Corporation. Standard Investing Corporation itself was controlled 
py other investment companies which were directly controlled by 
Henderson Brothers themselves. The following chart °°" indicates 
the position of General Investment Corporation in the series of 
‘yyestment compamies under the control of the Henderson Brothers: 


HENDERSON BROS. ees 


WORLD RADIO CORP. WORLD 
INVESTMENT 
| TRUST 
T 
ATLANTIC SEC.CO. BEACON | - ALLIED 
OF BOSTON PARTICIPATIONS, INC. INTERNATIONAL 
—>| INVESTING CORP. 


—_—_ CENTRAL CAPITAL CORP. baad 


STANDARD INVESTING CORP. 
—— 


INTERNATIONAL 
EQUITIES CORP. 


| GENERAL INVESTMENT CORP. 
| Formerly Public Utility Holding Corp. 


UTILITY EQUITIES CORP. 


By March 1987 the assets of General Investment Corporation, under 
the management of Ernest B. Warriner, had declined from 
approximately $9,800,000 (taking into account the $7,500,000 proceeds 
from the sale of the Terminal Company notes) to $6,300,000 °° largely 
by reason of the repurchase of its own preferred stock for about 
$9,500,000. Between March 1937 and May 31, 1938, the assets of 
General Investment Corporation declined from approximately 
$6,300,000 to $2,800,000, most of which was invested in real estate 

‘i Td., Comniission’s Exhibit No. 1579. See supra note 563 for discussion of transfer 


of control of General Investment Corporation to American General Corporation. 
68 Op. cit. supra, note 533, Commission’s Hxhibit No. 1574. 
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situated in and around Boston, Massachusetts.°° Chart 5 indicates 
the degree to which the assets of General Investment Corporation ar, 
at present invested in real estate. 


CHART 5 


Standard Investing Corporation 
and its Affsliates* 


[—] Rectangles Indicate Investment Companies 
© Circles Indicate Real Estate Companies 


INTERNATIONAL aa, 
_ EQUITIES CORP. ae 
oe 
| 83.7% of Its Class 
| EA” Stock - 
83.4% of its Class 
“BM Stock 


. Owned by 
: : Standard 


- Square } 
Building 


General * 
- Common- - 
wealth 
. Corp. » 


~~ GENERAL 

_.. INVESTMENT. CORP. 

~ 57.9% of its Preferred 
Slacks: 

- OT.5% of its Class "A" 
oe Stock — 

43.8% of its Common 
“= 2. Stock » 


f Harbor 
e Building 


= Owned by Ahtemational 
«and Standard 


~ UTILITY 


t : * Harbor Building, while not-an affiliate, is included above because of 
= £ oes CORE: the important consolidated holdings of their outstanding bonds by 
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669 See Annual Report of Standard Investing Corporation, June 30, 1988. The decline 
of $3,500,000 during the period of control by Henderson Brothers was not entirely the 
result of their investment policies. Substantial realized and unrealized losses during the 
period were suffered on the inherited investments. In Certain-teed Products Corporation 
and Utility Equities Corporation alone the unrealized losses totaled approximately 
$1,401,022. (See supra.) 
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On the other hand, prior to the sale of control by Mr. Warriner of 
poth Standard Investing Corporation and International Equities 
Corporation which in turn controlled General Investment Corpora- 
tion, to the Henderson Brothers, General Investment Corporation 
itself owned the controlling block of the common stock of Standard 
Investing Corporation. ‘The following chart indicates the position of 
General Investment Corporation in the system of investment com- 
panies which had been controlled by Ernest Warriner : 


EQUITIES 


INTERNATIONAL | 
CORPORATION | 


GENERAL 
INVESTMENT 
CORPORATION 


STANDARD UTILITY 
INVESTING ; art EQUITIES 
CORPORATION CORPORATION 


It will be recalled that Standard Investing Corporation was a 
leverage Investment company so that the stockholders of General 
Investment Corporation, when it controlled Standard Investing Cor- 
poration, obtained the leverage advantage of the common stock of 
Standard Investing Corporation. As a result of the transfer the 
common stock of Standard Investing Corporation held by General 
Investment Corporation to investment companies controlled by the 
Henderson Brothers, the stockholders of General Investment Corpo- 
ration were deprived of the leverage advantage of its previous own- 
ership of the common stock of Standard Investing Corporation. 


I. Conclusions 


General Investment Corporation (formerly The Public Utility 
Holding Corporation of America), which was organized on Septem- 
ber 5, 1929, by the United Founders Corporation group of investment 
companies and The Harris Forbes Corporation (a subsidiary of 
Harris, Forbes & Company, a leading New York investment banking 
house) raised ultimately an aggregate of approximately $78,634,000 by 
the issuance and resales of its capital stock. As of May 31, 1986, about 
two months prior to the date when control of General Investment 
Corporation was transferred by the sponsors to a new management, the 
investment company had sustained a loss of approximately $70,604,000 
in its operations, or approximately 90% of its paid-in capital. 

The most substantial part of this loss was sustained by the invest- 
ment company in transactions in which the sponsors had a direct 
ov indirect pecuniary interest. During the management period of the 
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United Founders Corporation group and Harris Forbes & Company 
the General Investment Corporation and its subsidiary, United States 
& Overseas Corporation, invested and reinvested an aggregate of 
$107,000,000 in transactions in which the sponsors s either had a direct 
pecuniary interest or which were otherwise permeated with con. 
flicts of interest between the investment companies and their may. 
agements. On these transactions, the two investment companies log 
approximately $53,000,000, or over two-thirds of the total losses sys. 
tained in their oper ation. 

From its very inception, General Investment Corporation jas 
caused by its sponsors to become interested in ventures in which these 
sponsors were on both sides of the transaction—representing the in- 
terest of the investment company and their own interests. At the 
origination of the company, the sponsors who granted themselves the 
right to distribute the common stock of General Investment Corpora. 
tion, sold these securities to the public at prevailing market prices, 
sainteln for a period averaged $26 a share. The investment company 
then issued this stock at $12, 50 per share to these sponsors, who made, 
in the form of profits and commissions, an aggregate of approxi. 
mately $6,780,000. Immediately upon the organization of the Gen. 
eral Investment Corporation, both the sponsors sold directly to the 
dominated investment company $19,500,000 of utility stocks upon 
which transaction the sponsors realized a profit of $4,500,000. 

While managed by Harris, Forbes & Company, the investment com- 
pany engaged in numerous transactions which’ were permeated with 
a variety of conflicting interests. As was stated by one of the senior 
officers of the sponsoring investment banking firm, “it was impossible 
for the investment banker that formed these imnnestaranvoret trusts to use 
the same kind of judgment that they would have used if they had been 
only interested in the investment company.” During this manage- 
ment period by far the greater part of the funds of ‘the investment 
company were used to expand the resources of the utility systems foy 
which Harris, Forbes & Company was the banker; to take over financ- 
ing obligations of the sponsors; to guarantee and eventually to acquire 
an issue distributed to the public by Harris Forbes & Company; to 
purchase securities from investment bankers associated with Harris 
Forbes & Company; and to make loans to German banking clients of 
some of the sponsors. 

In August 1936, when the value of the assets of the investment 
companies had shrunk to less than $10,000,000, control of the invest- 
ment company was sold to International Equities Corporation, which 
was controlled by Ernest B. Warriner, who had been financed by 
Wallace Groves and his brother. The General Investment Corpora- 
tion realized during the Warriner regime approximately $5,750,000 
in cash upon the sale of its investment in a South American terminal 
company, and the investment company was immediately caused to 
disburse the greater part of this cash in transactions and ventures 
in which Wallace Groves and his associates were directly or indi- 
rectly pecuniarily interested. Approximately $2,500,000 was used to 
repurchase from Wallace Groves the corporation’s outstanding pre- 


—— 
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ferred stock upon which Groves realized a profit of approximately 
6300,000 without investing any funds in the transaction. ‘The sum of 
4400,000 was paid to one Philip De Ronde, an associate of Wallace 
Groves and persons affiliated with Mr. De Ronde, as “commissions” for 
the sale of the South American Terminal Company. The investment 
company was caused to make part of the payments for a $1,000,000 
plock of stock of the Certain-teed Products Corporation which General 
Investment Corporation acquired from the International Equities Cor- 
jration, controlied by Mr. Warriner; and to purchase for approxi- 
mately $650,000 a block of Standard Investing Corporation stock, 
qother investment company, which Phoenix Securities Corporation, 
an Investinent company dominated by Wallace Groves, had accumu- 
lated in an unsuccessful attempt to obtain control of the Standard 
Investing Corporation. As a result of these and other investments in 
special situations made during the Ernest B. Warriner management 
period which terminated when he sold control of General Investment 
Corporation in March 1937 to Henderson Brothers of Boston, General 
Investment Corporation sustained further substantial losses. 

Throughout the history of General Investment Corporation, the 
fundamental nature of its business and the investment policy was 
changed without the prior consent of its security holders. During 
the first management and expansion period, the business of the invest- 
ment company was changed from investing in the securities of public- 
utility companies to the acquisition and control of public-utility 
enterprises, for which the sponsor was the banker, and activities of 
an investment-banking nature, such as the extension of credit to for- 
eign clients of the sponsors. During the second management period 
the major portion of the funds of the investment company were used 
{0 reacquire its own outstanding preferred stock from Wallace 
Groves, to acquire other investment companies, and to make substan- 
tial concentrated investments in companies in which associates of the 
sponsor had special imterests. During the third management period, 
, substantial portion of the funds were invested in real-estate enter- 
prises. On June 29, 1939, control of General Investment Corporation 
was reacquired by American General Corporation, and in place of the 
weal estate properties General Investment Corporation was to receive 
$1,050,000 in cash from International Equities Corporation. 
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XI. EASTERN UTILITIES INVESTING CORPORATION: 
(AN INVESTMENT COMPANY CONTROLLED AND OPER. 
ATED BY H. C. HOPSON AND THE ASSOCIATED GAS & 
ELECTRIC SYSTEM) 


A. Summary 


Eastern Utilities Investing Corporation > was incorporated under the laws of 
Delaware on August 4, 1922, by H. D. Walbridge & Co. Inc. The company 
remained dormant until about March 20, 1924, when the controlling blocks of 
stocks of various water, gas, and light companies operating in western Pennsyl- 
vania® were transferred to it by H. D. Walbridge & Co., Inc., which received 
in consideration therefor 45,000 shares of $7 preferred stock, 165,000 shares of 
its common stock, and an option to purchase the debentures of Eastern Utilities 
Investing Corporation. On December 31, 1924, the consolidated balance Sheet 
of Eastern Utilities Investing Corporation (then known as Pennsylvania Electric 
Corporation) showed that its operating company subsidiaries had plant and 
property amounting to approximately $77,000,000. At that time, the public held 
approximately $39,500,000 of bonds and over $10,600,000 of stocks of these 
subsidiary companies. In addition, Eastern Utilities Investing Corporation haq 
outstanding approximately $5,000,000 principal amount of debentures, approxi- 
mately 44,000 shares of $100 par 7% preferred stock and approximately 160,000 
shares of its no par common stock. 

On Tune 4, 1925, H. D. Walbridge & Co., Inc., contracted to sell to Associated 
Gas and Electric Company its and its associates’ holdings of common and pre- 
ferred stock of Eastern Utilities Investing Corporation, which were at least 
114,610 shares of common and 24,019 shares of preferred. Additional shares of 
common were delivered under the contract. Through this and public purchases 
Associated Gas and Electric Company acquired about 165,000 shares of the out- 
standing 175,000 shares of common stock. This acquisition of Eastern Utilities 
Investing Corporation increased the total consolidated assets of Associated Gas 
and Electric Company by at least 729. Thereafter, Eastern Utilities Investing 
Corporation was under the complete control and domination of H. C. Hopson 
and J. I. Mange, who controlled Associated Gas and Electric Company and other 
Associated Gas & Electric System companies through various Massachusetts 
common-law trusts. 

When formal control was assumed by the Associated Gas and Electric Com- 
pany on September 23, 1925, the composition of the board of directors of the 
Eastern Utilities Investing Corporation was immediately changed. H. C. Hopson 
(vice president, treasurer, and director of Associated Gas and Electric Company) 
was made vice president and director of Eastern Utilities Investing Corporation; 


1The material on which the report on this company is bascd consists of (1) the reply 
to the Commission’s questionnaire prepared by a service staff serving the Associated Gas 
& Electric System and pursuant to the direction of the Comptroller of the “System”; (2) 
a limited accounting investigation by accountants of the Commission's staff of certain 
particular transactions as reflected in the “System's” books; and (3) a subsequent public 
examination. 

The public examination was conducted by Carlile Bolton-Smith, as counsel, who super- 
vised the preparation of the report on this company, assisted by Philip R. Friend, 
financial analyst of the public utilities division, and by R. C. Gilles, of the economic and 
analysis section, and other members of the staff of the Investment Trust Study. 

Occasional reference is made to the record of the examination under Section 21—A of 
the Bankruptcy Act, In the Matter of Eastern Utilities Investing Corporation, Debtor, 
before a Special Master of the United States District Court for the District of Delaware, 
and which began after the conclusion of testimony in the public examination held by the 
Securities and Exchange Commission. Reference is also made to testimony in the income 
tax proceeding in the same matter. 

2The Corporation was organized under the name of Eastern Hydro-Electric Company, 
which was subsequently changed to Pennsylvania Electric Corporation, then to Hastern 
Utility Preferred Holding Corporation and finally to Eastern Utilities Investing Corporation. 

3These companies were Penn Public Service Corporation, Venango Publie Service Cor- 
poration, Youghiogheny Hydro-Electric Corporation, Clarion River Power Corporation, 
Clarion Water Company, County Realty Company, and Penelec Water Company. 
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J, I. Mange (president and chairman of the board of directors of Associated Gas 
and Electric Company) was made vice president and director of Eastern Utilities 
Investing Corporation; John M. Daly (vice president of Associated Gas and 
Electric Company) and H. C. Hasbrouck (representative of Associated Gas and 
Blectric Company) were made directors of Eastern Utilities Investing 
Corperation. 

Although Eastern Utilities Investing Corporation was a separate corporate 
entity, the record establishes that it had virtually no existence independent of 
the Associated Gas & Electric System and was wholly and completely controlled 
py that “system” and its dominant personalities. Eastern Utilities Investing 
Corporation had no offices of its own and all the members of the board of 
directors and management consisted of individuals otherwise connected with the 
Associated Gas & Electric System. The investment company had no employees 
of its own, and all the work in connection with its affairs was handled by the 
employees of Mr. Hopson’s personal companies. 

The Associated Gas and Electric Company then almost immediately devised, 
and ultimately consummated, a plan whereby the Associated Gas and Electric 
Company would obtain from the Eastern Utilities Investing Corporation all the 
operating companies which had been transferred to it in 1924, and Eastern 
Utilities Investing Corporation would be given, in lieu of these operating com- 
panies, securities of the Associated Gas & Electric System. 

Within six months after it assumed control of Eastern Utilities Investing 
Corporation, Associated Gas and Electric Company, in order to eliminate the 
minority interests held by the public in the Eastern Utilities Investing Corpora- 
tion which still held the controlling blocks in the various operating companies, 
effected a plan of “reorganization” of the Eastern Utilities Investing Corpora- 
tion. Associated Gas and Electric Company formed the Associated Electric 
Company. Associated Gas and Electric Company then caused its controlled 
subsidiary, Eastern Utilities Investing Corporation, whose board of directors 
consisted solely of Associated Gas and Electric Company men, to transfer control 
of the various operating companies, to the newly formed Associated Electric 
Company in consideration for the transfer to Eastern Utilities Investing Cor- 
poration of 242,700 shares of common stock of the Associated Electric Company. 

As a result of this transaction, control of Eastern Utilities Investing Corpora- 
tion’s various operating companies was transferred to the newly formed Asso- 
ciated Electric Company, and in turn the Eastern Utilities Investing Corporation 
received 242,700 shares of common stock of Associated Electric Company, which 
continued to be all its outstanding common stock for only a short time, until it 
issued more for additional properties. These 242,700 shares of common of Asso- 
ciated Electric Company then constituted virtually the only asset of Eastern 
Utilities Investing Corporation. The plan of Associated Gas and Electric Com- 
pany then was to obtain from Eastern Utilities Investing Corporation this con- 
trolling block of Associated Electric Company which now held the operating 
companies, so that Associated Gas and Electric Company would control Associated 
Flectric Company, and the earnings from its operating companies would reach 
Associated Gas and Electric Company without going through Eastern Utilities 
Investing Corporation, in which there was a public interest. 

One of the first steps taken by Associated Gas and Electric Company was to 
cause Associated Electric Company, now that it held the control of the operat- 
ing companies, to issue $65,000,000 of debentures. This issue of debentures of 
course was senior to| the common stock which the Eastern Utilities Investing 
Corporation had received from the Associated Electric Company in exchange for 
the operating companies which it transferred to Associated Electric Company. 

The next step in the plan was to cause the Eastern Utilities Investing Cor- 
poration to contract to transfer its holdings of 242,700 shares of common stock 
of Associated Electric Company to Associated Gas and Electric Company in ex- 
change for 242,700 shares of the $7 preferred stock of Associated Gas and Electric 
Company. By this transaction, Associated Gas and Electric Company was to 
obtain direct and complete control of Associated Electric Company, which in turn 
controlled the operating companies, and Eastern Utilities Investing Corporation, 
in lieu of its controlling block of Associated Electric Company, was to receive 
preferred stock of Associated Gas and Electric Company. Dissolution of Eastern 
Utilities Investing Corporation was then unsuccessfully attempted. 

However, although Eastern Utilities Investing Corporation was caused to 
perform its obligations under the contract by delivering the 242,700 shares of 
common stock of Associated Electric Company to the Associated Gas and Electric 
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Company, the Associated Gas and Electric Company never delivered the 242,709 
shares of its preferred stock. In fact, these shares of preferred stock were 
never issued, nor had they been authorized. Instead of delivering these 242,700 
shares of preferred stock to Eastern Utilities Investing Corporation, Associated 
Gas and Electric Company merely gave Eastern Utilities Investing Corporation 
a contract obligation in the nature of a “due bill” to deliver these shares of 
preferred stock, and this “due bill’ constituted virtually the sole asset of 
Eastern Utilities Investing Corporation for a year. Instead, the Eastern Utilities 
Investing Corporation, whose officers and directors consisted of Associated Gas 
and Electric Company men, accepted from Associated Gas and Electric Company 
a list of miscellaneous securities on or about July 31, 1927, just before the 
annual report for the year 1926 was to be sent to Eastern Utilities Investing 
Corporation stockholders. Thus, from July 1926 to July 31, 1927, the only 
substantial asset of Eastern Utilities Investing Corporation was the “due bill” 
for 242,700 shares of preferred stock of Associated Gas and Electric Company, 
and throughout this entire period the fact that this “due bill” constituted the 
only asset of Eastern Utilities Investing Corporation was never disclosed to 
stockholders. 

The list of securities received by Eastern Utilities Investing Corporation in 
lieu of the preferred stock of Associated Gas and Electric Company called for 
by the “due bill’ consisted almost entirely of securities of companies affiliated 
with the Associated Gas & Electric System, including securities of Public Utility 
Investing Corporation, Consumers Construction Company, Managing and Invest- 
ing, Inc., Associated Electric Company, Associated Gas and Electric Company, 
and Gas and Electric Associates. Many of these securities had criginally cost 
the Associated Gas and Electric Company virtually nothing, and others had been 
issued by companies in which Mr. Hopson was personally interested. Eastern 
Utilities Investing Corporation’s transfer of the Associated Electric Company 
common stock to the Associated Gas and Electric Company and its acceptance 
of the “due bill” for Associated Gas and Electric Company preferred stock com- 
pleted the first part of the plan of Associated Gas and Electric Company and these 
dominant personalities to obtain from Eastern Utilities Investing Corporation 
its operating companies and to make the public investors in Eastern Utilities 
Investing Corporation indirect holders of preferred stock of a holding company 
remote from the operating companies instead of stockholders in the company 
directly owning the operating companies. The stockholders in Eastern Utilities 
Investing Corporation became virtually indirect holders of the securities of the 
Associated Gas & Electric System and affiliated companies. 

Eastern Utilities Investing Corporation was subsequently transformed into 
an investing company. 

In March 1929 the investment company was caused to offer to the public. 
through Harris, Forbes & Company and Halsey, Stuart & Co., Inc., $35,000,000 
of its 5% gold debentures due 1954. The net proceeds from the sale of these 
debentures amounted to $32,812,500. In the offering circular issued to the public 
describing this issue of debentures a representation was made: ‘ 

“Eastern Utilities Investing Corporation (formerly Pennsylvania Electric Cor- 
poration) was organized in 1922 under the laws of the State of Delaware. It 
is engaged primarily in the business of acquiring and holding for long-term 
investment, securities deriving their income from public utility and allied enter- 
prises. * * * The corporation diversifies its investments among the securities 
of a number of public utility and allied enterprises.” 

The circular also set forth a list of 23 companies, which were claimed to be: 

“Some of the more important companies, from whose genera] operations the 
dividend and interest income of the corporation is directly or indirectly derived.” 
This circular did not list some of the larger investments made in affiliated 
companies of the Associated Gas & Electric System; it did not list the invest- 
ment of $8,400,000 in Gas and Electric Associates, another company affiliated 
with the “system,” the investment of $5,000,000 in Utility Management Cor- 
poration, or the investment of $5,000,000 in Consumers Construction Company. 
On the other hand, the list included six well-known companies, such as Con- 
solidated Gas Company of New York and Metropolitan Edison Company, in three 
of which companies Eastern Utilities Investing Corporation’s investment was 
only approximately $137,000, and in the remaining three of which it had no 
investment at all. 

Eastern Utilities Investing Corporation never received the $32,812,500 of 
cash proceeds from the sale of its debenture issue to the public. Instead, the 
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check received from the underwriters and investment bankers was immediately 
endorsed over to Associated Gas and Electric Company. Eastern Utilities Invest- 
jng Corporation was again caused to accept blocks of stock of companies in the 
Associated System. Included in the securities so transferred were approxi- 
mately $26,500,000 of General Gas & Electric Corporation stock, approximately 
$5,000,000 of Associated Gas and Electric Company stocks, and approximately 
$1,200,000 of securities of subsidiaries of General Gas & Electric Corporation 
(which were almost immediately replaced by Associated Gas and Electric Com- 
pany preferred stock). In lieu of $32,812,500 of cash, which according to the 
representations made in the circular issued to the public was to be invested in 
diversified securities, Eastern Utilities Investing Corporation was compelled to 
accept securities of companies in the Associated System. 

The final $10,000,000 payment by Associated Gas and Electric Company on 
its purchase of control of General Gas & Electric Corporation, which itself had 
peen loaded up by Associated Gas and Electric Company with securities of com- 
panies in its “system,’ was mostly made with cash traceable back to the 
$32,812,500 cash received by Associated Gas and Electric Company from the sale 
of the Eastern Utilities Investing Corporation debentures. In turn, Eastern 
Utilities Investing Corporation was then loaded up with securities of the General 
Gas & Electric Corporation. 

In addition, $8,175,000 of the $32,812,500 received by Associated Gas and 
Electric Company was uséd to carry on market operations in Associated Gas 
and Electric Company securities, some of which securities were then sold to 
the Eastern Utilities Investing Corporation at the resulting inflated prices. 

As has been indicated, at the time Associated Gas and Electric Company took 
over control of Eastern Utilities Investing Corporation in 1925, the plant and 
property of the Eastern Utilities Investing Corporation and its subsidiaries 
amounted to approximately $77,000,000. In addition, as has been indicated, 
$35,000,000 of debentures of Eastern Utilities Investing Corporation had been sold 
to the public in March 1929, besides various other issues of its securities. Asso- 
ciated Gas & Electric System therefore had used Eastern Utilities Investing Cor- 
poration as a vehicle for taking over properties and raising cash, aggregating over 
$112,000,000. As of December 31, 1929, even after the market decline of October 
1929, Eastern Utilities Investing Corporation had assets valued by the manage- 
ment at approximately $78,000,000. In October 1936, Eastern Utilities Investing 
Corporation was placed in receivership under Section 77b of the Bankruptcy Act, 
with assets valued by the management at approximately $6,500,000, but which in 
fact had a market value of only $1,500,000. 

From 1925, when control was bought by Associated Gas and Electric Company, 
until the investment company went into 77b proceedings in bankruptcy in 
October 1986, the investment company never entered into a transaction involving 
the purchase, sale, or exchange of any substantial block of portfolio securities 
except with some Associated Gas & Electric System company. The prices at 
which the investment company acquired or disposed of securities were fixed by 
Henry A. Stix, comptroller of Eastern Utilities Investing Corporation and gen- 
eral auditor of Associated Gas and Electric Company, in compliance with the 
directions or policies of Mr. Hopson. As a result of such policies, the value 
of the portfolio of Eastern Utilities Investing Corporation shrank from $2,200 
per $1,000 debenture in March 1929 to $85 per $1,000 debenture on May 12, 1933. 

During the years 1929 and 1930 the total purchases of portfolio securities by 
Eastern Utilities Investing Corporation amounted to $87,963,876 and $50,198,829, 
respectively, and the sales amounted to $59,558,892 and $55,722,605, respectively. 
Despite the fact that the offering circular used in connection with the debentures 
stated that the holdings of the company were to be for long-term investments, 
the average turnover during these years was 75% per year, with a portfolio 
averaging approximately $73,500,000. 

Between June 1931 and October 1986 (when the company was put into receiver- 
ship), various offers of exchange of Associated System securities for Eastern 
Utilities Investing Corporation securities had been made to the public and 
substantial amounts of outstanding securities of Eastern Utilities Investing 
Corporation had been reacquired by the “system.” Although it is difficult to 
ascertain the precise loss sustained by investors in Eastern Utilities Investing 
Corporation, these losses were large and were sustained in connection with 
transactions which were effected between the Associated Gas and Electric Com- 
pany and its subsidiaries and Eastern Utilities Investing Corporation, which was 
completely dominated by the Associated Gas and Electric Company personalities. 
Based on market prices as of December 31, 1935, debenture holders who made 
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_the exchange had suffered losses of $24,117,205 or over 72% of their origing| 
investment of $33,385,660 and debenture holders who retained their debentures 
had suffered a loss of $569,180 or 62% of their original investment of $914,340, 

In connection with these various exchange offers, material facts were con. 
cealed with respect to the financial condition of Eastern Utilities Investing Cor. 
poration, particularly with reference to default under the so-called “touch-of” 
clause in the indenture under which $35,000,000 of the debentures were issued, 
That indenture required an asset coverage of 125% for the debentures outstanding 
which was not maintained. This default under the indenture was not only 
not disclosed to the security holders who were solicited to exchange thei, 
securities for Associated Gas and Electric Company securities, but communica. 
tions to security holders carried the implication that no such default haq 
occurred. 

In furtherance of the plan to buy up the publicly held securities of the 
Eastern Utilities Investing Corpoiation, that investment company was place 
in receivership in October 1936. The board of directors of Eastern Utilities 
Investing Corporation at that time was composed of employees of the Associateg 
Gas & Electric System who subsequently resisted any attempts to have the court 
authorize any investigation of the company’s transactions. This plan of re. 
organization submitted by the Associated System in connection with the receiver. 
ship was merely a continuation of the exchange offers which had been previously 
made to the security holders of Eastern Utilities Investing Corporation. In 
essence the plan was an attempt to buy up the securities held by the remaining 
security holders, apparently in an effort to forestall any action against the 
Associated System and its officers and directors and to cover up the various 
transactions by liquidating the Eastern Utilities Investing Corporation. 

Although annual audits were made of Eastern Utilities Investing Corporation, 
the serious condition of the company was not disclosed in published audits untij 
after its debentures had defaulted in interest payment and asset coverage and 
the protective provisions of the indenture had been amended by the Associateg 
Gas & Electric System through its vote of reacquired debentures in order to avoid 
enforcement of the default. 

The debenture holders were not protected by the “protective provisions” of the 
indenture, which failed to require the trustee to take effective action on behalf 
of the debenture holders [in spite of having additional information indicating 
that the financial condition of the investment company was becoming increas. 
ingly serious]. The trustee for the holders of the $35,000,000 principal amount 
of debentures took no effective steps throughout this period for the protection 
of the debenture holders and in the main relied on formal certificates filed by 
“representatives” of the system or of Mr. Hopson. 

It is apparent that the entire history of the Eastern Utilities Investing (Cor. 
poration from the time of acquisition of its control by the Associated Gas ¢ 
Electric System and the H. C. Hopson interests was characterized by a complete 
subordination of the interests of the minority stockholders and the senior 
security holders to the interests of the “system” and Mr. Hopson. From its 
inception, the activities of Mr. Hopson, his associates and the “system” in connec- 
tion with the Eastern Utilities Investing Corporation were apparently effected 
pursuant to a plan to strip the Eastern Utilities Investing Corporation of its 
operating companies and to use that investment company to raise funds, not for 
the benefit of its own security holders, but for the advancement of the interests 
of the “system” and H. C. Hopson. 


B. Eastern Utilities Investing Corporation, Under Control] of 
Walbridge & Co., Inc. (Before Acquisition by the Associated 
Gas & Electric System) 


1. INTRODUCTION 


Eastern Utilities Investing Corporation was organized on August 4, 
1922, by H. D. Walbridge & Co., Inc. However, this report deals 
primarily with the history of Eastern Utilities Investing Corporation 
after September 1925, when control of this company was acquired by 


eZ 
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the Associated Gas and Electric Company. All of its activities as an 
investment company occurred after Eastern Utilities Investing Cor- 
oration became a member of the “Associated System” * and was con- 
trolled by H. C. Hopson and J. I. Mange through Associated Gas & 
Electric Properties and Associated Gas and Electric Company and 
yarious other subsidiary and affiliated companies.’ | 

The purchase of control of Eastern Utilities Investing Corporation 
added to the “System” certain gas and electric operating properties 
located in the western part of Pennsylvania and the northwestern 
part of Maryland. The magnitude and importance of this acquisition 
to Associated Gas and Electric Company are indicated by the fact that 
the approximately $126,000,000 of total consolidated assets of Asso- 
cated Gas and Electric Company was increased by at least 72% 
through the acquisition of the Eastern Utilities Investing Corporation, 
whose consolidated assets as at December 31, 1925, were reported to be 
$91,160,676.° Similarly, the consolidated income statements * indicate 
that the gross revenues of Associated Gas and Electric Company on a 
consolidated basis were more than doubled by its acquisition of the 
astern Utilities Investing Corporation. 


9 ORGANIZATION OF EASTERN UTILITIES INVESTING 
CORPORATION & 


Eastern Utilities Investing Corporation was originally incorpo- 
rated pursuant to the laws of the State of Delaware on August 4, 
1922, under the name Eastern Hydro-Electric Company.’ ‘The com- 
pany Was sponsored and controlled by H. D. Walbridge & Company, 
Inc..t@ and remained inactive, with only 10 shares of organization 
sock outstanding, until March 31, 1924. The name of the company 
was changed on March 20, 1924, from Eastern Hydro-Electric Com- 
pany to Pennsylvania Electric Corporation.™ 


4 Associated Gas & Blectric System is referred to in this report as the “System” or as 
the “Associated System” and is intended to include Associated Gas & Electric Properties 
and its subsidiary and affiliated companies unless the context otherwise indicates. 

’The two beneficial shares of Associated Gas & Electric Properties were held by Messrs. 
Hopson and Mange, respectively. For a brief description of the organization, control, and 
gowth of the Associated Gas & Electric System, see Appendix G, p. 790 et seq. See also 
Appendix H (p. 798) showing ownership of voting stock of Hastern Utilities Investing 
Corporation. 

6 Public Hxamination, Eastern Utilities Investing Corporation, Commission’s Exhibit No. 
3815. 

‘Ibid. and report of the Federal Trade Commission on Utility Corporations, 1932, Senate 
Doc. 92, TOth Cong., Ist Sess., Part 45, p. 1586, and annual report of Pennsylvania Electric 
Corporation for the year ending December 31, 1925. 

8Op. cit. supra, note 6, Commission’s Exhibit No. 8771, Part I, Item 1 (g). 

Because of the various names by which the Eastern Utilities Investing Corporation was 
known, the following table may be helpful in understanding the history of that corporation 
(op. cit. supra, note 6, Commission’s Hxhibit No. 3771, Part I, Item 1): 


Date name adopted: Name adopted 
Porn OOD mk eee. Ribera oe See a Hastern Hydro-Electric Company, 
WBS XO) RE OY be ee Pennsylvania Electric Corporation. 
Sone 28, WOPG. =e eee eee Eastern Utility Preferred Holding Cor- 
poration. 
Tilly PO, U2 Geese eos ese een Eastern Utilities Investing Corporation. 


“Op. cit. supra, note 6, at 25269. 
1 See note 9 supra. 
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On March 31, 1924, a majority or more of the common stocks of 
the following operating hydroelectric, coal, water, gas, and rea] 
estate companies were transferred to Pennsylvania Electric Corpora- 
tion by H. D. Walbridge & Company, Inc.:” 


Penn Public Service Corporation. 
Venango Public Service Corporation. 
Youghiougheny Hydro-Electrie Corporation. 
Clarion River Power Corporation. 

Clarion Water Company. 

County Realty Company. 

Penelee Water Company.* 


These operating companies became direct subsidiaries of Pennsy]- 
vania Electric Corporation (subsequently called Eastern Utilities 
Investing Corporation) and constituted practically its sole source of 
income. In consideration for the transfer to it of securities of these op- 
erating companies, the Pennsylvania Electric Corporation issued on 
the same day, March 31, 1924, to H. D. Walbridge & Company, Inc., 
45,000 shares of its 7% preferred stock, 165,000 shares of its common 
stock,“ and an option to purchase its debentures.1®> Also on March 
31, 1924, upon the exercise of this option, Pennsylvania Electric Cor- 
poration issued and sold to H. D. Walbridge & Company, Inc.. 
$5,000,000 principal amount of 30-year 614% sinking fund gold 
debentures, receiving therefor certain convertible notes of two of its 
new subsidiaries and a comparatively small amount of cash.® 

The securities so received by Pennsylvania Electric Corporation 
(subsequently Eastern Utilities Investing Corporation) had a par or 
face value of $10,464,475, but were placed on the books at a cost of 
$26,097,659 on the basis of $25,884,750 of its securities issued and 
$712,909 cash paid therefor.1” 

The consolidated balance sheet of Pennsylvania Electric Corporation 
(subsequently Eastern Utilities Investing Corporation) at December 
31, 1924, showed that these subsidiaries thus acquired by Pennsy]- 
vania Electric Corporation had plant and property amounting to $76,- 
932,015, and the consolidated income statement for that year showed 
gross revenues of $8,935,246, and net income of $1,509,394 after mak- 
ing deductions for depreciation reserves.'® 

At that time (at the end of 1924), the public held $39,514,700 of 
bonds and over $10,000,000 of stocks of these subsidiary companies, 
In addition, Pennsylvania Electric Corporation itself had outstand- 
ing $4,969,000 principal amount of 614% debentures due 1954, 44,- 
09034 shares of $100 par 7% cumulative preferred stock, and 1597563, 
shares of no-par common stock.?® 


12. Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Items 45 and 46. 

BId., at 23269-70 ; 23277. 

145254%4 shares of the common stock and 922 shares of the preferred stock of Pennsyl- 
vania Electric Corporation were returned to its treasury as a result of the nondelivery by 
H. D. Walbridge & Company, Inc., of certain stock covered by the agreement. (Id., Commis- 
sion’s Exhibit No. 8772, Item 45, p. 2.) 

18 Td., Commission’s Exhibit No. 8772, Items 45 and 46. 

16 Td., Commission’s Hxhibit No. 3772, Item 45. 

WTbid. The cash included $10,408.84 for revenue stamps. 

137d., Exhibit G to Mr. Stix’s testimony. 

19 Ibid. 
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c. Eastern Utilities Investing Corporation Becomes a Subsidiary 
of the Associated Gas and Electric Company 


1. CONTRACT OF PURCHASE OF CONTROL BY 
ASSOCIATED GAS AND ELECTRIC COMPANY 


On June 4, 1925, H. D. Walbridge & Company, Inc., contracted 
to sell, and Associated Gas and Electric Company, to buy, all the 
stocks owned by the seller, or interests affiliated with it,?° of Pennsyl- 
yania Electric Corporation (subsequently Eastern Utilities Investing 
Corporation), which at this time owned, aside from any cash, only 
the securities of the operating compames heretofore enumerated. 
Prior to this contract, Associated Gas and Electric Company held no 
mterest. in Pennsylvania Electric Corporation. 

In March 1925 the funded debt of Pennsylvania Electric Corpora- 
tion had been increased by the issuance of $2,500,000 principal amount 
of 6% debentures 7? so that the company’s securities outstanding at 
June 4, 1925, were: *° 


Held by public Held by Walbridge 
= Total 
Amount Percent | Amount | Percent 
GIs Ol COMMINOIN SWOOK... nee eee sec necesebee | 46, 507 29 | 114, 611 71 161, 118 
Shares of preferred! stock__----__---__-_-_-2_-=2 = 20, 328 46 24, 019 54 44, 347 
Principal amount of debentures *4___..__.-.-_---- $7, 437, 500 LOOM Epes Sees peo ey $7, 487, 500 
if 


In the contract of sale, H. D. Walbridge & Company, Inc., stated 
on behalf of itself and associates that it owned and offered to sell and 
deliver not less than 24,019 shares or 54% of the outstanding preferred 
stock and 114,610.68 shares or 71% of the outstanding common stock 
of Pennsylvania Electric Corporation. 

By the terms of the contract, the purchase price was $100 for each 
share of common stock and $95 plus accrued dividends for each share 
of preferred stock.2? This cash was payable $20 per share upon 
acceptance, $20 per share plus interest at the closing date, and the 
balance within one year thereafter.2° Apparently this cash was ob- 


” The contract was evidenced by a letter containing an offer made by H. D. Walbridge & 
Company, Inc., which letter was signed in acceptance by H. C. Hopson, vice president, and 
MC, O'Keefe, secretary of Associated Gas and Electric Company. (1Id., Commission’s 
Exhibit No. 8772, Items 51 and 52.) 

11d, at 23269. 

2Td,, Commission’s Wxhibit No. 8772, Item 52, page 13. 

%Td., Commission’s Exhibit No. 8772, Items 51 and 52. 

“This is as of May 31, 1925. (Id., Commission’s Exhibit No. 3772, Item 54.) 

%Jd., Commission’s HMxhibit No. 8772, Item 51. The contract also provided for the 
sale of participating stock of a Pennsylvania Hlectric Corporation subsidiary named, 
(Marion River Power Co. at $50 a share. 

»* “Phe balance of the purchase price, in cash, one year from August 1, 1925, subject te 
extension as provided in the annexed form of escrow agreement, such payment to be 
secured by your one year promissory note or notes aggregating in principal amount the 
amount of such balance, bearing interest, payable quarterly, at the rate of 7% per annum 
from July 1, 1925, on such portion of the principal amount thereof as equals the balance 
of the purchase price of the preferred stock of the Pennsylvania Company, and at the 
rate of 6% per annum from August 1, 1925, on the remaining portion of the principal 
amount thereof, secured by pledge of all of said shares of stock’. (Ibid.) 
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tained by Associated Gas and Electric Company’s issuing 644% in- 
terest-bearing option warrants.*’ The contract further required As- 
sociated Gas and Electric Company to make the same offer to the 
public holders of Pennsylvania Electric Corporation’s (subsequently 
Eastern Utilities Investing Corporation) securities. Although such 
offers were made, they were complicated by three simultaneous and 
alternative offers of securities of Associated Gas and Electric 
Company.”8 


2. NEW DIRECTORS IDENTIFIED WITH ASSOCIATED 
GAS AND ELECTRIC COMPANY 


Formal control of the Pennsylvania Electric Corporation (later 
Eastern Utilities Investing Corporation) was taken by Associated 
Gas and Electric Company on September 23, 1925, and the composi- 
tion of the board of directors was immediately changed.”® H. C, 
Hopson, J. I. Mange, John M. Daly, and H. C. Hasbrouck became 
directors of Pennsylvania Electric Corporation. J. I. Mange became 
its president and H. C. Hopson, a vice president.*° 

Mr. Mange was president and chairman of the board of directors 
and Mr. Hopson was vice president, treasurer, and a director of Asso- 
ciated Gas and Electric Company. ‘They were also officers of Asso- 
ciated Securities Corporation; trustees, directors, and officers of Asso- 
ciated Gas & Electric Properties,** through which companies they held 
control of Associated Gas and Electric Company and of Eastern Util- 
ities Investing Corporation,®? and officers and directors of other sub- 
sidiaries of Associated Gas and Electric Company.** 

John M. Daly was vice president of Associated Gas and Electric 
Company, and H. C. Hasbrouck also represented Associated Gas and 
Electric Company.** 


3. EASTERN UTILITIES INVESTING CORPORATION CON. 
TROLLED BY ASSOCIATED GAS AND ELECTRC COM- 
PANY 


Since 1925, when Associated Gas and Electric Company first pur- 
chased control ** of Pennsylvania Electric Corporation (subsequently 
Eastern Utilities Investing Corporation), the policies and affairs of 


27 Report of the Federal Trade Commission on Utility Corporations, 1932 (Senate Docu. 
ment 92, 70th Cong., 1st Sess.), Part 45, pp. 1308-12. 

28 Op. cit. supra, note 6, Commission’s Exhibit No. 3823. Offers to common stockholders 
were made on August 24, 1925, January 25, 1926, and August 4, 1926. Offers to preferred 
holders were made August 25, 1926, and April 20, 1926. See intra, pp. 639-40 and note 81, 

22? Op. cit. supra, note 6, at 23277. 

30Td., at 23278-9. In 1927, Mr. Hopson became president and remained in that office 
until June 1933 when he was succeeded by a Subordinate. Mr. Hopson also became 
treasurer in 1926. (Id., Commission’s Exhibit No. 3832.) 

%17d., at 23280. 

321d., at 23279 et seq. 

33Td., at 28280. 

%Td., at 23281. 

STd., at 232712, 23277. 
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this Corporation have been dominated and controlled by the manage- 
ment of Associated Gas and Electric Company.*® | 

Although Eastern Utilities Investing Corporation had a separate 
corporate charter *” and owned at December 31, 1929, investments car- 
ried at $78,207,157,°* it nevertheless completely lacked independence, 
having no office of its own, no clerical staff, and no independent man- 
agement, Mr. Bowman, a partner of Haskins & Sells which, begin- 
ning in 1929, certified the financial statements of Eastern Utilities 
Investing Corporation, testified concerning that corporation : *° 


A. It [Eastern Utilities Investing Corporation] did not have a separate and 
distinct set of employees from the employees of the Associated [Gas & Electric] 
System. That is about the only difference that I could see. 

Q. And it didn’t have a separate office? 

A. I believe not. 

Q. And all of its acquisitions of securities were from within the “System”? 

A. Well, I should say that they made most of their acquisitions through 
securities companies of the Associated [Gas & Electric] System. 

Q. If you were asked to describe the way Eastern Utilities Investment Cor- 
poration was operated, what statement would you make? 

A. I would say that it was an investment company, and its accounts were kept. 
like any investment company, instead of having a separate clerical organization 
who devoted its time entirely to this company, the clerical services and man- 
agement was performed by people connected with the Associated [Gas and Elec- 
tric] Company. 

Q. And its financial transactions were all handled through the Associated 
System? 

A. I believe that is a fair statement. 

Q. And it paid its taxes through the Associated System, did it not? 

A. I believe so. 


Mr. Bowman further testified : #° 


Q. Could you go to any one place and say that that room was the office of 
Eastern Utilities Investing Corporation and not the office of any other com- 
pany? 

A. No; I think their office was in the Associated [Gas & Electric] System. 

Q. That is, the employees who would work on Hastern Utilities Investing Cor- 
poration matters were employees of Hopson’s service companies or other com- 
panies in the Associated [Gas & Electric] System? 

A. That is right. 

36 See, as to: 

(a) Stock control—infra, p. 635, and Appendix H, p. 798; op. cit. supra, note 6, at 23279, 
and Commission’s Exhibit No. 3772, Item 5. 

(b) Management by service companies—Appendix G, p. 790 et seq.; see also infra, pp. 635 
and 702. 

(c) Interlocking officers and directors—infra, p. 636; see also Report of the Federal Tiade 
Commission on the Relation of Holding Companies and Operating Companies in Power and 
Gas Affecting Control, 73d Cong., 2d Sess., House Report 827, Part I, p. 275 under H. C. 
Hopson, p. 554 under J. I. Mange. 

(d) All transactions involving purchase or gale of securities being exclusively with 
“System” companies—infra, p. 634 and Mr. Stix’s testimony, op. cit. supra, note 6. at 
25779-80. 

* Certificate of incorporation filed August 4, 1922, with the Secretary of State of the 
State of Delaware under the name of Eastern Hydro-Electric Company. (Op. cit. supra, 
note 6, Commission’s Hxhibit No. 8771, Part I, which also contains amendments thereto.) 

*Td., Commission’s Exhibit No. 8771, Part I. 

Td, at 243828-9. 

Td., at 24326-7. 
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Mr. Stix, formerly comptroller of Eastern Utilities Investing Cor. 
poration and general auditor for Associated Gas and Electric Com. 
pany,‘ and recently made vice president and comptroller of Associated 
Gas and Electric Company,* testified : ** 

Q. By the end of 1926, control of Eastern Utilities Preferred Holding Com. 
pany rested with Associated Gas & Hlectric Properties, did it not? 

ok * ok * * * * 

A. Yes. 

Q. And Associated Gas & Hlectric Properties held that control through Ay. 
sociated Securities Corporation and Associated Gas and Hlectric Company. and 
subsidiaries; isn’t that right? 

A. No; it held the control through Associated Securities Corporation and 
Associated Public Utilities Corporation. 

Q. And Associated Gas & Electric Properties was owned one-half by Mr, 
H. GC. Hopson, who was an officer of Eastern Utilities Investing Corporation, 
and one-half by Mr. J. I. Mange; isn’t that right? 

A. That is my understanding. 


After being made part of the “Associated Gas & Electric System,” 
Eastern Utilities Investing Corporation was caused to transact all 
purchases and sales of its portfolio securities with “System” com- 
panies.** Its affairs were controlled by those controlling the Asso. 
ciated Gas and Electric Company,” and its business was conducted 
by employees of Mr. Hopson’s service companies.*® It did not have 
its own employees ** or office. It paid service fees for management 
as well as for a clerical organization. As Mr. Stix testified :* 


Q. So that the persons whom Mr. Hopson employed to render services in his 
business would naturally become officers and directors of a company like Hast- 
ern Utilities Investing Corporation which was being serviced? 


41 Op. cit. supra, note 6, at 23257-9. 

2In the matter of Associated Gas and Electrie Company, S. EB. C. Docket 1-1810, 
Hearing on April 27, 1939, Rec. pp. 277-8. 

43Tq., at 23321. Sce also In the United States District Court for the District of Dela- 
ware, In the Matter of Hastern Utilities Investing Corporation, debtor, No. 1247, in 
Reorganization Tax Proceedings before William Prickett as Special Master, where Mr, 
Stix testified (id., at 1108): 

Q. Now the Eastern Utilities Investing Corporation, Mr. Stix, was that a corpora- 
tion which was in any measure independent of Associated Gas and Electric Company 
or was it wholly controlled by the management of Associated Gas and Electric 
Company? 

A. It was wholly controlled by the Associated management. 

Q. Then I take it the Associated management kept its books and made its invest. 
ments for it. Is that true? 

A. I think that would be a fair statement. 

#4 Op. cit. supra, note 6, at 24326-9 and 25779-80, and Commission’s HWxhibit No. 3771, 
Part VII, Schedules 32 and 33. 

45 See supra, pp. 632-3. 

46 Mr. Bowman testified (op. cit. supra, note 6, at 24331) : 

Q. Well, it is pretty clear, isn’t it, most of the services rendered to Hastern Utili- 
ties Investing Corporation were rendered by persons connected with the Associated 
System or Hopson Companies? 1 

A. Yes, that is pretty clear. (See also infra, pp. 635-8 and Appendix G, p. 7% 
et seq.) 

477Td., Commission’s Exhibit No. 3771, Part IV, Item 16. 

48In the United States District Court for the District of Delaware, In the matter of 
Eastern Utilities Investing Corporation, debtor, in proceedings for the reorganization of 
a corporation pursuant to Section 77B of the Bankruptcy Act as amended No. 1247 in 
Bankruptcy. Transcript of proceedings before William Prickett as Special Master to 
conduct a 21A examination and to report to the court the testimony taken and cyidence 
received, pp. 28-9, 

49 Op. cit. supra, note 6, at 24788. 
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A. Yes, in conjunction with performing the service that had to be performed 
for Eastern Utilities Investing Corporation, some of them had to become 
officers. 

Q. Was that because rendering services as officers was part of the services 
they were rendering as employees of these service organizations? 

A, Yes; there had to be people to sign papers and things of that kind. 


As one of its own officials testified when explaining why it was un- 
necessary to pay rent for Kastern Utilities Investing Corporation :°° 
Q. Just a set of books was kept as part of the general bookkeeping system 
of the Associated ? 
A. Yes. 


4H. C. HOPSON-DOMINATED COMPANIES SERVICED 
EASTERN UTILITIES INVESTING CORPORATION 


Having no independent management of its own, Eastern Utilities 
Investing Corporation was managed by individuals who were em- 
ployees of various of the service companies which were under the 
control of H. C. Hopson.*t This management function was per- 
formed by H. C. Hopson and Company up to 1932, thereafter by 
Utiity Auditors and Tax Consultants,®*? another Hopson service 
company. 

Mr. Stix testified : ** 

Q. And H. C. Hopson and Company rendered services to Eastern Utilities 
Investing Corporation? 

A. Yes. 

Q. What kind of services? 

A. Well, it kept the books and the minute books; it safeguarded the secur- 
ities; it bought securities and sold securities for them. 

Q. It rendered all of the services, did it not, that the management of the 
company ordinarily renders? 

A, Yes. 


5. SERVICE CHARGES OF SUBSIDIARIES 


On September 23, 1925, Associated Gas and Electric Company 
took complete control of Pennsylvania Electric Corporation by filling 
the board of directors of the Pennsylvania Electric Corporation with 
its representatives. This control was then used to effect a preference 
for the controlling interest through the exaction of service fees.*4 

The controlling interest caused Pennsylvania Electric Corporation 
to cause its operating subsidiaries to enter into servicing contracts 
with Associated Gas and Electric Company by the terms of which 


0 Op. cit. supra, note 46, p. 162. See also infra. 
1 See Appendix G, p. 790 et seq. 
“Mr. Stix testified (op. cit. supra, note 6, at 24771): 

Q. When the servicing of Eastern Utilities Investing Corporation was taken over 
by Utility Auditors and Tax Consultants, did H. C. Hopson and Company cease to 
TeV eet Scuvace to Hastern Utilities Investing Corporation? 

AYiess 
Q. And that was in 1982? 
A. Yes. 
BId., at 24768. 
#Id., at 238282-7, 


636 SECURITIES AND EXCHANGE COMMISSION 


214% of gross revenues was to be paid for management services and 
T4% of additions to fixed capital was to be paid for services in cop- 
nection with construction.*® 

The effect of this was to create charges payable to the controlling 
interest ranking ahead of dividends paye yable to the minority interest, 
in the stock of Pennsylvania Electric Corporation and its subsi- 
diaries and in this way to siphon funds to Associated Gas and 
Electric Company.*® 

In addition, the operating subsidiaries of Pennsylvania Electric 
Corporation paid service charges to service companies organized and 
run by H. C. Hopson.” ; 

The servicing of Pennsylvania Electric Corporation and its oper. 
ating subsidiaries had been performed by H. D. Walbridge & Com. 
pany, Inc., prior to the time that Associated Gas and Electric Com. 
pany bought control.°* However, immediately after this transfer 
of control Pennsylvania Electric Corporation ‘caused its subsidiary 
operating companies to enter into a contract; dated November 1», 
1925, whereby these subsidiaries were obligated to pay to Pennsyl- 
vania Electric Corporation fees for those services which had been 
rendered to these subsidiaries from May 1, 1924, to September 29. 
1925 *® (the period when Walbridge & Co. was in control and had 
rendered the services), at the same rate at which future services 
were to be rendered °° by Associated Gas and Electric Company." 

As has been indicated, the board of directors of Pennsylvania Elec- 
tric Corporation was composed of directors and officers of the Agso- 
ciated Gas and Electric Company or its affiliates. Associated Gas and 
Electric Company owned most of the stock of Pennsylvania Electric 
Corporation.®* Thus, the payments made by subsidiaries to Penn. 
‘sylvania Electric Corporation for services theretofore rendered by 
H. D. Walbridge & Company, Inc., formed the basis of dividends 


55Td., Commission’s Exhibit No. 3803. 

56 See infra, p. 6387. 

57 The Federal Power Commission has instituted an inquiry “to determine the extent 
to which H. C. Hopson and others exercised dominance and control over * * * six 
utilities and exacted from them so-called service charges, as well as the reasonableness 
of such charges.’”’ See Federal Power Commission Release No. 717, dated February 8, 
1939, which lists the six utilities as follows: 


Metropolitan Edison Company. 
Northern Pennsylvania Power Company. 
Pennsyivania Electric Company. 

Hrie Lighting Company. 

The Clarion River Power Company. 
Solar Electric Company. 


Of these, Pennsylvania Electric Company and The Clarion River Power Company hold 
properties formerly held by subsidiaries of Pennsylvania Electric Corporation (subse- 
quently called Eastern Utilities Investing Corporation). 

58 Op. cit. supra, note 6, at 23282. 

59TId., at 23283, 

6 Td., at 23286. 

61 Mr. Stix testified (id., at 23286-7) : 


Q. What was the rate at which the subsidiaries of Eastern Utilities Investing Cor- 
poration, then Pennsylvania Blectric Company, were to pay service charges to Eastern 
Utilities Investing Corporation ? 

A. 21% percent “of the gross for management services and 7% percent of additions 
to oon Cantey for construction fees. 

. Anc at was at the same rate provided in the contract bein é rj 
the Associated Gas and Electric Company for services? ee aa 
That is PUTO 
21d., at 23283-4 
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which Associated Gas and Electric Company caused Pennsylvania 
Blectric Corporation to declare ** and which were paid principally 
to Associated Gas and Electric Company. By this arrangement, 
Associated Gas and Electric Company made use of its controlling 
position to require the operating subsidiaries of Pennsylvania Electric 
Corporation to pay service charges ahead of interest and dividends on 
thelr own securities, some of w hich were held by the public. When 
examined on the question, Mr. Stix testified: ° 


Q. So that payments that would be made for services to Eastern Utilities 
Investing Corporation would form the basis of dividends which could be de- 
ce to Associated Gas and Electric See 

. That is correct. 

* Now had these services to the subsidiaries of Kastern Utilities Investing 
Corporation been paid for prior to November 12, 1925? 

A. No; as I understand it, the services had been rendered by H. D. Wal- 
pridge & Company but not paid for by Pennsylvania Hlectric Corporation or its. 
subsidiaries. 

Q. So that Pennsylvania Electric Corporation—that is, Eastern Utilities In- 
vesting Corporation—was causing its subsidiaries to pay to it service charges. 
for services rendered by H. D. Walbridge & Company; is that right? 

A. That is right. That was part of the understanding in connection with the 
acquisition by Associated Gas and Electric Company. 

Q. Was that done by written contract, was that contained in the written 
contract between H. D. Walbridge & Company and Associated Gas and Hlectric 
Company ? 

A. I don’t think so. 


Mr. Stix further said: ®¢ 


A. On November 12, 1925, a contract was entered into between Associated 
Gas and Electric and the subsidiaries of Eastern Utilities Investing Corpo- 
ration effective as of September 23, 1925. At the same time Hastern Utilities 
Investing Corporation arranged for payment to it of charges for services for 
the period from May 1, 1924, to September 22, 1925. 

Q. And at the time that action was taken the Board of Hastern Utilities Invest- 
ing Corporation was controlled by Associated Gas and Electric Company? 

A, Yes, sir. 


Although these fees were to be paid to Pennsylvania Electric Cor- 
paraae for services rendered by H. D. Walbridge & Company, Inc., 

allegedly as part of an understanding in connection with the acquisi- 
Hon by ‘Associated Gas and Electric Company, nevertheless that part 
of the understanding was not evidenced by any writing. H. D. Wal- 
bridge & Company, Ine. was completely out of the picture at the 
time that this obligation to pay for these past services was placed on 

the operating companies." Mr. Stix agreed that: * 

* Dividends paid on the 7% preferred stock of Pennsylvania Electric Corporation (sub- 
sequently Hastern Utilities Investing Corporation) for 1924, 1925, and 1926 were respec- 
tively $231,202.00, $379,218.29, and $497,315.59. (Id., Commission’s Exhibit No. 3772, 
Item 48.) 

“Jd., Commission’s Exhibits No. 8815 and No. 3816. 

Id, at 28284. 

Id, at 23283. 

Id. at 23284-5. 

®Id., at 23285-6. 
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* * * the requirement that the subsidiaries of Pennsylvania Electric Cor. 
poration pay the service charges added additional cost to the operating expensey 
of those subsidiaries, * * * to the extent that they represented charges foy 
management service of companies which were actually in operation at that 
time. * * * And to the extent that the service charges were paid for capita) 
-additions, they would be added to the property account * * *. In any event, 
it would add charges ahead of dividends payable to minority interests * * * 


The contract to pay Associated Gas and Electric Company for fy. 
ture services had the same effect with respect to minority interest 
except that since these service fees did not go through Pennsylvania 
Electric Corporation (subsequently Eastern Utilities Investing Cor. 
poration), but directly to Associated Gas and Electric Company or its 
assigns, the minority security holders of Pennsylvania Electric Corpo- 
ration were also short-circuited. 


6. NEW TRANSFER AGENTS AND DEPOSITORIES 


Other powers incident to control of the investment company were 
also immediately utilized. On September 23, 1925, at the suggestion of 
H. C. Hopson, the National Bank of Commerce in New York and The 
Chase National Bank of the City of New York were chosen as de- 
positories and the New York Trust Company was made depository 
for the funds of the investment company.” 


7. EASTERN UTILITIES INVESTING CORPORATION 
CAUSED TO BUY PREFERRED STOCK OF ITS PARENT 


On November 12, 1925, Pennsylvania Electric Corporation (subse. 
quently Eastern Utilities Investing Corporation) authorized and is. 
sued 4,610 shares of its 7% preferred stock ($100 par) to the con. 
trolling interest, Associated Gas and Electric Company, in exchange 
for the same number of shares of $7 preferred stock of Associated 
Gas and Electric Company. 

This transaction was effected, it was claimed, in order to round out 
the outstanding number of preferred shares of Pennsylvania Electric 


*Id., at 238397-8. As will be discussed in more detail infra, Associated Gas and Hlec- 
tric Company assigned the right to collect fees under these contracts to two of its 
subsidiary service companies (Consumers Construction Company and Managing and Invest- 
ing, Ine.) in which it later caused Bastern Utilities Investing Corporation to invest 
$10,000,000. (See infra, pp. 654-61.) For that $10,000,000, Eastern Utilities Investing 
Corporation acquired preferred stocks of these companies which had as their only asset 
the service contracts with former subsidiaries of Eastern Utilities Investing Corporation and 
other operating companies. These subsidiary service companies did not do the actual 
Servicing, which was let out to others. In other words, a part of the investment of Hastern 
Utilities Investing Corporation was in service companies which held the service contracts 
with operating subsidiaries of Associated Gas and Electric Company, some of which were 
acquired from WHastern Utilities Investing Corporation. These contracts were included 
among the service contracts which, although they had been acquired by the Associated Gas 
& Electric System without the expenditure of any cash or property had been assigned by 
Associated Gas and Electric Company to the subsidiary service companies for more than 
$28,000,000 in stock and notes of these service companies and were capitalized at the same 
amount. (Op. cit. supra, note 7, Part 46, pp. 245-9.) 

Op. cit. Supra, note 6, at 23282. The New York Trust Company subsequently became 
trustee for $35,000,000 of the company’s debentures. (Ibid.) For detailed discussion of 
this trustee’s activities in connection with these debentures, see infra, p. 690. 
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Corporation to 75,000.27 However, a large amount of outstanding 
securities intervened between Associated Gas and Electric Company 
preferred stock and the operating properties in its system, whereas 
Pennsylvania Electric Corporation directly held the securities of the 
operating companies and so was only one step removed from their 
properties. Consequently, this so-called rounding out process resulted 
in the subsidiary receiving from its parent a stock much further 
removed from the ultimate source of income than was the stock which 
it gave to its parent in exchange. In addition, some circular owner- 
ship between the parent and the subsidiary was created by this trans- 
action.”” Moreover, the Pennsylvania Electric Corporation 7% pre- 
ferred stock was a security which had a much better ratio of income 
to dividend requirements than the Associated Gas and Electric Com- 
pany $7 preferred stock possessed.” 


3 EFFORT TO REMOVE PUBLIC INTEREST FROM EAST- 
ERN UTILITIES INVESTING CORPORATION 


The general financial policy of Associated Gas and Electric Company 
formulated by Mr. Hopson was to reduce to a minimum the publicly 
pwned securities of subsidiaries through offers to exchange therefor 
gcurities of the parent company and otherwise.“* Pursuant to this 
policy, the Associated Gas and Electric Company caused the Pennsyl- 
vania Electric Corporation (subsequently Eastern Utilities Investing 
Corporation) to call and pay off its debentures,” and made an effort to 
acquire the publicly-held common stock of Pennsylvania Electric Cor- 
yoration publicly held by sending to the public stockholders on August 
94,1925, January 25, 1926, and August 4, 1926,"° letters over the signa- 
ture of H. C. Hopson, containing different offers to exchange various 
securities of Associated Gas and Electric Company for the common 
stock of Pennsylvania Electric Corporation. In order to comply with 
a requirement of the contract for purchase of control from Walbridge, 
these letters also offered cash payable in installments over a year’s 
time.” Apparently as a result of these various offers, the public hold- 
ing of 46,507 shares of common stock on June 4, 1925," was reduced to 


11 Op. eit. supra, note 6, at 23287-8. 

21d, at 238288. 

wTd., at 23814. Mr. Stix when examined on this exchange testified (id., at 28288) : 

Q. Why was Associated preferred put in the Hastern Utilities Investing Corporation 
portfolio rather than something else? 

A. Oh, I don’t know. I guess we thought that was probably as good as anything 
else that might be put in. 

Q. That was Hastern Utilities Investing Corporation owning stock in its parent 
company, is that right? 

A. Yes, sir. 

“Td. at 2503140. Also see Report of this Commission on the Study and Investigation 
of the Work, Activities, Personnel, and Functions of Protective and Reorganization Com- 
mittees, Part VII, May 10, 1938, Section II. 

® Op. cit. supra, note 6, at 23272 and Commission’s Exhibit No. 3772, Item 60. 

#%Jd., Commission’s Hxhibit No. 3823. In the January 25, 1926, letter, Associated Gas 
and Electric Company claimed to have acquired over 95% of the common stock ; and in its 
August 4, 1926, letter, over 99% of the common stock. 

wJd., at 238290-1. 

See supra, pp. 631-2, Contract of Purchase of Control by Associated Gas and Electric 
Company. 
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about 10,000 shares as at December 31, 1925, to about 4,000 shares hy 
October 1926, and to 1,256 shares by December 31, 1997.°° : 

Under date of August 25, 1925, Associated Gas and Electric Com. 
pany offered to the public holders of the preferred stock of Pennsy). 
vania Hlectric Corporation four alternative exchange offers.*! 

A condition of both offers made in August 1925 was that the public 
security holder agree not to dispose of the securities received by him 
from Associated Gas and Electric Company before January 1, 1926. 
a little over four months after the dates of the offers.®2 

The broad variety of options available to the preferred stockholder 
of Pennsylvania Electric Corporation was evidently designed to attract 
holders with varying investment points of view. Moreover, on April 
20, 1926, in an entirely different role and capacity, Mr. Hopson, as vice 
president of Pennsylvania Electric Corporation, in a letter purport- 
ing to give investment advice, encouraged the preferred stockholders 
to accept the exchange offers: *° 

I am taking the liberty of calling your attention to what we consider a desir- 
able exchange offer, subject to withdrawal without notice, made by Associated 
Gas and Hlectric Company * * *, 

ok * * Bo * * * 

For additional information in connection with this exchange offer, do not 
hesitate to inquire of us, as the Customer Ownership Department is prepared 
to assist you in any matter at all times. 

Very truly yours, 
(Signed) H.-C, Hopson, 
Vice President. 


Despite the intensive effort of the Associated Gas and Electric 
Company to induce these exchanges, the public still retained, on 
December 31, 1927, 15,337 shares of the preferred stock of Easter 
Utilities Investing Corporation ** as compared with 20,328 shares of 
preferred stock held by the public on June 4, 1925. 


Op. cit. supra, note 6, at 23291. 

50Td., Commission’s Exhibit No. 8772. Item 6. 

81 These offers were in substance as follows: 

1. Associated Gas and Hlectric Company 614% Interest Bearing Option Warrants as. 
follows : 

(a) Three such warrants, each $35 paid, for (1) One share of preferred stock, plus 
(2) $10 in cash; or 

(b) Two such warrants, each $35, paid, and $20 cash for one share of preferred stock, 
or 

(c) One such warrant, $95 paid, for one share of preferred stock, 

2. For each ten shares of preferred stock, $1,000 principal amount of Associated Gas 
and Electric Company 6% Convertible Debenture Bonds and one share of Associated G: 
and Electrie Company Class A stock. 

3. For each ten shares of 7% preferred stock, 10 shares of Associated Gas and Wlectri 
Company $6.50 Dividend Series Preferred Stock and 2 ghares of Associated Gas and 
Electric Company Class A stock. 

4, For each share of preferred stock, $95 cash, payable 40% on October 1, 1925, the 
balance on Oct. 1, 1926, or earlier, such delayed payment being secured by 6% promissory 
notes. 

Id., Commission’s Exhibit No. 3823. These alternative offers were presented on the 
letterhead of Associated Gas and Wiectric Company over the signature of H. C. Hopson 
as vice president and treasurer. 

“Ibid. This condition would obviously aid the Associated Gas & Electric System in 
maintaining the attractiveness of the stock marketwise, which would have been more 
difficult if the Associated Gas and Blectrie Company securities offered in exchange were 
immediately offered by the public for sale on the market, 

83 Td., Commission’s Exhibit No. 3823. 

St Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 6. 
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Dp. Shift of Operating Companies from Eastern Utilities Invest- 
ing Corporation To Associated Electric Company, Another Sub- 
sidiary of Associated Gas and Electric Company 


1. FORMATION AND PURPOSE OF ASSOCIATED 
ELECTRIC COMPANY 


Having failed to eliminate the minority interest directly held by 
the public in Pennsylvania Electric Corporation, there was what 
Mr. Stix * characterized as “a reorganization.” *° This “reorgani- 
gation” was effected in the spring of 1926 and was consummated by 
the formation by Associated Gas and Electric Company of a new 
company—the Associated Electric Company—to which were trans- 
ferred the operating subsidiaries of Pennsylvania Electric Corpora- 
tion (subsequently Eastern Utilities Investing Corporation). 

The management of Associated Gas and Electric Company, through 
control of Pennsylvania Electric Corporation and of this new com- 
pany, Associated Electric Company, stripped the Pennsylvania Elec- 
tric Corporation of its operating companies which constituted prac- 
tically its sole source of income.** This stripping was accomplished 
through several steps. 


9 TRANSFER OF OPERATING COMPANIES AND EFFECT 
THEREOF 


Pursuant to action of its board of directors, composed of Associated 
System representatives, Pennsylvania Electric Corporation, on April 
g 1926,8° transferred its assets to Associated Electric Company in 
exchange for 242,700 shares (all of the issued and outstanding 
shares) of common stock of this newly formed company.*® Pennsyl- 
yania Electric Corporation’s debentures were retired as a prerequisite 
to the release of its operating company stocks from the indenture.” 
In connection with the sale of these assets to Associated Electric 
Company, Pennsylvania Electric Corporation was placed in funds 
to enable it to redeem its outstanding debentures ®t which were then 
redeemable at 105.° 


General Auditor for Associated Gas and Electric Company and Comptroller of Eastern 
Utilities Investing Corporation, recently promoted to Vice-President and Comptroller of 
Associated Gas and Electric Company. (Op. cit. supra, note 6, at 23257-9; and In the 
ilutter of Associated Gas and Electric Company, S. BE. C. Docket 1-1810, Hearing on April 
97,1939, at pp. 277-8.) 

‘Op. cit. supra, note 6, at 23291—2. 

s[bid. For the influence of the investment bankers in this ‘reorganization,’ 
p, 645, Banker Participation in the “Reorganization.” 

8 Derived from supplementary information supplied the Commission for Eastern Utilities 
Investing Corporation. (Minutes of meeting of board of directors of Eastern Utilities 
Investing Corporation held on April 8, 1926.) 

“Op. cit. supra, note 6, at 28292. 

“Id., Commission’s Exhibit No. 3776. Mr. Stix testified (id., at 23272): 

Q. When Associated Gas and Electri¢ Company acquired that stock [of Eastern 
Utilities Investing Corporation from H. D. Walbridge & Company, Inc.], Pennsyivania 
pene pea ay had certain debentures outstanding, did it not? 

Q. Do you remember the amount of those debentures outstanding ? 

A. It seems to me it was about 314 million. 

Q. Were they retired? 

A, Yes; they were called and paid off in 1926. 

*1d., Commission’s Exhibit No. 8816. Mr. Stix explained that Associated Electric Com- 
pany assumed the debentures of Pennsylvania Wlectric Corporation. 

“Td,, Commission’s Exhibit No. 8776, p. 35. 


’ see infra, 
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It was claimed that the transfer of these operating companies to 
Associated Electric Company was part of a plan to merge this newly 
formed company with Pennsylvania Electric Corporation after the 
former company had acquired certain additional operating com. 
panies.°* However, after “Associated Electric Company actually did 
acquire these other operating companies, this alleged plan of merger 
was never effected. No reason was advanced for the abandonment 
of the plan of merger, but the operating companies were not returned 
to Pennsylvania Electric Corporation. 

Mr. Stix, formerly Auditor and now Comptroller of Associated 
Gas and Electric Company,** testified : °° 


Q. And was it the original plan that Associated Electric Company would be 
merged into Eastern Utilities Investing Corporation then called Pennsylvania 
Electric Corporation after Associated BHlectrie Company had acquired certain 
additional properties? 

A. I think it was. 

Q. But that plan was abandoned? 

A. It was abandoned. 

Q. What was the reason for the abandonment of that plan? 

A. I never knew. I never could understand. Never could understand what 
they were trying to do. 

K BS * * 2 * % 

Q. Was he [Mr. Burroughs] * active in the transactions which resulted in these 
exchanges? 

A. I think he was largely the originator of the idea of forming the Associated 
Electric Company. 


Mr. Stix further testified : %” 


Q. Who besides Mr. Burroughs took part in the transactions whereby Hast- 
ern Utilities Investing Corporation transferred stocks in its subsidiaries to 
Associated Electric Company and Associated Electric Company issued its 
common stock to Hastern Utilities Investing Corporation? 

A. Mr. Hopson, Mr. Daly, and a whole flock of lawyers. 

Q. What firms were represented in connection with that transaction? 

A. Legal firms you mean? 

Q. Yes. 

A. For the company there was Travis, Brownback, and whatever other names 
there were I don’t recall now. 

Q. By the company, you mean Associated Gas and Electric Company? 

A. Yes, sir. 

Q. And that law firm has been counsel for the same interest ever since? 

A. Yes, sir. 


This first transfer inserted a new company between Pennsylvania 
Klectric Corpor ation and its operating companies, the original source 
of its income. Associated Electric Company controlled the oper: 


2 Td., at 23292. 

% Op. cit. supra. note 6, at 28257-9; and In the Matter of Associated Gas and Electric 
Company, 8. B. C. Docket 1-1810, Hearing on April 27, 1939, Rec. pp. 277-8. 

% Op. cit. supra, note 6, at 23292-8. 

95 Partner of Harris, Forbes & Company, Director of Associated Gas and Wiectric Com- 
pany and Associated Wlectric Company. (1d., Commission’s Exhibit No. 28293 and 3832.) 
See infra, p. 645, Banker Participation in the “Reorganization.” 

7 Op. cit. supra, note 6, at 23295-6. 
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ating companies and Pennsylvania Electric Corporation, through its 
ownership of all the outstanding securities, controlied Associated 
Electric Company. However, Associated Electric Company soon 
issued additional common stock for other properties,°® thereby re- 
ducing Pennsylvania Electric Corporation’s control over its former 
properties and putting its security holders into investments as far 
distant as the Philippine Islands. Although Pennsylvania Electric: 
Corporation was given an equity in a larger utility system, it was 
not allowed to keep this equity for any appreciable period of time: 
since, aS will be indicated below, Associated Gas and Electric Com-. 
pany caused its subsidiary, Pennsylvania Electric Corporation, to 
tun over to the parent the controlling block of Associated Electric 
Company stock, 

Furthermore, Associated Electric Company issued and sold to the 
public $65,000,000 principal amount of debentures, the underlying 
ae of which included all of the operating properties previously 
controlled by Pennsylvania Electric Corporation. These debentures, 
of course, ranked ahead of the Associated Electric Company com- 
mon stow which had been issued to Pennsylvania Electric Corpora- 
tion In consideration for those properties. 

Mr. Stix, when examined on the effect of the issuance of these 
debentures, testified : 1° 


Q. Associated Electric Company issued $65,000,000 of debentures which you 
mentioned earlier ; right? 

A. Yes. 

Q. And upon this transaction the preferred holders of Pennsylvania Electric: 
Corporation were one step further removed from operating properties than. 
they had been? 

\, They were removed from the operating properties. I don’t know whether 
one or more steps, but at least one. 


On July 1, 1926,° Pennsylvania Electric Corporation conveyed 
all of its holdings of the common stock of Associated Electric Com- 
pany to its parent, Associated Gas and Electric Company, thereby 
relinquishing control over utility operating companies it formerly 
controlled, in consideration for the promise of the parent to deliver 
to io Pennsylvania Electric Corporation 242,700 shares of $7 preferred. 
stock of Associated Gas and Electric Company. 12 This $7 preferred 
sock had a preference on involuntary liquidation of $24,270,000 and 
custituted a part of a total of $42,974,060 ** of Associated Gas and 
Electric Company preferred stocks which were junior to any of 
Pennsylvania Electric Corporation’s previous holdings. In fact, 
these transactions inserted ‘between Pennsylvania Electric Corpora- 
tion’s former properties and the stockholders of Pennsylvania Elec- 
tric Corporation the following additional securities: $65,000,000 


%Td., at 23292. 

Id, at 28308. 

10 Thid. 

wId,, at 23311, 24677 and Commission's Exhibit No. 3804. 

iTd,, at 28296—-8. 'The “due bill,” signed by Associated Gas and Hlectric Company, by 
which it agreed to deliver 242,700 shares of its preferred stock was practically Eastern 
Utilities Investing Corporation’s only asset for a year. (Id., at 24676—7.) 

1% Report of the Federal Trade Commission on Utility Corporations, 1932, Senate Doc.. 
92, 70th Cong., Ist Sess., Part 45, p. 1467, indicates the capitalization as at December 31,, 
1926, 
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Associated Electric Company new debentures,’* and $12,182,209 
Associated Gas and Electric Company funded debt. HO 

However, the 242,700 shares of preferred stock of Associated Gas 
and Electric Company which Pennsylvania Electric Corporatioy 
was to recelve on this exchange not only were never delivered ™ 
but were never authorized and never issued.?°? Instead, the Penn. 

sylvania Electric Corporation received the promise, or a “due bill,” 
from the Associated Gas and Electric Company to deliver thes 
shares of preferred stock. 

Mr. Stix, when examined on this exchange, testified : 1° 

Q. What actually happened was that after Eastern Utilities Investing Corpora. 
tion, then Pennsylvania Electric Corporation, had acquired the common stock 
of Associated Hlectric Company in the amount of 242,700 shares, it exchanged 
that stock for preferred stock of Associated Gas and Electric Company; is that 
right? 

A. That is correct. 

Q. That was $7 preferred? 

A. It was. 

Q. And the 242,700 shares of Associated Electric Company common stock went 
to Associated Gas and Electric Company? 

A. Yes, Sir. 

Q. Were the shares of Associated Gas and Electric Company preferred stock 
actually delivered to Eastern Utilities Investing Corporation, or was a due pil] 
given? 

A. I think they gave a due bill. 

Q. For the purpose of the record would you describe just what a due Djlj 
is and who issues and who signs it? 

A. A due bill is either a typewritten or a printed promise on the part of 4 
corporation or individual to deliver the securities described in the promise, 

* ; * * * Ba Ee * 

Q. What is the purpose of issuing a due bill rather than the shares of stock? 

A. Why, I think it was to Save original issue stamps. 

Q. Are you advised as to the legal right the holder of a due bill has to eal] 
on the isSuer of the due bill for delivery of the stock? 

A. It has always been my understanding that the holder of a due Dill hag 
the same right as the holder of a certificate. 

* * * ok Kk * * 

Q. Is a due bill ever issued for stock not yet authorized? 

A. Yes; if you control the common stock so that you can cause it to be 
authorized at any time. 


Pennsylvania Electric Corporation (subsequently Eastern Utilities 
Investing Corporation) held this due bill calling for the delivery of 
these 249, 700 shares for over a year.1 However, dividends were paid 
on the shares called for by this due bill although these shares were 
not issued or authorized.’ Ultimately, as will be indicated in detail, 


104 Op. cit. supra, note 6, at 23308. 

1 Op. cit. supra, note 103, Part 45, p. 1467. 

106 See infra, pp. 648-50, Release of Due Bill. 

107 Op. cit. supra, note 6, at 24676—7 and see infra, p. 648. An amount equal to the divi: 
dend was paid although the stock was not authorized or issued. (Id., at 232989.) 

10 Op. cit. supra, note 6, at 23296-8. 

109 Td., at 24676-7. 

110Td., at 23299, 24676-7. 
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Pennsylvania Electric Corporation received, in lieu of the preferred 
sock of Associated Gas and Electric Company, a basket of muscel- 
Janeous securities of companies of the Associated System. 


> BANKER PARTICIPATION IN THE “REORGANIZATION” 


The plan of Associated Electric Company, about April 1926, to 
‘ssue $65,000,000 in principal amount of its debentures, the largest 
public utility debenture issue offered to the public up to that time, 
was formulated by F. S. Burroughs, a senior partner of Harris, 
Forbes & Company.’"? About one-half of the assets behind the deben- 
tures had been acquired from Pennsylvania Electric Corporation dur- 
ing the early part of April 1926 in the manner described above. 
Harris, Forbes & Company underwrote the issue.” At the same 
‘ime, Harris, Forbes & Company was retained as financial advisor 
to the Associated Gas & Electric System and received 50,000 shares of 
common stock of Associated Gas and Electric Company as a bonus 
or retainer. In connection with the Associated Electric Company 
fnancing, Mr. Burroughs and C. W. Beall, another Harris Forbes 
partner, were made directors of Associated Gas and Electric Com- 
pany, and Mr. Burroughs and H. M. Addinsell, a third Harris Forbes 
partner, went on the Board of Associated Electric Company.’ 

So that commencing about April 1926 the bankers, Harris, Forbes 
& Company, were retained as financial advisers and began to take an 
active part in planning the Associated Gas & Electric System’s ex- 
pansion program. 


4. DELAYED AND INADEQUATE DISCLOSURE 


Although the original transaction by which the operating proper- 
ties were shifted from Pennsylvania Electric Corporation to Asso- 


(ght. erretease 

11 1d.. at 23293 and 23440. Harris, Forbes & Company and Harris Trust and Savings 
Bank of Chicago were founded by N. W. Harris. Harris, Forbes & Company was a New 
York corporation formed before the New York Law required that the name of a corpora- 
tion disclose that it was a corporation. It was ‘an offshoot of the old N. W. Harris & 
Company,” as were the other Harris Forbes companies. There were no outside interests 
many of these Harris Forbes Companies. (1d., at 23505-8. See also id., at 23448-52, 
°7116-7, and Commission’s Exhibit No. 3845 (d).) For a further discussion see infra, 
p. 501, General Investment Corporation, note 3. 

12'The Federal Trade Commission report states that the gross profit to the bankers 
was $10 per $100 principal amount, but Mr. Burroughs testified that his recollection was 
that the spread was only $4.50 or $5.00 per $100. (Id., at 26905, 26912, 23440-2, and 
op. cit. supra, note 103, Part 46, p. 791.) 

13 Mr, Burroughs testified (op. cit. supra, note 6, at 23445-6) : 

A. * * * At about that time fi. e., time of financing of Associated Electric 
Company] Associated [Gas and Electric Company] was anxious to have the banking 
and financial advice of Harris Forbes people, and Mr. C. W. Beall and myself went 
on the Board of Associated Gas and Plectric Company, and Mr. H. M. Addinsell and 
I went on the Board of Associated Electric Company. We received 50,000 shares, I 
think, of common stock of Associated Gas and Electric Company, but you may be sure 
it was not considered as being in connection with that deal because we did not pass 
any of it on to the other people in that financing, although they knew all about it. 


* * * * * * * 
Q. Harris Forbes received 50,000 shares? 
A. Yes, sir. 


Q. Not you as [an] individual partner? 

A. No. They received it largely for the work which I and the organization im- 
mediately associated with me had done and were to continue to do. The idea was 
they [Associated Gas and Electric Company] wanted our {Harris, Forbes & Company] 
help in building up Associated Gas & Electric System. It was not uncommon although 
it was becoming less common to give bonuses of stock in companies when you were 
undertaking a sponsorship. 
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ciated Electric Company for 242,700 shares of Associated Electric 
Company common stock was authorized on April 8, 1926, the 
stockholders of Eastern Utilities Investing Corporation (former) 
Pennsylvania Electric Corporation) received more than a year and 
a quarter later the first intimation that it had been caused to dispogy 
of its operating company securities. The only staternent in H. (¢ 
Hopson’s letter of August 5, 1927, to the stockholders of Easter, 
Utilities Investing Corporation relating to this transaction was: 

During the year 1926 the Company received a favorable offer to dispose of 
its entire holdings in the control of certain corporations operating in Penngy). 
vania and Maryland. The directors of the company considered this opportunity 
a desirable one and accepted it. 


This statement by the president to the stockholders failed to dig. 
close that the Eastern Utilities Investing Corporation had disposed 
of all its operating companies to Associated Electric Company. 
another subsidiary of Associated Gas and Electric Company; failed 
to disclose that the consideration for this transfer of the operating 

=. g 
companies had been the delivery to the Company of 242,700 shares 
of common stock of Associated Electric Company; failed to disclose 
that these shares of common stock had been transferred to Aggo- 
ciated Gas and Electric Company in consideration of a “due bill” 
for 242,700 shares of Associated Gas and Electrie Company pre. 
ferred stock; and failed to disclose that delivery of the preferred 
shares under this due bill had never been made. This letter did jot 
contain any intimation that in the interim period, from July 1 
1926 1° to July 31, 1927 (almost to the very date of this statement 
made by the president on August 5, 1927), the portfolio of Eastern 
Utilities Investing Corporation had consisted solely, or almost solely, 
of a due bill for 242,700 shares of preferred stock of Associated Gas and 
Electric Company. Mr. Stix testified: 1% 

Q. So that Eastern Utilities Investing Corporation held a promise from 
Associated Gas and Electric to deliver to Hastern Utilities Investing Corpora. 
tion $24,270,000 par value of preferred stock? 

A. That is correct. 

Q. And that was Hastern Utilities Investing Corporation’s only asset at the 
time? 

A. Yes, sir. 

Q. And to get that asset it had conveyed the stocks in its seven subsidiaries? 

A. Yes, sir. 


Nor was the public advised that the Associated Gas and Electric 
Company throughout the year had neither authorized nor issued 
the shares called for by the due bill." 


ut About 6 months after Associated Gas and Hlectric Company had acquired formal 
control of Pennsylvania Electric Corporation (subsequently Hastern Utilities Investing 
Corporation). Derived from supplementary information supplied the Commission for 
Eastern Utilities Investing Corporation. (Minutes of Meeting of Board of Directors of | 
Hastern Utilities Investing Corporation, April 8, 1926.) 

15 Op. cit. supra, note 6, Commission’s Exhibit No. 3816 and at 24689. 

6 Td., at 28311, 24677 and Commissions Hxhibit No. 3804. 

BNL, Ae LESOO, 

us Td., Commission’s Exhibit No, 3816. 
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With the president’s letter and as part of the annual report of 
Bastern Utilities Investing Corporation went the accompanying 
“palance sheet at December 31, 1926” which merely stated on the 
Wasset’s side” : 119 


Stocks owned and receivable under contracts_________--______ $24, 885, 505. 48 
Accounts’ receivable_—_--_==-* "=~ Spats caseuets eee ee 612, 444. 00 


AO GES Se ee en ee ee ete ee ee ee el AOA Ona S 


Since at least $24,270,000 of “stocks owned and receivable under con- 

acts”  vepresented stock of Associated Gas and Electric Company, to 
he delivered under the due bill, “stocks owned” could not at the most 
ave been more than $615,505.48. The lumping of “stocks receivable 
der contracts” with “stocks owned” not only failed to disclose the 
large amount of securities which were merely receivable pursuant to 
he due bill, but also had the effect of giving the erroneous impression 
that the item ° ‘stocks receivable under contracts” was no larger than 
yould ordinarily exist in the regular course of business. 


5 NO ARM’S-LENGTH DEALING TO PROTECT MINORITY 


Pennsylvania Electric Corporation’s transfer of its operating com- 
panies to Associated Electric Company for the common stock of the 
latter company and the subsequent acceptance by the Pennsylvania 
Electric Corporation for this common stock of a due bill for Asso- 
cated Gas and Electric Company preferred stock was effected by 
poards of directors of these companies (Associated Gas and Electric 
Company, Pennsylvania Electric Corporation, and Associated Elec- 
ig e Company), 120 consisting almost entirely of the same individuals. 

. Stix testified : 12" 


Q. In effect the Boards of the three companies were under the same control, 
isn’t that right? 
A, Well, they were almost all the same people. 


6. PROPOSALS NOT SUBMITTED AT ANY STOCK- 
HOLDERS’ MEETING 


These transactions were not submitted for approval at any stock- 
holders? meeting. As previously noted, not even an announcement of 
the transactions was made until long after their consummation. Mr. 
Stix testified : 1? 


Q. The minority stockholders, preferred stockholders, and common stockholders 
of Hastern Utilities Investing Corporation were several steps further removed 
from the operating properties after exchange for the Associated Gas and Hlectric 
Company preferred stock? 

A, They were. 

Q. And the consent of those minority stockholders was not obtained to change 
the company from a direct holding company to a holding company several steps 
removed from operating properties, was it? 


19 [bid. 

10 Op. cit. supra, note 6, at 23309. 
17d, at 23310. 

127d., at 23317 and 24691. 
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A. I don’t recall that the mynoutty, voted for or against it, and I don’t ree. all 
that they did vote. 

* * * * * bo * 

Q. * * * but it is fair to say that since you have not been able to find a 
record of a vote by stockholders of Hastern Utilities Investing Corporation wit, 
respect to the exchange of Associated Hlectric Company common stock for the 
due bill that there was no such vote. 

A. Yes. 


7. FAILURE TO DISCLOSE SHIFT IN INVESTORS’ 
POSITION 


Since the portfolio of Pennsylvania Electric Corporation consisted} 

almost only of the “due bill,” the public investors in that Corporatioy, 
were in essence made indirect investors in Associated Gas and Electric 
Company. Yet these investors had no means of ascertaining that fac 
since no public disclosure was made that the portfolio of Pennsylvanis 
Electric Corporation consisted only of the due bill. The prior etna 
of these public stockholders to surrender their Pennsylvania Electric 
Corporation securities in exchange for Associated Gas and Electr‘. 
Company securities was, by this due bill transaction, substantially 
negated and frustrated. ‘The public stockholder was made to do indi. 
rectly that which he refused to do directly—to exchange his inter est 
in the properties underlying the Penns sylvania Electric Corporation 
for an interest in Associated Gas and Electric Company. 


8. RELEASE OF DUE BILL 


On August 1, 1927, the officers of Eastern Utilities Investing Corpo. 
ration, without the formality of a resolution of its board of directors. 

released Associated Gas and Electric Company from its obligation { 
deliver 242,700 shares of Associated Gas and Electric Compan Ly “ 
Dividend Series preferred stock, pursuant to the terms of the due. bill, 
which was the only, or almost the only, s security in Eastern Utilities 
Investing Corporation’ ’s portfolio, and accepted in lieu thereof a basket 
of miscellaneous securities.2°? 

This transaction was consummated just before the issuance on Ay- 
gust 5, 192%, of the annual report of Eastern Utilities Investing Cor- 
poration for the year 1926 and the letter of Mr. Hopson to stockhol ders, 
which omitted all reference to this due bill. 

Moreover, in his letter Mr. Hopson asserted : 24 


As you have been informed by separate communications, the name of your 
Company was changed to Hastern Utility Preferred Holding Corporation and 
thereafter to its present and more suitable one of Hastern Utilities Investing 
Corporation, and its holdings of investments have also been considerably diversi- 
fied. The acquisition of these investments was made possible by new financing, 
which has been explained in the various letters to you. 


This statement accompanying the 1926 report was susceptible of the 
construction that the diversification of the portfoho was increased 
28See supra, pp. 641-5, Transfer of Operating Properties and Effect Thereof, and 


note 130, infra. 
#4 Op. cit. supra, note 6, Commission’s Exhibit No. 3816. 
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ver the portfolio of the company shown in the report for 1925,™° 
pnsisting of the various operating companies. Technically, by accept- 
@ the list of miscellaneous securities in lieu of the due bill which prac- 
‘cally constituted the entire portfolio of the Company, the diversifica- 
ion was increased.?°° 

Neither the officers’ action on August 1, 1927, of exchanging the 
me bill for the miscellaneous investments nor the corporation’s 
etamorphosis into an investing company by such exchange was 
yithorized or ratified by its board of directors until one year later, 
July 24, 1928.*°" 

The resolution of the board #28 consists of more than a ratification 


ay 


tthe prior act of the officers of Eastern Utilities Investing Corpo- 


* 


2% ITd., Commission’s Exhibit No. 3815. 

vet will be recalled that the stockholders had not been informed of the fact that the 
portfolio of the company consisted virtually only of this due bill. 

“7 The members of the board, in addition to Mr. Hopson, as shown in the Annual Report 
were : 

Jobn I. Mange (held joint control of the “System” with Hopson). 

Garrett A. Brownback (a “System” Jawyer, now a senior partner of the “System” 
firm of Travis, Brownback & Paxson). 

Fred 8. Burroughs (then a partner of Harris, Forbes & Company, “System” bankers 
and a director of Associated Gas and Hlectric Company, and since 1982 an assistant 
to Hopson and vice president of Associated Gas and Electric Company). 

John M. Daly (also vice president of Associated Gas and Electric Company and an 
assistant to Hopson). 

Warren Partridge (‘an old Walbridge man” who had been made vice president of 
New Hngiand Gas and Electric Asscciation, a subsidiary of Hopson and Manges 
Associated Gas & Electric Properties. Although Warren Partridge is no longer 
connected with the “System,” his son, also named Warren Partridge, is still 
connected with the “System’’). 

(Op. cit. supra, note 6, at 23468, Commission’s Exhibits No. 3771, Part I, and No. 3775. 
se also Appendix G (p. 790 et seq.) for J. I. Mange’s joint control of the ‘“System.’’) 

“The Board of Directors’ minute entry under date of July 24, 1928, reads as follows 
(op. cit. supra, note 6, Commission’s Exhibit No. 3804): “The President reported to the 
meeting that under date of July 1, 1926, this Corporation (then known as ‘Pennsylvania 
Electric Corporation’) sold and delivered to Associated Gas and Blectrie Company 242,700 
of no par stock of Associated Hlectric Company, said Associated Gas and Electric Company 
agreeing to deliver to this Corporation in consideration therefor a like number of shares 
ot its $7 Dividend Series Preferred Stock; that said Associated Gas and Electric Company, 
with the consent and approval of this Corporation delivered to this Corporation in lieu of 
«id shares of its $7 Dividend Series Preferred Stock various securities of public utility 
operating and holding companies, which, in the opinion of both parties, were at least 
equal in value to the value of said shares of $7 Dividend Series Preferred Stock, and that 
under date of August 1, 1927, this Corporation acknowledged payment in full by Associated 
Gas and Electric Company of its obligations under said agrcement with this Corporation 
dated July 1, 1926. 

“Upon motion duly made, seconded, and unanimously earried, it was: Resolved, That 
ihe action of the officers of this Corporation in executing under date of August 1, 1Q20, 
and furnishing to Associated Gas and Blectric Company, an acknowledgement of payment 
i full by said Associated Gas and Hlectric Company of its obligations under said agree- 
ment with this Corporation dated July 1, 1926, and release from all liability thereunder, 
pe and hereby is approved, ratified, and confirmed.” 

Apparently in an attempt to give substance to the releasing language, the fiction of 
am’s-length bargaining was created by the recital that “in the opinion of both parties,” 
ihe consideration received was at least equal to that released. The action, however, to 
accomplish this was taken by the same persons, H. C. Hopson, I. S. Burroughs, John M. 
Daly, Warren Partridge, who represented both Associated Gas and Electric Company and 
Bistern Utilities Investing Corporation so that in effect Associated Gas and Electric 
Company was attempting to release itself from any claims. 
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ration in accepting the list of miscellaneous securities in lieu of thp 
preferred stock of Associated Gas and Electric Company called fo) 
by the due bill. The resolution also attempts to release Associate, 
Gas and Electric Company from all liability in connection with tho 
transaction of July 1, 1926, whereby Associated Gas and Electric 
Company caused Pennsylvania Electric Corporation to sell its hold. 
ings of the common stock of Associated Electric Company to the 
Associated Gas and Electric Company.!”° 


9. SECURITIES RECEIVED FROM ASSOCIATED GAS ANp 
ELECTRIC COMPANY IN LIEU OF DUE BILL 


On July 31, 1927, Eastern Utilities Investing Corporation surrey. 
dered to the Associated Gas and Electric Company the due bill fo, 
242,700 shares of Associated Gas and Electric Company preferred 
stock and delivered 75,000 shares of its own $5.50 prior preference 
stock in exchange for a list of miscellaneous securities #°° with ay 

29Tt will be recalled that Pennsylvania Electric Corporation (subsequently Hasterp 
Utilities Investing Corporation) had controlled the operating companies through the 


Associated Electric Company. 
180 List of securities transferred to Eastern Utilities Investing Corporation, July 31, 1937+ « 


Transfer | Transfer 
Shares | price | SA 
| Ss 
LUTE OWA INC Wik, (COs, COMMUN a see eee 800 6014) $48, 409 
INSTMEI OIA IIE, Wis CO, Wo Ns Oey COMNINO MN. oo os 660 59 I 38, 940 
Central Mass. Lt. & Pr. Co. V. T. C., #1, common____________-_ 1, 566 134 | 209, 844 
Central Mass. Lt. & Pr. Co. V. T. C. #2, common---.__--__--... 108 100 | 10, 800 
Comin Miass, Iti, && Ie OO, Wo IS, Oo i OR an cee 5, 504 107 
Coriell MASS. IPP, COop WHO = caaccoasescosecseseeeee eee cose 56 101 
@entraleViasseser Comvae as ©. commonmes 2-2 a 7, 70 
Commonwealth Gas & Elec. Cos., pref__________._____-________ 429 99 
Ideanklltin Commmmy Ione COs, ORS ss so eee 67 101 
Franklin County Power Co., V. T. C., common_-____-----_-____ 39 46 
MigrAloOR® IBC, COs) COMMINOM oe eos Soe sete eee asee 195 245 | 47, 
Mass, Hiaiing COS, COUMIAOM esos Sree seen sece ee 11, 539 148 | 1,707 
Mess, ILnslatiing COS, O96 JOR. . o.saseaso cee eececeeoee ceo ee eee 1, 451 17 “169, 
Miers, ILNANTINE (COScy SH ORS 3 ew re ae ee ee eoeseoee 490 137 | 
Merrimac Valley Pr & Bldes @o., 7% pref 140 11214) 
Now Bennosaire Ire, CO, 8% ORI ose eck eee ecco esse cane 395 98 
IN@rwOOG! Ges COs COMUGMOD 2a samnecemn somo emee sees 33 100 | 
Oke! Collomny Wik, @ Ire, AGKOCoy FORM. <a cs se scence 246 101 A 
Oka Colomy Iai, ae Ir, ASSOO., COMMON, og aoceeeene eee 940 5248] (Sic) 54, 99 
Paul Smiths Elec. Lt., Pr., & R. R. Co., common. ___.--_._-___. 500 400 200. 
JOnESTONGl ee, CO , GOIMINON - ose se nese Ss ees eeeseneese 583 399 
IDK AMOURIN INTC, Wit, COsy COMMUN a pe eee 69 Flas 
Bh AMON NCE, Ik, CO. 7, AN, Co, Gorman 80 215 
Randolph & Holbrook Pr. & Elec. Co., common_.____________.. 0) 45 
S. Eastern Mass. Pr. & Elec. Co., common. _...-__..--____.____- 561 76 
S. Eastern Mass. Pr. & Elec. Co., V. T. C., common 747 70 | 
So: Berkshire: Pr. & Blech Cer, common... i 1, 650 7 | 
\WWexnmaouniin Wir, & Ie, CO. Wo 4M, Cp GarnnienGn. one 85 58 
AN @npaDoDNiN Wit, 6B IPP, CO, COTWINOM 6 oe cteeseeseneene 1, 616 60 
Winchendon Elec. Lt. & Pr. Co., common____________--__.____. 85 140 
Worcester Suburban Elec. Co., common ____.___--_-_-_-.-______ 1, 974 102 | 
Worcester Suburban Elec. Co., V. T. C., common__._________.. 934 98} 
TOyae TLikedniging, COs, TRO? seo sets aseeee ace oeeenee 1, 000 3314| 
longline Gas Will, COs 096 RO. a te reece see 1, 090 100 | 
JOKE Iisieyavel Wen COB Ds, AGA RO. oe ee ene eats 1, 000 100 
Staten Island Edison Corp., 6% pref__._.-...._.-.____.-________ 1, 000 10034| 
LASEOC, Cis Gs IBNCO, CO» GERB An sas oss soe se cee e bose cee cee 75, 000 Zi) 4) 
AGIOO, Gas Gs IAG, COs, 88 COO. a see eee $4, 000, 000 Obs} sy 
Conse COs, CO. 196 JOR. oe nee coe one oe Peewee 50, 0C0 100 | 4, 
IMilgyou eating CE TIM ey INNO WGA TN oo = ee oe nee ceseee nee 50, 060 100 5 
Cas. INO, AGSOO;, 79% TORO ooo oe ee pe eee eee 7&, 000 100 | 7 
JWI, Whitty ony, CORD, KA OR 2 ne spec oe eee 10, 000 100 1 
ASIOO. BNC, CO. HAG, DONCS._. - ac an cece a2 aoe oe $2, 050, 000 100%) 2 
ATOR, CAS Ge TOG, COn BY RO . ooo sne cone Ssesccsseecseceeeoee 26, 000 100 2 
pho Gell Rese ee eee ee ee ee Og Seen ne ees | eee Ae a Ee eae | 34,477,317 


* Op. cit supra, note 6, Commission’s Exhibit No: 3772, Item 2. 
> Principal amount. 
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assigned value of $34,477,317. By this transaction the securities 
of about 24 companies were put into the portfolio of Eastern Util- 
ities Investing Corporation.** However, of the total of these securi- 
ries, $29,960,250, or over 91% of the assigned value, was allocated 
{0 blocks of securities of the following six companies subject to 
Hopson’s dominating influence: Public Utility Investing Corpora- 
tion, Consumers Construction Company, Managing and Investing, 
Inc., Associated Electric Company, Associated Gas and Electric Com- 
any, and Gas and Electric Associates.'** 

Kach of these six blocks of securities will be discussed in some de- 
tail hereafter. The discussion of various aspects of these investments 
may indicate the motives which prompted their transfer to Hastern 
Utilities Investing Corporation. Mr. Hopson was president, treasurer, 
and director *** of and had a substantial mterest in Public Utility In- 
vesting Corporation which was largely supervised by him_ per- 
gonally.°° The other five companies were direct or indirect subsidi- 
aries of Associated Gas & Electric Properties.2° No market quota- 
tions apparently existed for any of the six securities except for those 
of Associated Gas and Electric Company and Associated Electric: 
Company. Described briefly, Public Utility Investing Corporation. 
was primarily Hopson’s investment company; Consumer’s Construc- 
tio Company and Managing and Investing, Inc., had no assets ex- 
cept management contracts with controlled companies, and the capi- 
talization of these contracts had been entirely dictated by the man- 
agement of Associated Gas and Electric Company; Associated Elec- 
tric Company had control of the operating properties formerly con- 
trolled by Eastern Utilities Investing Corporation; Associated Gas 
and Electric Company controlled Eastern Utilities Investing Cor- 
poration, which in turn acquired securities of this parent; 1°’ the ac- 
quisition of Gas and Electric Associates securities was tantamount to 
a loan to Messrs. Hopson and Mange."8 

The capitalization of service contracts held by Consumer’s Con- 
struction Company and Managing and Investing, Inc., accounted for 
more than $10,000,000 of the $28,000,000 of capitalization created by 
Associated Gas and Electric Company by valuation of service con- 
tracts held by subsidiaries.1®° 

When examined as to the basis of selection of the securities for the 
portfolio switch of July 31, 1927, Mr. Stix testified : 14° 

wOp. cit. supra, note 6, at 23355-9 and Commission’s Exhibit No. 3772, Item 2. 

Jd, at 23358. 

Td, at 28359 and Commission’s Exhibit No. 3772, Item 2. 

Td. at 23377 and 23385. 

Id. at 23360. 

361d, at 233859. 

wi Krom “November 1927 (as of August 1927)” until March 1932, Associated Gas and 
Electric Company held an option to reacquire at cost the Eastern Utilities Investing Cor- 
poration Class B (voting) stock which Associated Gas and Electric Company transferred 
to Eastern Utilities Investing Trust, another subsidiary of Associated Gas & Electric 


Properties. (Id., at 23846-8 and Appendix H, p. 798.) Mr. Stix testified as follows (op. 
cit. supra, note 6, at 23347) : 


Q. While Associated Gas and Electric Company held that option on Class B gs 

a) ; t i g a che as stock but 
nee HOR oexercised it, it had the power to control Eastern Utilities Investing Cor- 
poration ? : 

A. Yes, sir. 


WS See infra, p. 661. 
“See supra, p. 638, note 69, and op. cit. supra, note 103, Part 46, pp. 245-9. 
“Op. cit. supra, note 6, at 23389 and 23875. 
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Q. Did you make up the list of securities that Eastern Utilities Investing 
Corporation was to receive as part of the exchange at July 31, 1927? . 

A. Yes. 

Q. At whose direction was that list made up? 

A. As I recall either at the direction of Mr. Daly or Mr. Hopson. 

Concerning Mr. Daly, Mr. Stix testified : ** 

Q. Was Mr. Daly an assistant to Mr. Hopson at that time? 

A. Yes. : 

Q. What was his title? 

A. Vice president of Associated Gas and Electric Company. 

Q. And at that time he was in very close contact with Mr. Hopson? 

A, Yes. 

Q. Did you often receive instructions through Mr. Daly from Mr. Hopson? 

A. I did, and he probably received them from Mr. Hopson through me, 

Mr. Stix further testified : 1%” 

A, * * * JT think I was told to find what securities of the “System” were 
available and give the company as diversified a portfolio as I could figure it out. 

Q. All the securities in the list were at that time owned by the “System,” were 
they not? 

A. I think so; yes. There might have been some few exceptions, but I don’t 
believe very many. 

Q. And those exceptions would be very minor in terms of dollar amounts? 

A. Very minor, if there were any at all. 


It is patent that the securities transferred to Eastern Utilities In. 
vesting Corporation in lieu of the Associated Gas and Electric Com- 
pany preferred stock called for by the “due bill,” consisted of securities 
which the “System” had on hand and primarily of securities of com- 
panies of the “System.” It was a list of securities the composition of 
which in no small measure was dictated not by investment quality but 
by availability to the controlling company. Eastern Utilities Investing 
Corporation commenced its investing-company career with a transac. 
tion by which its parent caused the investment company to acquire 
from its parent almost $34,500,000 of securities “selected” by Mr. 
Hopson, who was in control of both parent and subsidiary—a list of 
securities whose “diversification” was determined by Mr. Hopson and 
by the availability of these securities for sale by the “System.” '* 


a. Public Utility Investing Corporation 


Included in the list of securities acquired by Eastern Utilities In- 
vesting Corporation on July 31, 1927, were 10,000 shares of the 
preferred stock of Public Utility Investing Corporation at an aggre- 
gate cost to the investment company of $1,000,000.** Mr. Stix 
testified : 14° 

Q. Could you say you had no conversations with Mr. Hopson with respect to 
this exchange of July 31, 1927? 

A. Oh, no; I talked it over with him. I talked it over with a lot of people. 


11 Td., at 23376. 

142Td., at 23376-7. 

143 Ibid. 

14:7q., Commission’s Exhibit No. 3772, Item 2. 
145 7d., at 233873-4. 
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Q. Mr. Hopson advising the exchange should be made? 

A. No; this transaction we are speaking about came about by my making up 
, list of various kinds of securities which were in the Associated System, or 
which could be acquired and were considered to be good: investments by Eastern 
Utilities Investing Corporation. Then I presented the list to various officers or 
directors. They might have made some suggestions or changes; I don’t think 
many. During the course of these suggestions, these 10,000 shares of Public 
[tility Investing Corporation’s Preferred were added to the list before it was 
completed. I don’t think anybody gave much thought to the individual securities, 
pecause they all knew about the various companies of the Associated System. 
We were Satisfied with these other investments in the companies up in New 
England, so there was not very much research work put on the list when the 
portfolio was prepared for Eastern Utilities Investing Corporation. 


This list of securities to be transferred to Eastern Utilities Invest- 
ing Corporation was prepared either under the direction of Mr. Hop- 
sn or Mr. Daly, his assistant.° As previously stated, Mr. Hopson 
yas the president and a director of Eastern Utilities Investing Cor- 
poration on July 31, 1927, when this exchange was made.17 Mr. 
Hopson was also president and director of Public Utility Investing 
(orporation and had a substantial interest in the common stock of 
that corporation at the time of this transaction.148 The other two 
directors of Public Utility Investing Corporation were R. N. Thomp- 
son 4° (a Hopson service company accountant *°) and Miss M. C. 
0’Keefe (secretarial assistant to Mr. Hopson and secretary of Asso- 
cated Gas and Electric Company), who had been associated with 
Mr. Hopson since about 1918.1*+ 

The balance sheet of Public Utility Investing Corporation as at 
December 31, 1927, reveals that at the end of 1927 the corporation 
had outstanding 76,000 shares of common stock and 15,000 shares 
of $6.00 Dividend Series preferred stock. Its capitalization and sur- 
plus aggregated $3,022,236.25 of which the preferred stock amounted 
to $1,500,000 and the common stock and surplus were stated at 
$1,522,236.20.7°? 

Eastern Utilities Investing Corporation acquired $1,000,000 of the 
6.00 Dividend Series preferred stock.? In April 1928 Public Util- 
ity Investing Corporation issued $2,000,000 of debentures which thus 
ere interposed ahead of its $6 Dividend Series preferred stock 
acquired by Eastern Utilities Investing Corporation on July 31, 
IoC 

The investment by Eastern Utilities Investing Corporation of 
$1,000,000 in the preferred stock of the Public Utility Investing Cor- 
poration was, as admitted by Mr. Stix, “to the distinct advantage 
of the holders of common stock of Public Utility Investing Corpora- 


SSS 


wvTd., at 23376, 24680-1, 24687-8. 

wd, at 23394. 

usTd., at 23377, 23385, and supra, p. 651. 

u9Td., at 23377. 

wTd., at 233867-8. 

md. at 28377-8. 

Contained in the annual report of that company for 1929 attached to the summary 
statement filed with the Commission by Public Utility Investing Corporation. (Id., Com- 
nission’s Exhibit No. 3777.) 

aTd., at 23389 and supra, p. 652. 

wTqd., at 238389 and Commission’s Exhibit No. 3778. 
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tion,” +5 and therefore to the advantage of Mr. Hopson who wa 
substantially interested in Public Utility Investing Corporation con. 
mon stock.t°* 

In contrast to the investments of Eastern Utilities Investing Coy. 
poration, the portfolio of Public Utility Investing Corporation j) 
which Mr. Hopson had a large investment was diversified 1°" an( 
was designed to exclude Associated Gas and Electric Company’ 
securities.°* As Mr. Stix testified regarding the portfolio policy of 
Public Utility Investing Corporation : 1° 

Q. Have you any information as to whether practically the entire investme; 
in terms of dollar amount was in companies in the Associated Gas & Electric 
System? 

A. No; I would be inclined to say it would be just the reverse. I recall talking 
about it with Mr. Hopson and he agreed with the position that I took that it wou 
not be wise to have the predominance of the Associated investments in Public 
Utility Investing Corporation. 

Q. What was the reason for feeling that way? 

A. Well, I felt that a diversified list of securities for a company that | 
understood he had an interest in, would be a lot better than for him to depenq 
upon his connection with the Associated at that time for a livelihood, and algo 
have most of his money invested directly or indirectly in Associated securities, 

Q. So you were suggesting a way in which he could diversify his investments) 

A. He and whoever else were the security holders of Public Utility Investing 
Corporation. 


b. Investment in Consumers Construction Company 


Also included in the list of securities transferred on July 31, 1997 
to Eastern Utilities Investing Corporation in substitution for the 
“due bill” was the preferred stock of Consumers Construction Com. 
pany. It willbe recalled *° that the operating companies in the “Sys. 
tem” including the previous operating company subsidiaries of East. 
ern Utilities Investing Corporation (then known as the Pennsylvania 
Electric Corporation) had been required by Associated Gas and Elec. 
tric Company to enter into service contracts with Associated Gas 
and Electric Company. The construction service contracts called for 
the payment of 714% of additions to fixed capital for construction sery- 
ices rendered. On March 30, 1927, the management of Associated (as 
and Electric Company formed a new company called Consumers Con- 
struction Company,' to which company some of these service contracts 


5 Tq., at 28393-4. 

66 Td., at 23359-60, 23368, 23380, 23390, and supra, p. 651. 

7 The portfolio of Public Utility Investing Corporation at December 31, 1929, consisted 
of a diversified list of stocks of utility companies aggregating in cost $6,399,908.40: bank 
and trust company stocks aggregating in cost $1,440,053.00; miscellaneous assortment of 
stocks—railroad companies, investing companies, and industrials—aggregating in cost 
$1,682,716.63 ; a list of bonds of public utilities, industrials, municipalities, and real estate 
companies aggregating in cost $1,190,852.97; and some investment in short-term notes 
aggregating $711,503. These constituted the total nivestment of $11,425,034.59 by Public 
Utility Investing Corporation. (Id. at 23378-9 and summary statement filed with the 
Commission by Public Utility Investing Corporation.) 

8 See infra, p. 654. 

1459 Op. cit. supra, note 6, at 23380-1. 

160 See supra, pp. 635-8, Service Charges of Subsidiaries. 

161 Op. cit. supra, note 6, at 23395. 
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were assigned.1*? In consideration for this transfer, Associated Gas 
and Electric Company received 100,000 shares of common stock of Con- 
gumers Construction Company,'** which were subsequently recapi- 
talized into 10,000 shares of common with a stated or par value of 
$100,000 and 50,000 shares of preferred stock with a preference on 
liquidation of $5,000,000.*°* It was this block of preferred stock of 
Consumers Construction Company which was placed in the portfolio 
of Eastern Utilities Investing Corporation as part of the list of 
securities transferred in lieu of the “due bill” 

With respect to the organization and capitalization of Consumers 
Construction Company, Mr. Stix stated that he determined ‘the 
amount of preferred stock which could be issued by estimating what 

rofit the company would make from the contracts assigned to it 
and then determining the number of shares whose dividends could be 
paid by such profit.+% 

A. I think I made some estimates of what the contracts would probably pro- 
duce and predicated the amount of preferred stock upon the amount of earn- 
ings the company would have, and which it in turn could pay as dividends on 
the preferred stock. 

Q. What was your estimate of the amount of the earnings? 

A. I don’t recall the precise figures but I know it was substantially in exces¢ 
of the dividend requirements on the 50,000 shares of preferred stock. 


The assets of Consumers Construction Company consisted solely of 
these construction contracts, capitalized at $5,100,000,°° made by 
Associated Gas and Electric Company with its controlled operating 
companies.*°* 

As was testified to by Mr. Stix, the board of directors of Consumers 
Construction Company went through the formal motions of fixing a 
certain value for the contracts.*®* 


“Twid., at 23895, 23406—-7. The service contracts assigned to Consumers Construction 
Company account for $5,100,000 of the $28,000,000 aggregate amount at which Associated 
Gas and Blectric Company caused the service contracts with its subsidiaries to be 
capitalized. 

163 JTd., at 233896-7 and 23400. 

1 Tq, at 23395 and 23399. 

165 Td., at 23405. 

166 Td., at 23400. 

17 Associated Gas and Hlectric Company had the absolute power to select the members 
of the boards’ of directors of these companies, with which the contracts were made, with 
the possible exception of the Cambridge Hlectric Light Company, the Cambridge Gas Light 
Company, the Worcester Gas Light Company, and the Cape and Vineyard HMlectric Company. 
These boards of directors, in turn, had the power to hire and discharge the officers of these 
companies with which contracts were made. (Id., at 23403—4.) 

108 Jd., at 23406. Mr. Stix testified with respect to the control of the operating com- 
panies by Associated Gas and Electric Company as follows (id., at 23411-2): 

@, Ihe [Associated Gas and Electric Company] had complete control of the operating 
SO nc i8 Gia to the board of directors. 

o se had the power to selcct the directors of the operating companies? 

Q. aa the board of directors had the power to hire or fire the officers of the 
operating company, isn’t that right? 

A. That is correct. / 

Q. And it would be the cfficers of the operating companies who would execute the 
me Son contracts with the Associated Gas and Hlectric Company, isn’t that 
Be ‘Yes; ratified by the board of directors. 

Mr. Stix (who had been active in the organization and capitalization of Consumers Con- 
struction Company) testified that, although he did not have “‘the slightest idea’ who were 
the directors of Consumers Construction Company, he was “‘sure’”’ they were representativcs 
of the Asscciated Gas and Hlectric Company. (Id., at 23407.) 
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Q. Do you call them formal motions when they are required by law to reach 
the consideration received for the issuance of securities? 

A. I don’t think it means a thing. 

Q. They determined they were at least worth $5,000,000? 

A. I suppose they did, to satisfy the legal requirements. 

ry Ba * x Eo *% * 
Q. They accepted the amounts you fixed? 
A. They didn’t change them, so they must have accepted them. 


The service contracts assigned by Associated Gas and Electric Com. 
pany to Consumers Construction Company were valued at $5,000,00 
or more, apparently for the purpose of permitting the creation by Cop. 
sumers Construction Company of $5,000,000 of its preferred stock 
Associated Gas and Electric Company sold these 50,000 shares of pre. 
ferred with a preference on liquidation of $5,000,000 to Eastern Util. 
ities Investing Corporation for $5,000,000.*% 

Associated Gas and Electric Company had obtained these service 
contracts as an incident of control of the operating companies. No cas 
or property consideration had been paid by the Associated Gas and 
Electric Company for these contracts.‘ Yet, by causing Eastern Util. 
ities Investing Corporation to buy all the outstanding preferred stock 
of the Consumers Construction Company, to which these contracts had 
been assigned, Associated Gas and Electric Company was selling its 
subsidiary an indirect interest in these contracts for $5,000,000. Ang 
furthermore, Associated Gas and Electric Company, through its owner. 
ship of the common stock of Consumers Construction Company, ie. 
tained control of these contracts and the right to all profits in excess of 
$7 a share on the 50,000 shares of preferred stock, 1. e., in excess of 
$350,000 a year.17! Moreover, it is significant that the ownership of the 
common stock, representing both the control and the profits aspect of 
Consumers Construction Company, was retained by Associated Gas 
and Electric Company despite the fact that Eastern Utilities Investing 
Corporation paid Associated Gas and Electric Company over 98% of 
the arbitrarily assigned value of Consumers Construction Company,” 
Mr. Stix testified : *”* 


Q. By retention of the common stock of Consumers Construction’ Company, 
the Associated Gas and Hiectric Company retained the right to receive all of the 
profits of Consumers Construction Company after payment of preferred diyi- 
dends; isn’t that right? 

A. That is correct. 

Q. And Associated Gas and Hlectric Company also received $5,000,000 of its 
own preferred stock for the 50,000 shares of Consumers Construction Company's 
stock which it conveyed to Eastern Utilities Investing Corporation? 

A. Yes; it was relieved of an obligation to deliver 50,000 shares of $7.00 pre. 
ferred stock, thus virtually reacquiring its own stock. 


‘= 


169 Td., at 23394-5. The $5,000,000 was paid by relieving Associated Gas and Electric 
Company of an obligation under the due bill to deliver to Eastern Utilities Investing Cor. 
peration 50,000 shares of $7 preferred stock of Associated Gas and Electric Company, 
(1d., at 23409.) 

10 Mr. Stix, however, contended that in determining the price they would pay fora 
utility system they included reimbursement to the old controlling interests for loss of the 
right to gervice the system. (Id., at 23409-10.) 

w1Td., at 23413 and supra. 

172Td., at 23409. 

173Td., at 234138. 
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Part of the prospective profits on the basis of which Mr. Stix valued 
ihe service contracts in which Eastern Utilities Investing Corporation 
yas making an indirect investment were to be profits from services to 
he rendered to the former subsidiaries of Hastern Utihties Investing 
Corporation." pale viggucs rovtt 

Mr. Stix actively participated in the organization of Consumers 
(onstruction Company, in the valuation of its assets, and in the crea- 
yon of its capital structure. The directors of Consumers Construc- 
tion Company and of Kastern Utilities Investing Corporation were 
yepresentatives of the Associated Gas and Electric Company,’ and 
{his investment of Eastern Utilities in the preferred stock of Con- 
gumers Construction Company could not have resulted from arm’s- 
length bargaining. 

Eastern Utilities Investing Corporation, when caused on July 31, 

4927, to make this investment in the preferred stock of Consumers 
(onstruction Company, was a subsidiary of Associated Gas and Elec- 

vic Company whose consolidated statements would have to include 

Eastern Utilities Investing Corporation. However, by the time its 

next annual report was issued, Eastern Utilities Investing Corpora- 

(jon had been made a subsidiary of Eastern Utilities Investing ‘Trust, : 
nother subsidiary of Associated Gas & Electric Properties, although . 
Associated Gas and Electric Company still retained the power of i 
control through an option to reacquire the control stock of Eastern 

Utilities Investing Corporation. The fact that it did not own the 

yoting stock permitted Associated Gas and Electric Company to issue 
meconsolidated statements excluding Eastern Utilities Investing Cor- 

oration, even though Associated Gas and Electric Company controlled 

Eastern Utilities Investing Corporation through an option to reac- 

jure its stock from Eastern Utilities Investing Trust at cost.*® 

“Since Associated Gas and Electric Company did not pay any cash 

: property for the service contracts it obtained from its subsidiaries, 

the capitalization of these contracts at substantial amounts consti- 

ited a write-up of these contracts even though they had been assigned 

» service subsidiaries of Associated Gas and Electric Company and 

were capitalized on the books of those subsidiaries. The appraisal on 

which the write-ups were based was made by Mr. Stix in the case of 

Consumers Construction Company 1 and perhaps in the other cases. 

The $5,000,000 of Consumers Construction Company preferred was 

based on the write-up of its service contracts. 

When Associated Gas and Electric Company acquired this pre- 
ferred, the stock was entirely based on the write-up. Then when 
Associated Gas and Electric Company caused Eastern Utilities In- 
yesting Corporation to buy this preferred and in payment therefor 
release Associated Gas and Electric Company from an obligation to 
deliver $5,000,000 of its own preferred, Associated Gas and Electric 
Company had received payment on the basis of the written-up value 
of $5,000,000. 


Jt will be recalled that Consumers Construction Company did not attempt to render 
services, but had retained another company to perform these services for a specified annual 
retainer. 

1 Op, cit. supra, note 6, at 23407. 

16Td., at 23346-7, Commission’s Exhibit No. 3480, and Appendix H, p. 798. 

17 See supra, p. 655. 
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By the device of making Eastern Utilities Investing Corporation 
a subsidiary of Eastern Utilities Investing Trust, Associated Gas and 
Electric Company caused the written-up “assets to be reflected in the 
balance sheet of a controlled company not included in its consolidated 
statements and at the same time through having been released from 
its obligation to deliver preferred stock to Eastern Utilities Invest- 
ing Corporation was enabled to show $5,000,000 less preferred Stock 
on the lability side of Associated Gas and Electric Company’s con. 
solidated balance sheet. And when Eastern Utilities Investing Cor. 
poration publicly issued securities, the public was contributing ¢ cash 
to a company whose portfolio included these written- -up securities, 


c. Investment in Managing and Investing, Inc. 


Included in the list of securities transferred on July 31, 1927, to 
Eastern Utilities Investing Corporation were 50,000 shares of pre- 
ferred stock of Managing and Investing, Inc., at an aggregate cost 
of $5,000,000.1% 

Managing and Investing, Inc., had been organized in September 
GAL and its stock had been owned by Mr. Mange and his family 
prior to its acquisition by the “System” in March 1997.15 

In March 1927, the charter of Managing and Investing, Inc., was 
amended to authorize the issuance of a “total of 60,000 shares no-par 
stock, of which 10,000 shares were common and 50 000 shares were 
preferred stock. A few days later, another amendment was made 
increasing the authorization of prefer red stock to a total of 65,000 
shares.1*? The Associated Gas and Electric Company paid $5,200,000 
in cash for all of this common stock and preferred stock of Managi ing 
and Investing, Inc.78* This cash was used by Managing and Investing 


178 Hastern Utilities Investing Corporation retained the preferred stock of Consumers 
Construction Company until the acquisition by Associated interests of W. S. Barstow and 
Company, when those engineering contracts held by Consumers Construction Company 
were transferred to W. S. Barstow.and Company and thereupon the preferred stocks of 
W. S. Barstow and Company were substituted in the Eastern Utilities Investing Corpora. 
tion portfolio for the preferred stock of the Consumers Construction Company. All pre. 
ferred stocks of service companies which Hastern Utilities Investing Corporation held jin 
December 1930 were relinquished by it to Associated Gas and Electric Company or a sub- 
sidiary of Associated Gas and Electric Company for a due bill for 108,775 shares of 
Associated Gas and Electric Company $6.50 preferred stock. (Id., at 25802-14.) Anq 
although Mr. Stix testified (id., at 25806) : 

Q. And the only assets behind these preferred stocks which Eastern Utilities In- 
vesting Corporation disposed of in December of 1980 were service contracts? 
A. That is right, other than some relatively small amount of working capital. 
Mr. Stix also testified that these preferred stocks were the best investments Eastern 
Utilities Investing Corporation had at the time and even better than the Associated Gas 
and Electric Company $6.50 preferred stock for which they were exchanged. (Qp. cit, 
supra, note 46, pp. 2438-41.) 

179 Op. cit. supra, note 6, at 28414—5. 

180Td., at 28415. Upon organization of Managing and Investing, Inc., J. I. Mange be. 
came the president, treasurer, and one of its directors. Mr. Stix, who prepared the list 
of securities transferred to Eastern Utilities Investing Corporation on July 31, 1937, 
which list included Managing and Investing, Inc., testified that he was not familiar with 
that company until March 1927. (Id., at 23416.) 

181Tqd., at 23415-7. Apparently the above-mentioned Managing and Investing, Inc. is a 
different company from Managing and Investing, Incorporated which was used by Mr, 
Mange to hold his half-interest in Associated Gas & Hlectric Properties. See Appendix G, 
note 17, p. 793.) 

127d, at 23415—-7, 

1837d., at 23418. 
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Inc., to buy $5,227,000 of the income notes of the Massachusetts Elec- 
tric Investment Association which later changed its name to Manson 
Securities Trust, and later became Utilities Investing Trust.*** Mas- 
sachusetts Electric Investment Association was controlled by Associ- 
ated Gas & Electric Properties, which was owned and controlled by 
Mr. Hopson and Mr. Mange.** 

The interest on the notes was payable out of income to the extent of 
but not to exceed 8 percent.*® However, Mr. Stix testified : *®” 


g. As a matter of fact, it never came near 8 percent. Wasn’t it always much 
Jess than 8 percent? ; 

A. That would be my recollection now, that it never got up as high as 8 per- 
cent. 

Through a series of subsequent transactions that took place be- 
tween March and July 1927, Managing and Investing, Inc., received 
about 50,000 shares of Associated preferred stock “of some kind” in 
jlace of the income notes.'** In July or August, 1927, it returned these 
50.000 shares of preferred stock of Associated Gas and Electric Com- 
pany to the issuer in exchange for the transfer to Managing and Invest- 
ing, Ine., of certain management contracts with operating companies of 
the “System.” *8° At the end of 1927, and probably as early as July 31, 
1927, when Associated Gas and Electric Company caused the Eastern 
Utilities Investing Corporation to accept the 50,000 shares of preferred 
stock of Managing and Investing, Inc., at a cost of $5,000,000, these 
management contracts constituted “the only real assets” °° of Man- 
aging and Investing, Ine. 

Consequently until July or August 1927 Managing and Investing, 
Inc. had been an investment company.’ However, about the time 
that Eastern Utilities Investing Corporation was caused to acquire 
$5,000,000 of the preferred stock of Managing and Investing, Inc. the 
nature of the business of the latter corporation was changed, so that 
Managing and Investing, Inc., became a managing company with con- 
tracts to service public utility operating companies in the Associated 
Gas & Electric System.!®? ‘Vhese contracts, like those which Associated 
Gas and Electric Company had assigned to Consumers Construction 
Company, were obtained by Associated Gas and Electric Company from 
its subsidiaries at no cost. Yet Eastern Utilities Investing Corpora- 
tion yielded its right under the due bill to receive $5,000,000 of Asso- 
cated Gas and Electric Company $7 preferred stock in exchange 
for these 50,000 shares of preferred of Managing and Investing, Inc. 


mId, at 23418-9. The assets of the company which issued these notes consisted of 
100% of the common and some of the preferred stocks of New England Gas and Electrie 
Association, which owned operating companies in Massachusetts and New Hampshire, 
having acquired these operating properties in 1926 and 1927. (Id., at 23420 and 23428.) 

%§Td,, at 23419. 

61d. at 23419-20. 

wTd., at 23425. 

Td, at 28421. Mr. Stix cculd not recall the exact number of shares, the class of 
preferred stock, or the names of the “System” companies with which these transactions 
were effected. 

89 Td., at 28420 and 23422-3, 

wId., at 28421 and 23423 (testimony of Mr. Stix). 

wid, at 23420. 

192 Thid. , 
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which had an assigned valuation of $5,000,000 based solely on the man. 
agement contracts. 

Although the process was more complex, it appears that the writ. 
ten-up valuation of the managing contracts conveyed to Managing 
and Investing, Inc., by Associated Gas and Electric Company wag 
reflected on the asset side of Eastern Utilities Investing Corporation's 
published balance sheet as was the written-up value of the construc. 
tion contracts held by Consumers Construction Company. And sim. 
ilarly, Associated Gas and Electric Company was relieved of an obli. 
gation to deliver preferred stock of its own.1% 

Again following the pattern of the transaction in Consumers Cop. 
struction Company, Associated Gas and Electric Company retained 
the common stock, representing the control and the profits aspect of 
Managing and Investing, Inc., when it sold 50,000 shares of the 
preferred to Eastern Utilities Investing Corporation for $5,000,000, 
Mr. Stix testified : 1° 


Q. And Associated Gas and Electric Company retained all of the value of 
these construction contracts over and above the interest represented by the 
50,000 shares of Managing and Investing Preferred? ; 

A. Yes, subject to this little split of ownership which there was during some 
part of that period between Associated Gas and Electric Company and Ney 
Hngland Gas and Hlectric Association.” 


Managing and Investing, Inc., continued to hold management cop. 
tracts until the spring of 1928 when the company “was relegated to 
the graveyard.” 1° Eastern Utilities Investing Corporation first 
received preferred stock of a successor service company and then, jn 
December 1930, Associated Gas and Electric Company preferred stock 
in place of the preferred stock of that service company.‘ Eastern 
Utilities Investing Corporation relinquished all its preferred stocks 
of service companies at that time to facilitate the “System’s” plan to 
rearrange these service companies,’ although these preferred stocks, 
according to Mr. Stix, were the best investments in Eastern Utilities 
Investing Corporation’s portfolio at the time.1% 


193 See supra, p. 656. 

19f Op. cit. supra, note 6, at 284234, 

1° New England Gas and Hlectric Association was also a subsidiary of Associated Gag & 
Hlectric Properties, as was Associated Gas and Electric Company, and so was likewise within 
the Associated Gas & Electric System, 

196 Op. cit. supra, note 6, at 23420—1. 

17 Hastern Utilities Investing Corporation retained the preferred stock of Managing 
and Investing, Inec., until the acquisition of control of J. G. White Management Corpora. 
tion when those management contracts held by Managing and Investing, Inc., were trans. 
ferred to J. G. White Management Corporation whose stock in turn was owned by Man. 
agement Holding Corporation. At that point the preferred stock of Management Holding 
Corporation was substituted in the Eastern Utilities Investing Corporation portfolio for 
the preferred stock of Managing and Investing, Inc. In December 1930, all service 
company preferred stocks which Eastern Utilities Investing Company held were relinquished 
by it in return for a due bill for 108,775 shares of Associated Gas and Blectric Company 
$6.50 preferred stock. (Id., at 25802-14.) 

198 Op. cit. supra, note 6, at 25811-2. 

199 Op. cit. supra, note 46, pp. 2438-41. Mr. Stix admitted that these service company 
preferred stocks were better than the consideration Eastern Utilities Investing Corporation 
received in return for them, i. e., the $6.50 preferred stock of Associated Gas and Electric 
Company. (Ibid. See also op. cit. supra, note 6, Commission’s Exhibit No. Sak 1p, Wal 
Tables 32 and 33.) 
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d. Investment in Gas and Electric Associates 


As part of the exchange of July 31, 1927, Eastern Utilities Invest- 
ing Corporation also invested $7,500,000 in Gas and Electric Associ- 
ates, °° a subsidiary of Associated Gas & Electric Properties. This 
investment paralleled the investment in Managing and Investing, 
Inc. Insofar as income notes are concerned, for Gas and Electric 
Associates owned, as its sole investment, $14,012,143.97 face amount of 
Massachusetts Electric Investment Association 8% income notes 2°!— 
of the same issue or series as those notes which Managing and In- 
vesting, Inc., had exchanged for service contracts with the System 
subsidiaries. As stated above, Massachusetts Electric Investment 
Association, as well as Gas and Electric Associates, was controlled by 
Associated Gas & Electric Properties, which was owned and controlled 
by Mr. Hopson and Mr. Mange. This investment by Eastern Utili- 
ties Investing Corporation in Gas and Electric Associates was there- 
fore practically the equivalent of a loan by Eastern Utilities Investing 
Corporation to Mr. Hopson and Mr. Mange. 


e. Investment in Associated Electric Company 


Also as part of the exchange of July 31, 1927, Eastern Utilities 
Investing Corporation invested about $2,000,000 in 514% bonds of 
Associated Electric Company, the company to which Eastern Utilities 
Investing Corporation (then known as Pennsylvania Electric Cor- 
oration) had been caused to transfer its operating subsidiaries in the 
spring of 1926.°°? 


ft, Investment in Associated Gas and Electric Company Securities 


As part of the exchange of July 31, 1927, Eastern Utilities Invest- 
ing Corporation invested about $9,400,000 in securities issued by 
Associated Gas and Electric Company. 

With the passage of time more and more of the resources of Eastern 
Utilities Investing Corporation were put into securities issued by 
Associated Gas and Electric Company. By the end of 1931, the 
portfolio of the Eastern Utilities Investing Corporation consisted 
only of Associated Gas and Electric Company securities, a block of 
General Gas & Electric Corporation Class A stock and $200,000 of 
6% promissory notes of the Cities Service Company.?° 


200 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 2. 

21Td., at 28428, and Commission’s Exhibit No. 3772, Item 34. Notes of Massachusetts 
Electric Investment Association continued until 1935 to be the sole investment of Gas 
and Electric Associates, although the amount varied and the name of the issuer was 
changed to Manson Securities Trust and then to Utilities Investment Trust. (Ibid.) 

22Td., Commission’s Hxhibit No. 8772, Item 2 and supra, pp. 641-5, Transfer of 
Operating Properties and Effect Thereof. Associated Electric Company is still in existence, 
controls the properties which it had acquired from Hastern Utilities Investing Corporation, 
and is said to be in good financial condition, earning dividends. However, Eastern Utilities 
Investing Corporation is in receivership. Ags stated by its comptroller, “Yes, Eastern Utili- 
ties Investing Corporation is all washed up.” (Id., at 23429.) 

23 Td., Commission’s Exhibit No. 3771, Part II (Wxhibit A, Schedule 9) and Part III, 
Table 2. 
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10. NATURE OF EXCHANGE TRANSACTION OF JULY 21, 
1927 


In connection with this exchange of July 31, 1927, the controlling 
interests not only determined the prices to be paid by Eastern Utili- 
ties Investing Corporation for the securities acquired from the Associ- 
ated Gas and Electric Company, but actually sponsored and organized 
at least four of the companies issuing those securities: Consumerg 
Construction Company, Managing and Investing, Inc., Gas and Elec- 
tric Associates, and Associated Electric Company. 

To recapitulate, the investment of Eastern Utilities Investing Cor- 
poration in Consumers Construction Company was in effect an invest- 
ment, at a written-up valuation, in service contracts with operating 
company subsidiaries including the operating companies which East- 
ern Utilities Investing Corporation (then Pennsylvania Electric Cor- 
poration) had owned. The investment in Gas and Electric Associates 
was tantamount to a loan to Messrs. Hopson and Mange. The invest- 
ment in Managing and Investing, Inc. appears to have the aspects 
of the investments in the Consumers Construction Company and the 
Gas and Electric Associates. The Investment in Public Utility In- 
vesting Corporation was in an investing company of which H. C. 
Hopson was a large stockholder at the time of this exchange. The 
other large investments made by Eastern Utilities Investing Corpora- 
tion at this time were directly in its parent, Associated Gas and Elec- 
tric Company, and in the subholding company which its parent had 
organized to take over Eastern Utilities Investing Corporation’s 
(formerly Pennsylvania Electric Corporation) utility system. 

The following table gives an approximate summary of these invest- 
ments of July 31, 1927, and their percentage of the total portfolio of 
Eastern Utilities Investing Corporation: 


Amount Percent 

TG OMS Wiiiabiiny Ibe OOMOORMION on cae ec cans ESE SSeS ee ESSE $1, 000, 000 3.1 
(COmsmNINES COMSRNGHOM COL ann oss soce on oneteo ee eee denen ce eeeeceeedenedauss 5, 000, 000 15.2 
IM ioroRKeNbNe: BiG! OTTERS, WNC. oe ote tse oe as see eae See Es seeSesareses anes 5, 000, 000 15.2 
Gasran GB Mle ctr CeANSSOCi a Ges meseae eee rae ea ae ee 7, 500, 000 92.9 
ASSOCIateduEn6Ctri Gl Om se me ae ae a er eee aint ee Ea ee ee ase en SS = 2, 000, 000 6.1 
ENSSOCIAbE CN GaASuace ENO C ETI CK C.0 err ere sae eae re ee an enn Se Ra oy ee ae eS 9, 400, 000 28.7 

Noa Gaabeyerol COM OIAIOS — ee ee SoS OS R ORE SEC EEE RO OESESE 29, 900, 000 91,2 
Otherminyvestiments= 4. sess bars Be hes Serer ne ee ae a ee a Nee lee 2, 900, 000 8.8 

TROLALGDO BLT ON Oe eee cee er rt i a tt Os ee See NS 32, 800, 000 100.0 


Eastern Utilities Investing Corporation retained these invest- 
ments with very few changes from July 1927 until March 1929, when 
Eastern Utilities Investing Corporation sold $35,000,000 principal 
amount of its debentures to the public.?% 


204 However, the total portfolio was increased by the investment of about $10,000,000 in 
securities of Utilities Power & Light Corporation, and as a result the portfolio’s concentra- 
tion in “System” securities decreased to about 65% by March 1929. The investment of the 
debenture proceeds again increased the concentration in ‘‘System” securities to about 
80%. (See id., Commission’s Exhibits Nos. 8772, Item 2, and No. 3805 for a list of the com- 
pany’s portfolio investments in July 1927 and March 1929; also see infra, p. 668.) 
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E. Eastern Utilities Investing Corporation is Transformed Into 
an Investment Company 


1. GENERAL PLAN 


In the early part of 1927, not long before July 31, 1927, when the 
list of securities was delivered to Eastern Utilities Investing Cor- 
poration in exchange for the due bill calling for the preferred stock 
of Associated Gas and Electric Company, the “System” management 
apparently abandoned its plan of liquidating Eastern Utility Pre- 
ferred Holding Corporation (the then name of Eastern Utilities 
Investing Corporation) and evidently decided to transform the cor- 

oration into an investment company. The nature of the portfolio 
transferred to it for this purpose has been described. The equity in 
the company was to be increased and new issues of securities were 
to be sold to the public as securities of an investment company.2” 
Accordingly, on July 26, 1927, the name of the company was changed 
to Eastern Utilities Investing Corporation,?°* indicating its pur- 
ported new function. 


2. RECAPITALIZATION 


The balance sheet of Kastern Utility Preferred Holding Corpora- 
tion, as at December 31, 1926, indicated that 70,766 shares of its 7% 
preferred stock and a small amount of its scrip were outstanding.2°7 
About 49,000 of those preferred shares were held by the “System” 
and approximately 21,000 preferred shares were held by the public.2° 
This 7% preferred stock was at that time senior to all other securi- 
ties issued by Eastern Utility Preferred Holding Corporation. There 
were also outstanding 170,685 shares of common stock of Eastern 
Utility Preferred Holding Corporation which were mostly held by 
the “System.” °° By July 1, 1927, the preferred stock outstanding 
had been increased to 75,000 shares and the common stock to 175,000 
shares,”'° a majority of each class being held within the “System.” 

On July 381, 1927 (the date on which the list of securities was ex- 
changed for the due bill), the controlling interest effected a com- 
plete revision of the capital structure of the Eastern Utilities In- 
vesting Corporation. The common stock with voting power was 
reclassified on a share for share basis into $7 junior prefered 
stock, without voting rights, and the 7% preferred stock was reclassi- 
fied into $7 preferred stock, also on a share for share basis.?!* 


2 Op. cit. supra, note 6, at 23321-2. Mr. Stix, Comptroller of Hastern Utilities Invest- 
ing Corporation and director for Associated Gas and Electric Company, testified : 
Q. In 1927 the Associated management decided not to liquidate Hastern Utility 
Preferred Holding Corporation, but to use it as an investment trust, isn’t that right? 
A. That is correct. 
Q., Were steps taken to build up the equity in Eastern Utilities Investing Corpora- 
tion ? 
A. Yes. 
Q. And then it was planned to issue securities of Hastern Utilities Investing Cor- 
poration to the public, is that right? 
A. Yes, sir. 
205 See note 9, supra. 
27 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 56. 
28 Td., at 25699. 
209 Tpid. 
20 Td., Commission’s Exhibit No. 3772, Item 60. 
*11d., at 23333-41 and 25699-700. 
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Moreover, the capital structure was made more complex by the 
creation of three additional classes of securities: $5.50 prior prefer. 
ence stock, Class A common stock, and Class B common stock.?” 

The $5.50 prior preference stock was entitled to a preference on 
involuntary liquidation of $100 per share,*? and was made senior 
to all other issues, thus placing the old 7% preferred stock, in which 
the public was chiefly interested, in a junior position.“ All of the 
$5.50 prior preference stock, 75,000 shares, was issued to Associated 
Gas and Electric Securities Company, Inc., a “System” company, 
in exchange for securities of an assigned value of $7,275,000, or $97 
per share. The Class A common stock and the Class B common stock 
(the sole voting stock) consisted of 100,000 shares each, all of which 
were acquired by the “System” for a total consideration of $100,- 
000.2% The “System,” therefore, transferred to Eastern Utilities 
Investing Corporation an aggregate of $7,375,000, $7,275,000 in securi- 
ties for which it received all of the $5.50 prior preference stock, or a 
prior claim of $7,500,000 on liquidation (besides a prior claim on 
dividends) and $100,000 in either cash or securities for which the 
“System” received all of the voting securities of Eastern Utilities 
Investing Corporation **° as well as all the Class A stock. By this 
reclassification, the minority common stockholders lost their voting 
rights and the minority preferred stockholders lost their priority, 
The size of the minority interest submerged by this recapitalization 
is indicated by the following table showing the participation of the 
public in the securities of Eastern Utilities Investing Corporation 


and the percentage of the outstanding shares as at December 31, 
OD ecad 


Held by public 


Class Pe = 
Percent of 
sinenes outstanding 
DOL OOPOLLOT WECLONONCOISLOCKs =m eee ee an Se ae ee ne Se en ee ee 128 0.2 
Simpreterte US (OC kaw e ne nse Smase tere ns paren a A ee ah a ee eo 15, 337 20. 4 
SYM ULIN OTRO HEL OTC CLUES |e en 1, 256 0.7 
ClasspAteet a FEE CEE yeni th SE OES. Seah EL ie ey RN Eb ae 0 0 
GlasseB es - Une iin eines. a aya. ts 5S ee ek eee os eed 2 pe ey 0 0 


718 Non-cumulative, Represented by common stock certificates of Pennsylvania Electric 
Corporation. In 1928, redesignated as “Participating Preference Stock.” Id., Commis- 
sion’s Hxhibit No. 3771, Part I. 


212) Tbid. 

213 Td., Commission’s Exhibit No. 3771, Part V, Item 35—D. 

14Td., at 25700. 

2 Td., at 283841-4 and 25701. Although Mr. Stix thought he recalled a check for 
$100,000 passing to Eastern Utilities Investing Corporation in payment for its Class A 
and Class B stock, the minutes of its Board of Directors meeting on July 26, 1927, recorded 
the consideration as $100,000 par value of Associated Electric Company 514% Convertible 
Gold Bonds. (Id., at 28344 and supplementary information concerning Eastern Utilities 
Investing Corporation, Minutes of Board of Directors.) In any event, the purchaser resold 
the 100,000 shares of Class B voting stock for $100,000 on open account to Eastern Utilities 
Investing Trust, also within the System, with the result, as Mr. Stix described it, “that if 
it ever collected $100,000 from Eastern Utilities Investing Trust that the 100,000 shares 
of Class A stock which they got would not have cost them anything.” (Id., at 23343.) 

216 Mr. Stix testified (id., at 25700) : 


Q. Then one of the results of this recapitalization of July 31, 1927, was that the 
Associated System received securities senior to the minority holders of the old 7% 
preferred stock ? 

A. That is part of the result; yes. 

217 Td,, Commission’s Exhibit No. 3772, Item 6. 
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This rearrangement of priorities and creation of additional securi- 
ties was partly motivated by the desire of the controlling interests 
to sell the $5.50 prior-preference stock and the Class A common (non- 
yoting) to the public. Although a “System” company in the first 
instance purchased the 75,000 shares (all of the shares issued) of the 
prior-preference stock and the 100,000 shares of Class A common 
stock, these purchases were not intended for investment purposes but 
for ultimate resale to the public.” It was patently never intended 
to sell any of the Class B common stock (the voting stock) and this 
stock, although transferred repeatedly, was held at all times by some 
“System” company.**° The “System” attempted to sell as much as it 
could of the $5.50 prior-preference stock and the Class A common 
stock to the public, but only a few shares were actually sold to the 
public until 1929. However, by the end of 1929, the public held 5,324 
shares of $5 prior preferred, “which took the place of the $5.50 
[prior] preference,” and 197,818 shares of Class A.2?# 

The Class A common stock had been set up on the books of the 
Eastern Utilities Investing Corporation at 50 cents per share, for 
Associated Gas and Electric Company had paid $100,000 for both the 
block of 100,000 shares of Class A and the block of 100,000 shares of 
Class B voting stock,?*? but in March 1929 Class A stock was offered 
the public at $15 per share.?? 

Apparently in order to induce the former minority common-stock 
holders of Pennsylvania Electric Corporation (subsequently Eastern 
Utilities Investing Corporation) whose stock had been without their 
consent reclassified into junior preferred stock to approve the re- 
classification by exchanging their old common stock for the new 
junior preferred stock, the controlling interests did not pay dividends 
to the holders of the common-stock certificates, but only to the holders 


29Td., at 25703-4 and Commission’s Exhibit No. 3772, Item 6. The Minutes of the 
Eastern Utilities Investing Corporation board meeting of July 26, 1927 reveal that this 
transaction was to take the form of an underwriting by Associated Gas and Electric 
Securities Company, Inc., and that the underwriting commission to that company would 
be $2 per share. (Derived from supplementary information supplied the Commission for 
Eastern Utilities Investing Corporation.) 

20 These constant switches of the control stock from one company to another were 
undoubtedly motivated and prompted by the exigencies of reporting the financial condition 
of varicus companies. (See id., at 23344-5. These changes are shown in op. cit. supra, 
note 6, Commission’s Exhibit No. 3771, Part VIII, Item 77.) 

Associated Gas and Electric Company held a preferential option on this control stock, 
thus assuring to itself the power to control Eastern Utilities Investing Corporation at 
will, but avoiding a consolidation of its accounts with those of Associated Gas and 
Electric Company. In 1982, Associated Gas and Electric Company exercised that option. 
(Jd.. at 283844-7 and Commission’s Exhibit No. 3772, Item 5.) 

Mr. Stix, testifying with regard to the exercise of this option at that time, stated (id., 
at 23344): “By that time we were in the era of more disclosures to security holders, 
simplification of corporate structures and consolidation of subsidiaries and affiliated com- 
panies and it was decided in order to avoid this so-called complication that it would be 
best to have Associated [Gas and Hlectric Company] reacquire the Class B. stock.” 

21Td., at 25703-4 and Commission’s Exhibit No. 3772, Item 6. 

°2Td., Commission’s Exhibit No. 3771, Part III, Exhibit A (Schedules 18B and CG). 

28 In March 1929, the Company sold $35,000,000 of debentures. Bach $1,000 principal 
amount of debentures carried nondetachable warrants for the purchase of 20 sbares of 
Class A common stock at $15 per share. The market was then about $1614 hid—$17 
asked, but rose to $37—$3714 by June 1929 and sank to $0.25 bid—$0.75 asked by June 
19382, (Id., Commission’s Exhibits Nos. 38771 (Part I, Offering circular) and 3824.) 
Pynchon and Company, a brokerage house, was the principal dealer in the Class A stock, 
both before and after the debenture issue. 


666 SECURITIES AND EXCHANGE COMMISSION 


of junior preferred-stock certificates into which the common stock 
had been reclassified. Mr. Stix, when questioned whether this device 
was employed in order to induce the exchange, testified : ?*4 


A. The holders of the certificates that were originally marked “common 
stock” were told to send their certificates in for exchange into junior preferred, 
and upon making exchange of the certificates they would receive the dividend 
declared on the stock they were to receive. 

Q. But they could not receive the dividends unless they exchanged their 
certificates? 

A. I think that was the effect of the action. 

Q. That was intended as an inducement to the holders of these securities? 

A. It was to overcome the inertia most security holders have. 

Fs * Es % * * * 

Q. If the minority holder did not want to exchange, he could not receive 
any dividends until he did exchange, could he? 

A. That is correct. 


There were several other devices employed by the controlling in- 
terest in connection with the July 31, 1927, recapitalization of Eastern 
Utilities Investing Corporation which were adverse to the interests of 
the public investment in the company. 

The $5.50 prior preference stock of Eastern Utilities Investing 
Corporation was purchased by the “System” at $97 per share. How- 
ever, the controlling interests, acting through the board of directors, 
allocated only $1 of the proceeds of $97 per share to stated capital, 2253 
and the balance of $96 per share was allocated to capital surplus.22° 
Since the company was permitted to pay dividends out of capital 
surplus, the action of the Board made it possible to pay preferred or 
common dividends out of practically all of the capital raised from 
this issue. Although dividends were not in fact paid out of the 
capital surplus account, 27 vet this account as augmented by various 
later reductions in stated capital, was eventually used to absorb de- 
preciation on securities and thus made possible the payment of divi- 
dends out of the so-called “corporate surplus account.” 78 This latter 
account 7° would have been insufficient for the payment of dividends 


241Td., Commission’s Exhibit No. 3771, Part II, Exhibit A (Schedules 18B and C). 

225Td., at 23534—5 and 23338. See also Commission’s Exhibit No. 3771, Part II, Exhibit 
A (Schedules 19G and 19H). 

226 The same allocation of practically all of the proceeds to capital surplus was made in 
respect to the 75,000 shares of $5 prior preferred stock in May 1928 “which (as Mr. Stix 
said) took the place of the $5.50 preference.” (Id., at 25703-4.) At December 31, 1929, 
5,824 shares of this $5 prior preferred were held by the public. (1Id., Commission’s Exhibit 
No. 3772, Item 6.) The $5.50 issue of July 1927 was retired in 1928. 

227Td., Commission’s Exhibit No. 3771, Part II, Exhibit A (Schedule 20). 

228 Thid. 

2°'This account was comprised chiefly of interest and dividend income (after deduction 
for interest and taxes) and of profits realized from the sale of securities in the period to 
1930. According to the company’s books, the net income in this account and dividends 
paid from 1927 to 1935 were as follows: 


Net income Cash dividends 
BS ya I at te ye lial tt SE metab Oe Seiya ae Ds AB Bie 613, 306 
TOD SES Sea ee eee EE A ee ee 2, 605, 305 2, 7238, 488 
1920) 2s. ert Fa we ees J ren ek SS RS OMS O86: 2, 018, 395 
[98022625 ees ca ee Se ee ee a a eee, 2, 394, 298 2, 052, 860 
SIEGES Soe Ae car ping YS ae alld Se lp COM re pe A 2, 084, 321 2, O52, CLR 
LOS Ny Re a, eee ee ee 682, 237 562 859 
19 33 sebeeieh ame ye wenteb ce Mit Wore Ae wale Dee EINES AS IE eek ay ani (S02, O81) eos 
ANG See ea ae ee ee oe RM ee fe Ren Be ee ee O63) sia ee 
SSG) SB ey ee aa es a a ee ee ee WO Sa om) ek ean eee 


(I1d., Commission’s Exhibit No. 3771, Part II, Exhibit A (Schedule 20) and Part V, 
Item 39-a.) 
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if it, instead of the capital surplus account, had been utilized to 
absorb depreciation of securities.?*° 

The creation of this surplus illustrates the manner in which the 
prohibition against the payment of dividends out of capital could 
be avoided by the simple expedient of allocating most of the proceeds 
of the sale of security issues to capital surplus without knowledge or 
consent of the stockholders. In this way, the capital invested by the 
public could be paid out in dividends to insiders, or any dividends 
paid to the public might indicate income earned rather than partial 
liquidation of assets. 

Despite the great importance attaching to the matter of allocation 
of proceeds of the sale of the prior preference stock as between capital 
and surplus, the question was decided by the board of directors with- 
out submission to stockholders or without even apprising the stock- 
holders as to the allocation which would be made. 

Furthermore, the allocation to capital surplus of $96 out of every $97 
of the proceeds of the sale of the prior preference stock was concealed 
by an unusual accounting device employed in the annual report to stock 
holders. Instead of the segregation customary at the time between 
capital and surplus, the annual reports published by Eastern Utilities 
Investing Corporation lumped capital and surplus so that it was im- 
possible to ascertain therefrom the amount of surplus and the amount 
of capital. 

Neither did the annual reports disclose the stated or liquidat- 
ing value of any of the company’s outstanding securities. As a 
result, a holder of junior steck could not ascertain from the annual 
report the amount of the claims which were senior to his stock. For 
instance, the balance sheet as of December 31, 1927, lumped in one 
item the stated capital of the stock and the surplus of Eastern Utili- 
ties Investing Corporation, showing only “stated capital for stock 
and surplus” in the amount of $35,213,198.73. ‘This figure of $35,213,- 
198.73 appears without allocation to any particular class of stock.?* 

To illustrate the advantage to controlling interests of having a 
prior position through ownership of a preference stock it is illumi- 
nating to note the division, between the controlling interests and the 
public, of dividends on the participating preference stock (the name 
given the junior preferred stock in 1928) for the years 1928 through 
1932. Such dividends amounted to over $5,200,000 in cash.?*? These 
payments were made at the full rate of $7 per share per year up to 
1932, and aggregated about $32 per share for the entire period. 
During this period the public never held more than 6% of this 
class of stock.??* In addition to these dividends, the “System” 
nevertheless still held a claim for the full value on liquidation 
of $7,500,000, or $100 per share. However, during these same years 
the amount of dividends on the Class A stock, of which the pub- 
lic held 22%, aggregated, on all shares outstanding, only about 
$415,000.22 Moreover, when the first dividend of the Class A stock 
was paid, the public held only 80 shares, but when the public held 

2 Td., Commission’s Exhibit 3771. The capital surplus account provided reserves in 
1930, 1931, and 1932 aggregating $38,473,000, which absorbed that much depreciation of 
securities which occurred in that period. (Ibid.) 

231Td., at 23389 and Commission’s Hxhibit No. 3771, Part I. 

282 Td., Commission’s Exhibit No. 3771, Part V, Item 39. 

233 Td., Commission’s Hxhibit No. 3772, Item 6. 

234 Td., at 25705—-7 and Commission’s Hxhibit No. 3771, Part V, Item 39. 
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its major position in the Class A stock, no dividends at all were 
paid.?®> Mr. Stix testified : 286 


Q. Did the public get any dividends on its investment in the Eastern Utilities 
Investing Corporation Class A? 

A. It did not. 

Q. But the “System” got dividends on the Eastern Utilities Investing Cor- 
poration participating preference? 

A. Yes; it did. 

Q. Would you not say, then, that where one person or one system owns the 
controlling stock and has a preferred position in a company, that the publie 
_ In between are at its mercy? 


A. Sure, if the management are thieves, but if they are honest there is 
nothing to it. 


The recapitalization of July 31, 1927, of Eastern Utilities Investing 
Corporation enabled the controlling interest to exercise a prior right 
on liquidation up to $7,500,000 for its prior preference stock for 
which, together with all of the Class A common stock and all the 
Class B common voting stock, the System paid only $7,375,000 in 
securities.?°7 

The Class B common stock of Eastern Utilities Investing Corpora- 
tion has since July 31, 1927, been the only voting stock of that com- 
pany. The charter provisions concurrently creating the Class A 
common. stock provided that that class of stock is entitled to non- 
cumulative dividends in any quarterly period at the annual rate of 
$1 per share before dividends are paid in the same quarter on the 
Class B common stock; that, after payment of a like amount per 
share on the Class B common stock in any quarterly dividend period, 
the Class A participates equally with the Class B common stock, 
share for share, in any additional dividends; that the Class A com- 
mon stock is nonecallable and shares equally, share for share, with 
the Class B common stock on dissolution, liquidation, or winding up; 


and that the Class A common stock is without par value and is 
nonvoting.?*® 


FE. Issue of $35,000,000 Principal Amount of 5% Debentures 
Dated March 15, 1929, and Due March 15, 1954 


In March 1929 Eastern Utilities Investing Corporation offered 
to the public through Harris, Forbes & Company and Halsey, Stuart 
& Co., Inc., $35,000,000 of its 5% gold debentures at a price of $98. 
They were dated March 15, 1929, and due March 15, 1954. Attached to 
each $1,000 principal amount of debentures was a nondetachable war- 
rant to buy, subsequent to January 1, 1930, and prior to January 1, 
1935, 20 shares of the issuer’s Class A common stock at $15 per share.?°° 


1. GENESIS OF THE ISSUE 


Kastern Utility Preferred Holding Corporation had changed its 
name in July 1927 to Eastern Utilities Investing Corporation for 

285 Ibid. 

28 Id., at 25710. 


87 Td., Commission’s Exhibit No. 3771, Part V and supra, pp. 663-4. 
288 Td., Commission’s Exhibit No. 3771, Part I. 
*3) Td., at 23464 and Commission’s Exhibit No. 3771, Part I. 
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the reason that the sponsors contemplated transforming the corpora- 
tion into an investment company.**°? Beginning in July 1927 the 
corporation had issued stocks for sale to the public. 

In the early part of 1929 H. C. Hopson felt it vitally important. 
that his Associated Gas and Electric Company acquire the General 
Gas & Electric Corporation System **t and no doubt conferred with 
Mr. Burroughs, a partner in Harris, Forbes & Company, as to meth- 
ods of raising cash.?42, Mr. Burroughs was probably the individual 
who conceived the idea of having Eastern Utilities Investing Corpo- 
ration put out a debenture issue,”** and, in his own words, he “handled 
the negotiations and directed the setting up of the deal.” 44 Mr. 
Burroughs and his underwriting firm had undertaken to render simi- 
lar financial services to the Associated Gas & Electric System in 1926, 
when Harris, Forbes & Company had underwritten the $65,000,000 
debenture issue of Associated Electric Corporation and had been re- 
tained as financial sponsor for the Associated System in its expan- 
sion program.*** Mr. Burroughs had formulated the plan of or- 
ganizing Associated Electric Company,** for the financing of which 
Harris, Forbes & Company had received a large commission,?‘* be- 
sides the bonus or retainer of 50,000 shares of Associated Gas and 
Electric Company common stock.?48 Mr. Burroughs had continued 
to handle the Associated account for Harris, Forbes & Company.?*® 
Mr. Burroughs and one of his partners were on the board of directors 
of Associated Gas and Electric Company and of Associated Electric 
Company.”*° Mr. Burroughs, therefore, probably could not approach 
the proposed Eastern Utilities Investing Corporation solely as a 
disinterested investment banker. The idea of creating the debenture 


20 Td., at 23457. Mr. Burroughs testified (ibid.) : 

Q. When Eastern Utilities Investing Corporation’s name was changed from Wastern 
Utility Preferred Holding Corporation to Hastern Utilities Investing Corporation, 
wasn’t it contemplated at that time it would be made into an investment company? 

A. Oh, definitely, that is the reason the name was changed. 

241 Op. cit. supra, note 46, pp. 1096-7. 

242 Mr. Burroughs stated with respect to the general features of the debenture issue 
that in the early stages of the negotiations he “took things up with Mr. Hopson and 
discussed them all through with Mr. Hopson and Mr. Daly.” (Op. cit. supra, note 6, at 
23486.) 

243 1Td., at 23459. 

2441Td., at 23484. 

°45Td., at 23440, 23445-6 and supra, p. 645. 

46Td., at 23293) 

247 This new corporate creature of the Associated System, Associated Electric Corpora- 
tion, was caused to issue $65,000,000 of debentures. Harris, Forbes & Company received 
a spread which the Federal Trade Commission Report states to have been $10 per $100 
principal amount (id., at 23442 and op. cit. supra, note 108, Part 46, p. 791), but which 
Mr. Burroughs remembered as only $4.50 or $& per $100. (Op. cit. supra, note 6, at 
23440-1.) Also see Mr. Burroughs’ testimony (id., at 23441): 


Q. Did it [Harris, Forbes & Company] receive any special remuneration for manag- 
ing the group? 
A. Yes; we had a step-up. I have forgotten how much it was. In other words, 
the other banks in the group did not come in on the same level Harris, Forbes did. 
We had a step-up. 
248 Td., at 23445-6. 
49 1d., at 27186—7, 27200. Mr. Burroughs testified (id., at 23484) : 


Q. What was your primary function after you became a senior partner ? 
A. I negotiated the purchase of securities that the firm was going to distribute. 
He also testified (id., at 23435): 


Q. Mr. Burroughs, what did you personally do in connection with the Eastern 
Utilities Investing Corporation debenture issue of 1929 and the planning of it and 
the consummation of it? 

A. Well, I handled the negotiations and directed the setting up of the deal; it was 

Eg Cones my supervision as far as the banking syndicate was concerned. 

+» AU 20440. 


153373—40—pt. 3——44 
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issue originated soon after the beginning of the year 1929.2 As will 
be indicated in more detail hereafter, the System was to raise cash 
for its own purposes by having Eastern Utilities Investing Corpo- 
ration, an investment company, take advantage of the then prevail- 
‘ing popular appeal of investment trusts and sell a large debenture 
issue to the public. Associated Gas & Electric System, through 
Eastern Utilities Investing Corporation, was tapping an additional 
source of public funds available for investment, which was created 
by stimulated public fervor for investment company securities. 
F. S. Burroughs testified : 2°? 


Q. Did you become impressed by the development of the investment trust 
[idea] in this country and decide that it might be a good idea to take that 
into consideration in connection with the issuance of securities by Hastern 
Utilities Investing Corporation? 

A. You mean did I personally? 

Q. Yes. 

A. Yes; I was very much impressed and still am impressed with the in- 
vestment trust idea. 


Mr. Burroughs admitted that Harris, Forbes & Company was look- 
ing for investment banking business and that an issue of debentures 
by Eastern Utilities Investing Corporation would furnish such busi- 
ness.”°> He stated that a company with about $40,000,000 of port- 
folio securities would be a good vehicle for issuing $35,000,000 of 
debentures and that the resulting portfolio of about $75,000,000 would 
be a very liberal protection for this $85,000,000 of debentures.?*4 
This debenture issue served to facilitate the building up of the Asso- 
ciated Gas & Electric System, the function undertaken in 1926 by Mr. 
Burroughs through Harris, Forbes & Company.?*> Eastern Utilities 
Investing Corporation apparently did not issue these debentures be- 
‘ause it felt any business need for additional funds or pursuant to any 
formulated plan of investments in diversified securities. Mr. Bur- 
roughs stated that when the directors of Hastern Utilities Investing 
Corporation decided to put out this debenture issue they did not have 
any idea as to the securities in which they would invest the proceeds. 
Mr. Burroughs testified : ?°° 


Q. You mean the directors of Eastern Utilities Investing Corporation didn’t 
have any idea when they decided to issue these debentures as to what securities 
they would invest the proceeds in? 

A. That is right. 


He added: 757 


In other words, we departed from the program of raising cash for a par- 
ticular purpose and adopted a program of raising cash for the sake of raising 
cash. 


*1 Mr, Burroughs testified (id., at 28458): “* * * you said the debentures were 
brought out in April 1929. Then I would say we got the idea two or three months before 
Ghana 

21d, at 23455. 

23 Mr. Burroughs testified (id., at 23459): “* * * And we suggested that that com- 
pany would be a good vehicle to market the debenture issue and use the proceeds to still 
further enlarge its portfolio. We were looking for business about that time.” 

24Td., at 23543-4. 

5 Td., at 23445-6, 23448. 

26Td., at 23545. 

27 Op. cit. supra, note 46, pp. 1471-2. 
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However, as will be indicated in more detail hereafter, the subse- 
quent use of the proceeds of the sale of these debentures clearly indi- 
cated the reason for their being publicly offered, 1. e—to raise cash to be 
used, not by Eastern Utilities Investing Corporation, but by the Sys- 
tem which needed funds to consummate certain plans the System 
had undertaken. The fact is that the net proceeds of sale of the 
Eastern Utilities Investing Corporation debentures to the public, 
about $32,800,000 after payment of approximately $1,575,000 gross 
commissions to the bankers, was turned over to Associated Gas and 
Electric Company. The check to Eastern Utilities Investing Cor- 
poration from the bankers representing the proceeds of the deben- 
tures issue was immediately endorsed over to Associated Gas and 
Electric Company on the day of its receipt, without even being de- 
posited in the bank account of the Eastern Utilities Investing Cor- 
poration. In lieu of this cash Eastern Utilities Investing Cor- 
poration received from Associated Gas and Electric Company, as 
will be indicated in more detail hereafter, a list of securities with an 
assigned value approximately equivalent to the cash proceeds.’ 


9. PARTICIPATION IN UNDERWRITING 


Harris, Forbes & Company, which had originally recommended the 
$35,000,000 debenture issue, took a 60% participation in the debenture 
underwriting.2? Halsey, Stuart & Co., Inc., which had not thereto- 
fore been banker for the Associated Gas & Electric System, was al- 
lowed a 40% participation in this underwriting, evidently at the 
instance of Mr. Hopson.”°° 

The 40% participation by Halsey, Stuart & Co., Inc., in the Eastern 
Utilities Investing Corporation financing was arranged by Mr. Hop- 
son just before Halsey, Stuart & Co., Inc. rendered material assistance 
to him in connection with the acquisition in the early part of 1929 by 
Associated Gas and Electric Company of General Gas & Electric Cor- 


poration.*** 
Both Harris, Forbes & Company and Halsey, Stuart & Co., Inc., 
altered their policy of publicly offering only conservative bonds and 


28 See infra, p. 684, Use of Debenture Proceeds, and pp. 690-1, Securities Added to 
Portfolio in Liew of Debenture Proceeds. 

29 Op. cit. supra, note 6, Commission’s Exhibit No. 3843. 

260 Td., Commission’s Exhibit No. 3843. In a letter dated March 19, 1929, addressed to 
H. C. Hopson, C. B. Stuart stated: “We sincerely appreciate the forty percent interest 
that we received, and I know you had a lot to do with this.” Mr. Burroughs testified 
(id., at 23475) : 

Q. Did you have any discussion with Mr. Hopson as to whether Halsey, Stuart & 
Company should take part in the underwriting of the Eastern Utilities Investing 
Corporation debentures? 

A. vee mean should be offered? 

. Yes. 

A. Naturally I would have to [ask] Halsey, Stuart whether they would take it, 
but I most certainly talked with Mr. Hopson about inviting Halsey, Stuart to join 
in the business. 

Q. Did Mr. Hopson suggest it to you? 

A. I don’t remember who suggested it. Very probably. 

Mr. Charles B. Stuart testified that Halsey, Stuart & Co., Ine. also had “written calls 
on all of General Gas & Hlectric Corporation's underwritings. * * * Those were 
still in effect after the Associated acquired General Gas. * * * My recollection is 
that they covered, those calls covered, all the bond financing and probably all the pre- 
ferred stock financing of the underlying companies of the holding company [General Gas 
& Electric Corporation].”’ (Id., at 27320.) 

217Td., at 27329-3835. For more detailed discussion of this acquisition of control, see 
infra, pp. 673-4. 
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debentures early in 1929 so as to embark on a policy of publicly dis- 
tributing more speculative noncollateralized debentures as well as 
junior securities. The underwriting of these debentures of Eastern 
Utilities Investing Corporation marked the change in Harris, Forbes 
& Company’s policy.” Halsey, Stuart & Co., Inc., had just under- 
written one debenture issue of Insull Utility Investments, Inc., an 
investment company organized by Mr. Samuel Insull.?** 

Even though no property or collateral was pledged to secure the 
debentures of Eastern Utilities Investing Corporation, Mr. Stuart 
testified that at the time his firm believed these debentures were as 
safe an investment as the collateralized bonds which they had been 
handling in the past, principally because of “the tremendous diversifi- 
cation of their [the investment companies’| assets and the diversifica- 
tion of income.” 7° 

Mr. Stuart testified : °° 


Q. What did you consider were the factors which made the investing company 
debentures in your opinion as safe as the securities you had been handling in the 
past? 

A. I think one of the principal reasons was the tremendous diversification of 
their assets and the diversification of income. 


However, when examined on the actual diversification of the port- 
folio of Eastern Utilities Investing Corporation as compared with 
statements in his firm’s offering circular, Mr. Stuart testified : °° 

I think anyone reading that chron ae would hee the right to expect there was 


a greater diversification than there actually was. 


2022 Td., at 23468, 234489, 27210—4, 27304. 

263 Mr, Burroughs stated (id., at 23463): “It was a little new for Harris, Forbes & 
Company and they didn’t want to take the entire liability.”” Also see text supra. 

Harry M. Addinsell, then a partner of his in the Harris, Forbes & Company under- 
writing department and now Chairman of the Executive Committee of the First Boston 
Corporation, testified (id., at 27210-14) : 

A. * * ¥* there was a radical drop from 1928 to 1929 in the amount of fixed 
interest obligations which Harris, Forbes & Company was underwriting * 
involved in it was a change in policy on the part of the firm which had up i the 
leykee 2OPg 8 = confined its activities to handling bonds and debentures, 
* * * and in, I think, 1929 we changed that policy and added more speculative 
securities. 

Q. The Hastern Utilities Investing Corporation debentures weren’t as safe as the 
securities which the public was accustomed to thinking of Harris, Forbes & Company 
underwriting in prior years? 

A. They were a different type of security ; yes. 

Q. And they weren’t as safe? 

A. No. 

Q. You would say this would you not, that Harris, Forbes & Company’s reputation 
built up on the safer types of issues which it had recommended [in the past], helped 
greatly in selling the Eastern Utilities Investing Corporation debentures? 

A. Well, I suppose it did. 

24 Td, at 27348. Mr. Stuart of Halsey, Stuart & Co., Inc., also testified (id., at 
2734950) : 

Q. I show you volume 2, of American Underwriting Houses and their Issues covering 
the period from November 1, 1928, to December 31, 1929, and direct your attention 
to Page 123, where it is stated that in January 1929, Halsey, Stuart & Co., Inc, 
underwrote by itself with no associates, $6,000,000 ‘principal amount of Insull Utility 
Investments, Inc. Debenture 5’s A of January 1, 1949, with stock purchase warrants 
having an offering price of $100, and I will ask you if that refreshes your recollec- 
tion as to the date when you first underwrote a debenture issue of an investing com- 
pany? 

A. Yes ; that is the first issue of that type we ever underwrote. 

257d. at 27350. C. B. Stuart testified that Insull Utilities Investments, Inc.’s in- 
denture for the debentures which his firm had distributed to the public was even looser 
than the indenture of Eastern Utilities Investing Corporation. (Id., at 27450.) 

266 Td., at 27350 and 27290. 

277d., at 27356. 
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3. SPECIAL AUDIT REPORTS PREPARED FOR BANKERS’ 
USE WITH RESPECT TO DEBENTURE ISSUE 


Financial statements, including a balance sheet as at January 31, 
1929, income account and list of the company’s investments, were 
prepared by Haskins & Sells, the Associated System’s auditors, for 
the bankers’ use in connection with the sale of the debentures. These 
reports were kept current from January to March 1929, and were 
available for preparation of the prospectus. Mr, Burroughs, who 
was more familiar with the affairs of the company than any mem- 
ber of Halsey, Stuart & Co., Inc.,?°* testified :?%° 


Q. Wasn’t this auditor’s report, Exhibit 3780 for identification, made up for 
the express purpose of this Eastern Utilities Investing Corporation debenture 
issue? 

A. I feel sure it was and I feel sure it was made up so that the bankers 
could have in their files an audit as of the date corresponding to the statements 
in the circular.” 


4. THE UNDERWRITING AGREEMENT 


On March 15, 1929, the underwriting agreement between Eastern 
Utilities Investing Corporation, as issuer, and Harris, Forbes & 
Company, as banker and underwriter, was executed. By the terms 
of this agreement the banker purchased $10,000,000 principal amount 
of the 5% gold debentures due March 15, 1954, with Class A common 
stock purchase warrants attached thereto, to be sold to the public 
at a price of 98% of their principal amount and accrued interest 
to date of delivery; and also secured an option to purchase the bal- 
ance of the authorized issue, to wit, $25,000,000 principal amount. 
Eastern Utilities Investing Corporation, over the signature of its 
president, H. C. Hopson, agreed to pay the bankers 414% of the 
principal amount upon acceptance of the debentures and payment 
of the purchase price of 98% by the bankers.?" 

Associated Gas and Electric Securities Company, Inc., an entirely 
controlled subsidiary of Associated Gas and Electric Company, 
agreed to buy any part of the $25,000,000 of debentures optioned to 
the bankers which were not taken up by them. However, this under- 
writing agreement never became effective because Harris, Forbes & 
Company and Halsey, Stuart & Co., Inc. sold the entire $35,000,000 
and exercised the option to take the entire issue.’ In so doing, 
they obtained a gross spread or commission of 414 points on $25,000,- 
000 as to which they assumed no underwriting risk.?% 

The price to the public was 98, with a gross commission of 41% 
points to the banker,?* or an anticipated gross commission of 


28 Td., at 27200. 

2609 1d., at 28524-5. 

270 A more detailed discussion of the statements contained in that circular and the 
character thereof appears in intra, pp. 674-82, The Offering Circular. 

271 A copy of this agreement is shown in op. cit. supra, note 6, Commission's Exhibit 
No. 3771 (Part V, Item 41c). 

272 Td., Commission’s Exhibit No. 3771, Part V, page 22. See also id., at 271381. 

223 1d., at 23471. 

2747Tqd., at 23464 and 23471. 
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$1,575,000. As previously mentioned, Halsey, Stuart & Co., Inc., was 
given a 40% participation in this underwriting agreement and 
Harris, Forbes & Company therefore received the balance of the gross 
commissions, almost $1,000,000. 


5. THE OFFERING CIRCULAR 
a. General 


The debentures were offered to the public on or about March 19, 
1929, shortly after the underwriting agreement was executed.” 

The first draft of the circular offering $35,000,000 of Eastern Utili- 
ties Investing Corporation debentures was probably prepared by em- 
ployees of one of the Hopson service companies,*"* and went through 
many revisions at the hands of the bankers.” Evidently the bank- 
ers were considered best qualified to determine the contents of the 
circular because they were considered most expert in securities sales 
appeal. 

Mr. Stix testified : 2" 


Q. Well, the services which the bankers were supposed to be best qualified 
to render were the services of selling the securities; is that not right? 

A. That is right. 

Q. And therefore is it not true that their advice was given as to what type 
of securities would be most favorable to the public? 

A. Yes. 

Q. And as to the method in which those securities should be presented to 
the public? 

A. Yes. They knew their own customers and they knew what type of people 
they were dealing with, so they were in a good position, as good if not better 
than Associated, to determine the type of information which should be furnished 
to their customers. 


The proofs of the circular were distributed to the lawyers, represent- 
atives of the bankers’ group, and various people in the Associated 
management so that, when completed, it would reflect the consensus 
of their ideas.?” 

The bankers, as well as the management, had before them a current 
list of the portfolio of Eastern Utilities Investing Corporation pre- 
pared by the company’s management,”°° and also a draft of a Haskins 


2751d., Commission’s Exhibit No. 3851 indicates March 19, 1929, as the date. Mr. 
Burroughs testified: “I might suggest that the date of the circular will probably show 
the date of the offer—The letter and circular is dated March 18.” (Id., at 23489.) The 
circular is in Commission’s Exhibit No. 8771. The advertisement of the issue appeared 
in The New York Times of March 19, 1929. 

276Td., at 25022-5. Cf. the usual procedure of Harris, Forbes & Company as outlined 
in op. cit. supra, note 46, p. 1722. 

277 Op. cit. supra, note 6, at 25023. Mr. Burroughs testified (id., at 28499): “* * * 
Counsel might change it [the circular] very radically, or people in our department might 
change the phraseology very radically * * *.” 

278 Td., at 25022-3. 

279 Td., at 25023-5. 

200 Mr. Burroughs testified (id., at 23521): “* * * we were fully advised as of the 
makeup of the portfolio as of the date of offering.” (See also id., at 27187, 27192, and 
op. cit. supra, note 46, pp. 1719-20.) - 
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& Sells audit of the company.*** The circular was meticulously 
studied and went through many drafts.?8? The same circular was 
issued separately over the name of Harris, Forbes & Company and 
over the name of Halsey, Stuart & Company, Inc. The Harris, 
Forbes & Company copies bore the legend “We recommend these 
debentures for investment.” °° The same legend appeared over the 
names of both underwriters in the newspaper ‘advertisement. 


b. Representation as to Age of Eastern Utilities Investing 
Corporation 


The offering circular contained the statement: 75 


Eastern Utilities Investing Corporation (formerly Pennsylvania Electric Cor- 
poration) was organized in 1922 under the laws of the State of Delaware. It 
is engaged primarily in the business of acquiring and holding for long-term 
investment, securities deriving their income from public utility and allied enter- 
prises. 


This statement carried the implication that the company had been 
an investing company for seven years (1922 to 1929)?*° when actu- 
ally it had been such ‘a company for only two years (1927 to 1929).**° 
The annual report for the year 1929 gave the same impression directly. 
itysvated 3234 

Hastern Utilities Investing Corporation (formerly Pennsylvania Hlectrie Cor- 
poration) was organized * * * for the purpose of acquiring and holding 
for long-term investment, securities deriving their income from public utility 
and allied enterprises. 


Since Eastern Utilities Investing Corporation was not well known to 
the public,?** the circular gave the company the semblance of a sea- 
soned company with established investment policies. This, coupled 
with the current earnings statement which would indicate these 
policies had been successful, may have been of material aid in selling 
the securities. A well-seasoned investment company with a success- 
ful existence over a period of years might well present a more attrac- 
tive picture to an investor than a newer organization. 
281 Mr. Burroughs testified (op. cit. supra, note 6, at 23500-1) : 
Q. Now what additional information about Eastern Utilities Investing Corporation 
did Harris, Forbes obtain? 
A. Oh, auditors’ statements. 


Q. Statements from Haskins & Sells? ; 
A. Yes; and many statements from the company’s own auditors * * *, 


2822'The proofs of the circulars were gone over some 25 or possibly 30 times. (Id., at 


25023.) 

283Td., Commission’s Exhibit No. 8771, Part I. George D. Woods, who was Mr. Bur- 
roughs’ assistant, testified (id., at 27186): “* * * J don’t ever remember Harris, 
Forbes getting out a circular without having that phrase in it.” 

284 Thid. 


25Td., at 27177-9, 27193-5. 

286 This report has already indicated that the company was dormant from 1922 to 1924 
and was a public utility holding company from 1924 to 1927. Mr. Burroughs testified 
(id., at 28314): “I had always considered that Hastern Utilities Investing Corporation 
started fresh when it took the name of Eastern Utilities Investing Corporation and, 
simply its corporate existence derived from an old charter, instead of starting with a 
brand new charter; a company which had been incorporated back in 1922 was revised 
and used. What its assets may have been, or what its activities may have been in early 
years, I never cared or paid any attention-at all.” 

287Td., Commission’s Hxhibit No. 3771, Part I. 

28 Td atr2tdess 
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c. Representation as to Diversification 


The circular further stated: ? 


The Corporation diversifies its investments among the securities of a number 
of public-utility and allied enterprises. 


As a matter of fact, at July 31, 1927,?°° when the company first be- 
came an investment. company, over 90% of the total of the corpora- 
tion’s investments was in securities of the Associated Gas & Elec- 
tric System.** On March 31, 1929, immediately before offering the 
debentures, over 65% of the Corporation’s portfolio consisted. of 
“System” securities. And just after the circular had been issued, 
the proceeds of the sale of the debentures were turned over to As- 
sociated Gas and Electric Company, which turned over to Eastern 
Utilities Investing Corporation for this cash a list of “System” se- 
curities. These additional “System” securities raised the percentage 
of the portfolio invested in securities of companies in the Associated 
Gas & Electric System to over 84%.?°* Thereafter the diversifica- 
tion was further decreased and by the end of 1931 virtually only Asso- 
ciated Gas and Electric Company securities were in the portfolio of 
Eastern Utilities Investing Corporation.?** Mr. Stix testified: 2% 


Q. Well, it [the circular] stressed investments in companies outside of the 
System; is that not right? 

A. It made no real distinction in the way it was presented to give the reader 
some idea of the percentage of Eastern Utilities Investing Corporation -hold- 
ings in Associated System Companies as compared with companies that had 
no connection with the Associated. There was no way of telling from the cir- 
cular, as I remember it now, that 70 or 75 percent of the securities or income 
of Eastern Utilities Investing Corporation originated from companies in the 
Associated System. 

Q. And that was approximately the fact, was it not? 

A. Yes. 


The circular also set forth a list of twenty-three companies which 
were claimed to be: 7°° 


Some of the more important companies, from whose general operations the 
dividend and interest income of the Corporation is directly or indirectly de- 
miye@Gl, 8  & 


289 Td., Commission’s Exhibit No. 3771, Part I. 

290 See supra, pp. 650-62, Securities Received from Associated Gas and Electric Company 
in Lieu of Due Bill. 

221 This was the date when Eastern Utilities Investing Corporation became an investment 
company. 

22 Op. cit. supra, note 6, Commission’s Hxhibit No. 3805 shows the portfolio as of 
January 31, 1929, February 28, 1929, and March 31, 1929. As of March 31, 1929, ‘“‘Sys- 
tem” securities amounted to $32,000,000 out of a total of $48,000,000. 

293 See infra, pp. 701-2, Portfolio in April 1929. Larry M. Addinsell, formerly a partner of 
Mr. Burroughs in the underwriting departnient of Harris, Forbes & Company and now chair- 
man of the Executive Committee of The First Boston Corporation, testified, ‘I would be sur- 
prised that the percentage was as large as that.” (Id., at 27189.) He said this although 
later he said it was the general practice for an underwriting department to become 
familiar with the use to which proceeds of a proposed issue were to be put. (Id., at 
27817.) 

204 See supra, pp. 661-2, Investment in Associated Gas and Electric Company Securities. 

25 Op. cit. supra, note 6, at 25028-9. 

296 Td., Commission’s Exhibit No. 8771, Part I. 
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This list did not contain the securities of Gas and Electric Associates, 
although Eastern Utilities Investing Corporation had an investment 
in that company of $8,400,000; *°? nor of Utility Management Corpora- 
tion (formerly Managing and Investing, Inc.), in which Eastern 
Utilities Investing Corporation had an investment of $5,000,000; nor 
of Consumers Construction Company, in which Eastern Utilities 
Investing Corporation had an investment of $5,000,000. Mr. Addin- 
sell, then a partner in the underwriting end of Harris, Forbes & Com- 
pany, testified that the list should have included them.”°* The list, 
however, did include: *°° 


General Gas & Hlectric Corporation. 

New Jersey Power and Light Company. 
Consolidated Gas Company of New York. 

Edison Hlectric INuminating Company of Boston. 
United Gas Improvement Company. 
Metropolitan Edison Company. 


These companies were six well-known companies, but Eastern Utili- 
ties Investing Corporation had a total investment of only $136,476 in 
these securities. In fact, Kastern Utilities Investing Corporation had 
no investment at all in three of these six companies up to March 31, 
1929,°°° and never had any securities of New Jersey Power and Light 
Company or Metropolitan Edison Company.®* 


27 Mi. Burroughs testified (id., at 23542-3) : 

Q. How much did Eastern Utilities Investing Corporation have invested in Gas and 
Electric Associates? 

A. $8,400,000. 

Q. Gas and Electric Associates was not mentioned in the list of companies on the 
circular, was it? 

A. No. 

Q. And yet the investment of Eastern Utilities Investing Corporation in Gas and 
Electric Associates was about $8,000,000 and the investment in Consolidated Gas of 
New York was about $23,000? 

; A. That is right, and I might point out that $32,000,000 of cash was not mentioned 
nere. 
(N. B. The corporation did not have $32,000,000 of cash. Mr. Burroughs evidently had 
in mind the debenture proceeds paid some two weeks later to Associated Gas and Hlectric 
Company by the bankers’ check which, though payable to Eastern Utilities Investing 
Corporation, was endorsed over the day it was delivered.) 
298 Td., at 27192. 
29 Td., Commission’s Exhibit No. 3771, Part I. 
800 ITd., Commission’s Hxhibit No. 8805 indicates Eastern Utilities Investing Corporation's 
investment in these six companies as at March 31, 1929, as follows: ; 


Gomarnll Cas 6: lilecwre Comnoraim@n 0: 
ING? Jersey JPOwer aide Iban CoOmnjogiiiy—— a Se pe 0 
ConsolidatediGasi Company ot News vork enn ee eee $22, 026 
Edison Electric Illuminating Company of Boston_______-------____--_- 96, 000 
Uiniiacl Gas: Itimorovenemns Comyoniniy— ee ee 18, 450 
IMTOO OOM IClisOm (CONN OAT, ee es EE SSE 0: 

136, 476 


The total investment of $136,476 in these six companies on the list was less than %o of 
1 percent of the portfolio valued at the time at about $47,000,000 and much less than 249 of 
1 percent of the April 3 portfolio, valued at about $80,000,000. ‘ 

Although the issuing company soon invested a majority of the debenture proceeds in 
stock of General Gas & Electric Corporation, the circular’s reference to General Gas did 
not purport to be on a pro forma basis. d 

8 Td., Commission’s Exhibits No. 3771, Part VII, Table 32, and No. 3805. Mr. Burroughs’ 
assistant, George D. Woods, testified (id., at 27152-5) : 

Q. Now, the prospectus contains the list of companies which are called some of the 
more important companies from whose general operations the dividend and interest 
income of the corporation is directly or indirectly derived, isn’t that right? 

A. That is correct. 


Q. Now, among those companies is listed Metropolitan Edison Company; the New 
Jersey Power and Light: Company, isn’t that right? 
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Contrary to the circular’s express statement that New Jersey 
Power and Light Company and Metropolitan Edison Company were 
among “some of the more important companies, from whose general 
operations the dividend and interest income of the Corporation is 
directly or indirectly derived,” the Eastern Utilities Investing Corpo- 
ration never received any dividends or interest directly or indirectly 
from these companies. New Jersey Power and Light Company and 
Metropolitan Edison Company were indirect subsidiaries of General 
Gas & Electric Corporation,?°? which had just recently become a 
subsidiary of Associated Gas and Electric Company. If any “divi- 
dend” or “interest income” had been derived by Eastern Utilities 
Investing Corporation from either New Jersey Power and Light 
Company or Metropolitan Edison Company, it would have had to 
“filter” through subholding companies and through dividends on 
Class A stock of Associated Gas and Electric Company held by 
Eastern Utilities Investing Corporation. However, the two oper- 


A. That is correct. 

Q. Will you consult the list of investments in the audit report and see if either 
of those two companies were in the portfolio of Eastern Utilities Investing Corpora- 
tion at January 31, 1929? 

A. I don’t see them. 

Q. Will you refer to Exhibit Volume 8, Exhibit 3805, which has been identified as 
showing the portfolio of Eastern Utilities Investing Corporation at February 28, 1929, 
and at March 31, 1929, and state whether either of those two companies is contained 
in the portfolio at either of those dates? 

A. I don’t see them. 

Q. Wouldn’t you consider it misleading to the public investors to list in the pros- 
pectus preceded by the language that is there, those two companies when Hastern 
Utilities Investing Corporation did not have any of their securities in its portfolio? 

A. Why, yes; they shouldn’t have been included. 

Q. The prospectus also lists United Gas Improvement Company as being one of the 
companies, isn’t that right? 

A. That is right. 

Q@. What was the amount of Hastern Utilities Investing Corporation’s investment 
ES Gane Improvement Company at the end of January 1929? 

Q. Was their investment about the same at February 28th and March 31st, 1929? 

A. Yes; according to these statements, it was. 

Q. Don’t you consider it misleading to mention a prominent company like United 
Gas Improvement Company in the prospectus when Eastern Utilities Investing Cor- 
poration’s investment in it was only $19,000? . 

A. Yes; I think the language is a little unfortunate. 

Q. Edison Hlectric Illuminating Company of Boston is listed in the prospectus, is 
it not? 

A. Yes; it is. 

Q. What was Eastern Utilities Investing Corporation’s investment in that company? 

A. According to this Haskins and Sells statement, $95,700. 

Q. And the investment was the same at the end of February and the end of March 
1929, is that right? 

A. Yes; it was. 

Q. And similarly wasn’t it misleading to list that company ? 

A. Well, it certainly could have been made much clearer. a: 

Q. Consolidated Gas Company of New York is listed in the prospectus, is it not? 

A. Yes. 

Q. And what was the amount of Eastern Utilities Investing Corporation’s invest- 
ment in it? 

IN, SBI, 

Q. Isn’t it obvious that the purpose of that list of companies in the prospectus 
was to impress the public with the importance of the companies in whichi the prospectus 
said Eastern Utilities Investing Corporation had investments ? ; 

I guess that is a fair statement. I don’t know what the purpose of the thing 
was, unless it was that. arias 

Q. The public investors would think from reading that list that Eastern Utilities 
Investing Corporation had very substantial investments in those companies, isn’t that 
right? 

a Well, he might have had that impression. Of course, I do not want to quibble 
about words, but it doesn’t say anything about “substantial” and maybe it is just a 
happenstance that Associated begins with “A”, but the first name on the list is 
Associated. she . : 

Q. Would you approve of a prospectus containing a list like that? 


302 Td., Commission’s Exhibit No. 3820. 


bas 
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ating companies sent no income up the line, but capitalized it, which 
Mr. Burroughs said amounted to “the same thing.” 3° 

The effect of this list was to give the misleading impression that 
the corporation’s portfolio was diversified among some of the best- 
known utility companies in the country and so to heighten the im- 
pression created by the preceding statement that “the corporation 
diversifies its investments.” °° Mr. Stix testified : °° 


A. You might conclude from this circular that Eastern Utilities Investing 
Corporation had securities in each of the companies listed. 

Q. You could not conclude anything else, could you? 

A. Well, I suppose if you were not as familiar as I am with it, you prob- 
ably would not conclude anything else from it. I think that was set up in 
very poor form. 

@. And in a very misleading form; is that not right? 

A. I think it is open to complete misunderstanding ag to precisely what the 
facts were. 

Q. The New Jersey Power and Light Company and the Metropolitan Edison 
Company were well known in the mind of the public, were they not? 

A. I believe they were. 

Q. The circular would give the impression that Hastern Utilities Investing 
Corporation had investments in those companies, whereas actually it did not 
have any such investments; is that not right? 

A. Well, it did not up to March 31, but I wonder whether this list here was 
not intended to give effect to the investments which it would have when the 
securities were sold and paid for. 

Q. Mr. Burroughs testified the circular was issued on March 18; it does not 
say that the companies it lists were after giving effect to future acquisitions, 
does it? 

A. No; it does not. 

Q. So the circular was strictly misleading, was it not? 

A. Well, I think it could mislead a person. 


Nor was stock of New Jersey Power and Light Company and Metro- 
politan Edison Company thereafter acquired.*°¢ 


803 Op. cit. supra, note 46, p, 2066. 
804 Mr. Woods testified (op. cit. supra, note 6, at 27158-9, 27161, and 27163) : 

Q. Will you look at Exhibit 3842, a wire dated March 13, 1929, that is a photostat 
of a wire which you personally sent to someone in the Chicago office, isn't that right? 

A. That is right. 

Q. Will you read that into the record? : 

Jako INOW) TS} wo) IR, INE, IB, Cliuieeyex) 3 inser io IK io di, A, Ip, approximately 
$5,000,000 on the basis of present markets of Associated Gas and Electric Class A is 
included in Eastern Utilities assets of $81,000,000 stop. This is confidential stop. 
As a matter of fact, this is a temporary investment as the management of Eastern 
Utilities does not conceive it to be that company’s policy to invest in securities of 
Associated Company excepting in a very limited way stop. Primary object of Eastern 
Utilities is to invest in minorities of other large and important utility systems.” 

i * * * 


.* * * What was the basis for your making that statement? 

A. I must have gone in and talked to Burroughs, or I must have gotten it from 
the company. 

* * * * * co * 

Q. As a matter of fact of the portfolio which Eastern Utilities Investing Corporation 
had immediately after the investment of its debenture proceeds, practically three- 
fourths of its portfolio was in securities of Associated Gas and Blectric Company or 
its newly acquired subsidiary, General Gas and Electric Corporation, isn’t that right? 

A. I didn’t get that. 

(The reporter thereupon read the pending question as recorded.) 

The WITNESS. Yes. 

305 Td., at 24692-3, 


806 See supra, pp. 677-8. 
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Mr. Burroughs of Harris, Forbes & Company admitted that he 
would not now think of publishing such a list without including the 
amounts invested in each company.*°*’ His partner, Harry M. Ad- 
dinsell, testified that it would now be considered bad practice.*°* Mr. 
Burroughs’ assistant admitted that it was misleading.*°°? Mr. Stuart 
of Halsey, Stuart & Co., Inc., testified that the list must have been 
“carelessly prepared,” but denied it could have been done intention- 
ally; 31° and, as mentioned above, he admitted that “anyone reading 
that circular would have the right to expect there was a greater 
diversification than there actually WelSoge eds 


d. Representation as to Primary Purpose of Eastern Utilities 
Investing Corporation 


Referring further to Eastern Utilities Investing Corporation, the 
circular stated that: *” 


Its primary business is the investment of the proceeds from the sale of its: 
capital securities, and the reinvestment and/or disbursement to its security 
holders of the income received. 


In reality the primary purpose for raising the funds by the sale of 
the debentures was to aid Associated Gas and Electric ‘Company in 
financing its acquisition and carrying of stocks in utility companies. 
Mr. Stix testified : 


Q. Is it a correct statement to say that the financing in 1929 by the Eastern 
Utilities Investing Corporation, when this $35,000,000 issue of bonds was made, 
was made for the benefit of Associated Gas and Electric Company? 

A. Well, I do not know whether you might say that that was the entire thing. 
It did benefit the Associated Gas and Hlectric Company, and raising money for 
the Associated Gas and Electric Company was one of the purposes of the 
financing. 


Mr. Stix had testified : 344 


A. * * * JT would be inclined to say Utility Clearing Corporation probably 
paid some expense of Hastern Utilities Investing Corporation without rebilling 
them to Hastern Utilities Investing Corporation. 

Q. Why? 

A. On the principle, I believe, in that the charge should go to the person who 
got the benefit, and inasmuch as the Associated companies got all of the benefit 
from Eastern Utilities Investing Corporation financing, they should pay the ex- 
pense of keeping alive the thing that made it possible for them to get the money. 


Apparently, a plan had been formulated by the controlling per- 
sons, which was subsequently consummated, to use Eastern Utilities 
Investing Corporation to hold minority interests in various com- 
panies until such time as those in control desired them to be trans- 


307 Op. cit. supra, note 6, at 23539—40. 

308 Td., at 27190. 

309 Td., at 27153-4. 

310 Td., at 27355-6, 27362. 

311Td., at 27356. 

312 Td., Commission’s Exhibit No. 8771, Part I. 

82 Op. cit. supra, nete 41, p. 1109. 

3144 Op. cit. supra, note 6, at 24778—9. Also see id., at 25041, and infra (pp. 686-7) in 
respect to Eastern Utilities: Investing Corporation’s investment of about $26,000,000 in 
General Gas & Electric Corporation. 
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ferred to some other company or companies in the “System.” The 
original plan was for Eastern Utilities Investing Corporation to re- 
tain these minority interests until the Associated System should have 
acquired control of the companies involved. However, these _minor- 
ity interests were gradually removed from the portfolio of Hastern 
Utilities Investing Corporation beginning about April 1929 even 
though the “System” had not acquired control. And Hastern 
Utilities Investing Corporation was used to carry securities of 
General Gas & Electric Corporation even though the “System” had 
previously acquired control of that corporation.*’ The plan for 
using Eastern Utilities Investing Corporation for this object was not 
referred to in the circular nor is there any evidence that the minority 
stockholders were ever apprised of any such policy..° Mr. Stix 
testified : 7 

Q. You are quite clear aren’t you that that object of Hastern Utilities Invest- 
ing Corporation holding minority interests for Associated Gas & Electric Com- 
pany System was not conveyed to minority stockholders of Hastern Utilities 
Investing Corporation? 

A. I won’t say that it never was. I will say that I don’t recall that it ever 
was. 

Q. You usually keep pretty familiar with things all over your system, don’t 
you? 

IX, Al Way WO. 


315 ITd., at 23332 and Commission’s Exhibit No. 38771, Rart VII (Tables 32 and 33). 
316 Mr, Stix testified (id., at 233289) : 
Q. And it wasn’t planned that Eastern Utilities Investing Corporation would be 
run exclusively as an investment trust, was it? 
A. Why, yes; that was an investment trust function. 
Q. You mean it was an investment trust to help the Associated System finance 
the acquisition of control of utility properties ? 
A. The two were so interdependent upon each other you really can’t make any 


distinction between them. j : 
Q. They were interdependent upon each other in the meetings of the directors of 


Eastern Utilities Investing Corporation? 

A. Absolutely. 

Q. Did any prospectus issued by Eastern Utilities Investing Corporation or any 
letter sent to the stockholders of Eastern Utilities Investing Corporation state that 
one of the purposes of Eastern Utilities Investing Corporation was to finance acquisi- 
tion of control by Associated System of public utility properties? 

A. No; because that is only part of the facts. 

Mr. Burroughs stated that he realized that the securities might well be mistaken for 
“investment trust” securities and that he cautioned the salesmen against offering the 
securities “as an investment trust.’ But the circular did not include such a warning. 
Whether this warning to his salesmen was repeated to customers is not disclosed. How- 
ever, it should be recalled Hastern Utilities Investing Corporation was designed to take 
advantage of the popularity of the investment trust idea in the United States and so 
tap a new source of capital. (Id., at 23517. Cf. id., Commission’s Exhibit No. 3851, writ- 
ten instructions to Harris Forbes salesmen.) Mr. Burroughs testified (id., at 23515): 
“T recall very distinctly when these Eastern Utilities Investing Corporation debentures 
were offered. I made a talk to our sales organization, telling them about the company, 
and I remember telling them that ‘This is not an investment trust in the ordinary sense. 
It must not be offered as an investment trust. It is an investment company that may 
have a much larger block of securities than you would expect to find in an investment 
trust.’ (See note 304, supra.) Even the warning that Eastern Utilities Investing Cor- 
poration might have “a much larger block of securities than you would expect to find in an 
investment trust”? scarcely indicated that 84144% of the debenture proceeds would immedi- 
ately be invested in General Gas & Electric Corporation and its subsidiaries and 1514% (the 
balance) in Associated Gas and Electric Company. (See infra, pp. 690-1, Securities Added 
to Portfolio in Lieu of Debenture Proceeds.) This warning was even less effective, since the 
circular said the company “diversifies its investments,’ a statement which Mr. Burroughs 
admitted would carry material weight with the investing public. (Op. cit. supra, note 6, 
at 23517, 28519.) 
s17Td., at 23338. 
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e. Representation as to Control of Eastern Utilities Investing 
Corporation 


Although the circular disclosed that all of the members of the board 
of directors of Eastern Utilities Investing Corporation were “con- 
nected in either an official or advisory capacity with the management 
of the Associated Gas & Electric System,” *® it did not explicitly 
disclose that this “System” controlled the investment company. This 
quoted statement might give the impression that individuals con- 
nected with the “System” would give Eastern Utilities Investing 
Corporation the benefit of their experience and knowledge. It is 
doubtful whether the circular disclosed that these individuals would 
manage Eastern Utilities Investing Corporation as if that company 
were a department of the “System.” 


6. PURCHASE WARRANTS FOR EASTERN UTILITIES IN- 
VESTING CORPORATION CLASS A STOCK: OPTIONS TO 
ASSOCIATED GAS AND ELECTRIC COMPANY 


Each $1,000 principal amount of debentures had attached thereto 
a nondetachable stock purchase warrant entitling the holder to pur- 
chase 20 shares of Eastern Utilities Investing Corporation Class A 
stock at $15 per share.*® As previously stated,°?° Eastern Utilities 
Investing Corporation had issued 100,000 shares of Class A stock to 
Associated Gas and Electric Securities Company, Inc. on July 31, 
1927, for 50¢ per share; but that fact was not disclosed in the offering 
circular. 

On August 8, 1928, an option was given to Associated Gas and Elec- 
tric Company to purchase 400,000 shares of the Class A stock at $5 
per share. This option was completely exercised in March 1929 just 
prior to the debenture issue,??* but that fact was not disclosed in the 
offering circular. 

Furthermore, in March 1929 options were given to Associated Gas 
and Electric Company to purchase 265,000 shares of Class A stock at 
$10 per share and 140,000 shares of the same stock at $15 per share, 
the options being completely exercised in March 1929 and August 
1929, respectively.*?? Neither the existence of these two options nor 
the fact that one of these options had been exercised at $10 per share 
a short time before the offering of the debentures was disclosed in the 
offering circular. 

Thus Eastern Utilities Investing Corporation disposed of 905,000 
shares of its Class A stock to companies in the Associated System for 
a total of approximately $6,800,000 or an average price of about $7.50 
per share. The exercise of all the purchase warrants attached to the 
debentures sold the public would have taken up 700,000 shares at $15 
per share or $10,500,000. No disclosure in the circular was made of 
any of these facts. The circular dated March 18, 1929, and published 
in connection with the debenture issue stated : °?8 

318 Td., Commission’s Exhibit No. 3771, Part I. 

319 Td., Commission’s Exhibit No. 3771, Part V, Item 41 (c). 

320 See supra, p. 664. 

321 Op. cit. supra, note 6, Commission’s Exhibit No. 3771, Part V, Item 45. 

$2 Ibid. 

83 Td., Commission’s Exhibit No. 3771. 
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Cash and investments of the Corporation * * * after deducting indebtedness 
and preferred stocks, at liquidation value, are approximately $10 per share on 
the 1,265,000 shares of Class A and Class B Common Stocks to be outstanding. 


Despite this indication that the value of the Class A stock was $10 
per share, Associated Gas and Electric Company just a few days 
before had exercised its option to purchase Eastern Utilities Investing 
Corporation Class A stock at $5 per share.??4 

Mr. Burroughs, speaking of these purchases of Class A stock by 
Associated Gas and Electric Company, testified : 37° 


Certainly it was its hope to market the stock which it had bought at a profit to 
it, there is no question about that. 


Associated Gas and Electric Company did sell to the public through 
Pynchon and Company, a brokerage concern, some of that Class A 
stock which had cost it an average of $7.50 per share and made a 
substantial profit on these sales.??6 

Shortly after the exercise of those options in March 1929, the price 
of Eastern Utilities Investing Corporation Class A stock on the Bos- 
ton Stock Exchange fell from about $35 per share *?” to less than half 
that price.*? Although it was said the listing of the Class A stock of 
Eastern Utilities Investing Corporation on the Boston Stock Exchangt 
was maintained primarily for the purpose of exempting the pro- 
posed debentures of the same company from requirements of Blue Sky 
Laws in other states,®”® and that consequently the market price of $35 
was a nominal one, the decline of 50% in the price is indicative of the 
effect that the exercise of the options had on the interest of the public 
holders of Eastern Utilities Investing Corporation Class A stock. 

Both before and after the debentures were offered Pynchon and Com- 
pany was actively dealing in the Eastern Utilities Investing Corpora- 
tion’s Class A stock.**° The stock had been listed on the Boston Stock 
Exchange and was selling around $16.00 per share at the time of the 
debenture offer.**t By July 1, 1929, the stock was quoted at 23 bid, 24 


4 See supra, p. 682. 

325 Op. cit. supra, note 46, p. 1999. 

326 Td., at 1906, 1917, and 1999. 

827 Op. cit. supra, note 6, Commission’s Exhibit No. 3842. A telegram dated March 18, 
1929, sent over the private wire of Harris, Forbes & Company from G. D. Woods (Mr. 
Burroughs’ assistant in the New York office) to “RMP” in the Chicago Office, stated 
(ibid.) : “Eastern Utilities up until within past few weeks had 100,000 shares each of 
Class A and Class B stock outstanding and in addition there were rights for the purchase 
of 400,000 additional shares of each outstanding. Stop. When this situation obtained 
there were 25,000 of the outstanding Class A shares listed on the Boston Exchange and 
it was these shares that your client found quoted in the neighborhood of 85. Stop. In 
conjunction with the present financing all warrants for the purchase of A and B stock 
have been exercised and inasmuch as these warrants were ata comparatively low price 
the market value of the outstanding shares was correspondingly decreased. Stop. The 
present quotation in the neighborhood of 16% is firm and active. Stop. The quotation 
on the Boston Stock Exchange was neither but it was predicated on the very few shares 
outstanding and, was maintained primarily for blue-sky purposes.” (See also op. cit. supra, 
note 46, p. 1868.. Mr. Burroughs testified (id., at 1997): “In fact, I think that market 
did go to $35."’) 

828 The market price of Eastern Utilities Investing Corporation Class A was quoted on 
March 11, 1929, at 14% bid and 15% asked. (Op. cit. supra, note 46, at 1770-2. See also 
op. cit. supra, note 6, at 27171-5.) 

829 Op. cit. supra, note 6, at 27167—71, and Commission’s Exhibit No. 3842, Item 7. 

8301d., at 23479. 

831 Td., Commission's Exhibit No. 3842, Item 7. 
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asked.**? Probably the arbitrage advantage aided the sale of the 
debentures *** and indicated a large potential profit for the Associated 
Gas and Electric Company and the Associated Gas and Electric Securi- 
ties Company, Inc., at the expense of investors in Eastern Utilities 
Investing Corporation. Actually, however, stock prices in general had 
already dropped before January 1, 1930, so that when the warrants 
became exercisable (i. e., between January 1, 1930, and December 31, 
1934) not many shares were taken up by the public. 


7. USE OF DEBENTURE PROCEEDS 


The net proceeds from the sale of the debentures of Eastern Utilities 
Investing Corporation amounted to $32,812,500, computed as follows : 334 


Aggregate Per $100 
amount unit 

Principal amount. 222222 seas Bs A eee Ek 2 __-_. $35, 000, 000 $100. 00 
IONS COWIN pI a SED, BEN Se ee aes 700, 600 2. 00 
I DKSS no) Jololikos ss oe Te a 3 23007000 98. 00 
ANCOPUEC! MNIORON a ae. ies fs 87, 500 . 25 
Rriceiplussacenved: imterest == am es anne nee 34, 387, 500 98. 25 

Gross underwriting spread to bankers___ Eee I 5 O00 4. 50 


Net proceeds to Eastern Utilities Investing Cor- 
POPatiONes = a= se ae bee ee 82, 812, 500 98. 75 


a. Delivery to Associated Gas and Electric Company of Proceeds of 
Sale of Eastern Utilities Investing Debentures 


On April 3, 1929, the bankers paid $34,387,500 to Eastern Utilities 
Investing Corporation in the form of a check drawn to the order of that 
corporation.**° However, Eastern Utilities Investing Corporation did 
not deposit this check in its bank account, but on the same day endorsed 
the check to Associated Gas and Electric Company in whose account 
it was deposited.**° There is no entry in the cash account of Eastern 


832 Op. cit. supra, note 46, p. 1998. 

5 Mr. Burroughs testified (op. cit. supra, note 6, at 23481): “It [a warrant] gives 
the person a speculative chance in addition to his investment, and along in 1929 investors 
were unwilling to buy a fixed income security. They were all stockminded.” 

334 Td., Commission’s Exhibit No. 8772, Item 4. 

88 Op. cit. supra, note 41, p. 813. 

861d. at 813-4. Op. cit. supra, note 6, Commission’s Exhibit No. 3806 shows cash 
statements of Associated Gas & Electric System from April 2, 1929, to April 23, 1929. 
The statement for April 8, 1929, shows the receipt by Associated Gas and Electric Com- 
pany from Eastern Utilities Investing Corporation through Associated Utilities Investing 
Corporation of $34,387,500 and the payment to Harris, Forbes & Company of $1,575,000 
or a net amount received by Associated Gas and Electric Company of $32,812,500. 

Carl J. Batter, a certified public accountant employed by and working entirely under 
the direction of Charles M. Trammel (a law associate of H. C. Hopson), but who is on 
the pay roll of H. C. Hopson and Company, testified as follows (op. cit. supra, note 41, 
pp. 618 and 813-4): “* * * The check was endorsed to Associated Gags and Electric 
Company and the books record Associated Gas and Electric Company for Associated Utili- 
ties Investing Corporation * * * the parent of Eastern Utilities Investing Corpora- 
tion * * * [which] means in conformity with the practice in the Associated System 
of carrying the open accounts between parent and child that Associated Utilities’ Investing 
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Utilities Investing Corporation to indicate that it received any such 
cash.??7 As Mr. Stix testified : **6 


Q. If Hastern Utilities Investing Corporation received the cash, it would have 
been shown in the cash account, would it not? 
A. It should have been. 


On the same day Associated Gas and Electric Company placed 
$34,000,000 of the $34,887,500 on call with The New York Trust 
Company.**? On the same day Associated Gas and Electric Com- 
pany had called a call loan in the amount of $1,600,000, and pur- 
chased a New York Trust Company cashier’s draft for $1,575,000 
to Harris, Forbes & Company in payment of the underwriting fees 
on the debenture issue.*4° Although this draft was payable direct 
to the banking firm, the books of Eastern Utilities Investing Corpo- 
ration indicate that Eastern Utilities Investing Corporation bor- 
rowed that sum from Associated Gas and Electric Company and 
paid it to Harris, Forbes & Company, repaying this amount. to Asso- 
ciated Gas and Electric Company the same day.*4t The check and 
the entries together apparently indicate that the bankers’ commis- 
sion was paid by Associated Gas and Electric Company for the 
account of Eastern Utilities Investing Corporation, and that the 
check for the gross proceeds which Eastern Utilities Investing Cor- 
poration turned over to Associated Gas and Electric Company in- 
cluded repayment of the advance. 

The important fact, however, is that on April 3, 1929, Eastern 
Utilities Investing Corporation received, instead of cash, a list of 
securities,*#? as shown later in this report. The cash which went to 
Associated Gas and Electric Company on that date increased that 
company’s cash position by more than $32,800,000, and made avail- 
able those funds for the financing of its pending transactions.*** 

Mr. Stix stated that “inasmuch as the Associated companies got 
all of the benefit from Eastern Utilities Investing Corporation’s 
financing they should pay the expense of keeping alive the thing 
that made it possible for them to get the money.” **4 

The disposition by Associated Gas and Electric Company of part 
of the cash proceeds of the sale of the Eastern Utilities Investing 
Corporation debentures was traced at the public examination,’ par- 
ticularly (a) the part used in connection with the purchase of con- 
trol of General Gas & Electric Corporation by Associated Gas and 
Electric Company and (b) the part advanced to a security subsidiary 
of Associated Gas and Electric Company which was trading in the 
securities of the parent. 

Corporation, being the parent of Eastern Utilities Investing Corporation, any transactions 
between Associated Gas and Hlectric Company and Eastern Utilities Investing Corporation 


would pass through the Associated Utilities Investing Corporation account.” 
337 Op. cit. supra, note 6 at 25075—-7 and Commission’s Exhibit No. 3809. 
338 Td., at 25076. 
339 Tqd., at 23604 and Commission’s Exhibit No. 3806. 
340 Tbid. 
3417d., at 23594 and Commission’s Exhibit No. 3781. 
3427d., at 25077 and Commission’s Hxhibit No. 3772, Item 4. 
343 Td., at 23602-3. 
344Td., at 24779. 
$4 Td., Commission’s Exhibit No. 8806 and infra. 
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b. Use of Part of Proceeds by Associated Gas and Electric Company 
to Pay for Control of General Gas & Electric Corporation 


In February 1929, shortly before the public offering of the Eastern 
Utilities Investing Corporation debentures on March 19, 1929, the 
Associated System had contracted to purchase control of General 
Gas & Electric Corporation for $50,000,000 in cash from the W. S. 
Barstow & Company interests.** 

The debentures of W. S. Barstow: & Company, issued in 1927, were 
supported by a pledge of collateral consisting of a majority of the 
voting stock of General Gas & Electric Corporation, the release of 
which the indenture prohibited without the consent of Halsey, Stuart 
& Co., Inc., which had underwritten the debentures.**7 Although the 
contract for the purchase by the Associated System of the control 
stock of General Gas & Electric Corporation was executed February 
5, 1929, it was not until after Halsey, Stuart & Co., Inc., had received 
a 40% participation in the Eastern Utilities Investing Corporation 
debenture financing that that firm was officially requested to **° and 
did consent to the substitution of the securities of the Associated 
Gas and Electric Company as collateral for the Barstow debentures, 
in lieu of the control stock of General Gas & Electric Corporation.** 
In that manner the control stock of General Gas & Electric Corpora- 
tion was released, without encumbrance, to the Associated Gas & Elec- 
tric System which Mr. Hopson controlled. A final payment of 
$10,000,000 was due on this contract for the purchase of the control 
of General Gas & Electric Corporation, and the Associated had to 
raise this cash. The method adopted manifestly was to cause Eastern 
Utilities Investing Corporation to offer its debentures to the public. 
Mr. Stix, when examined with respect to the General Gas & Electric 
Corporation, stated : *°° 


Q. What was the reason for putting into Hastern Utilities Investing Corpo- 
ration about $26,000,000 of General Gas securities out of a total of about 


246 Td,, Commission’s Exhibits Nos. 3801 and 3889. Journal voucher 2—11 of Associated 
Gas & Electric Co. (Del.) reads: ‘‘To record the payment of $10,000,000 in cash being 
the initial payment on account of a contract February 5, 1929, between the Associated 
Gas & Electric Company stockholders and stockholders of Barstow Securities Corporation 
and W. S. Barstow & Co., Inc.” 

37 Td., Commission’s Exhibit No. 8848. The agreement of September 23, 1927, between 
W. S. Barstow & Company and Halsey, Stuart & Co., Inc., required (page 2) the deposit 
of “102,441 shares of the common stock Class B, of General Gas & Electric Corporation.” 
The indenture dated as of October 1, 1927, between W. S. Barstow & Company and The 
Chase National Bank of the City of New York, as Trustee, provided in Article III, Section 
8 (b) that W. S. Barstow & Company, so long as any of its debentures were outstanding, 
would keep on deposit and pledge with the trustee at all times a majority of the 
voting stock of General Gas & Electric Corporation unless Halsey, Stuart & Co., Inc., 
should waive compliance with this provision or consent to the release of said stock. 
(Ibid. ) 

348 Td., Commission’s Exhibit No. 3868. 

349 Photostatic copy of a letter dated March 25; 1929, from Associated Gas and Blectric 
Company to Halsey, Stuart & Co., Inc., evidencing a request of Halsey, Stuart & Co., 
Ine.’s, consent to the release of the Class B common stock of General Gas & Hlectric 
Corporation from the lien of the deposit agreement with respect to the debentures of 
W. S. Barstow & Company. (Derived from supplementary information supplied the 
Commission by Halsey, Stuart & Co., Inc. See also op. cit. supra, note 6, Commission’s 
Exhibit No. 3848.) 

859 Op. cit. supra, note 6, at 25041. 
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$32,800,000 put in the Eastern Utilities Investing Corporation at the time of 
its debenture issue? 

A. There was either one of two purposes, and perhaps both. In the first 
place, there was a very substantial amount of General Gas securities in the 
portfolio of the Associated which it preferred not to sell but which had certain, 
or represented certain, credit resources. That would be one way of being able 
to realize on those credit resources. In the second place the proceeds from 
the sale of the Eastern Utilities Investing Corporation debentures went to 
a Substantial extent to continue the purpose of General Gas. So they seemed to _ 
naturally flow together. 


Most of the $10,000,000 last payment on the contract came from the 
$32,812,500 proceeds of the sale of Eastern Utilities Investing Corpo- 
ration’s debentures turned over to the “System.” After being exam- 
ined in detail concerning the daily cash statements of Associated Gas 
and Electric Company from April 2 through April 19, 1929, Mr. Stix 
testified : 3° 


Q. And what do the details show? 

A. That the $10,000,000 which was disbursed to B. Lovett West and William 
Buchsbaum was in payment of notes due April 19, 1929, re: Barstow agreement. 

Q. So, was not the final payment on the Barstow purchase made with funds, 
the majority of which were from the Eastern Utilities Investing Corporation 
debentures ? 

A: Yes. 


c. Use of Part of Proceeds by Associated System to Finance Trading 
in Associated Stock 


In addition, Associated Gas and Electric Company used part of 
the proceeds of the sale of the Eastern Utilities Investing Corporation 
debentures to finance a market operation in the Class A common stock 
of Associated Gas and Electric Company. Associated Gas and Elec- 
tric Company advanced $3,175,000 to Associated Gas and Elec- 
tric Securities Company, Inc., its wholly-owned securities agent, and 
part of these funds came from the Eastern Utilities Investing Cor- 
poration debenture proceeds.*®? 

Mr. Stix testified : °° 


Q. Would that not lead you to say that the majority of the $3,175,000 that was 
advanced by Associated Gas and Electric Company to Associated Gas and Hlectric 
Securities Company came from the proceeds of the Hastern Utilities Investing 
Corporation debentures? 

A. I think go. 


The funds which went into Associated Gas and Electric Securities 
Company, Inc., were used principally for trading in the Class A stock 
of Associated Gas and Electric Company. Mr. Stix at first testified 
that Associated Gas and Electric Securities Company, Inc., had bought 
“at least 30%” of the shares of Class A stock of Associated Gas 


81Td., at 24706. 

%2Td., at 24710 and 24734. The cash statements of Associated Gas and Electric Com- 
pany were so numerous and complicated that tthe specific disposition of the remaining 
proceeds was not completely traced. 

83 Td., at 24710. 
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and Electric Company traded on the New York Curb Exchange during 
the four months under discussion. His testimony was as follows: °** 


Q. Would you not now say that Associated Gas and Electric Securities Com- 
pany did buy during Deéember 1928 through April 1929 at least 30 percent of the 
shares (of Class A stock of Associated Gas and Electric Company) which you 
found as a result of your investigation to have been traded in on the New York 
Curb market? 

A. I think that is a fair assumption. 


However, when confronted with a schedule of purchases and sales of 
Associated Gas and Electric Company Class A stock by its subsidiary, 
Associated Gas and Electric Securities Company, Inc., Mr. Stix ad- 
mitted that during the five months ending April 30, 1929, Associated 
Gas and Electric Securities Company, Inc., purchased 761,500 shares 
of this Class A stock on the New York Curb, or 84.3% of the 903,800 
shares traded in on that exchange during that period.***> On the 


354 7q., at 24727. 
35 Td., at 24713—4, and Commission’s Exhibit No. 8808. See also op. cit. supra, note 103, 
Part 64, pp. 711 and 715. Commission’s Exhibit No. 3808 reads as follows: 


Associated Gas & Electric Securities Company 


[Comparison of purchases of Class A stock of Associated Gas & Electric Co. with 
total volume of trading in New York Curb market] 


Purchases Market price 

by Asso- i 
ciated Gas 
& Electric 
Pecurivies High 
50. 


December 1928 43, 600 30, 800 
January 1929 276, 300 205, 000 
February 1929__ 216, 500 167, 800 
March 1929 171, 000 181, 500 
April 1929 196, 400 176, 400 


903, 800 761, 500 


this connection, Mr. Stix testified (op. cit. supra, note 6, at 26032-—4) : 

Q. Can you state that the amount of Associated Gas and Electric Securities Com- 
pany’s purchases in the market as shown by Exhibit 3808, is correct for the months 
covered by that exhibit? 

A, Well, without checking the figures I could not say that they were correct. I 
have no reason to believe that they are not eorrect. 

Q. I thought you were going to have a check made. However, you feel that they 
are at least substantially correct? 

A. As to the trading on the New York Curb market by Associated Gas and Hlectric 
Securities Company, Ine. I think this is correct. ; ih 

Q. Just comparing the purchases by Associated Gas and Hlectric Securities Com- 
pany on the Exchange with the total transactions on the Exehange itself, as shown 
by Exhibit 3808, we arrived the other day at a percentage of 84%, as I remember. 

A. That is correct. 


By Mr. Magill [Counsel appearing on behalf of the witness and of Eastern Utilities 


Investing Corporation] : 
a * * * * * * 


Q. Do you think that_this is a correct comparison of purchases of Class A stock 
of Associated Gas and Electric Company with the total volume of trading on the 
New York Curb market? j f 

A. I think it probably is as accurate as you can get those kinds of figures. __ 

Q. Do you consider odd-lot trading as a part of the trading of the New York Curb 
market ? 

A. I don’t know. If you were to ask me just what the trading was on the New 
York Curb market, those are the figures I would give you. I would not give you 
the odd-lot trading, but they are interrelated. I suppose, technically, when you talk 
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other hand, Associated Gas and Electric Securities Company, Inc., 
would sell the Class A stock off the market through customer solici- 
tation and local dealers. 

While Associated Gas and Electric Securities Company, Inc., was 
buying 84.3% of the shares of Associated Gas and Electric Com- 
pany Class A stock traded in on the New York Curb, the market 
price of that stock rose from a low of $47 in December 1928 to a 
high of over $60 in March and April 1929.°°° During part of this 
period, Associated Gas and Electric Company was advancing cash ob- 
tained from sale of the Eastern Utilities Investing Corporation deben- 
tures to the subsidiary securities company which was making these 
large purchases of Class A stock. 

Eastern Utilities Investing Corporation was caused to purchase 
77,500 shares of the Class A stock of Associated Gas and Electric 
Company on April 3, 1929 (the date when Associated Gas and Electric 
Company received the proceeds of the sale of the debentures) and an 
additional 121,500 shares later in the same month.**’ Part of the pro- 
ceeds of the debenture issue of Eastern Utilities Investing Corpora- 
tion therefor was used to finance the market operation in the Class 
A stock of Associated Gas and Electric Company which patently 
resulted in higher market prices for that stock, and two blocks of 
this stock were “sold”. Eastern Utilities Investing Corporation at 
those higher prices,*** one of the blocks being in partial discharge of 
the obligation of Associated Gas and Electric Company to the invest- 
ment company in connection with the transfer to Associated Gas and. 
Electric Company of the proceeds of the public sale of the investment 
company debentures. 


d. Large Call Loans Consisting of Proceeds of the Debenture Issue 


The daily cash statements seem to indicate that both the payments 
of $24,450,000 by Associated Gas and Electric Company on April 8, 
1929, to General Gas & Electric Corporation **? and $10,000,000 to 


about trading on the New York Curb Exchange you talk about just what goes through 
the machinery of the New York Curb Exchange. 

Mr. MaGILu. No objection to the receipt of the document in evidence subject to the 
qualifications of the witness. 

In December 1928, Associated Gas and Hlectric Securities Company, Inc., inaugurated 
a plan for the redistribution of reacquired Associated Gas and Electric Company Class A 
stock and for the distribution of new shares of such stock through local dealers and direct 
sales. These transactions were not executed on the New York Curb Exchange. Class A 
stock was also distributed as dividends and in exchange for various securities of sub- 
sidiaries. In this way, 7,100,000 shares of Associated Gas and Wlectric Company Class A 
stock were sold or otherwise distributed to investors during 1929. (lId., at 24734~9.) 

356 1d., at 2471-4 and note 355, supra. 

307 For more detailed discussion of the transfer of this Class A stock to Eastern Utilities 
Investing Corporation, see infra, pp. 691-2. 

358 Op. cit. supra, note 6, Commission’s Exhibit No. 3771, Part VII, Table 32; see also 
succeeding section. 

359 Paid in connection with a new issue of General Gas & Electric Corporation securities, 
but nearly all returned the same day to Associated Gas and Electric Company in payment 
for securities. (Id., Commission’s Exhibits Nos. 3806, 3807, and 38802.) 
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E. Lovett West and William Buchsbaum, the principal stockholders 
of General Gas & Electric Corporation, were made with the proceeds 
of $34,000,000 which Associated Gas and Electric Company had on 
call with the New York Trust Company.?° And “practically all” 
of the call loan itself consisted of the proceeds of the Eastern Utili- 
ties Investing Corporation debenture issue. Mr. Stix testified : + 


Q. So that there is no doubt, is there, that the proceeds of the debenture issue 
which Associated Gas and Hlectric Company had received from Hastern Utilities 
Investing Corporation on April 3 were the same day included in an amount put 
with The New York Trust Company on call? 

A. Well, I will say there is no doubt that at least a substantial amount of 
the money that came from the sale of the Hastern Utilities Investing Corpora- 
tion debentures went into The New York Trust Company and was put on call, 
and perhaps all of it. Of course, it is difficult to earmark each one after once 
it goes into a bank account. 

Q. And, certainly, at least all the Eastern Utilities Investing Corporation 
debenture proceeds, except $2,554,767.14, went to The New York Trust Company 
and was put on call, isn’t that right? 

A. I would say practically all of the money, and perhaps all of it. 

Q. When you say “practically” would you mean within how many dollars 
of the total amount of the Eastern Utilities Investing Corporation debenture 
proceeds? 

A. Within $2,000,000. 


Out of a total amount of $43,700,000 out on call for Associated Gas 
and Electric Company as of April 3, 1929, $35,400,000 was on 
call with The New York Trust Company.**? It will be remembered 
that H. C. Hopson had suggested The New York Trust Company as 
the depositary of Hastern Utilities Investing Corporation,?* and this 
trust company was the trustee of the Eastern Utilities Investing 
Corporation debenture issue from which Associated Gas and Electric 
Company had obtained the money which was placed on call. 


8. SECURITIES ADDED TO PORTFOLIO IN LIEU OF DE- 
BENTURE PROCEEDS CONSISTING OF ISSUES OF 
ASSOCIATED GAS AND ELECTRIC COMPANY OR ITS 
SUBSIDIARIES 


As previously stated, Kastern Utilities Investing Corporation in 
lieu of receiving the cash proceeds from the public distribution of its 
debentures was caused to accept a list of securities from the Associ- 


360 Td., at 23612-3 and Commission's Exhibit No. 3806. 

361 Td., at 23604—5. 

862 Td., at 283601 and Commission’s Exhibit No. 3806. 

363 See supra, p. 638, New Transfer Agents and Depositaries. 
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ated Gas and Electric Company. ‘The securities so received on April 
3, 1929, were as follows: *% 


Price per 
Issuer Class Shares hare Total Percent 

General Gas & Electric Corporation_______ B common2_| 150,000 $95 |$14, 250, 000 43.4 
DD) OMS sine s oe Se ae = ee ee cee es $8 pfd. A____| 38, 719 140 | 4,720, 657 14.4 

IES) QM Se he NUR Cee NR SY 2 al PE $7 pfd. B____} 28, 051 120 | 3, 366, 120 10.3 

DOSES SE eg Es TREE Ee ON ee aE ee A common_-_ 24, 000 90 | 2, 160, 000 6.6 

1D Oz see Feotlwty codetn tice 1 leds ome $7 pfd. A__.-| 16, 221 120 | 1,946, 460 5.9 
SUD CO Galler era ee reenter seve tates beer ger = eee emer cree St = See 26, 448, 237 80.6 
Broad River Power Co.»______.-_-_---_--- $7 pid 222 5, 878 110 646, 580 2.0 
Florida Public Service Co.>___.-.-___-___- S7spidaaeee 5, 509 110 605, 990 1.8 
SUI tGt alae Jee eet beatae Caer ell 2 meade hen | MEN in| Ore aie emeae 27, 695, 807 84.4 
Associated Gas & Electric Co______-___-__ A common_-_ 77, 500 57 | 4,417, 500 13.5 
1D Oat UE) A Eee ESS pidia see 7,778 90 700, 020 21 

FTVO Gey ete ae a eae a te a | Re 52 es, A eal ie Sh | Reade Pa 32, 813, 327 100.0 


2 Voting stock. 
+ Subsidiaries of General Gas. & Electric Corporation. 


Almost immediately the company disposed of the preferred stock of 
Broad River Power Company and of Florida Public Service Com- 
pany, and received in return 13,917 shares of Associated Gas and 
Electric Company $5 preferred stock. 


a. Associated Gas and Electric Company Class A Stock 


As has been indicated, the price of $57 per share which Eastern 
Utilities Investing Corporation paid for the Associated Gas and 
Electric Company Class A stock was in no small measure the result 
of the trading operation in this stock by the Associated Gas and 
Electric Securities Company, Inc., which was financed in part with 
the proceeds of the sale of the Eastern Utilities debentures to the 
public. As a consequence, Eastern Utilities Investing Corporation 
was caused to accept in discharge of Associated Gas and Electric 
Company’s liability to the investment company in connection with 
the proceeds of the debenture sale a block of stock the price of which 
had been inflated through market operations the very debenture pro- 
ceeds helped to finance. On April 3, 1929, the same day that these 
77,500 shares of Associated Gas and Electric Company Class A stock 
were sold to Eastern Utilities Investing Corporation at $57 per share, 


364 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 4. 
365 Td., Commission’s Exhibit No, 3771, Part VII, Tables 32 and 33. 
86 See supra, pp. 688-9. 
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Associated Gas and Electric Securities Company, Inc., had first pur- 
chased this stock from its parent, the issuer, at a price of only $35 
per share.*° 


b. Investment in General Gas & Electric Corporation—An 
Accounting Aspect of This Investment 


As of August 1927, the entire voting stock of Eastern Utilities 
Investing Corporation had been placed in Eastern Utilities Investing 
Trust,*** subject to an option which Eastern Utilities Investing Trust 
granted to Associated Gas and Electric Company,** to repurchase 
the stock at the price it cost Eastern Utilities Investing Trust to ac- 
quire the stock. This voting stock of Eastern Utilities Investing Cor- 
poration remained in that trust until March 1932, and during that 
period the option was continued in effect.?*° Associated Gas and Elec- 
tric Company, although it did not actually reacquire the control stock 
until March 1982, always had the power to obtain control at any time. 
Yet, by virtue of this option device whereby technical control was 
transferred although actual control was retained, the statement of 
Eastern Utilities Investing Corporation was not consolidated with 
Associated Gas and Electric Company, and a separate report on 
Eastern Utilities Investing Corporation was not furnished as part 
of Associated Gas and Electric Company’s annual report. Eastern 
Utilities Investing Corporation held large blocks of Associated Gas 
and Electric Company securities in its portfolio. In addition, East- 
ern Utilities Investing Corporation, as will be described in greater 
detail hereafter, was caused to purchase $26,000,000 of securities of 
General Gas & Electric Corporation, including one-half of the control 
stock of that corporation. By this transfer, Associated Gas and Elec- 
tric Company avoided the inclusion of General Gas & Electric Cor- 
poration in its own consolidated statement and obviated the necessity 
of furnishing separate reports of General Gas & Electric Corpora- 
tion as part of Associated Gas and Electric Company’s annual 
reports. 

At the end of 1929, Eastern Utilities Investing Corporation and 
General Gas & Electric Corporation held a total of $133,312,844 of 
the debentures and stocks of Associated Gas and Electric Com- 


367 Op, cit. supra, note 6, Commission’s Exhibit No. 3811. Mr. Stix claims that the 
apparent profit to Associated Gas and Hlectric Securities Company, Inc., was accounted 
for as part of a payment to Associated Gas and Electric Company about the year-end. 
(1d., at 25099-115.) In view of the subsidiary parent relation, this seems unimportant 
compared with the fact that Associated Gas and Electric Company was getting all it 
could for its Class A stock even from its controlled Eastern Utilities Investing Corpora- 
tion. And even Mr. Stix’s explanation admitted that $6 out of every $32 received by 
Associated Gas and Blectric Securities Company, Ine., were kept by it as a “backlog for 
what was in reality additional capital for the purpose of absorbing the losses that looked 
as though it was going to have to absorb in the falling market.” As to how the amount 
to be retained to absorb the security company’s trading losses was determined, he said: 
“I think I just picked the amount, and it was just kind of horse sense.” (Id., at 25111-2.) 

368 See Appendix H, p. 798. 

369 See note 220, supra. 

370 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 3. 
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® 
pany.“ Yet the fact that Associated Gas and Electric Company 
did not technically hold the voting control of these two companies *”* 
permitted Associated Gas and Electric Company to exclude both 
Eastern Utilities Investing Corporation and General Gas & Electric 
Corporation from the 1929 consolidated financial statements of Asso- 
ciated Gas and Electric Company. As a direct result of this failure 
to include these two companies in the consolidated statements of 
the top company, the capitalization and surplus of Associated Gas 
and Electric Company, indicated as $500,688,742,°"* were inflated to 
the extent of the cross-holdings, namely $133,312,844. The assets 
shown in the consolidated balance sheet of Associated Gas and Elec- 
tric Company were similarly inflated by this procedure. 

So, both the capitalization and assets were made to appear about 
$130,000,000 greater than they would have been in an Associated Gas 
and Electric Company statement consolidating General Gas & Elec- 
tric Corporation and Eastern Utilities Investing Corporation with 
the balance of the “System” controlled by Associated Gas and Elec- 
tric Company. The prospective investors in Associated Gas and 
Electric Company securities may have been impressed by this seem- 
ingly larger company and by the lower ratio of debt to assets which 
the $130,000,000 increase in both sides of the balance sheet indicated. 
More specifically, the consequence of these devices was that no dis- 
closure was made of the fact that Associated Gas and Electric Com- 


371 Associated Gas and Blectric Company securities held by Eastern Utilities Investing 
Corporation and by General Gas & Electric Corporation at December 31, 1929, and which 
would have been eliminated by a consolidatiom of these two companies with Associated 
Gas and Electric Company were as follows: 


Held by Eastern Utilities Investing Corporation, Dec. 31, 1929 


Number of 
Description of security See Cost value 


debentures 


Associated Gas & Electric Co. Class A stock__..---.---------.--.---..--- 249, 754 | $11, 998, 877 
Associated.Gas & Electric Co. 6% Convertible Debentures, Series B of 
$10, 150,-000 9, 642, 500 


Held by General Gas & Electric Corporation, Dec. 31, 1929 % 


Number of 


Description of security SACS OE Das ee 


debentures 


Associated Gas & Electric Co., Common, Class A____--__--------------- $65, 747, 651 
Associated Gas & Electric Co. 6% Consolidated Debenture Bonds, 1929_| $31, 500,000 | 29, 925, 000 
5% Bonds, 1968 17, 557, 000 15, 998, 816 


133, 312, 844 


«Op. cit. supra, note 6, Commission’s Hxhibit No. 3795. 
> Op. cit. supra, note 103, Part 70, pp. 884-6. 

372 Technical control was avoided by the use of these two devices (a) the transfer to 
Eastern Utilities Investing Trust of the block of stock which constituted the voting 
control of Eastern Utilities Investing Corporation, with an option back to Associated Gas 
and Electric Company to purchase this control block of stock, and (b) the splitting be- 
tween Associated Gas and Electric Company and Eastern Utilities Investing Corporation 
of voting control of General Gas & Hlectric Corporation. 

373 Op. cit. supra, note 6, Commission’s Exhibit No. 3775. 
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pany, having capital and funded debt and surplus of $500,688,742,°"* 
held through two subsidiaries its own securities carried by the con- 
trolled companies at a value of $133,312,844. Furthermore, a com- 
plete consolidation would have prevented the inflation of the pub- 
lished income account of Associated Gas and Electric Company by 
that substantial part which was represented by payments of interest 
and dividends by Associated Gas and Electric Company, Eastern 
Utilities Investing Corporation, and General Gas & Electric Cor- 
poration to one another. 


ec. General Gas & Electric Corporation Class B Stock as an Indirect 
Investment in Associated Gas and Electric Company 


As already mentioned above, Eastern Utilities Investing Corpora- 
tion acquired as part of the list of securities received in leu of the 
debenture proceeds about $14,000,000 of Class B common (voting) 
stock and about $12,000,000 of other securities of General Gas & 
Electric Corporation, or an aggregate of approximately $26,000,000, 
equivalent to over 80% of the debenture proceeds. 

Between the acquisition of control of General Gas & Electric Cor- 
poration in the early part of 1929 and the transfer of the blocks of 
securities of that corporation to Eastern Utilities Investing Corpora- 
tion on April 8, 1929, Associated Gas and Electric Company had caused 
General Gas & Electric Corporation : 

(a) To convey its four most important operating subsidiaries to 
Associated Gas and Electric Company in return for securities of Asso- 
ciated Gas and Electric Company. In consideration for this trans- 
fer of these major operating companies, General Gas & Electric Cor- 
poration received from Associated Gas and Electric Company its 
debentures, preferred and Class A stock.**® Asa result, Kastern Util- 
ities Investing Corporation’s investment in Class B and_ other 
stock of General Gas & Electric Corporation in April 1929 became 
indirectly an investment in Associated Gas and Electric Company, its 
own parent, and in April 1929 about 75% of the portfolio of General 
Gas & Electric Corporation consisted of securities of Associated Gas 
and Electric Company and its affiliated companies; *7° and 

(b) To increase its capitalization by the issuance of all authorized 
but unissued securities permissible without amendment of the 
charter.°”” 

By these transactions the portfolio of General Gas & Electric Cor- 
poration consisted predominantly of the securities of Associated Gas 
and Electric Company.*’* As a result, the investment of Eastern 

4 Thid. 

s Id., at 25071. 

6 Td., at 25071-2. 

377 1d., Commission’s Exhibit No. 3820. 

38 Ibid. A similar removal of underlying operating properties from a newly acquired 
holding company had been successfully accomplished by those in control of Eastern 
Utilities Investing Corporation in 1926. See supra, pp. 641-62, Transfer of Operating 
Companies and Effect Thereof. 

Mr. Stix testified (op. cit. supra, note 6, at 25071): ‘Well, we did what we thought 
was removing temptation by transferring the ownership of four major. operating com- 
panies from General Gas to either the Associated or subsidiaries of the Associated.’’ 

Mr. Stix referred to Metropolitan Edison Company, Northern Pennsylvania Power Com- 


pany, New Jersey Power & Light Company and Binghamton Light, Heat & Power Company. 
(Id., Commission’s Exhibits Nos. 3820-1.) 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 695 


Utilities Investing Corporation in General Gas & Electric Corporation 
was not an investment in a separate utility holding company but an 
investment indirectly in additional securities of Associated Gas and 
Electric Company.*”? And since, as indicated above, the Broad River 
Power Company and Florida Public Service Company preferred 
stocks were almost immediately replaced in Eastern Utilities Investing 
Corporation’s portfolio by preferred of Associated Gas and Electric 
Company, Eastern Utilities Investing Corporation, in lieu of receiving 
the cash proceeds of its debenture issue, in substance acquired a 
$32,800,000 investment which was primarily an interest (direct and 
indirect) in the securities of Associated Gas and Electric Company. 


d. Investment Character of General Gas & Electric Corporation Class B 
Stock 


In discussing whether it would have been advisable for Associated 
Gas and Electric Company to issue its own debentures in order to raise 
money to pay for the acquisition of control of General Gas & Electric 
Corporation, Mr. Stix testified as follows: 3* 


A. I would say that the net cost of the money to Associated was probably some- 
where between 4% and 5%. 

Q. And had you raised that money through a debenture issue, it would have 
made your acquisition of General Gas unprofitable? 

A. I think that is right, and perhaps impossible. 


The cash raised through the issuance of debentures of Eastern 
Utilities Investing Corporation cost Eastern Utilities Investing Cor- 
poration over 5% annually.**1 The Class B stock of General Gas & 
Electric Corporation in which Eastern Utilities Investing Corpora- 
tion invested over $14,000,000 was then paying between $2 and $2.75 a 
year in cash dividends.**? 

The explanation which Mr. Stix offered for the investment of 
Eastern Utilities Investing Corporation’s funds in General Gas & 
Electric Corporation Class B stock was, in effect, that dividends on 
the General Gas & Electric Corporation Class B stock were payable, 
at the option of the holder, in Class A stock of that company, and 
that on the basis of the then market value of such Class A stock the 
dividends on the aforementioned Class B stock would be 10%. His 
conclusion was that Eastern Utilities Investing Corporation, by 
accepting these stock dividends, could obtain a satisfactory return.?*? 

Apparently, however, Eastern Utilities Investing Corporation did 
not sell any of the stock dividends it received from its investment in 
General Gas & Electric Corporation Class B stock until 1934, when 


879 Td., at 25071. 

380 Op. cit. supra, note 46, pp. 1115-7. 

881 Td., at 1149, and see supra, p. 684. 

32 Op. cit. supra, note 46, at 1146—7. 

883 7d., at 1152. Several months after Eastern Utilities Investing Corporation had made 
a substantial profit by selling General Gas & Electric Corporation Class A stock to an 
affliated company, the profit was eliminated upon an advice from the Ithaca, New York 
office of the Associated System to the effect that the figures be adjusted so that the sale 
should be at cost to Eastern Utilities Investing Corporation rather than at market. The 
explanation given for the surrender of this profit by the investment company was that it 
was a practice in the Associated System for securities to be transferred among “System’’ 
companies at cost and that some officer or director of Eastern Utilities Investing Corpora- 
tion had probably noticed the profit in violation of this practice and had caused the 
reversing advice to be sent. : 
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it disposed of all of its holdings in General Gas & Electric Corpora- 
tion stock, then consisting of 1,184,178 shares of Class A stock, to- 
gether with $3,123,000 principal amount of Associated Gas and Elec- 
tric Company 5% Convertible Obligations, Series A, in order to reac- 
quire $6,917,000 principal amount of its own debentures.*** 


e. Selection of the Investments Acquired in Lieu of Proceeds of the 
Debenture Issue 


The list of securities which was placed in Eastern Utilities Invest- 
ing Corporation’s portfolio in lieu of cash proceeds of the sale of the 
debentures had been made up by employees of Mr. Hopson’s service 
companies, Mr. Daly, Mr. Third, or Mr. Stix.*** In spite of the size 
of the transaction, Mr. Stix stated that he was unable to recall the part 
he played in making up the list. He testified, however: **° 


Actually, I don’t think we paid much attention to it; at least we did not give it 
any serious import because one of the purposes of the financing was to help raise 
money for the Associated Gas and Electric Company. 


However, according to Mr. Stix, Associated Gas and Electric Com- 
pany “felt a moral responsibility to the Eastern Utilities Investing 
Corporation in view of the intended use of the proceeds.” °°’ 

Out of a total of approximately $32,800,000 in securities placed in 
the portfolio of Eastern Utilities Investing Corporation in leu of the 
cash proceeds from its debentures, approximately $26,000,000 consti- 
tuted General Gas & Electric Corporation securities. Mr. Stix gave 
the following explanation for this large holding: ** 

In the first place, there was a very substantial amount of General Gas & 
Electric Corporation securities in the portfolio of the Associated Gas and 
Electric Company which it preferred not to sell, but which had certain, or 
represented certain credit resources. That would be one way of being able to 
realize on those credit resources. In the second place, the proceeds from the 
sale of the Eastern Utilities Investing Corporation debentures went to a 
substantial extent to continue the purpose of General Gas & Electric Cor- 
poration. So they seemed to naturally flow together. 


Mr. Hopsen gave his entire approval. to the afore-mentioned list 
of securities which went into Eastern Utilities Investing Corporation, 
including this large block of General Gas & Electric Corporation 
securities, either directing that such a list of securities be made up, 
or approving the list after one of his men had prepared it as “one 
of the things that had to be done in connection with this financing 
and in an endeavor to make ourselves useful.” *°° 


381 Op. cit. supra, note 46, at 1155; and op. cit. supra, note 6, Commission’s Exhibit 
No. 3771, Part VII, Table 33. 

38 Op. cit. supra, note 6, at 25019. 

386 Tbid. 

3s Td., at 25020. 

388 Td., at 25041. 

389 Ibid, Mr. Stix testified (id. at 25040) : 
; Q. In 1929 he [Mr. Hopson] still had that full responsibility of direction, had 
le not? 

A. Yes. 

Q. So having that in mind, would you not say that the list of securities to go into 
Bastern Utilities Investing Corporation just after the debenture issue received his 
entire approval before those securities were put into Hastern Utilities Investing 
Corporation ? 

A. Yes; I would say so. 
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With rare exceptions, the minutes of the board of directors of 
Eastern Utilities Investing Corporation do not disclose that the 
board specifically authorized acquisitions or dispositions of securities. 
Mr. Bowman, a partner of Haskins & Sells, testified regarding the 
lack of authorization by the board of the disposition or acquisition 
of significant quantities of securities : °° 

Q. What did you find wrong with the company’s procedure in that regard? 

A. We felt there should be formal action by the board of directors with 
respeet to the security transaction. 

Q. With respect to each transaction? 

A. Well, at least those of any importance. 

Mr. Stix told Haskins & Sells that this practice of not securing 
board authorization for investments was justified because, since 
Eastern Utilities Investing Corporation was an investment company, 
they were all transactions “in the regular course of business.” 4 
However, the effect of this practice was an abdication by the board 
as a board of its own power and duty to direct the management of 
the company. And accordingly, although a transaction might be 
discussed with some member of the board in addition to Mr. Hop- 
son, *°? decisions as to the investments to be made were left to the 
management, Messrs. Hopson, Daly, and Stix, even though of major 
importance. 

The investment of the debenture proceeds was no exception to this 
practice, although it almost doubled the size of the company’s port- 
folio. The minutes do not show that the board of directors or the 
executive committee took any action with respect to this investment. 
Mr. Stuart, of Halsey, Stuart & Co., Inc., who became a member of 
the board of directors of Eastern Utilities Investing Corporation at 
that time, did not recall ever having known in what securities the 
proceeds were invested. Mr. Hopson and Mr. Burroughs, of course, 
knew, because they arranged the transaction. Mr, Hopson either 
directed the preparation of the list or approved it.*** 

The board of directors, in addition to Mr. Hopson and Mr. Mange 
and Mr. Burroughs, consisted of Garrett A. Brownback, who was for- 
merly, and has been since, counsel for the “System,” although at the 
time he was a partner of Field, Glore & Company; John M. Daly, 
vice president of Associated Gas and Electric Company and an assist- 
ant to Mr. Hopson; Warren Partridge,*°* vice president of New 
England Gas and Electric Association, which was a subsidiary of 
Associated Gas & Electric Properties, jointly controlled by Mr. Hopson 
and Mr. Mange; Daniel Starch, brother-in-law of Mr. Hopson and the 
head of the advertising firm of Daniel Starch and Staff, which handled 
the “System’s” advertising; and Charles B. Stuart, of Halsey, Stuart 
& Company, Inc., which had just been accepted as associate bankers 
for the “System.” *? Under Mr. Hopson as president of Eastern 
Utilities Investing Corporation were Mr. Daly, Mr. Stix, and three 
employees of Hopson service companies.*** 

890 Id., at 24210. 

sr Id., at 24214-5. 

392 Op. cit. supra, note 46, pp. 1129-87. 

393 Op. cit. supra, note 6, at 27344—-6 ; 25019-21; 25039-41. 

04 This is the father, not the son, who is still with the “System.” (Id., at 23468.) 

39 Td., Commission’s Exhibit No. 3771, Part I. 
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After the close of a calendar year of operations Haskins & Sells 
would point out that transactions had not been authorized by the 
board, and the board would then pass a general resolution ratifying 
and confirming all action of the officers taken during the year, includ- 
ing all acquisitions and dispositions of securities. It is accordingly 
clear that Mr. Hopson, either directly or through instructions to 
Mr. Daly and Mr. Stix, decided which investments Eastern Utilities 
Investing Corporation should hold, dispose of, or acquire, and that 

‘long after the transactions occurred the board would go through the 
formality of ratifying his decisions. 

Mr. Burroughs, with reference to the use of the debenture proceeds, 
testified as follows: °°” 


A. * * * J think we did know it would be invested in the Associated System 
securities, but I don’t think we decided to put it into General Gas & Electric 
Corporation stock at the time of the offering. 

Q. At the date of the circular, you, as an individual, knew it was planned to 
invest practically all the proceeds in securities of the Associated System? 

A. That is as I recall it. It is a little hard to remember back ten years and 
say definitely what day you made up your mind to do a certain thing, and I can’t 
do that; but I do know it was the general idea of the Board to invest the pro- 
ceeds of this financing in securities of the Associated System. I don’t remember 
on what day or how we decided to buy a particular security. I couldn’t do that. 


At that time Mr. Burroughs was representing at least three different 
conflicting interests. He was not only a partner of the bankers, Har- 
ris, Forbes & Company (who had been financial advisers of the “Sys- 
tem” since 1926) but a director of Associated Gas and Electric Com- 
pany °°? and of Eastern Utilities Investing Corporation. *°° Mr. Bur- 
roughs testified : #°° 

Q. In this case you were in a triple capacity of being a director of Harris, 
Forbes, Associated Gas and Hastern Utilities Investing? 

A. I was probably in a sextuple capacity, being director of some other com- 
panies, too. 


His directorship of Eastern Utilities Investing Corporation resulted 
trom its being controlled by the Associated Gas and Electric System 
for which he was financial consultant. And admittedly, Hastern 
Utilities Investing Corporation was just one of two or three hundred 
companies of which Mr. Burroughs was a director,**t whereas Asso- 
ciated Gas and Electric Company controlled most of the “System.” 
Mr. Stix, comptroller of Associated Gas and Electric Company and 
now a vice president, admitted that Eastern Utilities Investing Cor- 
poration was conceived for the purpose of aiding in the financing of 
Associated Gas and Electric Company.*” 


87 Td., at 23546. 

398 Td., at 23298, 28445-6, and Commission’s Hxhibit No. 3775. 
399 Td., at 23461, 23466, and Commission’s Hxhibit No. 3832. 
400Td., at 23466. 

401Td., at 23462. Mr. Burroughs testified (ibid.) : 


Q. How many years were you a director? 

A. I don’t know. I don’t know the date I was elected or resigned. The last ten 
or fifteen years I have been a director in at least two or three hundred corporations, 
domestic and foreign. That is what minutes are for. 

Q. And Eastern Utilities Investing Corporation was just one of two or three 
hundred companies of which you were a director? 

A. Well, haven’t I just said that? 


402 See supra, pp. 680-2. 
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9, SECONDARY DISTRIBUTION OF EASTERN UTILITIES 
INVESTING CORPORATION DEBENTURES 


Although the entire Eastern Utilities Investing Corporation de- 
benture issue of $35,000,000 was sold, a considerable amount of these 
debentures came back into the market.*?? The syndicate bought such 
debentures and resold them either in the market or through the sales 
organizations of the underwriters,*°* H. C. Hopson on behalf of 
Associated Gas and Electric Company agreed with the underwriters 
to “repurchase” from them up to $3,000,000 principal amount of East- 
ern Utilities Investing Corporation debentures.*°? Subsequently, this 
agreement was extended for one month on the condition that the prin- 
cipal amount which Associated Gas and Electric Company would be 
obligated to “repurchase” would be reduced from $3,000,000 to $2,000,- 
000.4°° The representatives of the bankers were unable to recall this 


48 Td. at 23491. A tabulation entitled “Harris, Forbes & Company—Analysis of Pur- 
chases and Sales in Connection with the ‘Trading Account’ Formed in Connection with the 
Original Issue of $35,000,000—Eastern Utilities Investing Corporation 5% Debentures 
Due 1954” shows that during the period March through August 1929, Harris, Forbes & 
Company on behalf of the syndicate made the following purchases and sales in a trading 
account with a resulting profit of $102,893.75 (supplementary information supplied the 
Commission by Amerex Holding Corporation, which is in possession of certain records of 
Harris, Forbes & Company, through George D. Woods, formerly assistant to Mr. Bur- 
roughs) : 


Bonds purchased Bonds sold 

1929: (par value) (par value) 
March —= Sse oe Ste ee ee eee S: $290, 000 $3, 835, 000 
ADS ee eee ew ee ee ee 1, 728, 000 2, 000 
Migy 222 oe a eee ee ee ee See 773, 000 253, 000 
Dui EOS ee Se es See 1, 058, 000 1, 807, 000 
JULY) a2 ee SS ee a eee 3, 864, 000 2, 399, 000 

PANU SUS eee ee ee Se eS 723, 000 140, 000 

8, 436, 000 8, 486, 000 


A tabulation entitled “Statement of the Amount of Eastern Utilities Investing Corpora- 
tion Debenture 5s of 3/15/54, acquired by Halsey, Stuart & Co., Inc. after Original Offer, 
py Months” shows that Halsey, Stuart & Co., Ine. acquired the following principal amount 
of debentures in the following years: 


192 Oe ae re te ee ee Se es See $2, 201, 000 
L030 Rear ee ee ee ee ee ee ee ee an Bee eee Brale 

11S Ape aes SSS Se EN ee eS ee ee 56, 000 
OSD) a ere ea ee SE ee ee ee oe ee ee 188, 000 
Mareh and @Aiprilyel 9 33a ee ee ee 31, 000 


TOtalz se ano een So ew ee eae ee ee eee eee ee ee eee 2, 997, 000 


It also shows that thereafter the firm reacquired no Eastern Utilities Investing Cor- 
poration debentures. (Derived from supplementary information supplied the Commission 
by Halsey, Stuart & Co., Inc.) 

404 [bid., and op. cit. supra, note 6, at 23492. 

40 Id., at 27228, Commission’s Exhibit No. 3842, Item 18. Wire dated July 1, 1929, from 
the New York office of Harris, Forbes & Company to Harris Trust & Savings Bank offered 
to take back debentures at 9214 from syndicate participants and explained that “* * * 
Syndicate shortage is two million and in addition Hopson has agreed take three million 
more from proceeds General Gas & Electric preferred. Berta [in charge of trading] hopes 
take care of more than five hundred thousand of our bonds.” 

406 Td., Commission’s Hxhibit No. 3842, Item 20 (identified at 27230) is a letter dated 
July 24, 1929, to The Harris Forbes Corporation, signed by H. C. Hopson as Vice president 
of Associated Gas and Electric Company, which reads: ‘Referring to our letter to you 
dated June 11, 1929, with respect to the repurchase by us on or before August 1, 1929, 
at your request, of 5% Gold Debentures due March 15, 1954, of Hastern Utilities Investing 
Corporation up to a principal amount of $3,000,000, this is to confirm our oral under- 
standing that the period within which you may make such request and within which we 
will repurchase such Debentures is extended to and including September 1, 1929, and that 
the principal amount of such Debentures which we are obligated to take up at your request 
is limited to a maximum of $2,000,000. Except as herein expressly modified, our said 
agreement of June 11, 1929, is hereby confirmed * * ¥*,” 
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agreement at the public examination and in the time available it was 
not ascertained to what extent, if any, debentures had been purchased 
pursuant to this agreement. "However, the underwriters did main- 
tain a market for the debentures *°* and it is apparent from the ex- 
istence of this agreement that the underwriters desired support for 
their maintenance of a market during the secondary distribution. It 
is also apparent that the management of Associated Gas and Electric 
Company was willing to commit that company to “repurchase” $3,000,- 
000 principal amount of Eastern Utilities Investing Corporation de- 
bentures in order to further such market support. 

During 1930 Harris, Forbes & Company made purchases and sales 
of Eastern Utilities Investing Corporation debentures in what they 
called a “sole account,” *°° and it apparently was this account to which 
reference was made in an inter-office memorandum dated August 12, 
1930, reading: 


Some weeks ago when Eastern Utilities debenture 5s were selling even more out 
of line with the market than they are today, we started a trading account to 
bring the price back to somewhere near a normal level. * * * up to the present 
time this account has been very successful. This last week sales have dried 
up * * *. In order to keep the market where it is and improve it slightly, 
it will be necessary for us to buy from ten to twenty bonds per day, and, natu- 
rally, we will have to sell an equal or greater amount. Having done 90% of 
the job, we hesitate to even think of letting this market slide back, and are, 
therefore, going to ask each member of the department to make a special effort 
to place these bonds. * * **° 


However, by May 1931 Mr. Hopson had evidently “tired” of sup- 
porting the oi ae for the Eastern Utilities Investing Corporation 
debentures, and determined upon a program of exchange offers by 
which securities of other companies in the Associated System were to 
be offered to investors in exchange for the debentures of Eastern Util- 
ities Investing Corporation.“° A message sent over the private wire 
of Halsey, Stuart & Co., Inc., from Mr. ‘Shrader of its Chicago office 
to Mr. Niver, of its New York office, on May 138, 1931, reads: an 


WHAT IS HOPSON REAL PURPOSE IN OFFERING PROPOSED EX- 
CHANGE FOR HASTERN UTILITIES 5s * * * 


407 Op. cit. supra, note 6, at 27217, 27229. 

408 A tabulation entitled ‘‘Purchases and Sales of Eastern Utilities Investing Corporation, 
5% Debentures due March 15, 1954, taken from the Security Ledgers of ‘Sole Account’ of 
Harris, Forbes & Co., N. Y., from May 31, 1930, to Dec. 31, 1932,” shows that during June 
1930, $170,000 principal amount was purchased and none sold; that during July 1930, 
$335,000 principal amount was purchased and $337,000 principal amount sold at a small 
profit. The tabulation also shows that by March 1931, $1,228,000 principal amount had 
been purchased and sold at a loss of $56,707. It further shows that by the end of 1932 the 
total amount purchased and soid in the account was $1,494,000 principal amount at an 
aggregate loss of $53,652. The table bears the following notation: ‘‘These transactions 
represent securities purchased and sold from and to Dealers, Brokers, Individuals, and 
Corporations, and is known as ‘Sole Account.’ According to the records of Harris, Forbes 
& Company, there was no ‘Trading Account’ formed from August 12, 19380, to December 31, 
1932.” (Derived from supplementary information supplied the Commission by Amerex 
Holding Corporation as indicated supra, note 403.) 

409 Op. cit. supra, note 6, at 27220-1 and Commission’s Exhibit No. 3842, Item 28. 

410Tqd., Commission’s Exhibit No. 3843, Item 15. 

4 Tbid. See also Items 26 and 27. 
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On this message is written Mr. Niver’s answer, as follows: 

Just another idea of Hop’s to improve market for Hastern Utilities 5’s, says 
he is tired trying to keep market in line by purchasing bonds and he thinks 
exchanges will take off market substantial amount of bonds eat ty 


G. Operations of Eastern Utilities Investing Cu nusn aon from 
April 1929 to June 1931 


1. PORTFOLIO OF EASTERN UTILITIES INVESTING 
CORPORATION IN APRIL 1929 


As has been indicated, the securities which Eastern Utilities Invest- 
ing Corporation received on April 3, 1929, consisted chiefly of securi- 
ties of General Gas & Electric Cor poration. “2 The complete list of 
portfolio securities of Eastern Utilities Investing Corporation, after 
the debenture issue, was as follows: *” 


| a 

Issuer Class | Cae Percent 

eee i | | 
INGSOOIRIG GS @: TN ONRIO OO. 5 sa sseee sees ass a noe see sesee= Class A_____| $4, 417, 500 5.5 
IDYG os O94 OO Meal my ct AT a ce ee Bee ork yee cee GB ole. 7, 349, 920 9.1 
S06 oe ce a ek ON i ae 5 es eh | Cony. Obl_.| 5, 194, 573 6.4 
GeneraleGas cp lectricl COupOnatl OMe asa ee Class B_____} 14, 250, 000 17.6 
| XO} Sa SO = Bei lak nea Se ge ace ee oe a eS ee ee ee aeee | $8 pfd. A___.| “4; 720, 657 5.8 
1D) Olea eee ete See oe BPS AA RE ak Oo) SPER be Nae oer $7 pfd. B____| 3, 366, 120 4.2 
DOSE Facer tenon ae eee A eee cat AAS EE OTe L A CE Ee @lasseAweees 2, 160, 000 2.7 
1D Oi SUE 2 ee eke et Se lee eee Be Bae $7 pfd. A____| 1, 946, 460 2.4 
GAS ce IMleghne AGSOOMIGS... -- eee ce se ee ee ees se see ose eeese ses 89 pidaeea= 8, 400, 000 10.4 
Hohe Oudliny Ioovesing OornonanlOn. -.-5--222-5225 ssecesensseseneae OY joel 1, 590, 000 1.9 
Witilitvalianacemente CO“pOTa tion mes == === = ae see ae a eee ee | UG iol 5, 000, 000 6.2 
Concmmens Comsnrmenom CO... .sscas-cascanceocecccosazescesesuces 19% OG = 5, 000, 000 6.2 
The J. G. White Management Corporation____________--------------- O% iG) = 100, 000 OI 
Optlrvergatilliateclee ora aaa CS eae eee ee aaa [eee eae | 1,371, 260 iL, 
NORA EuEMMAIaGl COMOROS eee eo ence ese se eens |beeoeeseeescee 64, 776, 490 80. 2 
INonathliatedicompani¢ss se" sss 526 2 iy ee ee ean en eee eee aeee as eee ae 15, 996, 110 19.8 

| 

MO tale DOnLIO] Ota mt See = a Seen ee cae Se ne (eee ee ae 80, 772, 600 100. 0 


Of the total investments, 21% was in securities of Associated Gas 
and Electric Company and 59% in that company’s subsidiaries and 
affiliates, with 33% concentrated in General Gas & Electric Corpora- 
tion. Toa substantial extent, Eastern Utilities Investing Corpora- 
tion’s investment in General Gas & Electric Corporation in April 
1929 was indirectly an investment in Associated Gas and Electric 
Company, and by then about 75% of the portfolio of General Gas 
& Electric Corporation consisted of securities of Associated Gas and 
Electric Company and its affiliated companies.*** 

Despite the avowed policy of the company which was stressed in 
the sale of its debentures, the portfolio of Eastern Utilities Investing 
Corporation showed a lack of diversification immediately after the 

42 See supra, pp. 692—4, Investment in General Gas & Electric Corporation. 

413 Op. cit. supra, note 6, Commission’s Exhibits No. 3772, Item 4 and No. 3805. 


414 ¥d., at 250712. 
153373—40—pt. 83——46 
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issuance of $35,000,000 principal amount of debentures. Approxi- 
mately 80% of the total portfolio cost was concentrated in Associated 
Gas and Electric Company, its subsidiaries, and affiliates. Approxi- 
mately 12% of the total portfolio cost was invested in one other com- 
pany, Utilities Power & Light Corporation. Of the remaining 8%, 
over 6% was invested in 19 utility companies operating in New 
England, of which the “System” was attempting to buy control. 
The balance of the proceeds, or less than 2%, was invested in other 
utility companies.**¢ 


29, MANAGEMENT OF EASTERN UTILITIES INVESTING 
CORPORATION 


Subsequent to the sale of the debenture issue no change in the 
modus operandi of Eastern Utilities Investing Corporation took 
place, for it continued to be managed entirely by representatives of 
Mr. Hopson acting through Associated Gas and Electric Company 
and Mr. Hopson’s service companies. Eastern Utilities Investing 
Corporation still had no office of its own and still maintained the 
same address as that of the Hopson service companies, at 61 Broad- 
way, New York City.’ Its board of directors remained, as before, 
composed of officers of Associated Gas and Electric Company or 
lawyers or bankers rendering service to that company and _ the 
“System.” #8 Upon the debenture financing, Mr. Stuart of Halsey, 
Stuart & Co., Inc., joined the board, of which Mr. Burroughs had 
been a member since his banking firm of Harris, Forbes & Company 
had been retained as financial advisers to the “System” in 1926. Mr. 
Brownback was attorney for the Associated Gas & Electric System.*® 
The officers of Eastern Utilities Investing Corporation were under 
Mr. Hopson’s control. 

The board of directors of Eastern Utilities Investing Corporation 
did not make it a practice to pass upon investments before they were 
made, but instead customarily ratified the transactions, if at all, long 
after they had been effected.*”° Mr. Stuart, who went on the board 
presumably to represent his firm in performing its obligations to its 
clients, stated that he did not know which securities were bought and 
sold and did not know why he was on the board.*#* Mr. Stuart 
testified : 4? 


#6 These companies were subsidiaries of New England Power Association, a nonafiliate 
of Associated Gas and Hlectric Company. 


46 Op. cit. supra, note 6, Commission’s Exhibit No. 3805: 
(a) 226,201 shares of Class B common stock of Utilities Power & Light 
Corponationycarriedtats 22 =. Coy ee ee ee ee ee $9, 731, 442 
(b) Securities of 19 utility companies operating in New England and 
now subsidiaries of New England Power Association (a nonaffili- ; 
abe) CaLriedsa tee = ee Oe Be ee ok ee ee 5, 202, 789 
(ec) Securities of 4 utility companies operating in New Hngland and 
now subsidiaries of New England Gas and Electric Association 
(anvaihiliate) mcarniedgataas—— oo) = == ee ee ee ee 325, 180 
47 See supra, pp. 632-5, Hastern Utilities Investing Corporation Controlled by Asso- 
ciated Gas and Electric Company. 
48 Op. cit. supra, note 6, Commission’s Exhibit No. 3771, Part I. 
419Td., at 23502-3. 
#0 Td., at 24210-1 and supra, p. 649. 
#17Td., at 27370-1. 
£22 Thid. 
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Q. Well, did you attend directors’ meetings regularly when you were a 
director? 

A. No; I did not. 

Q. Were you a director continuously from the time you went on the board, 
April 1, 1929, until the date that you resigned, December 31, 1932? 

A. Yes. 

Q. Now, what was the purpose of your being on the board of Hastern 
Utilities Investing Corporation as a representative of Halsey, Stuart & 
Company? 

A. Well; I really don’t know. I can’t answer your question. 

Q. As a director of Eastern Utilities Investing Corporation, what were you 
able to accomplish along the lines of protecting the public holder of the Eastern 
Utilities Investing Corporation debentures? 

A. I suppose the theory of my being a director was to attend all the meet- 
ings and report everything that happened. 

Q. But you didn’t do that? 

A. No; I only attended very few meetings, but I did see a lot of the different 
directors and had some idea of what the company was doing. 

Q. Did you ever oppose any of the switches of the securities which the com- 
pany carried out? 

A. I don’t recall that I ever did. 

Q. Now, since the indenture didn’t place a restriction on portfolio switches, 
the bankers’ having a representative on the board was about the only way that 
they could prevent any unwise switches in the securities. Isn’t that so? 

A. No; that isn’t the case at all. As a matter of fact, I only had one vote, 
I couldn’t have prevented anything. I might have protested, but that is as 
far as I could have gone. 

Q. So your being on the board really didn’t add any protection to the public 
investor, did it? 

A. No; I don’t think go. 

A. And yet in theory, that was the primary reason for your being on the 
board, isn’t it? 

A. Apparently that is it. I don’t know yet why I was put on, as I told you 
pefore. 


Mr. Stix and Mr. Daly, immediate assistants to Mr. Hopson, seem 
to have been primarily charged with handling the corporation’s 
investments. They would switch securities pursuant to directions of 
Mr. Hopson, or would prepare lists of investments which they 
thought would carry out his policies and thereafter submit them for 
his approval; in some cases they may have made some investments 
without consulting Mr. Hopson because of their knowledge that such 
transactions would be in line with his wishes.‘ 

Mr. Hopson and Mr. Mange had complete control of Eastern 
Utilities Investing Corporation through the indirect ownership of all 
of its voting stock by Associated Gas & Electric Properties.*?* Until 
July 1927, this control stock was indirectly owned by Associated Gas 
& Electric Properties. through Associated Gas and Electric Company. 
From then until 1932, the control stock was owned through another 
subsidiary of Associated Gas & Electric Properties, while “Associated 
Gas and Electric Company retained an option to reacquire this stock 


*8 Td., at 25019-21, 25039-41. See also id., at 24681, 24687-8, 23375-6, and 23389. 
424 See supra, pp. 632-5, and Appendix H, p. 798. 
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at cost.12° From the moment in 1925 when control was bought by 
Associated Gas and Electric Company until Eastern Utilities ite 
vesting Corporation went into 77B bankruptcy proceedings in 
October 1936, Eastern Utilities Investing Corporation never entered 
into a transaction involving the purchase, sale, or exchange of port- 
foho securities except with some Associated Gas & Electric System 
company.**® The individuals controlling every portfolio transaction 
of Eastern Utilities Investing Corporation, whether of purchase, sale, 
or exchange, were the same on both sides of the transaction. They 
represented the purchaser and the seller in the transactions which 
involved the use of the public’s funds. Mr. Stix, who executed Mr. 
Hopson’s orders and who had most to do with these transactions, 
testified that he saw no adverse interest between a buyer and a 
seller,*** and therefore no conflict of interest in representing faeh 
sides; that the price at which Eastern Utilities Investing Corporation 
acquired or disposed of securities “didn’t have a oreat deal of sig- 
nificance” and that he could assign any prices for the securities that 
he wanted to, provided they were “reasonable.” ##* He did not indi- 
cate that the reasonableness of these prices was subject to review. 

The shifts in the portfolio securities of Eastern Utilities Investing 
Corporation were apparently made with little regard for the interests 
of that company, and when the company was in financial difficulties 
as a result of these shifts, apparently no effort was made to improve 
its condition.*?® Mr, Stix testified : 4° 


Q. So that at that time [1929], Hastern Utilities Investing Corporation’s 
equity in relation to its debentures was better than Associated Gas and Elec- 
tric Company’s equity with relation to its debentures? 

A. Yes, sir. 

Q. And now Eastern Utilities Investing Corporation is now in 77—B proceed- 
ings, and Associated Gas and Electric Company is not, is that right? 

A. That is right. 

Q. And you still say that the price at which you put securities into Eastern 
Utilities Investing Corporation didn’t matter? 

A. Well, it would appear that subsequent events bear that out, because in 
spite of the large equity that Eastern Utilities Investing Corporation had, and 
plus or less what we put into it, it still went broke, and Associated Gas and 
Electric Company didn’t. 

Q. Well, while Eastern Utilities Investing Corporation was going along very 
well, you put securities in and took securities out quite freely, at will, did 
you not? 

A. Yes; to a large extent. 

Q. Now, when Eastern Utilities Investing Corporation got in trouble, why 
didn’t you put securities in that would keep its equity ratio high enough so as 
to keep it out of trouble? 


425 See note 220, supra. 

426 Op. cit. supra, note 6, at 23568. 

27 1d., at 23332. 

#28 Td., at 25119-20. 

429Td., at 25122. 

430 Td., at 25121—4, and Commission's Exhibit No. 3785. See infra, pp. 772—5, Institution 
of 77 B Proceedings in Bankruptcy. See also op. cit. supra, note 6, Commission Exhibit 
No. 3824. Eastern Utilities Investing Corporation was placed in reorganization proceedings 
under Section 77 B of the Bankruptcy Act at the direction of Associated Gas and Electric 
Company. 
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A. Well, because it was much easier to bail out the security holders of Hast- 
ern Utilities Investing Corporation rather than to bail out Eastern Utilities 
Investing Corporation itself. 

Q. So that you decided when and how the security holders of the Eastern 
Utilities Investing Corporation should be bailed out? 

A. Well, I don’t know as we decided when and how; we decided what we 
thought. was in the best interests of all of the Associated security holders as a 
whole, and that would be to place the Hastern Utilities Investing Corporation 
debenture holders in substantially the same position as they would have been 
in if in the first place they had bought Associated securities. 

Q. In the first place, you sold them the securities of the Hastern Utilities 
Investing Corporation, didn’t you? 

A. Yes, sir. 

Q. And then you let Hastern Utilities Investing Corporation get into trouble, 
isn’t that right? 

A. We didn’t let it get into’trouble; the market drove it into trouble. 

Q. You didn’t prevent it? 

A. We couldn’t prevent it. 

Q. And you would put the securities in, whose market value did get it into 
trouble; is that right? 

A. Yes. 

Q. And then to get Hastern Utilities Investing Corporation securities holders 
out of trouble, you forced them to buy securities or rather to take in exchange, 
securities of Associated Gas and Hlectric Company? 

A. We didn’t force them to. 

Q. The only way that they could get bailed out from their Eastern Utilities 
Investing Corporation investment, if you want to call it that, would be to take 
in exchange securities of the Associated Gas and Electric Company? 

No; they could sell them; there was a market for them. 

. And what was the market price? 

. I don’t know; comparatively low. 

. About $1.00 or $2.00? 

No; I don’t think that they ever got as low as that. 

$8.00 or $10.00? 

_ I wouldn’t be surprised if that was right, which is about where the Asso- 
ciated debentures went to, I would say. 


>rPOPOPOoD 


3. PORTFOLIO CHANGES FROM APRIL 1929 TO JUNE 1931 


With successive changes effected in the portfolio of Eastern Utili- 
ties Investing Corporation, the portfolio became even less diversified. 
In April 1929, the same month in which the list of securities was 
received in lieu of its debenture proceeds, the corporation was caused 
to sell to other “System” companies *** some of its investments in 
nonaffiliated companies carried at $2,706,500.% The concentration of 
portfolio investments thus became even more intensified, despite the 
announced portfolio policy of diversification. Subsequent sales of this 
type of security eliminated practically all the remaining securities 
of nonaffiliated companies by October 1931.*** 

431 Associated Gas and Electric Company, The General Finance Corporation and Associ- 
ated Corporation. (Id., Commission's Exhibit No. 3771, Part VII, Table 33.) 

4382 [q@., Commission’s Exhibit No. 8771, Part, VII, Table 33. 

493 See infra, pp. 720-3. 
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a. Associated Gas and Electric Company Class A Stock 


In April 1929 Eastern Utilities Investing Corporation purchased 
and sold large blocks of Associated Gas and Electric Company Class 
A stock. The list of securities delivered to Eastern Utilities Invest- 
ing Corporation in leu of its debenture proceeds included 77,500 
shares of that Class A stock at a price of $57 per share or a total 
cost of $4,417,500.4* In addition, the Corporation purchased 121,500 
shares of the Class A stock at the same price during the same month 
from Associated Gas and Electric Securities Company, Inc., an Asso- 
ciated Gas and Electric Company subsidiary,**® making the total pur- 
chases 199,000 at $57 per share or $11,343,000. The market price of 
the Class A stock at the time of the sale was $557% to $6014.48 Dur- 
ing the same month, with the same market prices prevailing, Eastern 
Utilities Investing Corporation was caused to sell 77,000 shares of the 
same stock at $52.89 per share and 20,000 shares at $55.12 per share 
to The Associated Corporation, also a subsidiary of Associated Gas 
and Electric Company.*** The weighted average sales price was, 
therefore, $53.35 per share and the loss on these 97,000 shares sold 
averaged $3.65 per share or approximately $355,000 within less than 
a month after purchase. 

Associated Gas and Electric Securities Company, Inc., had paid in 
only $35 per share to Associated Gas and Electric Company for these 
same shares which it sold to Eastern Utilities Investing Corporation.*** 
Furthermore, at the end of April 1929, Eastern Utilities Investing Cor- 
poration still held 102,000 shares of the Class A stock 4° costing $57 per 
share, a price which apparently was the result primarily of the “Sys- 
tem’s” market operations in that stock.*#° During the year 1929, over 
$2,500,000 shares of this Class A stock were purchased by the “System” 
on the New York Curb Exchange ‘#! whereas most of the sales were 
made off the exchange.‘ During 1929, 7,100,000 shares were distrib- 
uted off the market by direct sales, as dividends and in exchange for se- 
curities of subsidiaries,*** and consequently did not counterbalance 
the effect of this extensive buying on the market price of the stock. 
During the five months ending April 30, 1929, Associated Gas and 


44 See supra, pp. 691-2. 
48> Op. cit. supra, note 6, Commission's Exhibit No. Si Bart Vill Table 32) 
4 Ibid. Mr. Stix testified (id., at 24742-8) : 


Q. Did not Associated Gas and Electric Securities Company sell 199,000 shares of 
Associated Gas and Electric Company Class A stock to HBastern Utilities Investing 
Corporation ? 

. It did. 
When? 
In April 1929. 
. At what price? 
. Fifty-seven. 
. What was the total cost? 
. $11,348,000. 
. You have testified, have you not, that this price of $57 a share represented the 
market price of Class A stock at the time of acquisition ? 
A. I do not recall that I did, but I believe that it was about the market at that time. 
Q. That was the basis on which Eastern Utilities Investing Corporation acquired it, 
was it not? 
A. Yes. 
487 Td., Commission’s Exhibit No. 8771, Part VII, Table 33. 
438 Td., at 25109-11. 
£9 Td., Commission’s Hxhibit No. 3771, Part VII, Tables 32 and 33. 
#40 See supra, pp. 689-91. 
4 Op. cit. supra, note 6, at 24740. 
422 Td., at 24739—40. 
443 1d., at 24735-6. 
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Electric Securities Company, Inc., purchased 761,500 shares of the 
New York Curb Exchange or 84.2% of the 903,800 shares traded in on 
that exchange; and the market price rose from a low of $47 in Decem- 
ber 1928, to a high of over $60 in April 1929.*** 

As has been indicated, part of the cash proceeds of the sale of the 
Eastern Utilities Investing Corporation debentures which were trans- 
ferred to Associated Gas and Electric Company were used by Asso- 
ciated Gas and Electric Securities Company, Inc., to conduct the 
market operation in the Class A stock of Associated Gas and Electric 
Company which was subsequently sold to Eastern Utilities Investing 
Corporation.**® As a consequence, part of the proceeds of the de- 
benture issue was used to finance the market operations which*seem- 
ingly inflated the price of the stock which the Eastern Utilities In- 
vesting Corporation purchased at these higher prices. 

Mr. Stix, when examined on the use of these proceeds to inflate the 
price of stock, testified : *4° 

Q. Is it not true that the market price of Associated Gas and Electric Com- 
pany Class A [stock] at the date when Eastern Utilities Investing Corporation 
acquired it was higher than it would have been if Associated Gas and Hlectric 
Company directly, or through Associated Gas and Electric Securities Company, 
had not been making purchases in the open market of the Class A stock? 

A. No; I do not believe it would—that is just my opinion. 

Q. You disbelieve for the same reason you have already stated? 

A. Yes. 

Q. It is possible it was higher as a result of those purchases; is that not 
right? 

A. Oh, yes. 

Q. And you would not definitely testify under oath it was not higher as a 
result of those purchases? 

A. No; I would not testify definitely that it was not higher, nor would I 
testify definitely that it was higher, because I do not think there is any way 
you can really tell. 

Q. But there is a certain likelihood that the price was higher because of those 
purchases? 

A. There is such a possibility. 

Q. Associated Gas and Electric Securities Company was under the same 
control at the top as Eastern Utilities Investing Corporation at that time, was 
it not? 

A. Yes. 

Q. And Associated Gas and Electric Securities Company got at least part of 
its funds from Associated Gas and Electric Company; is that not right? 

A. Yes. 

Q. And at least part of these funds which came from Associated Gas and 
Electric Company were the proceeds of the Hastern Utilities Investing Corpora- 
tion debentures; is that not true? 

A. That is correct. 

Q. Then is it not fair to say that the proceeds of Eastern Utilities Investing 
Corporation debentures were used in part by the “System” to finance purchases 
which had an effect in raising the price of a security which was put into the 
Eastern Utilities Investing Corporation portfolio in place of those proceeds and 
at that higher price? 

444 See supra, note 355. 


445 See supra. p. 687. 
446 Op. cit. supra, note 6, at 24743-5. 
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A. Well, I think it is fair to say that the proceeds from the sale of the 
Eastern Utilities Investing Corporation debentures would find their way into 
the treasury of Associated Gas and Electric Company or Associated Gas and 
Electric Company advanced funds to Associated Gas and Electric Securities 
Company and that Associated Gas and Electric Securities Company in turn 
did buy Class A stock in the market and that by having bought that Class A 
stock in the market they may have affected the price at which the stock was 
selling, and that some of the stock which was so purchased was sold to Eastern 
Utilities Investing Corporation at the market which was established in what- 
ever way it was established. 

Q. And that some of the proceeds of the Eastern Utilities Investing Cor- 
poratién debenture issue were used to make purchases which may have raised 
the price of Class A stock at the time Eastern Utilities Investing Corporation 
acquired 199,000 shares of it? 

A. Yes; very definitely. 


The bulk of the 102,000 shares of Associated Gas and Electric 
Company Class A stock which remained in the portfolio of Eastern 
Utilities Investing Corporation at the end of April 1929, was held 
by the Corporation until November 1930. In November 1930, the 
Corporation sold to Associated Gas and Electric Securities Com- 
pany, Inc., 306,124 shares of the Class A stock of their common 
parent, Associated Gas and Electric Company, at $32.84 per share,*4 
representing a loss to Eastern Utilities Investing Corporation on the 
original 102,000 shares of $24.16 per share, or $2,464,820 on that in- 
vestment. The proceeds were used to purchase 153,062 shares of 
Associated Gas and Electric Company $4 preference stock at $65.67 
per share.*48 In other words, Eastern Utilities Investing Corpora- 
tion was caused to switch from the Class A stock to the $4 prefer- 
ence stock, receiving by this transaction half the number of shares 
at twice the price per share. Both the sales price of the Class A 
and the purchase price of the $4 preference were substantially above 
the market prices at the time, but no justification was offered for the 
exact ratio of 2 to 1 in the value of these two classes of securities. 
Had the Class A for which the Corporation had paid $57 per share 
been sold at what was then quoted as the market price of approxi- 
mately $20 per share,#? Eastern Utilities Investing Corporation 
would have realized a loss on that investment of $37 per share, or: 
$3,774,000 for the 102,000 shares it had purchased in April 1929. 
Also, on the basis of the then existing market price, an unrealized 
loss of approximately $1,300,000 was carried over to the new invest- 
ment in the $4 preference stock, whereas proper accounting would 
have required the realization of the full loss on an investment actu- 
ally sold. 

Mr. Stix, when examined on the possible conflict of interest in the 
various transactions effected by the Corporation, testified : °° 


A. Yes; there were a lot of transfers in and out of Eastern Utilities Invest- 
ing Corporation. 

Q. And in considering those transfers the directors of Eastern Utilities In- 
vesting Corporation who were also connected with the purchasing company 


447 Td., Commission’s Hxhibit No. 3771, Part VII, Table 33. 
448 Td., Commission’s Exhibit No. 3771, Part VII, Table 32. 
449 Td., Commission’s Exhibit No. 3771, Part VII, Table 33. 
40 Td., at 23332-3. 
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would have to consider the transaction from two conflicting points of view; 
isn’t that right? 

A. No; I don’t think so. 

Q. Don’t you think the buyer and seller usually have a conflicting point of 
view? 

A. No, sir. 

Q. You don’t think the buyer usually wants to get as high a price as he 
can—the seller wants to get as high a price as he can and the buyer wants 
to pay as little as he can? 

A. Yes; when they are not in the same family. 

Q. But really Eastern Utilities Investing Corporation and the purchasing 
company were in the same family? 

A. Exactly. . 

Q. But the minority stockholders of Hastern Utilities Investing Corporation 
were not in the same family, were they? 

A. Well, we thought they were. We treated them as though they were. 

Q. But it is at least conceivable that the purchasing company in the family 
would pay less for the stock than the minority interest of Eastern Utilities 
Investing Corporation would think fair, isn’t that right? 

A. Oh, yes; there are all kinds of opinions about what things are worth. 


b. Associated Gas and Electric Company $5 Preferred Stock 


Eastern Utilities Investing Corporation, immediately after the 
issuance of its debentures, had an investment of $7,349,920 in Asso- 
ciated Gas and Electric Company $5 preferred stock.**! Additional 
blocks of this $5 preferred stock were acquired from time to time 
until October 1929, when the corporation sold 130,000 shares of this 
$5 preferred stock for $11,700,000, the approximate market price, 
and purchased in lieu thereof $12,300,000 principal amount of Asso- 
ciated Gas and Electric Company 6% debentures for $11,685,000.*° 

A portion of these 6% debentures, $9,916,300 principal amount at 
par, were sold in May 1930. During that month, Eastern Utilities 
Investing Corporation paid to Associated Utilities Investing Corpo- 
ration $9,916,300 for 99,163 shares of second preferred stock of Gas 
and Electric Associates, an affiliate of Associated Gas and Electric 
Company. In September 1930, Eastern Utilities Investing Corpo- 
ration sold back 63,163 shares of that second preferred stock to 
Associated Utilities Investing Corporation and repurchased 6% de- 
bentures, a transaction involving $6,817,500.4% These transactions 
illustrate the size and rapidity of shifts in and out of the securities 
of the System which Eastern Utilities Investing Corporation was 
required to make in transactions with “System” companies. 


ec. General Gas & Electric Corporation Class B Common 


Included in the securities which Eastern Utilities Investing Cor- 
poration received in lieu of the cash proceeds of its debenture issued in 
April 1929 were 150,000 shares of General Gas & Electric Corpora- 
tion’s Class B common stock at $95 per share, or a total cost of $14,- 
250,000. In December 1929, after the stock market collapse, the Cor- 


451 Gee supra, pp. 701-2, Portfolio of Eastern Utilities Investing Corporation in April 


1929. 
452 Op. cit. supra, note 6, Commission’s Exhibit No. 3771, Part VII, Tables 32 and 33. 


453 [bid. 
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‘poration purchased 48,480 additional shares from a “System affiliate,” 
Associated General Electric Corporation, at a cost of $103.76 per 
share, or $5,025,097,!°* or at $8.76 per share more than Eastern Utilities 
Investing Corporation had paid in April of that year when the mar- 
ket was rising. This latter cost price represented the, liquidating 
value of the stock plus a pro rata share of the earned surplus. The 
possibility of realization on the surplus of General Gas & Electric 
Corporation was of course, problematical. Apparently it was not 
‘even contended that the price of $103.76 bore any relation to the mar- 
ket price of these securities, but only that it represented the involun- 
tary liquidating value plus a pro rata share of the earned surplus of 
General Gas & Electric Corporation. Neither the reason for the 
selection of this method of valuation nor the method by which such 
large blocks of stock in the portfolio of General Gas & Electric Cor- 
poration could be liquidated at carrying value was disclosed. The 
greater part of the portfolio of General Gas consisted of securities of 
its parent, Associated Gas and Electric Company.** It is question- 
able that such large blocks of Associated securities could be sold with- 
out so depressing their market price, with the consequent depression 
of the value of the General Gas & Electric Corporation stock. 


d. Stocks of Service Companies of the “System” 


The portfolio of Eastern Utilities Investing Corporation in April 
1929 also included 7% preferred stock of the following service com- 
panies of the “System.” *°¢ 

Utility Management Corp., 50,000 shares_ sees Sy, CCD, (CO 
Consumers Construction Co., 50,000 shares ee ee) OOO OO 
The J. G. White Management Corp., 1,000 shares 


Ota eee ie es 10, 100,000 


In December 1930, Eastern Utilities Investing Corporation exchanged 
all these preferred stocks of these service companies at an assigned 
value of $10,100,000 for 108,775 shares of Associated Gas and Electric 
Company $6.50 preference stock at an assigned value of $92.85. The 
purchase price which Eastern Utilities Investing Corporation thus 
paid for these $6.50 preference stocks was $4.35 per share, or $478,- 
171.25 above the high market price of $88.50 per share and $12.85 per 
share or $1,397,758.75 above the low market price of $80 per share.**? 

And Mr. Stix testified that the service company preferred stocks 
which Eastern Utilities Investing Corporation thus gave up to Asso- 
ciated Utilities Investing Corporation,*** another “System” company, 
were the best securities Eastern Utilities Investing Corporation had 
in its portfolio at the time.*” 


454Td., Commission’s Exhibit No. 3771, Part VII, Table 32. 

#5 The extent of these cross holdings and their effect on the General Gas & Electric 
Corporation portfolio are indicated in that portion of the Federal Trade Commission Report 
dealing with General Gas & Electric Corporation as well as in the report on the same 
company made by the New York Stock Exchange. (Id., Commission’s.Bxhibit No. 3820.) 

46 See supra, pp. 701-2, Portfolio of Hastern Utilities Investing Corporation in April 
1929. 

47 Op. cit. supra, note 6, Cominission’s Exhibit No. 8771, Part VII, Tables 32 and 33. 
These market quotations were supplied by representatives of the Associated System in 
answering the Commission’s questionnaire. 

458 Tbid. 

49 Op. cit. supra, note 46, at 2488-41. 
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e. Utilities Power & Light Corporation Class B Stock 


On March 31, 1929, immediately prior to the receipt of the proceeds 
of the debenture issue, Eastern Utilities Investing Corporation owned 
226,201 shares of the Class B voting trust certificates of Utilities 
Power & Light Corporation *°° which were carried at $48.02 per share 
or $9,731,442.*5+ Most of these shares were acquired in 1928 at a 
market price of approximately $28 per share.**? The shares were 
written up from $28 to $43, a total write-up of approximately $3,000,- 
000, prior to the debenture issue.*? 


4, SUMMARY 


The above-enumerated purchases, sales, and exchanges are but a 
few of the many large transactions which Eastern Utilities Investing 
Corporation made between April 1929 and June 1931. During the 
years 1929 and 1980 the total purchases amounted to $87,963,876.01 
and $50,198,828.91, respectively, and the sales amounted to 
$59,558,892.02 and $55,722,605.15, respectively.*** Despite the fact that 
the offering circular used in connection with the debentures stated that 
the holdings of the company were to be “for long-term investment,” 
the average turn-over during these years was about 75% per year, 
which indicates that during this period the investment company 
bought and sold securities with an aggregate value per year equal to 
about 150% of the average market value of the portfolio during the 
year.“ Through many of these transactions, the resources of East- 
ern Utilities Investing Corporation were used for the benefit of those 
in control of the Associated System.** 


“The Associated System still has a substantial block of this class of stock of Utilities 
Power & Light Corporation. (In the matter of Utilities Power & Light Corporation, Com- 
mission Docket No. 52-10, Exhibit A.) 

46. Op. cit. supra, note 6, Commission’s Exhibit No. 8805. 

462 Td., Commission’s Exhibit No. 3771, Part VII, Table 32. 

43 Td., Commission’s Exhibit No. 3780, Haskins & Sells Report on General Audit of 
Accounts of Hastern Utilities Investing Corporation from January 1, 1928, to January 31, 
1929. 

464 Op. cit. supra, note 6, Commission’s Exhibit No. 3771, Part VII, Tables 32 and 383. 

466 This turn-over rate was derived by dividing one-fourth the value of the aggregate 
portfolio transactions (after adjustment for the receipt of the proceeds from the company’s 
debenture issue) by a weighted annual average market value of the portfolio during the 
period. 

460 See supra. In addition to the methods already described, the Associated Gas & 
Electric System used the credit of Eastern Utilities Investing Corporation by causing that 
company to borrow substantial sums from banks. 

On July 30, 1930, Eastern Utilities Investing Corporation issued a note for $1,500,000 
with interest at 4%, % per annum payable to The Public National Bank and Trust Com- 
pany of New York. On that day, Hastern Utilities Investing Corporation purchased 13,247 
shares of Associated Gas and Electric Company $5 preferred stock for an aggregate cost 
of $1,191,793 from General Gas & Electric Corporation. (Op. cit. supra, note 6, Commis- 
sion’s Exhibit No. 3836.) It is evident that the Eastern Utilities Investing Corporation 
was caused to borrow this money from the bank to effect this purchase. (This purchase 
transaction appears on the same statement submitted by the corporation showing the 
bank loan.) The note which was due on January 31, 1931, was finally paid by Eastern 
Utilities Investing Corporation on May 6, 1931, by an advance of $1,500,000 on open 
account from Associated Gas and Electric Company to Hastern Utilities Investing Corpora- 
tion. (Op. cit. supra, note 6, Commission’s Exhibit No. 3836.) This open account advance 
was paid in May 1931 by the delivery to Associated Gas and Electric Company of 14,456 
shares of its $6.50 preference stock out of the portfolio of Eastern Utilities Investing 
Corporation. (Id., at 26050, and Commission’s Exhibit No. 3771, Part VII, Table 33.) 

Another loan was obtained by Eastern Utilities Investing Corporation in January 1932 
from The Public National Bank and Trust Company of New York. Although, as at 
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December 31, 1931, Eastern Utilities Investing Corporation had investments which had 
cost it approximately $60,000,000 (id., Commission’s Exhibit No. 3771, Part I, certified 
balance sheet in annual report for the year ended December 31, 1931), the comptroller of 
the company admitted that ‘“‘what it had in its portfolio was not suitable for collateral” 
to secure a $325,000 loan. (Id., at 25737.) 

In this connection, Mr. Stix testified (ibid.) : 


Q. Would you not say that the effect of these transactions was that Hastern 
Utilities Investing Corporation purchased the collateral securities from Associated 
Gas and Electric Company and sold to it in return the Cities Service notes and the 
scoala Gas and Electric Company $6.50 cumulative preference stock? 

. Yes. 

Q. And Eastern Utilities Investing Corporation used these securities which it had 
purchased in that way as collateral securing its $325,000 note? 

A. That is correct. 

Q. Now, why did Eastern Utilities Investing Corporation have to purchase such 
collateral ? 

A. For the reason that what it had in its portfolio was not suitable for collateral. 


In preparation for the loan, Eastern Utilities Investing Corporation purchased from 
Associated Gas and Electric Company fixed interest obligations, primarily of operating 
subsidiaries of Associated Gas and Electric Company, to be used as collateral for the loan. 
(id., at 25753.) These securities were carried on the books of Hastern Utilities Investing 
Corporation at $474,500. (Id., at 25735-6.) At the same time, January 1932, Hastern 
Utilities Investing Corporation sold to Associated Gas and Electric Company, $200,000: 
principal amount of Cities Service Company 6% notes and 2,650 shares of Associated Gas 
and Hlectric Company $6.50 preference stock. (Ibid.) On January 23, 19382, Hastern 
Utilities Investing Corporation used the securities it received on this exchange as 
collateral to secure a $325,000 note payable to The Public National Bank and Trust Com- 
pany of New York. (Id., Commission’s Wxhibit No. 3817; collateral securities are shown on 
the face of the note.) Eastern Utilities Investing Corporation through its subsidiary, 
then purchased 11,604 shares of stock of The Public National Bank and Trust Company 
of New York at $24.50 per share for a total of $284,298 in cash, part of which cash con- 
sisted of money lent by the bank, from the Public National Corporation, an affiliate of the 
bank. (Id., at 25741.) Thus, Eastern Utilities Investing Corporation exchanged its port- 
folio securities for other securities, which were pledged as collateral for a loan from The 
Public National Bank and Trust Company of New York to raise cash to buy the stock of 
that bank. (Id., at 25742.) 

The Public National Bank and Trust Company of New York did considerable business 
with various companies of the “System” and blocks of this bank stock were owned by H. C. 
Hopson personally and by some of the ‘“‘System’’ companies. (Derived from supplementary 
information supplied the Commission—affidavit verified August 4, 1938, of Harold A. Meriam, 
and assistant vice president of The Public National Bank and Trust Company of New York.) 
This bank also had acted as depository to receive $18,800,000 principal amount of Eastern 
Utilities Investing Corporation debentures pursuant to public exchange offers. (Op. cit. 
supra, note 41, p. 344.) 

Some light may be thrown on the purpose of the transaction by a letter dated February 
2, 1932, in which Eastern Utilities Investing Corporation gave Public Utility Investing 
Corporation a ‘‘call” (option to purchase during a given period at a stated price) on that 
bank stock during the succeeding five years at $24.50 per share (op. cit. supra, note 6, at 
25742 and Commission’s Exhibit No. 3817), the same price at which Hastern Utilities 
Investing Corporation, through its subsidiary, had just acquired the stock. The record 
does not disclose the consideration, if any, received by Eastern Utilities Investing Cor- 
poration for this call or any benefit.the transaction might have been to Eastern Utilities 
Investing Corporation.~. It -will be remembered that Mr. Hopson was president, director, 
and a large holder of the common stock of Public Utility Investing Corporation, and that 
10,000 shares of Public Utility Investing Corporation preferred stock had been, on July 31, 
1927, put into Eastern Utilities Investing Corporation’s portfolio. (See supra, pp. 652-4, 
Public Utility Investing Corporation, and op. cit. supra, note 6, at 23394, and Commis- 
sion’s Exhibit No. 3778.) 

On June 24, 1932, the note of $325,000 was reduced to $175,000 and was paid in full on 
July 25, 1932. (Id., Commission’s Exhibit No. 3817; face of note so marked.) Associated 
Gas and Electric Corporation (Delaware) advanced the funds to pay off the loan and 
received the collateral securing the loan. All of the securities originally in the portfolio 
of Eastern Utilities Investing Corporation which were exchanged for the securities used as 
collateral for the loan, however, could not be returned since the $200,000 Cities Service 
Company note included in the block exchange, had matured in the meantime and the cash 
went to Associated Gas and Hlectric Company or Associated Gas and Hlectric Corporation. 
(id., at 25755-6.) As a consequence, Eastern Utilities Investing Corporation virtually 
gave up $200,000 in cash and received in exchange more securities of the Associated Gas 
& Electric System in lieu of the proceeds of the note. In lieu of the Cities Service notes 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES CNS 


H. Reacquisitions of Debentures and Portfolio Changes, June 
1931 to June 1933—Attitude of the Bankers and of the 
Indenture Trustee 


1. REACQUISITION BY THE “SYSTEM” OF EASTERN 
THROUGH VARIOUS EXCHANGE OFFERS 
UTILITIES INVESTING CORPORATION DEBENTURES 


Through Eastern Utilities Investing Corporation, Associated Gas 
and Electric Company had gained a utility system and had raised 
$32,812,500, which Associated Gas and Electric Company used for 
its own expansion, particularly in the acquisition of General Gas 
& Electric Corporation.” However, by June of 1931 Eastern Util- 
ities Investing Corporation’s debentures had substantially declined 
in market price, reaching a price of $53 per $100 debenture.*** Their 
value, of course, depended almost entirely upon the value of securities 
of Associated System companies. 

The Associated Gas and Electric Company, through various of 
its subsidiary companies, began an active program consisting of a 
series of offers to shift the holders of the securities of Eastern Util- 
ities Investing Corporation into Associated Gas and Electric Com- 
pany securities. The first offer of exchange was made by Associated 
Gas and Electric Securities Company, Inc. ., on June 16, 1931, and 
offered for $1,000 principal amount of Eastern Utilities Investing 
Corporation 5% debentures (with a market quotation of $530) a $1,000 
principal amount of Associated Gas and Electric Company 416 % 
convertible debentures due 1949 *° (with a market quotation of 
$660) .47 The acceptance of this offer was immediately recom- 
mended by Harris, Forbes & Company, and Halsey, Stuart & Co., 
Inc.,“ the original underwriters of the Eastern Utilities Investing 


of $200,000 plus accrued interest Eastern Utilities Investing Corporation received $258,000 
principal amount of Mohawk Valley Company 6’s due 1981, valued at $206,400, of which 
$6,400 was an open account. (Id., Commission’s Exhibit No. 3771, Part VII, Tables 32 and 
33.) These bonds were ultimately used to purchase $310,000 principal amount of its own 
debentures from Associated Gas and WHlectric Company. at a price of about $65 when 
the market price was $30. (Id., Commission’s Exhibit No. 3772, Item 19.) Substantial 
amounts of Associated Gas and Electric Company $6.50 preference stock remained in the 
portfolio when the company went into 77B proceedings. (Id., Commission’s Exhibit No. 
3783, p. 18.) 
Mr. Stix testified (id., at 25756—7) : 

Q. Now, to summarize this operation, would you not say that Hastern Utilities 
Investing Corporation purchased collateral securities from Associated Gas and Electric 
Company, giving in exchange some of its portfolio securities; then pledged its col- 
lateral securities to a $325,000 note, used most of the proceeds of this note to buy 
bank stock of the bank which lent the money to Eastern Utilities Investing Corpora- 
tion, and then all of these operations were reversed and the note was paid off? 

A. Yes; I think that is a fair interpretation of what happened. 

Q. In other words, was not Eastern Utilities Investing Corporation used as a 
vehicle to borrow money to buy bank stock which was subject to call given to Public 
Utilities Investing Corporation? 


A. I think very definitely Eastern Utilities Investing Corporation’s credit was used 
to help Associated and that call may have some significance, too. 

Q. Well, in this case Hastern Utilities Investing Corporation’s credit was used to 
help Public Utilities Investing Corporation ; is that not right? 

A. I think it was of assistance to them. 

467 See supra, p. 685. 

468 Op. cit. supra, note 6, Commission’s Exhibit No. 3826. By September 1931 The New 
York Trust Company, the trustee of the debenture issue, was put on notice of the fact 
that the debentures were selling around 36. (Id., at 23746.) 

469 Td., Commission’s Exhibit No. 8772, Item 388. 

470 Tq., Commission’s Exhibit No. 3826. 

41 Td., Commission’s Exhibit No. 3848, Item 19. See copy of letter dated June 15, 1931, 
to debenture holders from Harris, Forbes & Company and Halsey, Stuart & Co., Ine. 
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Corporation debentures. Subsequently, various offers were made to 
the holders of these debentures to exchange these securities for Asso- 
ciated Gas and Electric Company 5% convertible certificates, Asso- 
ciated Gas and Electric Company 414% debentures due 1958, 
Associated Gas and Electric Company convertible obligations, 
Series A, Associated Gas and Electric Company 4% debentures due 
1983, and Associated Gas and Electric Company 5% income deben- 
tures due 1983.47 . 

The convertible certificates and the convertible obligations were 
practically the same security under different names, and both had 
the unusual feature that the issuer had the option to convert these 
securities, which apparently were evidences of debt, into preferred 
stock. The holder also had the usual similar option. 

In each exchange offer the security offered had a market quotation 
higher than that of the Eastern Utilities Investing Corporation de- 
bentures exchangeable therefor.*7? This no doubt was intended to 
induce acceptance of the offer. 

As a result of these numerous exchange offers, the Associated 
Gas & Electric System had acquired, up to the end of the year 1981, 
$18,398,000 principal amount of the Eastern Utilities Investing 
Corporation debentures, and had paid for these debentures the 
following : #74 

$672,329 cash; 

$16,705,000 principal amount of Associated Gas and Electric Company 444% 
Convertible Gold Debentures due 1949; 

$221,600 principal amount of Associated Gas and Electric Company 414% 
Gold Debenture Bonds, Consolidated Refunding Series, due 1958; 

$489,000 principal amount of Associated Gas and Electric Company 5% 
convertible certificates.” 

These offers were not only made by Associated Gas and Electric 
Securities Company, Inc., which was apparently a “System” com- 
- pany, but were also made by The General Finance Corporation,*7¢ 
which was not disclosed to the security holders as a “System” com- 
pany. Mr. Stix testified, when examined on this nondisclosure: 477 

Q. Didn’t the use of another company encourage debenture holders to believe, 
not only that more than one company was recommending the exchange of these 
debentures, but also that an independent company, without the name ““Asso- 
ciated” in its title, was recommending these exchanges? 

A. It may have had that effect. 

* * * * * * * 

Q. Did the public know that General Finance Corporation was a part of the 
same system of which Eastern Utilities Investing Corporation was a part? 

A. Well, I don’t know except that they were of the same address. The letters 
didn’t so state. 


472 Td., Commission’s Exhibit No. 3826. 

473 Thid. 

#4Td., Commission’s Exhibit No. 8772, Item 19. See also Commission’s Exhibit No. 
St (5, 

4 Changed by the company first into convertible obligations, and, in June 1932, into 
convertible obligations due in the year 2002. (Id., at 25982.) 

476 The General Finance Corporation procured the names of the holders from the records 
of Eastern Utilities Investing Corporation. It was a subsidiary of Associated Gas and 
Hlectric Company but none of these letters referred to its connection with the ‘‘System,” 
(Id., at 25999-26000.) 

47 Td., at 26001, 25999. 
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In addition, Eastern Utilities Investing Corporation, from time to 
time, recommended to its own security holders the acceptance of offers 
made by these “System” companies.‘7® 

Although the nature of the offers, and the emphasis in presenting 
them, varied from time to time, the program of inducing Eastern 
Utilities Investing Corporation investors to give up their claims 
against the corporation and take securities of Associated Gas and 
Electric Company persisted from June 1931, until July 26, 1987, the 
date of the confirmation of the amended reorganization plan,‘ and a 
few have been made since then.**° The initial and amended plans of re- 
organization of Eastern Utilities Investing Corporation provided for 
exchange of Eastern Utilities Investing Corporation securities for 
securities of Associated Gas and Electric Company as had the original 
exchange offers. 

The intensity of the campaign to reacquire the Eastern Utilities In- 
vesting Corporation debentures is revealed by the number of offers 
made to the holders. Mr. Stix testified : 4% 


Q. Now, my count of the number of circulars put out by General Finance Cor- 
poration and sent to Hastern Utilities Investing Corporation debenture holders 
with reference to its exchange offers, is that there were fifteen of them. That 
does not strike you as being too many, does it? 

A. It does not . 


3k 2 * * * : o *% 

Q. Now, my count of the offers made by Associated Gas and Hlectric Securities 
Company is that in approximately five months the Eastern Utilities Investing 
Corporation debenture holders received five such exchange offers. Do you find 
anything wrong with that? 

A. No. 


A similar intensive campaign to induce the exchange of the other 
securities of Eastern Utilities Investing Corporation for securities of 
the “System” was conducted. Mr. Stix testified : 4%? 


Q. And in respect to the exchange offers to the holders of Eastern Utilities In- 
vesting Corporation preferred stock, starting in November of 1931, there were 
apparently ten exchange offers sent to them. Do you find anything wrong with 
that? 

A. No. 

Q. And in respect to the exchange offers sent to the holders of Hastern Utilities 
Investing Corporation $6 preferred stock, there were apparently nine offers sent to 
them. Do you find anything wrong with that? 

A. No. 

Q. In respect to the exchange offers sent to the holders of Eastern Utilities In- 
vesting Corporation participating preference stock starting in November 1931, 


478 Td., Commission’s Exhibit No. 8772, Item 389. 

479 Td,, Commission’s Exhibits Nos. 3784 and 8785. The terms of the amended reorgan- 
ization plan, which was confirmed by the court on July 26, 1987, provide for an exchange 
of Associated Gas and Electric Company securities for Eastern Utilities Investing Cor- 
poration securities. 

480 See In the matter of Associated Gas and Electric Company before the Securities and 
Exchange Commission Docket No. 1-1810, p. 438, where, on April 28, 1939, Mr. Stix 
testified. 

Q. These exchange offers continued up until July 26, 1937, the date of the con- 
firmation of the reorganization plan of Hastern Utilities Investing Corporation? 
A. Yes; and a few have been made since then too. 
481 Op. cit. supra, note 6, Commission’s Exhibit No. 3826, at 25999-6000. 


42 1d., at 26001-2. 
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there were apparently nine offers sent to them. Do you find anything wrong 
with that? 

A. No; that is correct. 

Q. Now, with respect to the exchange offers sent to holders of Eastern Utilities 
Investing Corporation Class A stock, there were apparently eight letters and one 
telegram sent to them. Do you find anything wrong with that? 

A. That is correct. 

Q. So that, according to my [count], the Hastern Utilities Investing Corporation 
security holders received a sum total of sixty-two letters and one telegram offer- 
ing exchanges in various securities of the Associated Gas & Electric System. 
Does that seem right? 

A. That is right. The record will show that they did not all go to the same 
security holders. 

Q. Now, if a holder of Eastern Utilities Investing Corporation debentures did 
not accept any exchange offer, he would have received a total of fifteen offering 
letters of which ten would have been received in less than one year or almost one 
a month. Do you find any fault with that? 

A. That is correct. 


The New York Trust Company, the trustee of the debenture issue, 
did not keep up with the exchange offers.**? In response to any in- 
quiries, the trustee merely made available in the form called for by 
the indenture, the formal certificates filed by the officers of Eastern 
Utilities Investing Corporation, and then usually referred the inquirer 
to Eastern Utilities Investing Corporation.*** 

The attitude of The New York Trust Company is apparent in a 
memorandum from the trustee’s own investment committee, dated 
February 11, 1932, to Mr. Downing, the officer of The New York Trust 
Company in charge of its Corporate Trust Department: *° 


Our Investment Committee does not care for any Associated Gas and Electric 
securities, particularly the Eastern Utilities Investing Corporation’s bonds. 

As The New York Trust Company is Trustee for this issue, we hesitate about 
expressing an opinion to individuals and the Investment Committee suggested that 
the inquiry be handled directly by the Corporate Trust Department. 


The only advice given by the trustee to inquirers was to refer them 
to the one-page certificates filed with the trustee by Eastern Utilities 
Investing Corporation officers and Hopson service companies and, for 
any further information, to refer them to the Eastern Utilities Invest- 
ing Corporation, which was dominated by the same personalities who 
dominated the corporations making the exchange offers. Mr. Cooper, 
an officer of The New York Trust Company, testified : **° 


Q. And because The New York Trust Company was trustee of the issue, the 
investment committee which usually gives investment advice to inquirers referred 
such inquiries to the corporate trust department? 

A. That is correct. 

Q. As the result of this memorandum [supra], did the corporate trust depart- 
ment answer inquiries about the Eastern Utilities Investing Corporation de- 
bentures? 

A. Yes, sir. 


488 Td., at 23759. 

48£Td., at 23787-8. 

48 Tq., Commission’s Exhibit No. 3782, Item 36-A. 
486 Td., at 23787-90. 
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@. How many inquiries did it answer? 

A. Quite a number I would say. 

Q. * * * What was the nature of the information which the corporate trust 
department gave in response to these inquiries? 

A. We gave in response to such inquiries information which we had available, 
and usually referred the inquirer to the company for further information. 

Q. That is, referred the inquirer to the Eastern Utilities Investing Corporation? 

A. Yes, sir. 

* SS He * * * * 

Q. I believe you testified in response to these inquiries about the Eastern 
Utilities Investing Corporation debentures that you furnished such information 
as the Corporate Trust Department had available; isn’t that right? 

A. Yes. 

Q. Of what did that information consist? 

A. Well, we could enlighten the inquirers as to the terms of the indenture, 
about which there was considerable misapprehension. We could give them the 
amount of bonds outstanding, 

Q. You could give them what? 

A. The amount of bonds outstanding, and the information contained in certifi- 
eates filed with us. 

Q. And that was all that you could give them? 

A. Yes, sir. 

Q. If they had had a copy of the indenture, they could have turned it over to 
their own counsel for an opinion, could they not? 

A. Yes; they didn’t get any opinion from us as to the construction of the 
indenture. 

. You merely showed them a copy of the indenture? 

. Or quoted from it. 

. You never expressed an opinion as to its interpretation? 

No. 

. They could have obtained the amount of debentures outstanding from 
various well-known financial sources, could they not? 

A. I believe so. 

Q. And the information contained in the certificates wasn’t of very much 
help to the inquirers, was it? 

A. Not as to detail of the specific assets of the corporation. 


Oro 


o> 


The certificates, in the form called for by the indenture, contained no 
more than a statement by officers of Eastern Utilities Investing Cor- 
poration to the effect that the fair value of the company’s assets had 
been computed in accordance with the indenture and aggregated a 
certain amount and “that the Company is not known to the signers 
of this certificate to be in default with respect to any of the terms 
and conditions of said Indenture.” The certificates also contained 
a statement by a Hopson service company of the total amount of out- 
standing funded debt and the total amount of temporary indebted- 
ness.“87 In view of the discussion later in this report as to the 
manner in which these amounts were determined, it is apparent that 
the information furnished by the Trustee to inquiring debenture 
holders was what the management of the Associated System said the 
total assets and debt of Eastern Utilities Investing Corporation were 
at certain dates. With only one exception, these figures were sup- 


47 Td., Commission’s Hxhibit No. 8787, Items 17, 17a, et seq. 
1538378—40—pt. 3 47 
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plied only once a year and at least three months after the date to 
which they applied. 

In connection with the continuous campaign to switch the holders 
of preferred and Class A stocks of Eastern Utilities Investing Cor- 
poration **° into other securities of the “System,” a different approach. 
was employed by the “System” from that which was employed with 
the debenture holders. Ag early as November 12, 1931, the possibility 
of default under the asset coverage provision (the “touch-off clause”) 
of Eastern Utilities Investing Corporation debentures was em- 
phasized in a letter to the holders of prior preferred stock of East- 
ern Utilities Investing Corporation : *°° 


Should the value of the assets go below 125% of the amount of the debentures 
outstanding, an event of default would occur and the principal of all the de- 
bentures then outstanding, together with accrued and unpaid interest thereon, 
may by the trustee be declared to be forthwith due and payable. 


However, the debenture holders, who might have taken some action 
to protect their interest in case of a default, were not apprised by the 
“System” that a default. was imminent until February 16, 1933, fifteen 
months later," when the bankers, Harris, Forbes & Company and 
Halsey, Stuart & Co. , Inc., wrote them a letter saying, among other 
things: , 

The unprecedented decline in security values has made it apparent that an 
upturn in quoted values would be necessary to avoid such a default. 


and urging acceptance of an exchange offer made the same day by 
The General Finance Corporation. 192 

By that time, a default under the indenture had already occurred,‘®* 
but was not disclosed.** Three months later the Associated System, 
by a letter dated May 12, 1933, from The General Finance Cor pora- 
tion, admitted to debenture holders for the first time the imminence 
of default, using similar language: 


The unprecedented decline in security values has made it apparent that a 
material upturn in quoted values would be necessary to avoid such a default. 


The notice by the “System” of imminence of default actually was not 
given by the “System” in order to enable the debenture holders to 
assert their rights under the indenture but was coupled with a state- 
ment to the effect that liquidation of the company would return 
less than $8.50 on a $100 debenture, in a letter seeking to induce 
debenture holders to vote for the elimination from the indenture of 
the “protective provisions,” the breach of which would constitute a 
default.*° 

The value of the assets of Eastern Utilities Investing Corporation 
had not suddenly declined from over 125% of the amount of de- 
bentures outstanding (the minimum asset coverage required by the 
indenture) to 8.5%. This decline had occurred gradually. Yet the 


485 Tbid. Also see the indenture. 

489 Td., Commission’s Hxhibit No. 3772, Items 40 to 44, inclusive. 
49° Td., Commission’s Exhibit No. 8772, Item 40. 

491 Td., Commission’s Exhibit No. 3772, Item 39. 

422 Td., Commission’s Exhibit No. 3771, Part I. 

493Td., at 24642. 

494 Td., at 252189. 

495 Td., Commission’s Exhibit No. 3772, Item 39. 
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debenture holders were not informed of the long existing default. 
The letter of May 12, 1933 to debenture holders spoke of default 
as still only a future possibili ity. 

The advisability of accepting the numerous exchange offers was 
manifestly a difficult problem for the security holders. Security 
holders sought counsel from their brokers, security dealers, or in- 
vestment houses. However, commissions were. paid by the “System” 
to the bankers who successfully recommended the acceptance of these 
exchange offers,*°° and as a consequence their advice may not have 
been entirely unbiased and free from pecuniary interest. Harris, 
Forbes & Company received $27,911.62 in commissions for securing 
the deposit. of $3,217,000 amount of debentures, and Halsey, Stuart & 
Co., Inc., received $38,553.74 in commissions for the debentures they 
caused to be deposited pursuant to various exchange offers.427 Mr. 
Stix testified :49° 


Q. Now, how could the Eastern Utilities Investing Corporation security hold- 
ers determine the advisability of these multitudinous exchange offers? 

A, Well, I believe most of them referred the exchange offer to their broker 
or security dealer or investment house. ‘Some of them may have decided for 
themselves. 

Q. But the holder, and particularly the small holders, was confronted with a 
considerable amount of difficulty in making up his mind whether these offers 
were fair or not? 

A. Yes; that is the unfortunate plight of the small holder all the time. 

Q. And even the large holder would have to take up quite a number of 
different offers with his broker, if he had one, or with his investment advisor, 
if he had one? 

A. Yes. 

Q. Commissions were paid to bankers in connection with these exchange offers, 
were they not? 

A, Yes; commissions were paid. I don’t know up to what point. I know 
commissions were paid. 


2, EXCHANGE OFFER OF JUNE 1931 


As previously stated, on June 16, 1931, the price of the debentures 
had dropped to $53. 2 Aecording to the banker’s memorandum, Mr. 
Hopson had “tired” of supporting the market for the debentures.> 
The portfolio was largely composed of Associated System securities. 
Accordingly, only two years and three months after the debentures. 
which were to mature in 1954, 23 years later, were issued, Associated 
Gas and Electric Securities Company, Inc., wrote to the holders of 


496 See infra, p. 719. 

4% Derived from supplementary information supplied the Commission by Harris, Forbes & 
Company and Halsey, Stuart & Co., Inc. (tabulation supplied by Harris, Forbes & Company 
and letter dated August 29, 1938, from Halsey, Stuart & Co., Ine.). See also op. cit. supra, 
note 6, Commission’s Exhibit No. 3843, Item 20. Ina letter dated June 18, 1931, Genera} 
Utilities Securities, Incorporated, offered Harris, Forbes & Company and Halsey, Stuart 
& Co., Inc., a commission of % of a point on all debentures deposited for exchange under 
the offer then current, and for the deposit of which these bankers were directly responsible. 

498 Op. cit. supra, note 6, at 26002-3. 

499 Td., Commission’s Exhibit No. 3826. 

500 Td., Commission's Exhibit No. 3848, Item 15, memorandum dated May 18, 1931. 

®01 See supra, pp. 700-1 and id., Commission's Exhibit No. 3771. 
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the debentures offering securities of the Associated Gas and Electric 
Company in exchange for the debentures. On June 15, 1931, the 
bankers, Harris, Forbes & Company and Halsey, Stuart & Co., Inc., 
urged the acceptance of the offer of Associated Gas and Electric 
Securities Company, Inc., to exchange the Eastern Utilities Invest- 
ing Corporation debentures on a par for par basis for the 414% 
convertible gold debentures due 1949 of Associated Gas and Electric 
Company. The bankers, in a joint letter, stated :°” 


Under present market conditions the securities of investing companies, 
however, do not enjoy the same favor with the investing public as securities 
of companies controlling important groups of public utility properties. The 
offer to exchange Eastern Utilities Investing Corporation debentures for those 
of Associated Gas and Blectric Company is being made to enable holders desir- 
ous of transferring their investment from the debenture of an investing 
corporation to that of a public utility eorporation to do so without incurring 
the loss which would be necessary if the Eastern Utilities Investing Cor- 
poration debentures were to be sold under present market conditions and the 
proceeds reinvested. 

We feel that the offer of exchange is distinctly in the interest of the holders 
of Eastern Utilities Investing Corporation debentures. 


For securing deposits under this exchange offer, Halsey, Stuart & 
Co., Inc., received $11,396.25 in commissions and Harris, Forbes & 
Company the same net amount.°*° 

On June 16, 1931, the offer, as described above by the bankers, was 
made by Associated Gas and Electric Securities Company, Inc., to 
the holders of the debentures of Eastern Utilities Investing Corpora- 
tion in a letter stating: °* 


The market action of the Eastern Utilities Investing Corporation 5% gold 
debentures, due 1954, has indicated that many of the holders of these debentures 
wish to dispose of their holdings, in spite of a satisfactory earnings showing 
for the year 1980 and assurance by the bankers, Messrs. Harris, Forbes & Com- 
pany, who with Halsey, Stuart & Co., Inc., headed the syndicate which sold this 
issue, that the debentures were adequately protected. The selling is apparently 
due principally to the fact that investment company securities, such as those of 
Eastern Utilities Investing Corporation, are not in favor with the investing 
public, who seemingly fear for the safety of income and principal in face of 
the continued decline in security prices. 


The reference to “investment company securities, such as those of 
Eastern Utilities Investing Corporation” being in disfavor carried 
with it the obvious implication that the Eastern Utilities Investing 
Corporation was a diversified investment company and that the se- 
curities offered by Associated Gas and Electric Company in exchange 
therefor were materially different in nature from the investment 
company securities. However, as has been indicated, the portfolio 
of Eastern Utilities Investing Corporation was loaded with Associated 
Gas & Electric System securities. 

This offer was revocable by Associated Gas and Electric Com- 
pany if less than $5,000,000 principal amount of debentures were 


502 Op, cit. supra, note 6, Commission’s Exhibit No. 3772, Item 39. 

503 Derived from supplementary information supplied the Commission by Halsey, Stuart & 
Co., Inc., and Harris, Forbes & Company. Harris, Forbes & Company received $14,253.75 but 
refunded $2,857.50, retaining $11,396.25. 

501 Op. cit. supra, note 6, Commission’s Exhibit No. 8772, Item 39. 
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offered for exchange and Associated Gas and Electric Company could 
refuse to accept exchanges in excess of $10,000,000 principal amount. 
The offer was to expire on July 31, 1931 (one and one-half months 
after it was made), with the option to the offerer of extending the 
period for not exceeding thirty days. 

The letter of June 16, 1931, did not disclose that the offerer, Asso- 
ciated Gas and Electric Securities Company, Inc., was a subsidiary 
of Associated Gas and Electric Company except as this relationship 
could be guessed from the similarity of names; it did not disclose the 
fact that Associated Gas and Electric Company had at that time 
complete control over Hastern Utilities Investing Corporation and 
Associated Gas and Electric Securities Company, Inc.; nor did it 
disclose the contemplated disposition of the Eastern Utilities Investing 
Corporation debentures which were to be acquired by its affiliates, 
although actually Eastern Utilities Investing Corporation was about 
to undergo a partial liquidation. 

By July 23, 1931, $7,000,000 principal amount of debentures had 
been cleposited pursuant to that offer. On July 31, 1931, or eight days 
later, with over $10,000,000 principal amount deposited, the period 
of this offer was extended to August 31, 1931, and the amount to be 
accepted was increased to $15,000,000.5% 

When examined as to whether the trustee of the debenture issue kept 
itself informed of the exchange offers, Mr. Cooper of The New York 
Trust Company testified : °°7 

Q. Did The New York Trust Company make any attempt to keep up to date 
with offers made in exchange for the debentures for which it was trustee? 

A. Not as trustee; it did not. 

Q. But did you in any other capacity? 

A. I don’t know. 


3. PORTFOLIO SWITCH OF SEPTEMBER 30, 1931 


On September 29, 1931, the board of directors of Eastern Utilities 
Investing Corporation, composed of Associated selected individuals, 
authorized the exchange of certain “System” securities and all except 
two of the remaining “non-System” securities in the portfolio of 
that corporation for securities to be selected by the company’s officers 
who were also individuals connected with the “System.” Three 
issues of Associated Gas and Electric Company were selected. Mr. 
Stix selected these securities early in October after the quarterly 
statement was prepared; but the transaction was consummated as 
of September 380, 1931.°°° Mr. Stix stated that the exchange of the 
list of portfolio securities for the three Associated Gas and Electric 
Company issues of securities, as far as he was concerned, was solely on 


5% Ibid. Apparently, the real purposes of these limitations were to expedite the ex- 
change, and, apparently, the more restrictions imposed by the offer, the greater would 
be this effect. 

508 Tbid. 

‘7 Td., at 238759. It will be recalled that the investment committee of the trustee had, 
in a memorandum dated February 11, 1932, to the trust department, expressed its opinion 
with respect to the Eastern Utilities Investing Corporation debentures and the securities 
of the Associated Gas and Electric Company, saying “Our Investment Committee does not 
care for any Associated Gas and Electric securities, particularly the Eastern Utilities 
Investing Corporation’s bonds.” (Id., Commission’s Exhibit No. 8782, Item 86—A.) 

508 Td., Commission’s Hxhibit No. 3819, 
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the basis of their income; and that he did not consider intrinsic 
or market value of the securities exchanged.°°® He testified : *° 


Q. * * * Was the amount of prospective income taken into consideration 
on the securities received in the 1931 exchange? 

A, Yes; that was the basis upon which the exchange was made * * * go 
that Eastern Utilities Investing Corporation would have securities which would 
produce to them enough income to be ‘able to service the securities which were 
outstanding. 

Q. In making that exchange September 30, 1931, did you consider anything 
more than the income from the securities which you had accepted in the 
exchange? 

A. I didn’t, but others that had to do with it may have. 

Q. But you never considered the intrinsic worth or value of the incoming 
securities or their market value at the time of the exchange? 

A. I didn’t. 


a. Sixty Different Issues in the Portfolio Exchanged for Three 
Issues of Associated Gas and Electric Company Securities 


The securities selected by Mr. Stix consisted of three blocks of 
securities as follows 


68,442 shares of Associated Gas and Electric Company $5 preferred stock. 

26,888 shares of Associated Gas and Hlectric Company $6.50 cumulative 
preferred stock. 

$35,000,000 principal amount of Associated Gas and Electric Company 5% 
convertible certificates.” 


More than sixty different issues of securities in the portfolio of 
Hastern Utilities Investing Corporation were exchanged for these 
three blocks.? These three blocks of securities were entered on the 
books of Eastern Utilities Investing Corporation at an aggregate of 
$36,264,210, which was approximately the carrying value of the secu- 
rities which Eastern Utilities Investing Corporation gave in ex- 
change.” The $35,000,000 principal amount of Associated Gas and 
Electric Company convertible certificates were valued at $70 per 
$100 principal amount or a total of $24,500,000.7* No market. trans- 
actions had taken place in these certificates at the time.** The figure 
of $70 was based only on a bid which one of Associated Gas and 
Electric Company’s specialists said had been placed.*® Mr. Stix 
testified : °” 


509 Td., at 25020. 

510 Op. cit. supra, note 46, pp. 1133-5. 

1 Td., Commission’s Exhibit No. 3819. The Associated Gas and Electric Company 5% 
convertible certificates were the same security offered to debenture holders in exchange 
for their Eastern Utilities Investing Corporation debentures by offer dated September 28, 
1931, by Associated Gas and Hlectriec Securities Company, Ine. Consequently, even though 
a debenture holder refused to exchange, he had nevertheless acquired without his knowl- 
edge an indirect interest in the convertible certificates substituted for part of the prior 
portfolio. 

2 Op. cit. supra, note 6, Commission’s Hxhibit No. 3808, Item H. 

513 Ibid. 

*14Td., Exhibit A to Mr. Cromwell’s testimony. 

516 Td., Commission’s Exhibit No. 3856 

516 Td., Exhibit A to Mr. Cromwell’s testimony. 

517 Td., at 26998. 
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Q. What did you know about the market for $35,000,000 of convertible cer- 
tificates ? 

A. I knew they were worth about 50. 

Q. At the end of September, 1931? 

A, About that time, yes. 


These 5% convertible certificates in the principal amount of $35,000,- 
000 were selected because it was stated by Mr. Stix they would, as 
long as interest was paid on them, enable Eastern Utilities Investing 
Corporation to service its outstanding $35,000,000 principal amount 
of 5% debentures. These convertible certificates were convertible at 
the issuer’s option at any time into $5 dividend series preferred 
stock of the issuer, and were also convertible at the holder’s option 
into $5 cumulative preference stock of the issuer.** Both conversion 
rights called for one share of stock for each $100 of convertible obli- 
gations.°"? However, at a meeting of the directors of Eastern Utili- 
ties Investing Corporation on October 20, 1931,°°° the directors who, 
as has been indicated, were individuals connected with the “System”, 
authorized a written agreement with Associated Gas and Electric 
Company confirming an oral understanding with that company that 
Eastern Utilities Investing Corporation would not exercise its right 
to convert the convertible certificates which it held in its portfolio 
into the $5 cumulative preference stock of Associated Gas and Elec- 
tric Company. The effect of that agreement was to make the $35,- 
000:000 of 5% convertible certificates of Associated Gas and Electric 
Company held by Eastern Utilities Investing Corporation convertible 
into $5 preferred stock only at the option of Associated Gas and 
Electric Company, the controlling interest. 

The designation of the Associated Gas and Electric Company con- 
vertible certificates, which Eastern Utilities Investing Corporation 
received as of September 30, 1931, was changed in November 1931 to 
convertible obligations, without any alteration of rights thereunder.® 

In June 1932, Associated Gas and Electric Company called for 
conversion all the various convertible obligations and convertible 
debentures, which were convertible at its option, and offered to the 
holders the option to take in lieu of the Associated Gas and Electric 
Company $5 preferred stock its 5% convertible obligations Series A 
due in 2002.°*° Associated Gas and Electric Company specified that 
if the holder failed to notify the company that he desired to accept 
the $5 preferred stock, Associated Gas and Electric Company would 
send the convertible obligations, Series A due in 2002. Thus, al- 
though the holder had the right to receive the $5 preferred stock, 
the Associated Gas and Electric Company put the burden on the 
holder of asking for that stock, or else he would receive the convert- 
ible obligation due in 2002.°?* 

#19 Td., at 25976. 

20 At this same meeting, the directors refused to make the portfolio public. 

21 Op. cit. supra, note 6, at 25982. 

©27Td., at 25982. Mr. Stix testified (id., at 25983) : ‘So, the holder of those certificates 
could do one of three things: he could send in his certificate and get convertible obliga- 
tions; he could send in his certificate and get preferred stock; or he could keep his 
certificate and keep it the same as though he had sent it in and had received the convert- 


ible obligations.” 
523 1d., at 25983—4. 
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b. General Gas & Electric Corporation Class B Voting Stock 
Exchanged for Class A Nonvoting Stock 


In September 1931, in addition to switching the 60 different securi- 
ties from the portfolio of Eastern Utilities Investing Corporation into 
the three blocks of Associated Gas and Electric Company securities 
previously mentioned, Eastern Utilities Investing Corporation was 
caused to give up its investment in the Class B (voting) stock of Gen- 
eral Gas & Electric Corporation. It will be remembered that in aid 
of the plan of the Associated System to procure control of General 
Gas & Electric Corporation, Eastern Utilities Investing Corporation 
in April 1929 had been used by the “System” as a financing vehicle by 
being caused to acquire 150,000 shares of General Gas & Electric Cor- 
poration Class B common stock in the form of a due bill.*24 In Decem- 
ber of that year Eastern Utilities Investing Corporation acquired 
48,430 additional shares of the Class B common stock of General Gas & 
Electric Corporation. Through a split-up of five for one, the hold- 
ing of 198,430 shares became 992,150 shares of General Gas & Electric 
Corporation Class B stock.®2¢ 

In September 1931 Eastern Utilities Investing Corporation was 
caused to transfer to Associated Gas and Electric Company these 
992,150 shares of General Gas Class B stock at approximately $20 a 
share for a total consideration of $19,275,096 80,°27 payable in the same 
number of shares of General Gas & Electric Corporation Class A stock 
on a share-for-share basis. Mr. Stix testified : °28 


Q. So that the price per share of approximately $20 a share was the same for 
each; isn’t that right? 

.A. Yes; I don’t think that the $20 had any particular significance ; it was the 
substitution of one for the other. 

Q. Now, the market at the time of the exchange for the General Gas Class B. 
was what? 

A. 5% bid. 

Q. And the market at the same time for the General Gas Class A was what? 

A. Well, there was a low of—there are two prices, 444 and 2%. 

2 ok oo ok * * * 

Q. * * * which shows the low to have been 2% and the high 4% on the 
New York Stock Exchange; isn’t that right? 

A. That is correct. 


Mr. Stix refused to concede that on the basis of market price Eastern 
Utilities Investing Corporation was giving up several points per share 
by this exchange, explaining: °”° 
Well, there was a difference of 114 points in the quoted figures, but I don’t think 


that the market figures here have any relationship whatsoever to a block of stock 
of 962,000-share size. 


The market quotation of 554 for General Gas & Electric Corporation 
Class B common stock was Associated Gas and Electric Company’s 


§24Td., at 25050—1. 

525 Td., Commission’s Exhibit No. 3771, Part VII, Table 32. 

STL, Gis Anew, 

527 Td., Commission’s Exhibit No. 3771, Part VII, Table 33. 

528 Td., at 25066—7 and Commission’s Exhibit No. 3771, Part VII, Table 32. 
S22 d at 250K. 
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bid for this stock.**° However, Associated Gas and Electric Company 
evidently was not interested in the A stock of General Gas & Electric 
Corporation. Mr. Stix testified as follows: **1 


Q. But it wasn’t willing to pay that much for the General Gas Class A, 
was it? 

A. Well, I don’t know. I don’t know that the Associated [Gas and Electric 
Company] was acquiring any General Gas Class A at that time. The B stock 
would naturally have more of an appeal to the Associated [Gas and Blectric 
Company] than the A stock because the B stock carried with it voting control, 
and they were anxious to control 100%. 

Q. Isn’t that why Associated [Gas and Electric Company] took the General 
Gas Class B stock from Eastern Utilities Investing Corporation and substituted 
the General Gas Class A stock for it? 

A. Very definitely. 


Mr. Stix advanced as the only other reason for the switch that 
because the Class A preceded the Class B to a limited extent in order 
of distribution of dividends and rights on liquidation, “on a declin- 
ing trend, that there was just a little more assurance that dividends 
could be paid on the Class A than on the Class B—other than that, 
there was no distinction.” >? 

In view of Associated Gas and Electric Company’s control of 
Eastern Utilities Investing Corporation, it is obvious that the reason 
for the exchange was to place the General Gas & Electric Corpora- 
tion voting stock in Associated Gas and Electric Company’s direct 
control at a time when Eastern Utilities Investing Corporation was 
becoming involved in financial difficulties.*? The slight preference 
of the Class A over Class B was the rationalization for the exchange. 
“There was no free market for the Class B common stock at that 
time” and 55g “was what was being bid by Associated for such shares 
as were still outstanding with the public.” °° Associated Gas and 
Electric Company through market transactions had put a higher 
price on the securities it received than on the securities it gave to 
Eastern Utilities Investing Corporation, although it was claimed that 
Eastern Utilities Investing Corporation was getting the better in- 
vestment. The fact that during 1929, General Gas & Electric Cor- 
poration issued 170,000 shares of Class B at $95 per share and 380,000 
shares of Class A at only $70 per share may be indicative that the 
Class B stock which Eastern Utilities Investing Corporation gave 
up was worth more than the same number of shares of Class A it 
received in return.>*> 


530 Td.,.at 25068. 

531 1d., at 25068-9. 

saTd., at 25070. General Gas & Electric Corporation Class A stock had the right to 
receive 30 cents a share (after the five for one split up) before the General Gas & Electric 
Corporation Class B stock would receive a dividend. The Class A stock also had the right 
to receive $5 on liquidation before the General Gas & Electric Corporation Class B would 
be entitled to any payment. But after the General Gas & Electric Corporation Class B 
received either 30 cents as a dividend or $5 a share in liquidation, both classes would 
participate on an equal basis. (Ibid.) 

533 Td., at 26013. 

534 Td., at 25068. 

535 Td., at 25072. 
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Later, Eastern Utilities Investing Corporation was caused to sell 
its General Gas Class A stock.to Associated Gas and Electric Com- 
pany at 50¢ per share and realized a loss of about $19,000,000.°°° 


c. Consequences of the Portfolio Switches of September 1931 


As an indication of the ultimate aggregate loss which Eastern 
Utilities Investing Corporation suffered on the securities received 
by it from Associated Gas and Electric Company on the portfolio 
switches of September 1931, a tabulation prepared under the super- 
vision of Mr. Stix shows that the portfolio then surrendered had 
by January 1938 a market value approximately $16,000,000 greater 
than the market value in January 1938 of the securities received by 
Eastern Utilities Investing Corporation.*** Even after taking into 
consideration cash and scrip dividends paid on the securities re- 
ceived, as compared with payments on securities surrendered, the 
portfolio switch of September 30, 1931, on the basis of recent prices, 
cost Eastern Utilities Investing Corporation over $13,000,000.*** 

The September 1931 portfolio switch was an important point in 
the history of Eastern Utilities Investing Corporation apart from 
the large loss it occasioned the company. Associated Gas and Elec- 
tric Company evidently considered that it had a sufficient amount 
of the debentures to control all of the activities of Eastern Utilities 
Investing Corporation. The exchange represented a change of policy 
from that of an active ostensible investment company to that of a 
company in liquidation, a role Eastern Utilities Investing Corpora- 
tion had been caused to play once before.**® The portfolio of Eastern 
Utilities Investing Corporation, as of the close of business on Sep- 
tember 30, 1931, consisted of only the following: **° 


1,100,904 shares of General Gas & Electric Corporation” Class 


A stock, carried at________ Se Il cen a 9 a ele a A _ $19, 818, 873 
153,062 shares of Associated Gas and Electric Company $4 cumu- 
leave jORSierRe] SHOP, CarPmPiecl Ai 12, 825, 989 


75,000 shares of Associated Gas and Hlectric Company $5 preferred 
stock, and 104,477 shares of Associated Gas and Electric Com- 
pany $6.50 cumulative preferred stock, and $35,000,000 principal 
amount of Associated Gas and Electric Company 5% convertible 


CORMINCAUES, TOSOUMOP Camriedl Mi ose 43, 917, 994 
$200,000 principal amount of Cities Service Company 6% notes 
Chie 1B, CmePled! Mia sop oie uth Oe 2) Benne ss 200, 000 
$2,000,000 principal amount of Utilities Power & Light Corporation 
Oo Caoomimres Cue WEE, Emenee ar 1, 916, 250 
MO al eet Morne, Be Gertler tree ene 3k eb EN Pet ate ALOE, 78, 679, 056 


°86 Op. cit. supra, note 46, pp. 1355-6 and op. cit. supra, note 6, Commission’s Exhibit 
No. 3771, Part VII, Table 33. 

°87 Td., Exhibit H to Mr. Stix’s testimony. 

SSSrlde abe Ome: 

88° This was from July 1926 to August 1927 when its portfolio was a due bill for 242,700 
shares of Associated Gas and Electric Company $7 preferred stock. (See supra, p. 646.) 

540 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 12. : 

54 The portfolio of this company consisted largely of securities of Associated Gas and 
Electric Company. 
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As a result of the September 30, 1931, exchange, the carrying 
value of investments in Associated Gas and Electric Company pre- 
ferred stock or obligations convertible by Associated Gas and Elec- 
tric Company into its preferred stock increased to $56,748,933. Mr. 
Stix selected most of this large block of Associated Gas and Electric 
Company securities for Eastern Utilities Investing Corporation’s 
portfolio at a time when he was recommending that all companies 
in the Associated Gas & Electric System immediately discontinue 
dividend payments.°** Associated Gas and Electric Company did 
discontinue dividends on its preferred stocks after April 1932.°* 

The officers of Eastern Utilities Investing Corporation certified to 
the debenture trustee under date of October 9, 1931, that as of Septem- 
ber 30, 1931, the fair value of the corporation’s total assets was $52,- 
624,807.91. The market value of the company’s portfolio securities 
as computed for the purpose of justifying this certificate aggregated 
between $52,3878,734.50 and $51,901,121.50 according to an exhibit of- 
fered in evidence by a representative of the “System.” *4° This ag- 
gregate valuation included a valuation of $24,500,000 assigned to nie 
$35, 000 000 principal amount of Associated Gas ‘and Electric Com- 
pany convertible certificates—a valuation based merely on one bid of 
70. But according to a schedule prepared in the office of Harris, 
Forbes & Company, the estimated value of the same portfolio, as of 
only fifteen days later, was only $33,710,892.°4* On the basis of this 
valuation of $33,710,892, the market value of Eastern Utilities Invest- 
ing Corporation’s portfolio was only about 96% of the face amount of 
its outstanding debentures,*4* whereas in the indenture covering this 
debenture issue the company had covenanted to maintain an asset ratio 
of 125% of the amount of outstanding debentures at all times, and 
not to pay any dividends while this asset ratio was below 150% .*48 
Even the much higher valuation of $52, 624,807.91 certified by the 
company’s own officers gave an asset ratio of only 150.4%, or a small 
fraction over the required 150%, indicating that the values were 
assigned to permit continuation of dividends. 

According to the valuation in the bankers’ files, the Eastern Util- 
ities Investing Corporation debentures should then have been con- 
sidered in default. However, no default was publicly declared or 
admitted then or at any time thereafter.°* 

5422 Op, cit. supra, note 6, at 25211. 

53 7d., Exhibit F to Mr. Stix’s testimony. The dividends resumed in 1935 were merely 
scrip. (See also id., at 26972 et seq., and Commission’s Exhibit No. 3775.) 

544 Td., Commission’s Exhibit No. 3782, Item 28. 

55 7d., Exhibit A to Mr. Cromwell's testimony. 

546 Td., Commission’s Hxhibit No. 8842, Item 39. 

BT Tid. . 

548 Td., Commission’s Exhibit No. 3771, Part I. 

549 As will be discussed in more detail hereafter, as late as May 12, 1933, the Hastern 
Utilities Investing Corporation wrote its debenture holders (id., Commission’s Exhibit No. 
8772, Item 39): ‘““[he Indenture under which your Debentures were issued provides, among 
other things, that so long as any Debentures are outstanding, the fair value of the assets 
of this Corporation shall be equal to at least 125% of the aggregate amount of all its 
indebtedness ; also that any deficiency under such provision, continued for sixty days after 
notice to this Corporation from the Trustee, shall constitute a default. The unprecedented 
decline in security values has made it apparent that a material upturn in quoted values 
would be necessary to avoid such a default. Dividends on this Corporation’s preferred 
stocks were discontinued some time ago.” This letter was written although the ratio of 
market value of its portfolio to its funded indebtedness, according to the company, was 
then only 8%4%. (Ibid.) 
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4, EXCHANGE OFFER OF SEPTEMBER 1931 


On September 28, 1931, Associated Gas and Electric Securities 
Company, Inc., made a new offer of exchange for the remaining East- 
ern Utilities Tnvesting Corporation debentures outstanding with the 
public. It offered to exchange either $1,000 principal amount of 
Associated Gas and Electric Company 5% Convertible certificates °° 
or $900 principal amount of Associated Gas and Electric Company 
Gold Debentures, Consolidated Refunding 444% Series due 1958 for 
$1,000 principal amount of debentures of Eastern Utilities Investing 
Corporation. This letter of September 28, 1931, sent by Associated 
Gas and Electric Securities Company, Inc., to the holders of Kastern 
Utilities Investing Corporation 5% Gold Debentures due 1954, also 
stated : °° 


The additional $100 principal amount of Associated Gas and Hlectric Company 
4% Gold Debentures, due 1958, necessary to round out the amount deliverable 
to an even $1,000 principal amount will be sold to the [debenture holders] at 
the closing market price on the date of deposit of the Hastern Utilities Investing 
Corporation debentures, if so desired. 

In order to avoid any misunderstanding please note that the enclosed form 
of letter of transmittal, which is for your convenience in depositing your de- 
bentures, contains a provision whereby you agree to hold the Associated Gas 
and Electric Company securities received in exchange for a period of at least 
120 days from the date of delivery thereof. 


That offer was made subject to withdrawal at any time without 
notice. The time of termination of the offer was fixed at November 
30, 1931.5? The terms of the offer were such that one wishing around 
$1, 000 of Associated Gas and Electric Company debentures w ould have 
to invest an additional $100 cash in that company. ‘The letter said 
that the enclosed form of letter of transmittal was for the investor’s 
convenience in depositing his debentures, but the form letter of trans- 
mittal contained a provision prohibiting the holder from disposing, 
for at least 120 days, of the Associated Gas and Electric Company 
securities received in exchange, thereby avoiding any pressure on the 
market such sales might cause. 

The New York Trust Company, trustee of the Eastern Utilities 
Investing Corporation debenture issue, while these offers of exchange 
were being made, was repeatedly requested by debenture holders for 
information regarding the value of the portfolio, but referred such 
inquiries to the issuing corporation, which was controlled by the 
“System” making the offers. 

Mr. Cooper testified : °° 


Q. In other words, there was some doubt about the Hastern Utilities Investing 
Corporation portfolio, and when that doubt was raised, the trustee still did 
nothing further than refer the inquirer to the issuing corporation? 

A. That is correct. 


550 Td., at 26998. As of two days later $35,000,000 principal amount of these were put 
into Hastern Utilities Investing Corporation’s portfolio apparently at 70. (See supra, 
pp. 722-3.) Mr. Stix testified they were worth 50. 

551 Td., Commission’s Hxhibit No. 3772, Item 39. 

552 Thid. 

553 Td., at 23775-6. 
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The trustee was put on notice in September 1931 by The Fulton 
County National Bank and Trust Company that the debentures of 
Eastern Utilities Investing Corporation were selling at around 36. 

Mr. Cooper testified : °°4 

Q. So that The New York Trust Company on or about September 1931 was put 
on notice that the Eastern Utilities Investing Corporation debentures were selling 
around 36? 

JX NEES 


Considering the fact that under the terms of the indenture Eastern 
Utilities Investing Corporation was obligated to maintain a ratio of 
assets to debentures of 125% at all times and of 150% so long as 
dividends were declared, the market price of $36 for the debentures 
would indicate either a lack of such coverage or a market completely 
out of line with the assets of the company. In either event, the 
trustee might have been expected to fortify itself with information 
upon the condition of the company in order to act under the inden- 
ture, if the required asset coverage did not exist, so as to protect 
the debenture holders from suffering further losses. However, the 
debenture trustee contented itself with asking for an interim cer- 
tificate of asset value,°°’ and when officers of Eastern Utilities Invest- 
ing Corporation filed a certificate, in the form called for by the in- 
denture, showing a barely adequate aggregate figure, the trustee did 
not seek a list of the portfolio in order to check the valuation, but 
relied on the certificate.°*° 

Mr. Stix testified on direct examination by his company’s counsel in 
the Tax Proceedings as follows: °7 


Q. Was there any danger as of the 1st of December 19381, let us say, that 
there might be any default under the provisions of the indenture? 
* * * * * * * 


A. Well, being in a declining market condition at that time we could only 
make surmises as to what was likely to happen. There didn’t seem to be any 
reason that could be seen that the markets would stop declining. On the 
other hand, we weren’t certain that they would continue to decline, and in 
the exercise of good, prudent, business judgment we began to give consideration 
to taking whatever steps should be taken to guard against the possibility of a 
further decline which might result in a violation of the covenants of the 
indenture. 

Q. And you were concerned at that time with the danger of a default under 
the provisions of the indenture? 

A. We were primarily concerned with the possibilities of a default if the 
decline in the market continued. 

Q. Did you discuss those fears with any members of the board of directors 
of Eastern Utilities Investing Corporation or of any of its executive officers? 

A. Yes; I did. 

Q. Could you state when you first expressed those fears to them? 

A. My recollection is that it was some time in late September 1981 or early part 
of October 1931, 


841d., at 23747. 

5551d., at 237701. 

0 Td., at 23778-80. About that time the Board of Eastern Utilities Investing Corpora- 
tion resolved not to make the portfolio public except to directors. See supra, 

557 Op. cit. supra, note 41, pp. 125, 127-134. 
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. With whom did you discuss your fears as to the danger of a default? 

. I talked to Mr. Hopson and Mr. Daly primarily. 

). Were they directors of Eastern Utilities Investing Corporation? 

. They were. 

. At that time? 

. Yes. 

Q. Did you talk to them more than once about that? 

A. Oh, yes; we had a number of discussions about it. 

Q. Did they make any statements to you in reference to their reaction to 
those fears that you expressed? 

A. Well, they were not quite as pessimistic as I was, but they felt that it 
was wise to take whatever steps could be devised in order to avoid the danger 
that might come about if the markets continued to decline. 

Q. Did they make any specific request of you to work out a plan whereby 
yeu might prevent a default or eliminate the danger of a default? 

A. No. As a general rule, I brought suggestions to them. 

Q. Did you suggest any means or plan to prevent a default? 

A. I did. 

. At this time, in 1931, in September or December? 

. I did. 

. Could you state whether your suggestions were ever acted upon? 

. You mean the particular suggestions in connection with this matter? 

. Yes. 

. They were. 

. Could you state in general what the terms of the plan were that you 
devised and which you suggested to the directors of Eastern Utilities Investing 
Corporation to prevent this default? 

A. Yes. The plan was to recognize the fact that there was no way to in- 
crease the amount of assets that were in the portfolio of Eastern Utilities 
Investing Corporation; there was ho way to arrest the decline in market values 
if the markets continued to decline; and therefore; the only other possible 
solution was to decrease the amount of outstanding indebtedness in a greater 
ratio than a decrease in the assets, in order to retire that indebtedness. 

Q. In devising this plan did you have occasion to refer to the provisions 
of the indenture to see whether or not that plan would be in conformance with 
that indenture? 

A. Yes; I did. 

Q. Did you advise the directors that you could work out a plan that would 
be in conformance with the provisions of the indenture? 

A. Yes; with the assistance of counsel. 

Q. Do you know whether that plan was acted upon? 

A. It was. 

* * * * % * % 


Q. Would you state again more specifically, Mr. Stix, what that plan would 
provide for as you had devised it? 

A. In its inception the plan provided that Associated Utilities Investing Cor- 
poration,” the holder of a very substantial block of Eastern Utilities Investing 
Corporation debentures, would transfer their holdings back to Eastern Utilities 
Investing Corporation for part of the assets that lie in the portfolio of Hastern 
Utilities Investing Corporation. Upon giving the matter further study, we 
came to the conclusion—and when I say we, I mean counsel and members of 
the board of directors and officers of the Eastern Utilities Investing Corpora- 


558 A subsidiary of Associated Gas and Wlectric Company. 
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tion and Associated Utilities Investing Corporation—that it would not be fair 
to the public holders of Hastern Utilities Investing Corporation debentures if 
they were not given an opportunity similar to that which was discussed for 
Associated Utilities Investing Corporation. Now it was contemplated that the 
debentures owned by Associated Utilities Investing Corporation would be turned 
over to Eastern Utilities Investing Corporation on some basis, and in view of 
the fact that Associated Utilities Investing Corporation had approximately 
$18,000,060 principal amount of the Eastern Utilities Investing Corporation 
debentures, we thought that would be enough to insure the ratio of assets 
to indebtedness, even though nobody else tendered their bonds or offered their 
bonds on a similar basis for some time to come, although we could not tell 
how long, because we could not tell how much further the market might go 
down. 
* * co cS * * 7 

Q. Does that resolution [at a meeting of the executive committee of Eastern 
Utilities Investing Corporation held on December 9, 1931] disclose whether or 
not any action was taken by the executive committee on the suggestions to 
prevent default to which you just a moment ago testified ? 

A. It does. 

Q. Will you state what action was taken? 

A. The directors approved a draft of letter that had been prepared, addressed 
to the holders of the five percent debentures, offering them the opportunity to 
surrender their debentures in exchange for securities held in the portfolio of 
Eastern Utilities Investing Corporation. 


Mr. Stix’s plan was to shrink the company’s debt faster than the 
market decline shrank its assets. The plan did not contemplate 
liquidation of the portfolio in anticipation of a falling market. Ap- 
parently the relationship of Eastern Utilities Investing Corporation 
to the Associated Gas and Electric Company and the fact that East- 
ern Utilities Investing Corporation held in its portfolio large blocks 
of Associated Gas and Electric Company securities precluded the 
liquidation of those securities because of the possible effect of such 
liquidation upon the market price of Associated Gas and Electric 
Company’s securities. 


5. EXCHANGE OFFER OF DECEMBER 1931 BY WHICH 
DEBENTURE HOLDERS WERE TO BID AGAINST EACH 
OTHER AND THE ASSOCIATED SYSTEM FOR POR- 
TIONS OF PORTFOLIO 


Tn order to carry out Mr. Stix’s plan, the exchange offer of Decem- 
ber 11, 1931, was made. Eastern Utilities Investing Corporation 
was caused to offer portions of its portfolio to those debenture hold- 
ers who offered to pay, in debentures, the highest prices for these 

ortfolio securities.°°? On December 11, 1931, when Associated Gas 
and Electric Company, through Associated Utilities Investing Cor- 
poration, held about $18,000,000 principal amount of Eastern Util- 
ities Investing Corporation debentures,** the debenture holders were 
solicited by Eastern Utilities Investing Corporation to tender their 


559 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 39. 
560 Td., at 25991. 
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debentures, until December 24, 1931, in exchange for either of the 
following securities contained in the portfolio of the corporation: 


Associated Gas and Electric Company 5% Convertible Certificates.” 
Utilities Power & Light Corporation 5% Gold Debentures, due 1959. 


For the purpose of fixing the exchange prices, these portfolio secur- 
ities were “to be taken at the arbitrary figure of 100” and the de- 
benture holders were asked to state the price at which they would 
surrender their Eastern Utilities Investing Corporation debentures 
in exchange. The corporation would then accept or reject the offer. 
The invitation to tender stated : *® 


Only a limited amount of one™ of the above listed issues is available to fill 
tenders. It is suggested, therefore, that holders indicate a second choice of the 
securities offered in the event the full amount of securities available for their 
first choice is taken by lower tenders. Tenders are on a price basis acceptable 
to the corporation, and will have precedence according to the priority of post- 
marks thereon. 


By this offer, Eastern Utilities Investing Corporation placed on 
the debenture holders the burden of guessing the value of their de- 
bentures as compared with the value of the particular portfolio se- 
curities which Eastern Utilities Investing Corporation was offering 
in exchange.** Associated Gas and Electric Company did not make 
public what was in the portfolio,®* nor the terms on which it was 
exchanging the Eastern Utilities Investing Corporation debentures 
which it held,°°* nor the size of its large holdings of these debentures 
through Associated Utilities Investing Corporation, nor that this 
offer was primarily an effort to give legal sanction to reacquisition 
by Eastern Utilities Investing Corporation of those holdings. 

Mr. Hopson gave his personal attention to this exchange offer of 
December 11, 1931.°°7 Halsey, Stuart & Co., Inc., took the position 
that Mr. Hopson was not presenting the offer fairly to the debenture 
holders who were being asked to bid against each other, and advised 
its customers not to make the exchange.*** Halsey, Stuart & Co., 
Inc. requested from Mr. Hopson, but did not obtain, a list of the 
securities in Eastern Utilities Investing Corporation after Septem- 
ber 30, 1931. An inter-office communication of Halsey, Stuart & Co., 
Inc., reads in part as follows: *°9 


Unable to change his [Hopson’s] ideas about latest exchange offer to East- 
ern Utilities Investing Corporation holders Hopson is opposed to showing in 


61 The same certificates which the “System” placed in the portfolio as of September 30, 
1931; see supra, p. 728. 

5 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 39. 

583 Though the letter did not state which security was limited in amount, only $2,000,000 
principal amount of Utilities Power & Light debentures was in the portfolio as compared 
with $35,000,000 principal amount of Associated Gas and Blectrie Company convertible 
certificates. (Op. cit. supra, note 6, Commission’s Exhibit No. 3774, Part VII, Tables 32 
and 33.) Consequently, the reference to a limited amount of one of the two securities 
offered must have referred to the Utilities Power & Light debentures. Of the $2,000,000 
principal amount of Utilities Power & Light debentures available, Associated Utilities 
Investing Corporation obtained $1,885,000 (id., Commission’s Exhibit No. 3772, Item 19). 

564 Td., at 25989. = 

563 Except that it included “amounts” of the securities offered. See supra. 

566 Op. cit. supra, note 6, at 25992-3. 

567 Td., at 25996. 

568 Td., at 25989-90. 

69 Td., Commission’s Exhibit No. 3843, Item 37. 
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advance, complete portfolio or Summary. Reason, public disclosure will invite- 
nuisance litigation. Hopson refuses allow Associated Gas and Electric Com- 
pany to declare itself in advance the basis that it will exchange its holdings 
of Eastern Utilities Investing Corporation debentures for the convertible cer- 
tificates or other collateral. * * * Chase H. F. [Harris, Forbes] will not 
recommend Exchange for Associated Gas and Hlectric Company convertible 
certificates. * * * 

Satisfied nothing to gain by further discussion with Hopson and doubt if the 
public will lelxchange many of their debentures. * * * 

Mr. Stuart of Halsey, Stuart & Co., Inc., rephed: °° 

Think our only course is to insert bulletin notice that we favor ignoring the: 
exchange offer due to the fact that the company will not disclose its portfolio and 
that the biggest holder, the Associated Company, refuses to state at what 
price it is going to turn its debentures in and what it will take in 
exchange” * * * We are only concerned with the fact that Hopson is 
not presenting the matter fairly to the Eastern Utilities Investing Corpora- 
tion debenture holders. Stuart. 


As a result of the exchange offers of June and September, 1931, and 
perhaps also as a result of Mr. Hopson’s commitment to buy Eastern 
Utilities Investing Corporation debentures from the bankers, Asso- 
ciated Utilities Investing Corporation had by December 1931, 
acquired $18,354,000 principal amount of these debentures.°*? Avsso- 
clated Utilities Investing Corporation tendered all these debentures 
to Eastern Utilities Investing Corporation pursuant to the offer of 
December 11, 1931 of Eastern Utilities Investing Corporation. The 
public response to the offer had been negligible.** 

Counsel had advised the management that Eastern Utilities Invest- 
ing Corporation could not acquire these $18,354,000 of debentures 
from Associated Utilities Investing Corporation without making a 
similar offer to the public debenture holders.*** This offer to ex- 
change the portfolio securities of Eastern Utilities Investing Corpora- 
tion for its debentures was a device whereby Eastern Utilities Invest- 
ing Corporation could be caused to reacquire its debentures from 
the “System” at a price higher than that paid to the public, although 
the offer on its face was the same to the public as to the insiders.®”> 


5 Td., Commission’s Exhibit No. 3848, Item 39. 

5 Mr. Stix testified (id., at 25992-3) : 

_ Q. Did Associated Gas and Hlectrie Company make public the terms on which 
it was going to exchange its holdings of Eastern Utilities Investing Corporation’s. 
debentures ? 

A. I don’t recall that they did. 

Q. As a matter of fact, you are pretty sure that they did not? Is that right? 

A. I would be inclined to think that they did not; yes. 

572 Td., Commission’s Exhibit No. 3772, Item 19. 

573 Ibid. and id., at 25993—-4. 

“4 Op. cit. Supra, note 41, p. 182. 

5 The witness claimed that Associated Gas and Blectrie Company did not accept this. 
offer of exchange made by Eastern Utilities Investing Corporation on December 11, 1931,. 
but made another deal for the same securities. (Op. cit. supra, note 6, at 25992.) Mr.. 
Stix testified (id., at 25991) : 

Q. Did Associated Gas and Hlectric Company make a tender of its debentures to 
Eastern Utilities Investing Corporation ? 

A. Well, I don’t know whether it was exactly a tender, but there was a transaction. 
which took place in the fall of 1931, which was dropped on the receipt by Associated 
of some $18,000,000 convertible obligations, and the acquisition by Eastern Utilities 
Investing Corporation of notes and common stock of a company which was then a 
subsidiary of Associated, but after the transaction was consummated became a 
subsidiary of Hastern Utilities Investing Corporation. 

See also op. cit. supra, note 46, pp. 2183-4. 
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When tendering their debentures, the debenture holders were to 
state the prices at which they would tender their Eastern Utilties 
Investing Corporation debentures for these portfolio securities, which 
for the purpose of the tender were to be taken at the arbitrary figure 
of $100, that is, at par.°’’ The proposal that tenders be made on 
such a basis was designed so that on its face all debenture holders 
had the same opportunity. However, the public holders were, in 
effect, to compete against each other and against Associated Utilities 
Investing Corporation with respect to the amount of portfolio securi- 
ties they would receive for each Eastern Utilities Investing Corpora- 
tion debenture. It will be recalled that Associated Utilities Invest- 
ing Corporation was a “System” company. Its board of directors 
consisted of the same individuals as those who were on the board of 
Eastern Utilities Investing Corporation and it knew the prices at which 
the public tendered before it made its tender.*” On the basis of the 
tenders which were accepted, the public debenture holders received a 
maximum of $98.10, principal amount of Utilities Power & Light 
Corporation debentures for each $100, principal amount of Eastern 
Utilities Investing Corporation debentures tendered for that issue, 
and not more than $100, principal amount of Associated Gas and 
Electric Company convertible certificates for each $100, principal 
amount of Eastern Utilities Investing Corporation debentures ten- 
dered for that issue; *® whereas Associated Utilities Investing Cor- 
poration took $98.87 in Utilities Power & Light Corporation deben- 
tures °*° and $103 in Associated Gas and Electric Company convertible 
certificates. The tender by Associated Utilities Investing Corpo- 
‘ation was the highest tender accepted.®*? 

Of course, had Eastern Utilities Investing Corporation been liqui- 
dated and a distribution of the portfolio in kind made to its security 
holders, the debenture holders would have had first priority with 
respect to the entire portfolio and would have had the right to receive 
for their holdings up to $1,000 in value of securities in the portfolio 
for each $1,000 face amount of debentures held. Under such a pro- 
cedure, the debenture holders would have received more than was 
offered them by this exchange.°*? 

"576 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 39. 

577 Ibid. and op. cit. supra, note 6, at 2225-8. 

58 The market price of these Utilities Power & Light debentures in December 1931 was 
high 54, low 36%. last 44%. 

5 Td., Commission’s Exhibit No. 3822. These convertible certificates were valued around 
50. (See supra.) : 

580 Op. cit. supra, note 46, at 2163, 2220-1. 

581 $103 was the call price and the maximum allowable under the offer. 

582 Op. cit. supra, note 46, at 2157-8. Also see letter to public debenture holders stating 
that ‘‘tenders are being received between 40 and 60” (id., Commission’s Exhibit No. 3822; 
letter dated December 19, 1931, to Emery, Peck & Rockwood Co. in reply to a letter from 
them dated December 16, 1931; also letter dated December 22, 1931, to Edward S. Preston 
in reply to letter dated December 18, 1931). Actually, no tenders at such low figures had 
been received. (Op. cit. supra, note 46, at 2123, 2126, 2151-5, 2165, 2221-6. Op. cit. 
supra, note 6, Commission’s Exhibit No. 3822 shows no tenders below 80.) 

83 See note 579, supra. Mr. Cooper testified (id., at 23835-6) : 


Q. As a matter of fact, you were aware that the Eastern Utilities Investing Cor- 
poration debentures were selling at a low market price, were you not? 

A. I believe so. 

Q. And that the Associated System or one of its companies had been exchanging 
“System” securities for the debentures, isn’t that right? 

A. That is correct. 

Q. And you, therefore, assumed that the securities offered in exchange were worth 
not yey much more in any event than the market price of the debentures at that 
time? 

A. That is correct. 
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a. The Reacquired Debentures Were Not Immediately Retired 


By the December 1931 exchange offer described above, Eastern 
Utilities Investing Corporation reacquired from the “System” $18,- 
354,000 principal amount of its debentures, delivering in exchange 
$1,885,000 principal amount of Utilities Power & Light debentures 
and $16,942,000 of Associated Gas and Electric Company convertible 
certificates.*** 

But these $18,354,000 principal amount of Eastern Utilities Invest- 
ing Corporation debentures which Associated Utilities Investing 
Corporation, an Associated Gas and Electric Company subsidiary, had 
acquired from the public and tendered, pursuant to the exchange offer 
in December 1931, to Eastern Utilities Investing Corporation, were not 
physically transferred to Eastern Utilities Investing Corporation. 
An inactive company was taken from the “grave yard” **° and made 
a subsidiary of EKastern Utilities Investing Corporation.**° Mr. Stix 
directed that the $18,354,000 of debentures be transferred to that 
subsidiary, which later became known as Southern Utilities General 
Corporation.***? Then, on April 12, 1932, Utility Accountants and 
Tax Consultants °** issued a certificate stating that, as of December 
31, 1931, Eastern Utilities Investing Corporation had outstanding 
only $16,506,000 principal amount of debentures.** Based on this 
alleged amount of debt, the ratio of the assigned value of the assets 
of Eastern Utilities Investing Corporation to its debt would be more 
than the 150% required by the indenture as a condition precedent to 
the declaration of dividends.*® The transaction to achieve this objec- 
tive had to be consummated before the year end so that the certificate 
ot debt might reflect the ostensible compliance with the indenture pro- 
vision, and the letters of acceptance were dated December 30 and 31, 
1931.°°! In January 193%, dividends were declared payable in the 
spring of 1932 and paid primarily to the “System,” which held most 
of the preferred.**” 


58: Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 19. These convertible 
certificates had been placed in Eastern Utilities Investing Corporation’s portfolio as of 
September 30, 1931, in exchange for other securities, at a price of 70; but were worth only 
about 50. (See supra, pp. 722-4, Portfolio Switch of September 30, 1931.) 

38 Op. cit. supra, note 41, p. 237. 

536 Td., at 238. In said tax case, one of the issues involved the question whether this 
company, Southern Utilities General Corporation, was actually made a subsidiary of 
EKastern Utilities Investing Corporation before or after it acquired legal title to the 
$18,354,000 of Eastern Utilities Investing Corporation debentures. 

581 Op. cit. supra, note 6, Commission’s Hxhibit No. 3772, Item 28. 

588 A service company sponsored by H. C. Hopson. See Appendix G, pp. 790-8. 

589 Op. cit. supra, note 6, Commission’s Exhibit No. 3782, Item 42. 

590 Td., at 23806-8. 

591 Op. cit. supra, note 41, pp. 152, 241-2. 

592 Op. cit. supra, note 6, at 23842-3; and see supra. 
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However, on the records of The New York Trust Company, trus- 
tee under the Eastern Utilities Investing Corporation indenture, 
$35,000,000 of debentures were listed as still outstanding.®* 

The purpose of arranging the transaction so that the Trustee’s rec- 
ords still showed $35,000,000 principal amount of Eastern Utilities 
Investing Corporation debentures outstanding was to make necessary: 
the concurrence of holders of at least 15% of the full $35,000,000 prin- 
cipal amount in order to require the debenture trustee, The New York 
Trust Company, to act under the terms of the indenture. And the pur- 
pose of arranging the transaction so that a subsidiary of Eastern Utili- 
ties Investing Gaeicen held $18,494,000 principal amount of 
Eastern Utilities Investing Corporation debentures was to enable the 
management to certify that only $16,506,000 principal amount were 
outstanding and that the asset coverage requirements were satisfied 
thereby to avert a default. The management claimed that outstand- 
ing debentures were $35,000,000 for one purpose and $16,506,000 for 
another.**4 

Mr. Stix, when examined by his own counsel, testified as follows: 

Q. I believe you stated yesterday in your testimony, Mr. Stix, that in the late: 
part of the year 1931, when the market prices of securities generally were falling,. 
that you had given consideration to a plan whereby you could eliminate and 
reduce the danger of a default under the indenture provisions of the HKastern. 
Utilities Investing Corporation debentures, and that you devised a plan whereby 
you could reduce the indebtedness of Hastern Utilities Investing Corporation by 
offering to the public holders of debentures and to others who held Hastern Utili- 
ties Investing Corporation debentures that they could exchange their debentures: 
in EHastern Utilities Investing Corporation for certain portfolio securities of 
Eastern Utilities Investing Corporation; is that right? 

A. That is correct. 

Q. Now, were you familiar with the provisions of the indenture which provided. 
for remedies given to minority bondholders? 

A. I was. 

Q. In formulating your plan, did you give consideration at all to those pro- 
visions? 

A. I did. 

Q. As.a result of that consideration, what did you determine to do? 

A. Well, you really have to outline the whole plan to get a proper understanding. 
of how each of these covenants and restrictions affected just what took place. In 
the first instance, the problem was to make certain that, irrespective of how far 


81d. at 23801. Mr. Stix testified before a Special Master in a proceeding by the 
Bureau of Internal Revenue involving a tax matter of the “System” that the transactien 
was handled in this manner in order to require the demand of 15% of the full $35,000,000: 
principal amount of debentures to force the trustee to act under the indenture and yet 
to enable the accountants to compute asset coverage on the theory that there were only 
$16,506,000 principal amount of debentures outstanding. (Op. cit. supra, note 41, 
pp. 456-8.) In that proceeding it was important for the management of the “System” to 
prove that the transaction was not made for tax purposes, whereas Mr. Stix testified at an. 
examination before the Securities and Exchange Commission that the transaction was in 
fact made for tax purposes as well (op. cit. supra, note 6, at 26030) : 

Q. Do you know why the Eastern Utilities Investing Corporation debentures were: 
put into a subsidiary of Eastern Utilities Investing Corporation rather than being 
turned over to Hastern Utilities Investing Corporation for cancellation ? 

A. I think there were two reasons: one had to do with the question of how many 
bonds would be outstanding under the indenture, and I believe that later turned 
out to have no basis at all. The other was for tax purposes. 

5e4 See infra. 
5% Op. cit. supra, note 41, pp. 283-238, 240-241. 
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the market declined, within reasonable limits, proper safeguards were placed 
around Eastern Utilities Investing Corporation so that its portfolio value would 
conform to the provisions in the indenture; specifically, the 150% as to dividends. 

Then there was another covenant in the indenture with respect to maintenance 
of 125% of assets against outstanding indebtedness also, which had nothing to 
do with the question of declarations of dividends. 

Now, as to those, the plan was to offer assets of Hastern Utilities Investing 
‘Corporation in exchange for outstanding Eastern Utilities Investing Corporation 
debentures. 

There was another provision in the indenture that had to do with action by the 
Prustee upon the request of fifteen percent of the outStanding bonds. The in- 
denture provisions with respect to the fifteen percent of outstanding bonds was 
not clear with respect to what it meant by “outstanding bonds.” At least it 
didn’t have a definition in that particular section or article describing precisely 
what was meant by “outstanding bonds.” 

There was a Gefinition in the indenture in the sections which had to do with 
150% and 125%, which defined outstanding bonds, and my understanding of 
those definitions was that as to the 125% and 150% covenants it applied to out- 
standing bonds which were not held in the treasury of Eastern Utilities Invest- 
ing Corporation or in the treasury of a subsidiary company of Eastern Utilities 
Investing Corporation. 

As to the fifteen percent provision which had to do with action on the part of 
the trustee when requested by fifteen percent of the bondholders, there was no 
such definition, and therefore there was a question as to whether or not fifteen 
percent meant fifteen percent of the thirty-five million which the Trustee had 
authenticated or whether it meant fifteen percent of the bonds outstanding either 
on the books of Eastern Utilities Investing Corporation, if that happened to-be less 
than thirty-five million, or on a consolidated basis of Eastern Utilities Investing 
Corporation and a subsidiary. 

We took the position that in the absence of a definition we could seriously con- 
tend the fifteen percent applied to the thirty-five million that the Trustee had 
authenticated. 

Having in mind the possibility that on a declining market with the debentures 
selling fairly low it might be possible for hostile interests or hostile people— 
“sharpshooters,” as we cal] them sometimes—to either acquire enough bonds or 
induce the holders of bonds to enter into an agreement to ask the Trustee to take 
action under the indenture if the market declined further and we had very serious 
financial conditions. We reasoned that it would be more difficult for an indi- 
vidual or group of individuals to gather together fifteen percent of thirty-five 
million than it would to gather together fifteen percent of sixteen million, so that 
if our contention was right that fifteen percent of thirty-five million was required 
for the Trustee to take action we could delay any action until this group of 
bondholders had gathered together fifteen percent of thirty-five million; and, at 
any rate, it gave us what we thought was an opportunity to raise that particular 
question and have it adjudicated; and if we were right, we were so much better 
off, and if we were wrong we didn’t lose anything in the process. 

Now, in order to preserve that particular advantage of having the possi- 
bility of making bondholders get together fifteen percent of thirty-five million, 
it was decided that the bonds themselves should not be placed on the books 
of Bastern Utilities Investing Corporation at all; and when the tenders were 
finally announced and Mr. Day and Mr. Shehan, who were running the books 
of Eastern Utilities Investing Corporation at that time, began to make the 
entries in connection with those transactions I called them into my office—I 
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am not sure that I called in both of them. I called in either one or the other. 
I told them to go into what we called the “graveyard” and find a corporation 
which .was in existence but which had not yet been used for any purpose 
whatsoever, so that its history would be clean, and make it a Subsidiary of 
Kastern Utilities Investing Corporation and to handle the tenders and the 
exchanges which resulted from the tenders through the accounts of that 
particular company. 

Now, I didn’t suggest to them that they select Southern Utilities General 
Corporation, because I wasn’t specific as to what company they selected, so 
long as they selected a company which had no previous history. Southern 
Utilities General was the one that they selected. Whether they had a reason 
for that or not, I don’t know. I don’t believe they had any particular reason, 
except that it was one of the companies that had no back history. They 
were to make that a subsidiary of Eastern Utilities Investing Corporation 
before the transactions with respect to exchange of securities were recorded, 
and it is my understanding that that is what they did. 


Q. Did you direct vour subordinates to see that the stock of that company 
was transferred to the investment account of Eastern Utilities Investing Cor- 
poration prior to making the exchange? 

A. Well, in outlining the plan in the first instance that was the premise I 
started on, that they would find such a corporation and make it a subsidiary 
of Eastern Utilities Investing Corporation before they handled the transactions 
with respect to the exchanges. The sole purpose being to straddle these two 
provisions in the indenture, or three provisions in the indenture. They really 
divided this into two parts. Now I may have given the impression in the 
testimony that I devised this all by myself, but I do not intend to. This is 
the result of conferences and discussions and finally this scheme evolved. 
Whether it came out of my own particular head or came as the result of 
conferences and discussions, I can not state right now. I think some of it 
came out of my head. But all these ideas were talked over back and forth 
and finally perfected. 


This plan to obstruct the debenture holders’ right to call on the 
debenture trustee to enforce their rights assumes that the trustee 
would not act on its own initiative contrary to the desires of the 
management of the company. The management took this position 
to prevent operation of the protective provisions in the indenture 
which had been inserted ostensibly for the benefit of all the debenture 
holders to whom the management owed an obligation, 


6. EXCHANGE OFFER OF MAY 1932 


On May 21, 1932, Chase Harris Forbes Corporation, bankers con- 
nected with the original sale of the debentures, by letter to debenture 
holders called attention to the current offer made by Associated Gas 
and Electric Securities Company, Inc., to exchange the debentures 
of Eastern Utilities Investing Corporation on a par-for-par basis 
for Associated Gas and Electric Company Gold Debenture Bonds, 

°6 Mr. Stix enumerated the individuals who formulated the aforementioned plan as fol- 
lows (id., at 280): “Yes; well, it is a habit of mine. Talking of we, I speak of the indi- 
viduals who were primarily responsible for the financial policies of the Associated System 


and counsel that are associated with them. Primarily, Mr. Hopson, Mr. Daly, Mr. Travis, 
and his associates, plus such subordinates of mine that I might give directions to in 


999 


carrying out these instructions. Does that define it sufficiently for you? 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 739: 


Consolidated Refunding 414% Series, due 1958. They wrote that 
they believed the offer was entirely fair because the income of Kast- 
ern Utilities Investing Corporation was largely dependent on in- 
come from stocks and convertible obligations of Associated Gas 
and Electric Company. These were securities which ‘Associated Gas 
and Electric Company had caused Eastern Utilities Investing Corpo- 
ration to acquire without objection from the bankers. The bankers 
were represented on the Board.**? That letter stated :°°* 


We feel that this offer should be brought to the attention of all holders of 
the debentures as it affords direct improvement in security position without 
cash consideration and only a slight reduction in annual income. As indi- 
cated by the corporation’s annual report, the income of Eastern Utilities In- 
vesting Corporation is largely dependent upon dividends and interest received 
on preferred stocks and obligations (convertible at the option of the company) 
of Associated Gas and Electric Company.” In view of these facts we believe 
that the offer is entirely fair and should receive the consideration of all 
debenture holders. 


The offer to make such exchange, which was advertised in the news- 
papers by public notice, terminated May 25, 1932. The same offer 
was publicized in the newspapers by Associated Gas and Electric 
Securities Company, Inc., with the termination date fixed at June 15, 
1932, and a later offer with the same terms expiring June 25, 1932, 
was similarly publicized.°° 


7. THE INDENTURE ™ 
a. Its Preparation 


The indenture for the $35,000,000 debenture issue of Eastern Utili- 
ties Investing Corporation offered to the public in March 1929 had 
been jointly prepared and revised by Sullivan and Cromwell, counsel 
for Harris, Forbes & Company for many years,° and by the Asso- 
ciated Gas & Electric System and its counsel, now known as Travis, 
Brownback & Paxson.®** Since Harris, Forbes & Company was the 
originator of the underwriting, its buying department may have 
given greater attention to the drafting of the indenture than did 
Halsey, Stuart & Co., Inc.; but the buying department of Halsey, 
Stuart & Co., Inc., participated in the preparation of the indenture 
and was satisfied with its provisions.°°* 

The trustee, The New York Trust Company, had no part in the 
drafting of the indenture. On March 28, 1929, after the debentures 


“97 See supra. 
598 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 39. 
599 See note 597. 
6) Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 39. 
61 Copy of the indenture is contained in id., Commission’s Exhibit No. 8771, Part I. 
62 Td., at 23674 and 23488. 
603 Mr. Burroughs testified (id., at 28502-3) : 
A. It [the circular] shows that Charles M. Travis as an individual and the firm of 
Roberts & Montgomery acted as counsel to the company. 
Q. Mr. Brownback, who is now a partner of Mr. Travis, was then a partner of 
Roberts & Montgomery ? 
A. That is correct. 
Q. By the time of the January 1930 circular, company counsel was Messrs. Travis 
& Paxson? 
A. That is correct. 
See also op. cit. supra, note 46, p. 1718. 
64 Mr. Stuart testified (op. cit. supra, note 6, at 27301): 


Q. And you approved the indenture, did you not? 
A. We approved it? Yes; I guess we did * * * I would say we approved it. 
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had been publicly offered for sale on March 19, 1929,°°° a practically 
final draft was submitted by the issuer’s counsel to the trustee and its 
counsel for comments in connection with its workability.°° 

However, the changes which they suggested were minor in char- 
acter.°°? The trustee had limited its review of the draft to a consid- 
eration of its “workability” and to cue clause exculpating the trustee 
from liability.°°8 

Eastern Utilities Investing Corporation had no representation in 
connection with the prepar: ation of the indenture except by the staff of 
the Associated System and Hopson’s service or ganizations.° 

Apparently there were no differences of opinion and no negotia- 
tions as to the provisions of the indenture. The indenture was drawn 
in such a manner as to give those in control of Eastern Utilities In- 
vesting Corporation the widest latitude in handling the affairs of the 
company and so as to impose no restrictions on dealing with the com- 
pany’s portfolio. The bankers claim that they considered the deben- 
tures amply secured because of the diversification of investments, yet 
the indenture did not contain any requirements that the portfolio be 
diversified. Nor did the charter or bylaws of Eastern Utilities Invest- 
ing Corporation impose any diversification requirements, affine as to 
the initial portfolio or the subsequent portfolio.°° Although the East- 
ern Utilities Investing Corporation was completely controlled by a 
holding-company system, ake indenture contained no prohibitions 
against or safeguards with respect to transactions by the company 
with controlling or affiliated interests; on the contrary the charter 
went far toward providing that the company might enter into 
transactions with such interests: 6" 


In the absence of fraud, no contract or transaction between the Corporation 
‘and any other corporation, association, or firm, and no act of the Corporation, 
shall in any way be affected or invalidated by the fact that any of the Directors 
or officers of the Corporation is in anywise, pecuniarily or otherwise, inter- 
ested in, or is a shareholder, director, officer, or member of, or is otherwise 
connected with, such other corporation, association, or firm. 


65 Mr. Downing, then secretary of The New York Trust Company, testified (id., at 
23668) : 
Q. What part did The New York Trust Company take in the drafting of that [East- 
ern Utilities Investing Corporation] indenture? 
A. They had no part, as I recall, in the drafting of it. It was submitted to them 
for comment for workability * 
66 Mr. Downing testified (id., at 23663— 6): 


Q. What was the name of counsel who reviewed the indenture on behalf of The 
New York Trust Company ? 
A. I assume it was Mr. Begg * ¥* #, 


6 Td., Commission’s Exhibit No. 8782, Item 11. Copy of letter dated March 30, 1929, 
from The New York Trust Company to Mr. Charles M. Travis: “* * * would it not 
‘be desirable to insert in the second line of that section after the word ‘any’ the word 
‘stock’? * * * Jt is our understanding that Mr. Begg, of Messrs. Hornblower, Miller 
& Garrison, will communicate with you direct respecting a few minor changes.” 

608 Mr. Downing testified (id., at 23667) : 


Q. And did The New York Trust Company review the indenture from any point of 
view except from the practical viewpoint tts 


A. , Vor! sability viewpoint Ms " s 


me “How would you describe what the question of workability involves? 
* Possibly. whether or not they gave themselves time after the close 
of ners fiscal year to give you any statements required. 
609 See supra and Appendix G, pp. 790-8. 
60 Op. cit. supra, note 6, Commission’s Exhibit No, 3771, kart I. 
‘611 Thid. 
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The obligation of the investment company to the debenture holders 
was not collateralized, for the indenture did not require the hypothe- 
cation of any stocks, bonds, or other assets with the trustee or with 
any other person. The debenture obligation, therefore, was admit- 
tedly °'? the equivalent of an unsecured promissory note. 


b. The So-Called “Protective Provisions” of the Indenture 


The indenture contained a number of provisions and conditions. 
which, when divorced from the entire instrument superficially ap- 
peared to be protective safeguards, but which, when construed in the 
hght of the entire instrument, depended for their efficacy solely upon 
the vigor with which the trustee would undertake to perform a 
moral rather than a legal obligation.**® Since the trustee was, by 
the terms of this indenture, under no affirmative legal duty to per- 
form any positive act to enforce the safeguards and protective provi-. 
sions contained in the indenture until a certain percentage of the de- 
benture holders requested such action,*!4 mere complacency and iner- 
tia on the part of the trustee would render the seeming protection 
of the protective provisions of the indenture illusory, unless the 
debenture holders took such action. It was unlikely that they would. 

As ostensible safeguards or protective provisions for the benefit of 
the debenture holders, the indenture provided that the company coy- 
enanted that it would not issue any indebtedness ranking prior to or 
on a parity with these debentures unless the value of its assets was 
at least 200% of its total debt after such issuance.**® The indenture 
also provided that no cash dividends could be declared unless the 
value of the company’s assets exceeded 150% of its funded debt.°'* 
The issuing company also covenanted at all times to maintain a ratio 
of assets to funded debt of at least 125%,” and that, if at any time,. 
this ratio should fall below 125%, the trustee might take steps to- 

vard declaring the principal of the debentures and any unpaid in- 
terest thereon to be due and payable and might thereupon take steps 
to enforce the rights of the holders by petition for a receiver or other 
suit.°*® However, the trustee was not required to give notice to the 
company to remedy the default unless the holders of at least 380% 
of the face amount of outstanding debentures affirmatively required 
it to do so, nor, even if the default continued throughout the 60-day 
period of grace, to declare the debentures due and payable or bring 
suit unless required to do so by the holders of at least 15% of the 
debentures.*?° . 

Since these provisions depended upon the ratio of asset value to: 
debt, the determination of the asset value and of the amount of debt 
was most important. The indenture did not require independent 
certification of asset value, but provided merely that officers of East-. 


6127Tqd., at 25215. 

618 Td., at 23671-2. 

614Td., at 23673. 

615 I[g., Commission’s Exhibit No. 3771, Part I. 
616 Tbid. 

617 Tbid. 

618 Thid. 

619 Thid, 


742 SECURITIES AND EXCHANGE COMMISSION 


ern Utilities Investing Corporation should annually file with the 
trustee a certificate stating the fair value of the total assets of the 
company.*°? The indenture provided that the fair value should be 
based upon the market value of securities dealt in on any exchange 
or regularly quoted in financial periodicals or, in the absence of such 
quotation, upon cost, unless the officers thought that the securities 
had a lesser fair value.°?4 
Although this method of valuation per se may present a fair stand- 
ard, it was completely circumvented and rendered meaningless by the 
technique employed. The officers of Eastern Utilities Investing 
Corporation who filed these certificates were primarily employees of 
H. C. Hopson and Company and later of Utility Accountants and 
Tax Consultants, both Hopson service companies.®?? The same em- 
ployees had charge of keeping the books of Eastern Utilities Invest- 
ing Corporation and of managing its portfolio. Their interest 
might, therefore, be to resolve any doubts in favor of an asset value 
which would be ample to satisfy the “protective provisions.” In 
preparing these certificates, the officers used unpublished quotations 
and bid prices of stocks as being sufficient to establish the “fair 
value.” °8 In many instances, as has been indicated, nonmarketable 
securities of Associated Gas and Electric Company were placed in 
the portfolio of Eastern Utilities Investing Corporation and these 
securities were assigned a value equal to their par value. However, 
no exception was taken to these certificates by the trustee. Further- 
more, Haskins & Sells, the auditors, accepted the company’s own 
valuation of securities in the portfolio although that accounting firm 
had a great deal of knowledge concerning the values of securities 
issued by companies in the Associated Gas & Electric System.°?4 
The indenture made no provision for an independent certification 
of the amount of debt. It required that a certificate as to the amount 
of the company’s debt be filed by a “reputable public accountant.” °° 
The construction adopted by the management and acquiesced in by 
the trustee was such as to permit these debt certificates to be pre- 
pared and filed by the Hopson service organizations which employed 
820 Tbid. 
et Thid. 
®2Td., Commission’s Exhibit No. 83782, Items 17a. 28, and 43. shows certificates of 
asset values filed with The New York Trust Company and signed by John M. Daly and 
A. EH. Koch, vice president and assistant treasurer, respectively, of Eastern Utilities 
Investing Corporation. Id., Commission’s Exhibit No. 3782, Item 27, shows certificate of 
indebtedness: filed with The New York Trust Company by H. C. Hopson and Company and 
also signed by John M. Daly. (See also id., Items 17 and 42.) Mr. Stix testified (id., at 
24763) : 
Q. And H. C. Hopson and Company rendered service to Hastern Utilities Investing 
Corporation, did it not? 
A. Yes. 
Q. What kind of service? 
A. Well, it kept the books and the minute books: it safeguarded the securities ; it 
bought securities and sold securities for them. 
Q. It rendered all of the services, did it not, that the management of the company 
ordinarily renders? 
A. Yes. 
8 Td., at 24346, 24384-90, 
®4 Haskins & Sells had received that information from their yearly audits of a great 
many companies in the ‘System,’ yet in preparing the report for the period ending 
January 31, 1929, and in determining the value of the securities in the company’s portfolio 
at that time, they did nothing beyond stating that they could not find quotations of such 
“System” securities. (Id., at 24357-9.) 
625 Tq., Commission’s Exhibit No. 3771, Part I. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 743 


the officers filing the asset certificates.°® These Hopson service com- 
panies did the day to day accounting work of Hastern Utilities In- 
vesting Corporation ©" and, consequently, as far as their work was 
concerned, they were merely an accounting department of the Asso- 
ciated Gas & Electric System. They did not make a practice of do- 
ing accounting work for companies which were not affihated with 
the Associated Gas & Electric System.°® Yet the trustee accepted 
these Hopson service companies as “public accountants” within the 
meaning of that phrase as used in the indenture. The indenture 
would have dispelled any doubt on this point if it had required that 
the certificate be filed by an independent reputable public accountant 
or an independent certified public accountant. However, the in- 
denture was construed in actual operation to permit the company’s 
officers to file both the certificate as to asset value and the certificate 
as to debt. Mr. Cooper, an officer of the trustee, testified : °° 


Q. Harlier in your testimony you said, as I recall, that public accountants were 
accountants who did work for others. Isn’t that right? 

A. Yes, sir. 

Q. Did you consider that H. C. Hopson and Company was doing work for 
others? 

A. Yes, Sir. 

Q. Even though H. ©. Hopson and Company was doing work solely for 
organizations which were controlled by the persons who controlled H. C. Hopson 
and Company? 

A. Yes, sir. 

Since both the certificate as to the value of assets and the certificate 
as to the amount of debt were actually filed by the management, the 
investor substantially was in the position of a holder of an unsecured 
promissory note who had to rely entirely upon the good faith and 
judgment of the management. Moreover, the trustee was permitted 
by the indenture to rely on these certificates, a provision which night 
constitute an additional obstacle to any investor who attempted to 
enforce his rights. 

The term “outstanding debentures” was specifically defined in the 
indenture.*=° However, this definition was made specifically appli- 
cable only to those paragraphs relating to the amount of asset coverage 
required. The definition was not specifically made applicable to the 
paragraphs dealing with the amount of debentures necessary to force 
action by the trustee. This loophole was later used by the management 
in support of its argument that the amount “outstanding” at any 
one moment could vary for different purposes; the amount outstanding 
could be considered less when computing the asset coverage of the 
debentures than when computing the percentage necessary to force 
action by the trustee.%! The trustee was not required to check the 
correctness of the statements in the certificates filed with it unless the 
holders of 30 percent of the outstanding debentures directed it to do 

828 Tq. at 23687—715 and Commission’s Hxhibit No. 3782, Items 17%, Iva, 27) and) 42° 

627 Td., at 24763 and see supra. 

©8Id., at 23258. 

e Td., at 23703. 


630 Td., Commission’s Exhibit No. 8771, Part I. 
681 Op. cit. supra, note 41, pp. 233-8. 
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so.°°? Similarly, although the trustee was given the right to investi- 
gate the values of the portfolio, it was not required to do so in the 
absence of a demand by the holders of 30% of the outstanding deben- 
tures.°* Actually, it never exercised this right. The trustee was not 
required to recognize the existence of a default unless 15%, and in 
some instances 30%, of the outstanding debentures required it. 

The indenture did not provide that the trustee or debenture holders 
should be supplied with the list of debenture holders and their ad- 
dresses, which list was currently maintained by one of the “System” 
companies servicing Eastern Utilities Investing Corporation.*** The 
trustee did not ask for that list, and in general took the position that 
it should not request information not required to be furnished under 
the indenture.°?> In view of the well-recognized fact that debenture 
holders, unsolicited, rarely act in concert spontaneously, the indenture 
created a situation where it was extremely improbable that debenture 
holders would ever enforce their rights. The trustee was likely to 
remain inactive in reliance on the indenture which permitted it to be 
inactive. The debenture holders could not expeditiously ascertain 
whether the serious impairment of the assets of their company had oc- 
curred or, even if discovered, undertake organized action with respect 
thereto. 

Mr. Stix testified : ° 

@. And wouldn’t it have been much better for Eastern Utilities Investing 
Corporation to have issued notes that on their face were unsecured promissory 
notes? 

A. Those were on their face unsecured promissory notes. That is all a 
debenture is. 

Q. The debenture referred to the indenture? 

A. Yes. 

Q. And the indenture contained certain provisions about having so much asset 
coverage in order to avoid default? 

A. Yes. 

Q. The provisions were absolutely meaningless, were they not? 

A. To my mind they meant nothing. 

Q. Wouldn’t it have been better not to have had any such provisions in the 
indenture at all? . 

A. I don’t think they meant anything whether they were in or not. 


On April 12, 1932, certificates were filed with The New York Trust 
Company by officers of Eastern Utilities Investing Corporation to 
the effect that the fair value of its assets as of December 31, 1931, 
had been $27,925,331.29, and, by a Hopson service company known as 
Utility Accountants and Tax Consultants, that Eastern Utilities In- 
vesting Corporation had then had outstanding funded debt of only 


32 Op. cit. supra, note 6, Commission’s Exhibit No. 3771, Part I. 
683 Thid. 
88 Mr. Cooper, member of the Corporate Trust Department and in charge of this indenture 
for the trustee, testified (id., at 23735) : 
Q. And the Hastern Utilities Investing Corporation could bring its list of debenture 
holders up to date every interest-paying date, could it not? 
A. Yes, sir. 
85 Id., at 28821 and 23861—3. Mr. Cooper testified (id., at 23786) : ; 
Q. It [the trustee] was just remaining inactive, willing to receive any information, 
but did not seek anything, is that a fair statement? 
A. That is correct. 
CVG, AE smile, 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 745 


$16,506,000 face amount of debentures.°*? Since the trustee’s own 
records showed $35,000,000 principal amount of debentures outstand- 
ing, the trustee queried the debt certificate. The management replied 
that, in its opinion, the $18,494,000 principal amount “of debentures 
held by Eastern Utilities Investing Corporation’s subsidiary, 
Southern Utilities General Corpor ation, were not outstanding. But 
the trustee was confronted with a variation from its own records and 
maintained that $35,000,000 principal amount of debentures were 
outstanding. The E astern Utilities Inv esting Corporation manage- 
ment thereupon contended that the notes of its subsidiary, Southern 
Utilities General Corporation, which held the $18,494,000 principal 
amount of the parent’s debentures, were worth the face amount of 
these debentures because the fact that Eastern Utilities Investing 
‘Corporation “owned” even indirectly its own debt (the debentures) 
would reduce the debt it would have to pay by the principal amount 
of these debentures.°** And it was in connection with this certificate 
that the trustee first considered asking for an appraisal.**® 

At no time up to April 12, 1932, did the trustee, The New York 
Trust Company, even consider demanding an. appraisal of the assets 
to ascertain whether the required asset coverage for the debentures 
existed—whether the “touch-off” clause of the indenture had already 
been set off. Mr. Cooper testified : *° 


Q. Then your testimony is that prior to April 12, 19382, The New York Trust 
Company did not give any consideration to the question of whether to ask that 
an appraisal be made of the assets of the Hastern Utilities Investing Corpo- 
ration? 

A. That is true. 


However, no independent appraisal was made. The trustee re- 
quested a new certificate containing a recital that $35,000,000 of 
principal amount of Eastern Utilities Investing Corporation were 
outstanding, but the investment company did not comply with this 
request. 

The trustee’s letter of June 29, 1932,°% “requesting” an amended 
certificate might reasonably have been construed to be notice of a 
failure to file a proper certificate of the debt outstanding as of De- 
cember 31, 1931; and consequently to have started the 90- “day period 
within which a proper certificate would have to be filed under the 
indenture.“*? However, the trustee did not intend it as such,°4* no 


637 Td., Commission’s Exhibit No. 3782, Items 42 and 43. 

638 Td., at 23821—6, 23836, and Commission’s Exhibit No. 3782, Items 49, 58, 59, and 66. 

639 Td., Commission’s Exhibit No. 3782, Items 49, 58, 59, and 61. 

SON ata moos 

61.Td., Commission’s Exhibit No. 3782, Item 66. 

642 Td., Commission’s Exhibit No. 38782, Item 66. I. L. Tappen, counsel appearing on 
behalf of The New York Trust Company explained during the course of the public exami- 
mation that “the default consists of the failure to supply the certificate’? and that the 
default matures and the debentures can be declared due after the 90-day period of grace 
following demand by the trustee. His statement in full follows: ‘Mr. TAppEen. The 90-day 
period mentioned in subsection [d] of Section 2 of Article 6 of the indenture relates to 
the period after which having given demand the trustee in its discretion, or if requested 
by 15 percent of the bonds, must declare the principal of the debentures due. The default 
consists of the failure to supply the certificate. The 90-day period is a period of grace 
after which the bonds can be declared due. The default matures, in other words.” 

643 Td., at 23471. 
644 Td., at 23837. 
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additional certificate was filed, and the trustee took no action other 
than taking part in conferences with the management and the 
bankers and exchanging correspondence. 


ce. Dividends Taken Principally by the Control Interests While a 
Default Existed Under the Indenture 


As has been stated, The New York Trust Company, the trustee, 
received in April 1932 the formal certificate from Eastern Utilities 
Investing Corporation, which the trustee questioned.*4? Thereupon 
the bankers, Harris, Forbes & Company advised the trustee that the 
exchange offers for the Eastern Utilities debentures were, in their 
opinion, favorable to the debenture holders and that the bankers were 
recommending the acceptance of the offer. Mr. Cooper testified : %¢ 


Q. That is in April 1932, Chase, Harris, Forbes advised you that the exchange 
offers pending at that time were favorable to the Eastern Utilities Investing 
Corporation debenture holders? 

A. It is my recollection that at that time we were advised that in their 
opinion that was the only solution for the Eastern Utilities debenture holders. 

Q. And that they were recommending the exchange? 

A. That is my recollection. 


Mr. Cooper gave as the reason why the trustee did not attempt to 
enforce the default the following explanation : °47 

A. * * * No default was called at any time prior [to April 8, 1933], 
because we felt there was an opportunity of persuading the company to sur- 
render these $18,494,000 of debentures voluntarily, and that if we would eall 
a default, those debentures might conceivably fall in the hands of another 
creditor. Also, for the reason that we did not wish to interfere with the 
exchange of Eastern Utilities debentures for Associated Gas debentures, because 
we had been advised by the principal underwriter. 

Q. That is Harris, Forbes? 

A. Chase, Harris, Forbes, whom we felt had more information respecting 
the distribution of the exchange than any other party, and who recommended 
the exchange in the interests of the Eastern Utilities debenture holders. 


The failure to call the default gave Associated Gas and Electric 
Company additional time within which to persuade the debenture 
holders to accept the exchange offers. Mr. Cooper testified : °° 


Q. You realized, did you not, that the passage of time gave further oppor- 
tunity to the Associated Gas and Electric Company to carry out its exchange 
program? 

A. Yes, sir. 

Associated Gas and Electric Company had caused Eastern Utilities 
Investing Corporation to continue to declare and pay cash dividends 
on the Eastern Utilities Investing Corporation preferred stocks up 


645 Td., at 24593-5. 

646 Td., at 23839. 

647 Td., at 23837-8. 

648 Td., at 23840. Mr. Cooper supplemented his answer by saying (id., at 23840-—2; see 
also Commission’s Exhibit No. 3772, Item 39) : ‘Well, I think their exchange offer expired 
for a while in there, but during most of the period that is true.” Evidence then brought to 
his attention indicates that exchange offers were practically continuous. 
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to April 1, 1932. By the payment of these dividends the asset protec- 
tion of the debentures had again been diminished.*? 
Through April 1 of 1932, approximately $560,000 in cash dividends 
was paid on these preferred stocks,°°° of which stocks substantial 
blocks were held by Associated Gas and Electric Company.**! The 
eash dividends, therefore, went largely to that company.®? Mr. 
Cooper, of The New York Trust Company, the trustee, testified : 


Q. What materiality did you see in the fact that this substantial amount of 
preferred stocks of Eastern Utilities Investing Corporation [was] held by Asso- 
ciated Gas and Electric Company? 

A. It raised the question of whether the interests of debenture holders were 
not being sacrificed in the interests of the Associated Gas & Electric System. 


On April 12, 19382, Eastern Utilities Investing Corporation filed 
the certificates which showed that a discrepancy existed between 
them and the records of the trustee. On May 25, 1932, Eastern Utili- 
ties Investing Corporation answered a telephone inquiry from the 
trustee by saying that the difference between the amount of deben- 
tures recorded by the trustee as outstanding and the amount claimed 
by the company to be outstanding was represented by debentures re- 
acquired and held by the subsidiary of Eastern Utilities Investing 
Corporation.*** 

On June 18, 1932, counsel for The New York Trust Company 
advised the trustee to give Eastern Utilities Investing Corporation 
notice of an apparent event of default under Section 14 of Article 3 
of the indenture, which required an asset coverage of 125%.°°> Mr. 
Cooper testified : °¢ 


Q. In its letter of June 18, 1932, counsel advised The New York Trust Com- 
pany to give Eastern Utilities Investing Corporation notice of apparent default 
under Section 14 of Article 3; isn’t that right? 

A. Yes, sir. 

Q. What is the requirement of Section 14, Article 8, in your own words? 

A. That we serve written notice on the company of noncompliance with the 
requirement. 

Q. Of noncompliance with what requirement? 

A. The requirements respecting the asset coverage. 

Q. With respect to what percentage of asset coverage? 

A. 125%. 


On June 15, 1982, the trustee sent to Eastern Utilities Investing 
Corporation a letter, drafted by counsel for the trustee, giving the 
investment company notice that an apparent default had occurred 
under Article III, particularly with respect to Section 14 of the in- 
denture which required the total assets of the company to be equal 
to at least 125% of the aggregate indebtedness of the company and 


“8 Td., at 24595-6. It will be recalled that the portfolio switch of September BO, NOS, 
had diminished this asset protection. It was shortly before (i. e., January 1932) that the 
controlling interests caused Hastern Utilities Investing Corporation to borrow $325,00 
from The Public National Bank and Trust Company of New York. (See supra, note 466.) 

60 Op. cit. supra, note 6, at 23843. 

61 Td., at 23810. 

6&2 Td., at 23842. 

OSS, ge Peksilil, 

6: Td., Commission's Exhibit No. 3782. 

8° Td., Commission’s Exhibit No. 3782, Item 55. 

séTd., at 23814. 


‘748 SECURITIES AND EXCHANGE COMMISSION 


requesting a statement of any reasons the company had for believing 
that it was not now in default.°* 

It will be recalled that the System management had taken the 
position that as of December 31, 1931, Eastern Utilities Investing 
‘Corporation had only $16,506,000 of debentures outstanding (elim- 
inating from the amount outstanding the $18,494,000 of debentures 
held by Eastern Utilities Investing Corporation’s “graveyard” sub- 
sidiary), that the fair value of the corporation’s assets was then 
$27,925,331, and that consequently the ratio of debt to assets was over 
150%, and dividend declarations were permissible. 

The trustee was claiming that $35,000,000 principal amount of these 
debentures were outstanding and that, if so, “it would appear that 
the company may be in default through failure to maintain 125% 
asset coverage and otherwise.” °* 

Mr. Cooper testified : °°° 


Q. And what did you ask Eastern Utilities Investing Corporation to do? 
A. We asked them as promptly as possible to give us any reasons they might 


have for believing the company was not in default under these sections. 
* * * * * * cS 


Q. The letter did not declare a default under the sections requiring the filing 
of certificates with the trust company, did it? 

A. No, sir. 

Q. Nor did it declare a default under the provision with respect to 150 per- 
cent and 125 percent coverage? 

A. No, sir. 

Q. Did Eastern Utilities Investing Corporation reply to your letter? 

A. Yes, sir. 

Q. Under what date? 

A. Under date of June 21, 1932. 

Q. And what was the suggestion which Hastern Utilities Investing Corpora- 
tion made in that letter? % 

A. They state that they are not entirely satisfied that the position taken by 
our counsel is correct, and that even though the position of our counsel was 
correct, that on that basis there was still no default because the assets would 
have to be increased as the funded indebtedness which was shown outstanding. 

Q. You mean that Eastern Utilities Investing Corporation suggested that the 
eertificates be amended by adding as of December 31, 1931, $18,494,000 of 
debentures to outstanding debt, and $18,494,000 to assets? 


A. That is correct. 
* * * * % % * 


Q. But you knew that even on the basis of Hastern Utilities Investing Cor- 
poration’s suggestion, a default would exist with respect to the requirement that 
150 percent of assets be maintained? 

A. Well, yes; which was only, I believe, with reference to the payment of 
dividends. 

Q. That’s right. But the trustee took no action to declare an actual default 
under the 150-percent requirement? 

A. That is correct. 

Under date of June 29, 1982, the trustee wrote a letter to Eastern 
Utilities Investing Corporation asking “that new certificates be filed 

657 Td., at 23821—3, and Commission’s Exhibit No. 3782, Item 58. 


658 Td., at 23822. 
89 Id., at 23822—5. 
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under said Section, showing the facts as you now state them to have 
existed on said date (December 31, 1931).” °°° 

It was not until about nine months later when, under date of April 
8, 1933, the trustee gave Eastern Utilities Investing Corporation 
notice that it had defaulted.*t The reason given was that the cor- 
poration had failed to file the certificates due April 1, 1933." This 
notice gave Eastern Utilities Investing Corporation ninety days’ 
grace within which to cure the default, Before the ninety days 
expired, the “System” had succeeded in amending the indenture so 
as to eliminate this and all other “protective provisions” under which 
Eastern Utilities Investing Corporation had defaulted. 


8. EXCHANGE OFFER BY GENERAL FINANCE CORPO- 
RATION IN AUGUST 1932 


On August 18, 1932, an offer was made by The General Finance 
Corpora ation * to the holders of Eastern Utilities Investing Corpo- 
ration 5% Gold Debentures to exchange their debentures for either 
$1,000 principal amount of Associated Gas and Electric Company 5% 
Convertible Obligations, Series A,°°* or $900 principal amount of 
Associated Gas and Electric Company Gold Debentures, Consolidated 
Refunding 414% Series, due 1958.°°* That offer was made subject 
to withdrawal! without notice.°* On November 5, 1932, how ever, the 
same offer was renewed for a limited period with the right of ter- 
mination reserved by The General Finance Corporation within its 
discretion.° 

The ues al Kinance Corporation, “an indirect subsidiary of Asso- 
ciated,” was used by the Associated System as the vehicle for. reor- 
Baie companies that required reorganization.°°". While the $18,- 
494,000 principal amount of Eastern Utilities Investing Corporation 
debentures was held by Southern Utilities Genera! Cory poration these 
debentures could not be voted if challenged, because the mdenture 
prohibited the voting of debentures held by a subsidiar y= Accord- 
ingly these debentures were transferred in October 1932 to The Gen- 

eral Financ e Corporation, which was another subsidiary of Associated 
Gas and Electric Company. By this transfer the debentures were 
held within the “System” by a company which could vote the deben- 

660 Td., Commission’s Exhibit No. 3782, Item 66. 

661 Td., Commission’s Exhibit No. 3782, Item 88. On March 15, 1933, default was made 
in the payment of interest. 

662 The General Finance Corporation was the corporation which, in October 1932, acquired 
the $18,494,000 of Hastern Utilities Investing Corporation debentures originally placed in 
the “graveyard” subsidiary, Southern Utilities General Corporation, but which, upon protest 
from the bankers, returned these debentures to Southern Utilities General Corporation in 
February 1933. (See infra.) 

663 By May 12, 1933, $1,000 principal amount of these convertible obligations was admitted 
to be worth considerably less than $85. (Id., Commission’s Exhibit No. 3772, Item 39.) 

664 In May of 1932, each holder of a $1,000 Eastern Utilities Investing Corporation 
debenture was offered $1,000 principal amount in the Consolidating Refunding 414% 
series of 1958. (See UNDE) 

685 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 39. 

cestode 

rtd, at 25999) 

668 Op. cit. supra, note 6, Commission’s Wxhibit No. 38771. 

Sond; at 26986: 

15383873—40-—pt. 3———49 


700 ~ - SECURITIES AND EXCHANGE COMMISSION 


tures and thereby control any reorganization of Eastern Utilities 
Investing Corporation.°” By that time, it was considered impossible 
“to avoid a default.” °* However, the bankers refused to support 
certain exchange offers unless the debentures were returned to South- 
ern Utilities General Corporation.’”? Accordingly, in February 1933 
the transfer to The General Finance Corporation was rescinded as 
of the date of the transfer.°” 


§. EXCHANGE OFFER OF FEBRUARY 1933 AND SOLICI- 
TATION OF PROXIES 


On February 16, 1933, of the $35,000,000 of debentures originally 
issued, $6,185,000 were outstanding with the public, $18,795,000 were 
held by the wholly- -owned subsidiary of Eastern Utilities Investing 
Corporation, and $10,070,000 were held by Associated Gas and Elec- 
tric Company and/or its subsidiaries.° ° The “System” was, there- 
fore, short of the required 85% of the principal amount of outstanding 
debentures necessary to amend the indenture.° The “System” sought 
to obtain sufficient additional debentures to make up the requisite 
percentage. On February 16, 1933, The General Finance Corporation 
offered 'to the Eastern Utilities Investing Corporation debenture hold- 
ers either $1,000 principal amount of “Associated Gas and Electric 
Company 4% Gold Debentures, due 1983, or at their option, $1,000 
principal amount of Associated Gas and Electric Company Income 
Debentures due 1983. That offer was to expire March 22, 1933.°7° 

The bankers, in their letter of February 16, 1933 to debenture hold- 
ers recommended the acceptance of the offer and stated : °” 


The Indenture under which your Debentures were issued provides, among 
other things, that so long as any of the Debentures are outstanding the fair 
value of the assets of the Company shall be equal to at least 125% of the 
aggregate amount of all indebtedness of the Company. It further provides 
that any deficiency under such provision continued for 60 days after notice to the 
Company from the Trustee, shall constitute a default. The unprecedented de- 
cline in security values has made it apparent that an upturn in quoted values 
would be necessary to avoid such default. Cash dividends on the Corporations Ss 
preferred stocks were discontinued some time ago. 

& * * * * * * 


We feel that the best interest of the Debenture holders would be served by 
avoiding a default and its eventualities. Accordingly, arrangements have been 


670 Op. cit. supra, note 41, pp. 352-3. 

1 Td., at 352. 

673 Op. cit. supra, note 6, Commission’s Exhibit No. 3842, Item 53. 

673 Td., at 26986. 

674 Td., Commission’s Exhibit No. 8772, Item 39. 

675 Amendment of the indenture required 85% of debentures entitled to vote. (1d., Com- 
mission’s Exhibit No. 3771, Part I.) If the $18,795,000 held by Eastern Utilities Investing 
Corporation’s subsidiary were not challenged and were voted along with the $10,070,000 
held by other Associated Gas and Electric Company subsidiaries, resulting in a total of 
$28,865,000 for the amendment desired by the ‘System,’ the “System’’ would have only 
82.47%. If the $18,795,000 of debentures held by the subsidiary of Eastern Utilities Invest- 
ing Corporation were disqualified from voting, the ‘‘System’s” vote (of $10,070,000 out of 
$16,205,000) would be even less—only a fraction over 62%. 

876 Td., Commission’s Exhibit No. 3772, Item 39. 

877 Thid. 
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Mnade for the exchange of these Debentures for securities of the Associated. 
Gas and Electric Company under the enclosed offer of The General. Finance 


Corporation dated February 16, 1933. 


On March 15, 1933, The General Finance Corporation repeated. 
its aforesaid offer and stated : °7® 


* + * we agree that in the event of our exchange offer becoming effective, 
the undersigned would. pay to the holders of deposit receipts at the time of 
delivery of the new securities an amount equivalent to the interest represented 
by the March 15, 1933 coupons on all deposited Eastern Utilities Investing Cor- 
poration Debentures, if such interest had not theretofore been paid by Eastern 
Utilities Investing Corporation. 


The March 15, 1938, interest on the Eastern Utilities Investing de-- 
bentures was paid to those debenture holders who accepted this ex-: 


change but was not paid to those who did not accept the offer. 
On March 22, 1933, The General Finance Corporation, announcing 


that the public held less than 15% of the $35,000,000 of debentures 
originally issued extended the offer to April 6, 1933, and then later 
extended the offer again to May 1, 1933.°"° 

On May 12, 1933, Eastern Utilities Investing Corporation admitted, 
in order to induce consent to the proposed amendment of the inden- 
ture,°*° that, if the company had to be liquidated, the holders of a 


$1,000 debenture would receive securities having a market value of 
only $85.°* 

Eastern Utilities Investing Corporation at this time was obviously 
in a most distressed financial condition. However, despite the pre- 
carious condition of the company, the management continued by im- 
plication to represent to its security holders that an event of default 
had not as yet occurred: °°? 


The unprecedented decline in security values has made it apparent that a 
material upturn in quoted values would be necessary to avoid such a default. 


It was admitted that, based on prevailing quotations, the above list 
of securities, representing the proportion of the portfolio distributa- 
ble to each $1,000 debenture of Eastern Utilities Investing Corpora- 
tion, had a market value on May 12, 1933, of approximately $85. 
Admittedly, the assigned value of the portfolio had shrunk from 
$2,200 per $1,000 debenture (an asset coverage of 220%) in April 


878 Thid. 
679 Thid. 
6% See infra. 
881 Id., Commission’s Exhibit No. 38772, Item 39, These securities were listed as follows: 
7 sbares General Gas & Electric Corporation Class A common stock, 4.9 shares 
Associated Gas and Hlectric Company $5 Dividend Series Preferred Stock. 
9.4 shares Associated Gas and Electric Company $4 Cumulative Preference Stock. 
6 shares Associated Gas and Electric Company $6.50 Cumulative Preference Stock. 
ee eae vEMepal amount Associated Gas and Electric Company 5% Convertible 
igations. i 
$13.90 principal amount Associated Gas and Electric Company 7% Interest Bear- 
ing Scrip due February 15, 1938. 3 
The list of these six securities, which had a market value of $85 per $1,000 of Eastern 
Utilities Investing Corporation debentures outstanding, included over $1,100 principal 


amount of Associated Gas and Electric Company’s 5-percent convertible obligations—the- 
same security which not very long before had been offered to holders of Eastern Utilities: 


Investing Corporation debentures in an exchange, on a par-for-par basis. (Id., at 25998-9.)- 
62 Td., Commission’s Hxhibit No. 3772, Item 39. 
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1929 to $85 per $1,000 debenture (or 814% coverage) on May 12, 1933, 
without the “protective provisions” of the indenture having been 
brought into operation, yet a single step had not been taken for the 
protection of the debenture holders during this decline, although com- 
plete reports were furnished to both the company and the bankers 
as to the company’s financial condition and the trustee had been put 
on notice that the company must be in default. 

The company stated, in its Ietter of May 12, 1933, in conclusion: °** 


Based on prevailing quotations, the above list of securities would have a 
present market value of approximately $85 but it is not probable that even this 
amount would be realized in the event of this corporation being liquidated and 
all of its investments disposed of at a forced public sale. 

Furthermore, the expenses of such liquidation and sale would’ undeubtedly 
be considerable in amount and would, of course, be deducted from the proceeds 
of the sale so that the amount received by the holder of a $1,000 debenture of 
this corporation would probably be materially less than the figure given above 
as representing the present market value of the pro rata share of this corpora- 
tion’s investments applicable to each $1,000 principal amount of its debentures 
outstanding. 

In view of the foregoing, there does not seem to be any doubt but that it is 
distinctly in the best interests of this corporation’s debenture holders to so 
amend the indenture that the debentures cannot be declared to be in default 
and the liquidation of this corporation and forced sale of its assets precipi- 
tated. 

If you will be unable to attend the meeting in person we urge you to sign 
and return to us promptly the enclosed proxy, and also, if your debentures are 
not registered, the certificate of deposit in the form enclosed herewith. 


On May 13, 1933, The General Finance Corporation announced that 
its offer had become effective. 

On May 18, 1933, Associated Gas and Electric Company outlined 
a Plan of Rearrangement of Debt Capitalization which was applica- 
ble to the fixed interest obligations of that company including its 
4% Gold Debentures due 1985, which The General Finance Corpora- 
tion had been exchanging for Eastern Utilities Investing Corporation 
debentures.°** 

On June 5, 1938, The General Finance Corporation wrote former 
Eastern Utilities Investing Corporation debenture holders who had 
accepted The General Finance Corporation’s offer to exchange into 
Associated Gas and Electric Corporation 4% Gold Debentures due 
1983 that their deposit receipts could be exchanged under the “Recap” 
Plan of Associated Gas and Electric Company “in lieu of the actual 
Debentures themselves.” The letter stated: *°° 


This will eliminate the necessity of returning your Deposit Receipt to the 
Depositary, awaiting the delivery of the 4% Debentures due 1983, and then 
forwarding the Debentures—for deposit under the new Plan. 


683 Tbid. 

88+ Td., Commission’s Exhibit No. 3771, Part. I (letter of The General Finance Corpora- 
tion dated June 5, 1933 to the holders of Deposit Receipts for Eastern Utilities Investing 
Corporation debentures). See “Plan of Readjustment of Capitalization of the Associated 
Gas and Hlectric Company,” Sec. Il, Part VII of the Report of this Commission on the 
Study and Investigation of the Work, Activities, Personnel and Functions of Proteetive 
and Reorganization Committees. 

68 Tbid. 
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On June 26, 1933, The General Finance Corporation wrote to the 
holders of Eastern Utilities Investing Corporation’s Debentures, ex- 
tending its exchange offer on an amended basis, stating: 

For a limited time it has been determined to accept further tenders of the 

debentures which you hold for exchange for such Associated Gas and Electric 
Company 4% Gold Debentures due 1983, stamped for deposit under the plan 
of rearrangement of capitalization of Associated Gas and Hlectric Company 
on a par for par basis. 
By June 26, 1933, which was five days after the debenture holders 
meeting described below, the company had succeeded in reducing 
the amount of debentures outstanding in the hands of the general 
public °° to less than 7% of the original $35,000,000 of debentures. 


I. AMENDMENT OF INDENTURE, JUNE 1933 


By May 12, 1933, the “System” apparently had attained, as the 
result. of the successive exchange offers, control of enough debentures 
to vote an amendment of the indenture, even if the $18,795,000 of 
Eastern Utilities Investing Corporation debentures held by its sub- 
sidiary were disqualified from voting. The “System” then caused 
Eastern Utilities Investing Corporation to demand that the trustee 
call a meeting of debenture holders for the purpose of amending the 
indenture. The amendment was to eliminate from the indenture all 
provisions which gave the trustee or the debenture holders the right 
to call a default of such debentures, upon any ground except for the 
nonpayment of principal or interest.°*’ The amendment would 
therefore eliminate the “protective provisions” requiring mainte- 
nance of certain °® asset coverage ratios. The trustee promptly 
complied with this request on May 12, 1933, setting the meeting for 
the earliest possible date.**® 

For approximately a year the trustee had not taken any atnrma- 
tive action to enforce the provisions of the indenture although it was 
aware of defaults. In essence, the trustee had confined its activities 
to conferences with the issuer and its bankers and to routine answers 
o the inquiries of debenture holders whom the trustee referred to 
the investment bankers and the investment company for information 
and advice, without warning them of the serious condition of the 
company.°°° ~ 

In considering the trustee’s action in connection with the debenture 
holders’ meeting, it may be well to refer to some of the letters it had 
previously received from public debenture holders and how it had 
answered them. 

On May 27, 1932, by receipt of a letter from a debenture holder, the 
trustee was put on notice of a possible event of default under Section 


63 Ibid. The offers made by The General Finance Corporation were further extended 
on July 12, 1934, at which time only about 4% were outstanding in the hands of the 
general public. The remaining holders of debentures were solicited by The General Fi- 
nance..Corporation on November 38, 1984, to exchange their debentures “for the more 
secure debentures of the Associated Gas and Electric Corporation”. (Id., Commission’s 
Exhibit No. 3772, Item 39.) 

687 Td., at 23852—7, and Commission’s Exhibit No. 3782, Item 94. 

688 Tq,, Commission’s Hxhibit No. 8771. 

689 Tbid. 

6% See infra and also op. cit. supra, note 6, at 28857, and Commission’s Hxhibit No, 3782. 
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14, Article III of the indenture requiring a 125% asset coverage of the 
outstanding debentures.*** Thereupon the trustee communicated with 
its counsel with respect to this letter, pointing out to counsel that, As- 
sociated Gas and Electric Securities Company, Inc., was then making 
an exchange offer of Associated Gas and Electric Company debentures 
for those of Kastern Utilities Investing Corporation and stating: °? 


We wonder whether the question whether a default has occurred, and if so 
what action should be taken by us as Trustee may not be determined inde- 
pendently of the question of registering certain of the Eastern Utilities Invest- 
ing Corporation debentures in the name of a subsidiary of the Eastern Utilities 
Investing Corporation. 


Counsel for the trustee advised : °9? 


* * * We think it wise that the trustee call to the attention of the cor- 
poration the apparent default in the observance by the corporation of the pro- 
visions of Section 14 of Article III of the Debenture Agreement requiring that 
the total assets of the corporation shall be equal to at least 125% of the aggregate 
amount of all indebtedness of the corporation. We are therefore proposing for 
your signature a form of letter * * #* 


Upon this advice of counsel, the trustee, on June 15, 1932, wrote to 
the Eastern Utilities Investing Corporation: °** 


We do not understand that debentures reacquired and held by a wholly owned 
subsidiary * * * have the status [of debentures reacquired by the company] 
* * *. It therefore seems to us that the debentures held by the subsidiary 
must be regarded as “outstanding” for all of the purposes of the debenture agree- 
ment. If the debentures are outstanding, it would appear that the company 
may be in default in the performance of its covenants and agreements con- 
tained in Sections 8 to 16 inclusive of Article III of the debenture agreement, 
particularly Section 14 [providing for 125% asset coverage]. 


Section 13 of Article III of the debenture agreement provided: ** 


The Company will not, so long as any of the debentures are outstanding, de- 
clare any dividend other than a stock dividend, on any class or series of its stock 
if, at the time of the declaration of such dividend, the total assets of the Com- 
pany, exclusive of the fair value of securities then pledged as security for -tem- 
porary indebtedness are less than 150% of the then outstanding funded indebted- 
ness of the Company, or would, by reason of the payment of such dividend be 
reduced to less than 150% of its then outstanding funded indebtedness. 


In response to the inquiry regarding the apparent defaults existing 
with respect to asset coverage and by reason of dividend payments, the 
company replied, on June 21, 1932, to the trustee : °° 


Inasmuch as the bonds in the treasury * * * are worth to this Company 
100 cents on the dollar, as indebtedness of this Company, the value of the assets 
as shown by the certificate filed with you should be increased from approxi- 
mately $28,000,000 shown therein to over $46,000,000. This asset value is sub- 
stantially in excess of 125% of the $35,000,000 principal amount of bonds out- 
standing. 


61 Td., Commission’s Exhibit No. 3782, Item 50. 
682 Id., Commission’s Exhibit No. 3782, Item 52. 
63 Td., Commission’s Exhibit No. 3782, Item 55. 
64 Td., Commission’s Exhibit No, 3782, Item 58. 
6 Id., Commission’s Exhibit No. 3771. 

$98 Id.. Commission’s Exhibit No. 3782, Item 59. 
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In this letter the corporation admitted that the ratio of $46,000,000 
assets. to $35,000,000 of obligations was Jess than the required 150% 
asset coverage required for current payment of cash dividends in 
accordance with the indenture. To satisfy the asset ratio coverage 
for dividends, $52,000,000 of assets was needed. The letter satin 
relates to a certificate of asset value as of December 31, 1931, in effect 
constituted an admission that the dividends paid in the spring of that 
year on the preferred had been declared in violation of the indenture 
provisions. 

Although The New York Trust Company may not have been aware, 
at the time of receipt of this letter, that a total of $572,998.50 cash 
had been currently paid as dividends, of which $562,000 had been paid 
to companies in the Associated Gas '& Electric System,°? the trustee 
was aware that Hastern Utilities Investing Corporation had there- 
tofore during 1982 paid dividends in cash.® Such payments were 
particularly noted by the trustee in its letter of June 24, 1932, for- 
warding to counsel for further consideration the aforementioned reply 
of Eastern Utilities Investing Corporation.®® However, the trustee, 
on June 29, 1932, merely asked for a new certificate, saying: poe 


It would appear that the certificate heretofore filed with us pursuant to Section 
15 of Article III, showing as of December 31, 1931, the fair value of the total 
assets of the Company does not reflect accurately such fair value. It would also 
appear that the certificate filed under said Section 15 showing the amount of 
outstanding debentures is inaccurate to the extent that it fails to include the 
$18,494,000 of debentures held by your subsidiary. We, therefore, request that 
new certificates be filed under said Section showing the facts as you now state 
them to have existed on said date. 


67 As of December 31, 1932, the following shares of Eastern Utilities Investing preferred 
stock were outstanding on which dividends were paid during the first part of 1932 at the 
following rates: 


‘ Number of 
Security . sharesie Rate > | Total paid 
SH sPLelerred eet a. - Sk Matte ees eee. ee ee Ee Se SEES RE TEE Sse, 75, 000 $2. 50 | $187, 500. 00 
SO: prefernedtes. 2 Oc Sie ys. a ee cd oni ete Lot ee 68, 331 1.50 | 102, 496. 50 
feb pDCrerled ae tect ean ook oon see ek he ssstas see eseee esas 11, 724 ik; 7) 20, 517. 00 
Rarticipatingspreferned ss.) ses oe ee ea ce se eee ee 174, 990 1.50:} 262, 485. 00 
shotalidividendstpaldeee ey. Sewer ty. Pleas Cree SNE eee ot eee Joocoaeo ee 572, 998. 50 
i | 


of which the public held the following shares and received the following dividends: 


Security Tue benet Rate > | Total paid 
Soypreferne Gels ae ee Ry es EE OS ey be 639 £2. 50 $1, 597. 50 
S ORD TCLSTRC Clie ee teow in Ss ee oe een ate gee eee eee 772 1. 50 1, 158. 00 
SFDRCICTLCC Me tees Fame ea emt eee va SESE TT PES PEEP eee 3, 744 | 1.75 6, 552. 00 
TRAEVPLPCENY ONDINE [OLROR NORA a pee eee Bee cena ance { 1, 128 1. 50 1, 684. 50 
Motalsreceivedsoyat enol Caan ane eens |i Share a wi | S550) cule | 10, 992. 00 
| | 


and the Associated Gas & Electric Co. and its affiliates received the balance of about $562,000. 


* Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 6. 
> Id., Commission’s Exhibit No. 3782, Item 63. 


68 Op. cit. supra, note 6, Commission’s Exhibit No. 3782, Items 61 and 63. 
699 Td., Commission's Exhibit No. 3782, Item 61. 
700 Td., Commission’s Exhibit No. ‘3782. Item 66. 
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On the same day Mr. Cooper prepared a memorandum for the trus- 
tee’s counsel showing the amount per share paid in cash and saying 
“= * we note substantially all of the preferred stocks, excepting 
the $7 Cumulative Preferred, are owned by the Associated Gas and 
Electric Company * * *,7? 701 

Although the trustee disagreed with the management’s argument 
that it had fulfilled the covenant to maintain a ratio of assets to debt 
of 125%, although the trustee considered the April 1932 certificate to 
be incorrect, and although the trustee knew of the declaration of these 
dividends after the ratio of assets to debt had fallen below the re- 
quired 150% and thought that “it raised the question whether the in- 
terests of debenture holders were not being sacrificed in the interests 
of the Associated Gas & Electric System,” nevertheless the trustee 
took no action to enforce the remedies of the indenture. Not until 
April 8, 1933, after the March 15, 1933, interest had been defaulted 
and the April 1, 1933, certificates had not been filed, did the trustee 
place the remedial machinery of the indenture into operation. It then 
chose to give notice only that a default had occurred for failure to 
file the April 1, 1933, certificates and that if none were filed within 90 
days it might declare the debentures due and payable. Mr. Cooper 
testified : 7? 


Q. Prior to that time it [the trustee] had neither called a default nor started 
any period of grace running? 

A. Well, we had notified the company that we felt that they were in default 
in their covenants, but we had not taken any action to enforce the remedies of 
the indenture. 


However, during the period of a year after it told the company it 
was in apparent default, the trustee withheld that fact from the de- 
benture holders and referred inquiries to the corporation and the 
investment bankers. In response to an inquiry of a debenture holder 
typical of many asking for general and specific information regarding 
the condition of the debentures—inquiries apparently made ‘by de- 
benture holders to determine the advisability of accepting pending 
exchange offers—the trustee, on July 1, 1932, wrote: 7° 


The debenture agreement does not require the company to keep us informed as 
to its portfolio, and we have no information in respect thereto. We suggest that 
you communicate direct with the company upon this subject. * * * last 
certificate filed with us shows that as of December 31, 1931, the corporation had 
not pledged any of its assets to secure temporary indebtedness. 


So, too, in response to a letter of a debenture holder, dated August 1, 
1982, asking, “Can you give me any information concerning Eastern 
Utilities Investing Corporation gold debentures?” the trustee, pursu- 
ant to advice of counsel,’* replied, “We are in receipt of your let- 
ter * * *. We suggest that you communicate directly with Chase 
Harris Forbes Corporation.” 


70. Td., Commission’s Exhibit No. 3771, Item 63. = 

72 Td., at 23811, 23849, 23856, and Commission’s Exhibit No. 3782, Items 42, 43, 63, 
66. and 84. 

73 Td., Commission’s Dxhibit No. 83782, Item 68. 

74 Td., Commission’s Exhibit No. 3782, Items 71 and 73. 
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When examined with respect to the relative attention shown to the 
requests of the debenture holders and the issuing company, Mr. Cooper 
testified : 7° 


Q. So that The New York Trust Company issued the call of meeting on the 
same day that it got the request from the corporation with the specifications of 
the proposed amendments; is that right? 

A. The formal request. 

Q. It issued the notice to call the meeting; isn’t that right? 

A. That is correct. 

Q. When The New York Trust Company was answering inquiries from outside 
debenture holders, it often took considerable time in answering the inquiries, did 
it not? 

A. That is correct. 

Q. And also it gave them just the bare bones of the information contained in 
the certificates filed ; isn’t that right? 

A. That is right. 


The statements of Eastern Utilities Investing Corporation had 
failed to inform the public of its actual financial condition and the 
trustee had failed to take any affirmative action to protect the de- 
benture holders. The auditors, Haskins & Sells, in their audit re- 
ports had failed to comment on the increasing proximity of the de- 
bentures’ asset coverage to the “touch-off” point. 706 Had this dis- 
closure been made soon enough some debenture holders might have 
succeeded in securing the consent of the holders of the requisite per- 
centage of the outstanding debentures necessary to compel the trustee 
to accelerate the maturity date of the debentures. Furthermore, dur- 
ing the time that the Associated System was pressing its program of 
switching the holders of the debentures of Eastern Utilities Invest- 
ing Corporation into securities of other companies of the “System,” 
these debenture holders were never told that a default had occurred, 
although the management’s attention had been specifically called to 
the occurrence of a default by Haskins & Sells around March or the 
early part of April 1933," and although even the trustee had on 
June 15, 1932, written the management ‘that “it would appear that 
the company may be in default, 708 and although exchange offers to 
preferred stockholders had since the fall of 1931 been warning them 
of an impending default.” 


COMA SO Olt 
76 7Td., at 24851-2. The auditors contended that they did not see any advantage to the 
investor of a disclosure of the nearness of the asset coverage to the ‘‘touch-off’’ point. 
Thus, just as the trustee attempted to shift its burden to the banker, the accountants 
attempted to shift the burden to the trustee. Mr. Bowman testified (id., at 24352) : 
Q. What did you insert in your auditors’ report for 1931 to fulfill your obligation 
to the public? 
A. We showed the vaiue of the securities. 

The value was based on the company’s valuation, except that it was the practice to 
show the aggregate market value of securities having any market quotation and the aggre- 
gate carrying value of securities for which no quotation could be found (id., at 24357-9). 

WW Td., at 2428991. 

708 TG., Commission's Exhibit No. 


QT 


82, Item 45. 


7 Td., Commission’s Exhibit No. 3771, Item 40, et seq. 
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The trustee could have started action to collect payment of the 
principal and interest.7° However, the trustee did not take such ac- 
tion; nor did the trustee even request a list of the portfolio securities 
or the basis on which these securities had been valued by the com- 
pany, although the trustee believed it could have obtained this infor- 
mation merely on request.” ; 

After discussion with counsel of Eastern Utilities Investing Cor- 
poration over a period of time, the New York Trust Company com- 
plied with the request of the management of the Associated System 
dated May 12, 1938, to call an immediate meeting to amend the inden- 
ture and on the same day called such a meeting for June 21, 1933, the 
earliest date possible.”? Although the trustee advised the management 
that by calling the meeting it was not thereby giving approval to the 
proposed amendment, nevertheless the trustee did not protest against 
the amendment.”* Moreover, the trustee took no action whatsoever to 
advise the debenture holders of the import of the contemplated amend- 
ment or in any manner to represent their interests.74 

The plans had been carefully prepared for the meeting. Every pre- 
caution had been carefully taken to prevent delay in the program of 
the controlling interests. The proposed annual audit report for the 
year 1982, submitted promptly after March 10, 1933 and showing 
defaults, was held in abeyance.“ The annual report to security holders 
which for the prior four years had invariably been issued prior to May 
was in 1933 withheld until September.”7 The “System” had assured 
itself of the control of an adequate number of debenture votes to pass 
the amendments, even if the voting of its subsidiaries’ holding of 
$18,795,000 principal amount of debentures was disallowed. The pub- 


70Td., at 23854-6. Mr. Cooper testified (id., at 23854-6) : 


Q. When The New York Trust Company received this letter of May 12 from Eastern 
Utilities Investing Corporation, The New York Trust Company could have started 
ret One eo collect payment of the interest and principal amount, could it not? 

es. 
* * * * * * e 

Q. By that date hadn’t you obtained the opinion of counsel that the trustee had a 
Highs se take action to collect the principal and interest? i 

e 


Q. As a matter of fact, you had that opinion a long time prior to May 12, 1933, 
hadn’t you? 

A. I don’t recall. 

Q. When did you receive the opinion? 

A. As I recall, it was shortly after the interest was not paid. 

Q. What was the approximate date of non-payment of interest? 

A. March 15, 1933. 

Mi Td., at 23866—7. 

7127d., at 23857. 

13 Tqd., at 23858. 

714 See supra. The trustee felt that the only remedy available was to accelerate the 
maturity of the principal of the debentures and apply for a receiver, thereby throwing the 
company into bankruptcy, steps which the trustee stated it would not take. (Id., at 23850.) 

75 Td., at 24291 and Commission’s Exhibit No. 3813. 

76 According to the recollection of Mr. Bowman, a partner of Haskins & Sells, when 
Haskins & Sells pointed out to the Associated management “around March or the early 
part of April [1933] that there had been a default under the terms of the bond’ and sub- 
mitted a rough draft of their audit report, the submission of the final certified audit was 
delayed until after the amendment of the indenture because ‘‘they said they were going to 
do something about the indenture”. (Id., at 24289-91.) 

271d., Commission’s Exhibit No. 3771 shows the dates of the president’s letters accom- 
panying the annual reports as— 


March 11, 1929, for the 1928 report. 
February 7, 1930, for the 1929 report. 
March 28, 1931, for the 1930 report. 
April 15, 1982, for the 1931 report. 
September 9, 1933, for the 1932 report. 
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lic debenture holders had not been specifically advised of their rights 
under the terms of the indenture nor were they informed of the actual 
financial condition of the company. The meeting of the debenture 
holders was held at the earliest possible date in accordance with the 
terms of the indenture, to wit, June 21, 1938, or (as required by Arti- 
cle XII, Section 2 of the indenture) 38 days after the control interests 
had requested such meeting, whereas 60-days’ notice was permissible.” 
The New York Trust Company, acting pursuant to powers granted to 
it by the indenture, appointed the officers to conduct the meeting and 
the tellers to count the votes and pass upon the eligibility of debentures 
LONVOLC. 

~The Tradesmens National Bank & Trust Company of Philadel- 
phia, holding $25,000 of debentures, had, prior to the meeting, pro- 
tested against the voting of the $18,795,000 of debentures held by 
Southern Utilities General Corporation, the subsidiary of Eastern 
Utilities Investing Corporation.” Accordingly, those $18,795,000 of 
debentures were not voted,”* but these votes were not needed to 
approve the amendment.” The Tradesmens National Bank & Trust. 
Company also protested against the voting of any Eastern Utilities. 
Investing Corporation debentures held in the Associated Gas & Elec- 
tric System.’? The indenture provided that debentures held for 
the benefit of the issuer should be disqualified from voting. The 
Tradesmens National Bank & Trust Company took the position that 
debentures held by Associated Gas and Electric Company and its 
subsidiary, Eastern Utilities Securities Corporation, were held for 
the benefit of the issuer, Eastern Utilities Investing Corporation, 
because in view of the intercorporate relationship between the three 
“for the purposes of this meeting those corporations should be con- 
sidered as one.” 74 It also took the position that “The use of [by] 
the Associated Gas and Electric Company and the Eastern Utilities 
Securities Corporation of the $13,786,000 principal amount of Deben- 
tures held by them to bring about the adoption of the proposed 
amendments will constitute a breach of the trust imposed by law 
upon the majority Debenture holders not to use their control to the 
detriment of the minority Debenture holders.” After considerable 
discussion at the meeting, the inspectors of the votes, appointed by 
the trustee, decided with the aid of an opinion of counsel, who were 


78 Tq., Commission’s Exhibit No. 3771. 

79 1Td., at 23859. 

720 Td, at 23859-60, 23874-5 and Commission’s Exhibit No. 3782, Item 6. With reference 
to the question whether Associated Gas and Electric Company was also a subsidiary of 
Eastern Utilities Investing Corporation, counsel for the two companies admitted that Asso- 
ciated Gas and Hlectric Company securities held by Eastern Utilities Investing Corporation 
“if they become voting by reason of a continuation of a default in the payment of dividends 
on the Associated Gas and Electric Company preferred stock, will aggregate not more than 
8% of the aggregate shares now outstanding, which, if then outstanding, will be entitled te 
vote.” However, he submitted a certificate verified by affidavit ‘‘certifying that Associated 
Gas and Electric Company is not a subsidiary of Eastern Utilities Investing Corporation”. 
(Id., Commission’s Exhibit No. 3782, Item 8, p. 23.) 

7217q., at 23859-60. 

72%n computing the total vote, these $18,795,000 principal amount of debentures were 
deducted from the total principal amount of $35,000,000 to arrive at a figure of $16,205,000 
as a basis for determining the percentage of the debentures needed to pass the amendments. 
(1d., Commission’s Exhibit No. 3782, Item 8.) 

723 Td., at 23880 and Commission’s Exhibit No. 3782, Items 6 and 8. 

724 Thid. 
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also appointees of the trustee, that the debentures held within the 
“System” could be voted.725 

Mr. Cooper testified : 726 

Q. Even though the Tradesmens Bank, a debenture holder, had protested 
against the voting of debentures held within the Associated System, isn’t that 
right? 

A. That is correct. 

Q. And the ground of the objection was stated to be that those debentures 
were being held for the benefit of Hastern Utilities Investing Corporation, isn’t 
that right? 

A. Yes; within the meaning as defined in the indenture. 

Q. And the question involved a consideration of a considerable amount of 
evidence which was received at the meeting, isn’t that right? 

A. That is correct. 

Q. And who made the decision that debentures held within the system could 
be voted? 

A. The inspectors of votes. 

Q. Which had been selected by The New York Trust Company? 

A. That is correct. 

Q. Did the inspectors make that decision entirely as a result of their own 
personal consideration of the evidence? 

A. Plus the opinion of counsel. 

Q. The opinion of what counsel? 

A. Mr. Bailey and Mr. Curran. 

Q. Mr. Curran and Mr. Bailey were counsel for The New York Trust 
Company ? 

A. That is correct. 

When examined as to his own personal opinion on whether these 
debentures were disqualified, Mr. Cooper, one of the inspectors of 
votes, testified : 7 . 

Q. What was your own individual opinion at that time as to whether the 
Eastern Utilities Investing Corporation debentures held within the Associated 
System were held for the benefit of Eastern Utilities Investing Corporation? 

A. Aside from interpretation of the exact wording of the trust indenture 
defining what should be excluded and. voted in the meeting, it seemed that 
it was all one system, more or less. 


The Tradesmens National Bank & Trust Company, of course, did 
not have the benefit of an insider’s knowledge of the affairs and records 
of the “System,” nor the aid of the trustee in developing the actual 
situation, nor the benefit of an examination of the books and records 
cf Eastern Utilities Investing Corporation and affiliated companies 
to trace the acquisition of these bonds.7?* The Tradesmens National 


5 1d., at 23880. Mr. Stix, auditor of the “System,” testifying in a tax proceeding in 
support of the issuer’s position that it should not be taxed for any profit made in the acqui- 
sition by Hastern Utilities Investing Corporation of these debentures, strongly urged that 
they had been reacquired from the public by “System” companies beginning as early as 
June 1931, for the purpose of retiring debt of Eastern Utilities Investing Corporation and 
not as a capital investment. (Op. cit. supra, note 41, at 336.) 

6 Op. cit. supra, note 41, at 23860-1. 

EU NGl GHG, RSG. 

78 Mr. Cooper testified (id., at 23877) : 

Q. In order to obtain ample evidence to determine whether or not the debentures 
held within the Associated Gas & Electric System were held for the benefit of Hastern 
Utilities Investing Corporation, or held by or for the benefit of a subsidiary of Eastern 
Utilities Investing Corporation, it would have been necessary, would it not, to examine 
various books of account and other records of system companies? And to examine 
pyiuceses as to the beneficial ownership of certain securities? Isn’t that right? 

. Yes, sir. 
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Bank & Trust Company requested, at the meeting, certain information 
with respect to these reacquired bonds from the attorney representing 
the Associated System. Portions of these requests were granted by 
the “System’s” attorney, but the balance of these requests were ruled 
by the trustee’s representative to be irrelevant and therefore unavail- 
able to the bank.*’® 

The vote of 85% of the debentures entitled to vote was needed to 
effect the amendments to the indenture proposed by the management. 
As a result of the disqualification of the debentures held by Eastern 
Utilities Investing Corporation’s subsidiary, only 85% of the remain- 
ing $16,205,000 of debentures was required to pass these amendments. 
Through voting of debentures held by Associated Gas and Electric 
Company and its subsidiary, Eastern Utilities Securities Corporation, 
the amendments were carried by a vote of a fraction above 85%. Mr. 
Cooper testified :7°° 


Q. What was the percentage of debentures voting for the amendment as 
compared with what you consider the debentures entitled to vote? 

A. May I give an approximation, or do you want me to figure it out? 

Q. If you can give a close approximation, yes. 

A. We computed that $13,774,250 principal amount constituted 85% of those 
entitled to vote. The actual vote in favor of the resolution was $13,803,000 
principal amount, or slightly in excess of 85 percent. 

Q. So that the amendments were barely carried? 

A. That is true. 


Since there was a default under the indenture, the trustee was in a 
position to take affirmative action for the protection of the minority 
debenture holders. Prior to the meeting, the trustee had the right to 
give notice of default and proceed to enforce the indenture. How- 
ever, the trustee, apparently without any independent investigation 
of its own, chose to accept the opinion of the bankers and of the man- 
agement that the debenture holders would fare better if their rights 
were not pressed and the company were allowed to continue in busi- 
ness by being relieved of the obligation to maintain any ratio of 
assets to debt, \ 

Even though the Eastern Utilities Investing Corporation had 
failed to pay “interest on its debentures, no investigation was made 
by the trustee as to the composition of the portfolio ™* or the value 
of its assets or of the condition of the company; nor was any attempt 
made to place the company into receivership. 

As early as September 1931, the trustee had been put on notice by 
The Fulton County National Bank and Trust Company that the 
Eastern Utilities Investing Corporation debentures were selling as 
low as 86." Blythe & Company, Inc., an investment banking house, 
in a letter to the trustee dated September 30, 1931, said that that firm 
presumed from the phraseology of the indenture ”° that the trustee 
would notify the company in case of any default with respect to the 
125% asset protection requirement. The letter specifically stated : 78 

729 Td., Commission’s Exhibit No. 3782, Item 8. 

130Td., at 23884-5, 

7 Id., at 23866. 

72 Td., at 23746. 

733 Td., Commission’s Exhibit No. 3771, Part I. 

734 Td,, Commission’s Exhibit No. 3782, Item 23, 
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* * * in order to do this [the trustee] must necessarily keep informed con-~ 
«erning the current value of the assets of the company. 


Counsel for the trustee, however, held a different view.7> Again, on 
December 15, 1931, in reply to an inquiry by one Mr. Space, the 
trustee admitted that it did not know the value of assets of Eastern 
Utilities Investing Corporation; repeated its reference to the com- 
pany’s covenant to maintain a relationship of 125% of total assets to 
indebtedness, and stated that the trustee had referred Mr. Space’s 
letter to the issuing company, Eastern Utilities Investing Corpora- 
tion, for reply. Mr. Space urged that since the debenture holders 
looked to the trustee for protection, it would be preferable for the 
trustee to inform itself as to the assets of the company instead of 
relying upon the certificate of the company. Mr. Cooper 
testified : 7°? 


Q. If you had followed the suggestion of Mr. Space contained in his letter 
of December 15, to the effect that you inform yourself as to the assets of 
Eastern Utilities Investing Corporation, would you have been surprised to have 
found that Eastern Utilities Investing Corporation not only did not have 
125% coverage, but had less than 100% coverage as of December 31, 1931? 

A. On the basis of information which we received later, I would not have 
been surprised. 


Moreover, in March 1932, the Spokane Savings Bank of Spokane, 
Washington, had requested of the trustee information with respect 
‘to statements contained in certificates due to be filed with the trustee 
April 1, 1932, because that bank noticed that dividends were being 
paid on the preferred stock of Eastern Utilities Investing Corpora- 
tion, and questioned whether the 150% asset coverage required by the 
indenture existed.738 

The firm of Haskins & Sells had, in the middle of March 1933, 
audited the books of Eastern Utilities Investing Corporation for the 
year 1932 and had promptly submitted a report on the result of its 
examination to the company,” in the form of a proposed audit 
report accompanied by a qualified certificate pointing to the default 
of the debentures.7*° 

The Haskins & Sells audit for the year 1932 disclosed : 741 


At December 31, 1932, the ratio of the company’s assets to the liabilities was 
less than the minimum of 125% of the former to the latter as required under 
Section 14 of Article III of the indenture dated as of March 15, 1929, covering 
the company’s 5% gold debentures due March 15, 1954. Failure to maintain 
the prescribed ratio of assets to liabilities constituted a default under Section 
2 (c) of Article VI of the indenture. 

Because of the probability that the total assets of the company were less than 
150% of the company’s funded debt in January, 1932, the declaration of divi- 
dends at that time possibly violated Section 13 of Article III of the above- 
mentioned indenture. We did not attempt to compute a fair market value of 


5 1d., at 23747, 23753. 

736 Td., at 23776-T. 

77 Td., at 23780. 

738 Td., at 23791-2. 

738 Td., at 25697 and 24289-91. 

“40 Td., Commission’s Exhibit No. 3780—D. 
41 Toid. 
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the securities then owned by the company, but a cursory inspection of a list 
of securities owned, as shown in the company’s report of January 31, 19382, 
indicates that the total assets, including securities at their fair market value, 
were less than 150% of the then outstanding funded debt of the company. 


Inclusion of these vital facts in the auditor’s certificate was avoided 
as the result of the management’s delay in approving the audit 
report on the excuse that something was being done about the in- 
denture.” The amendments which eliminated the protective pro- 
visions of the indenture, were voted, as has been indicated, on June 21, 
1938. Nine days later, or three months after the time of its audit, 
Haskins & Sells issued their report.7* Thus, the audit report lay on 
the desk of the “System’s” auditors from around March or the early 
part of April 1933 until June 1933, and the certified report of the 
auditors was not officially submitted to the management of the com- 
pany until June 30, 1933. Moreover, in view of the amendments to 
the indenture effected on June 21, 1933, the accountants chose to 
include the statement regarding the defaults and violation of the 
indenture provision in their letter transmitting their audit report to 
the company, which would not be made public, rather than in their 
certificate,“* which would be included in the annual report to security 
holders. Mr. Bowman, partner of Haskins & Sells, testified : 


Q. You knew when you submitted that certificate along with your letter of 
transmittal, that the letter of transmittal would not be included in the company’s 
published annual report, didn’t you? 

A. We asSumed that; yes. 

* * % He * % 


A. * * * ‘That was the reason we didn’t put in the certificate, as I stated, 
before the default had been cured. 

Q. Was a statement that a default had occurred inserted as a footnote to the 
balance sheet? 

A. No. 


The company’s annual report for the year 1932 was issued on Septem- 
ber 9, 1933. This report, of course, did not contain the auditor’s 
letter of transmittal to the company, which mentioned the default. 
The annual report, however, did contain the auditor’s certificate which 
did not mention the default. As a result, these comments of the ac- 
countants with respect to the default did not appear in the published 
certified report for the year 1932 and never were transmitted to the 
stockholders.“* Mr. Bowman claims they were told the company 
would mention the default in its report, but actually the annual report 
did not state that any default had taken place. Mr. Bowman 
testified : "7 


Q. Mr. Bowman, when Haskins & Sells had completed their report, it was 
customary, was it not, to have a discussion with Mr. Stix concerning that report 
before the final report was submitted? 

A. In some instances it was, and in other instances a draft would be left with 
him, and there might not have been any discussion, 


742 Td., at 24291 and op. cit. supra, note 46, at 655. 

743 Op. cit. supra, note 6, at 25697, and Commission’s Exhibit No, 3813. 
“44 1d., at 242914 and Commission’s Exhibit No. 3780—D. 

45 Td.. at 24294. 

“6 Td., at 24294-9. 

747 Op. cit. supra, note 46, at 655-8. 
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Q. You remember the report for the year 1932 very clearly, do you not? 

A. Yes. 

Q. That report was discussed with Mr. Stix, the draft report, was it not? 

A. I doubt whether the report as rendered was discussed with Mr. Stix. 

«j. Do you remember with whom it was discussed? 

A. I do not know whether it was discussed with anyone. As I remember, 
we held the report for some time and then finally rendered it in the form which 
you have there, and I am not sue that it was discussed with anyone. 

Q. Do you remember why that report was held up after it was completed? 

A. To the best of my recollection there was a question pending as to the default 
in the indenture. 

_Q. And do you remember what that question was? 

A. The company had not the coverage required in the indenture. 

Q. And why would that cause you to hold up the report? 

A. We felt that it was necessary to say something about it in the report. 

Q. Could you not have said that without holding up the report? 

_A. Do you mean “said it in the report’? 

Q. Yes. 

A. It was our custom to discuss the reports or show the reports or advise them 
of any exceptions that we were taking in the report. 

@. And you advised them that you were going to mention the default under 
the indenture? 

A. I am pretty sure we gave some advice that it would be necessary to make 
a statement about the default. 

Q. And they asked you to hold it up after you mentioned that? 

A. I believe we were told that something was being done to cure the default, 

Q. Were you told what was being done? 

A. No, I do not think so. We were told later on that the indenture had 
been changed. 

Q. Why would you be interested in holding up a report that was going to 
mention a default until after the default had been cured? 

A. We were not interested in holding it up, but ordinarily we kept the 
reports around until the company was ready to publish them and use them. 
They were not pressing us for it and the matter was in suspense and pending 
final conferences, and they were just left there until they asked for them. 

Q. I show you Government’s Exhibit M—5, which was the report for the year 
1982, and ask you why you did not mention the default in the certificate? 

A. We felt that the default had been cured at that time. 

@. You mentioned the default in the letter of transmittal? 

A, Yes. 

Q. You knew the letter of transmittal would not be published, did you not? 

A. It is not usual to publish a letter of transmittal, although it is usual 
for them to submit a copy of the report, and if the same thing was mentioned 
in the copy of the report, it would not necessarily be mentioned in the copy 
of the certificate. ; 

Q. Was the fact that there had been a default mentioned in the report or 
in any place other than the letter of transmittal? 

A. In our report? 

Q. In your report? 

A. No. 

Q. So that the only place that you mentioned the default was in the letter 
of transmittal which you knew it was not customary to publish, is that right? 

A. I knew it was not customary to publish, but I believe we knew that they 
were going to say something about it in the report. 
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As has been indicated, the annual report did not mention that a 
default. had occurred. The annual letter of C. A. Dougherty, then 
president of Eastern Utilities Investing Corporation,* which did 
not go out until September 1933, did, however, say : 

The market value of the investments was estimated to be $5,466,378.75 at 
December 31, 1932, and $2,881,442.88 at August 31, 19383. The Indenture under 
which the debentures of this Corporation were issued provided, among other 
things that so long as any of the debentures are outstanding, the total assets 
(as therein defined, including the fair value of all securities owned) shall be 
equal to at least 125% of the aggregate amount of all its indebtedness. he 
unprecedented decline in security values had made it apparent that a ma- 
terial upturn in quoted values would be necessary to avoid a default, which 
would not have been in the best interests of the debenture holders.” 

Mr. Bowman justified the action of Haskins & Sells in withholding 
the report for an appreciable period of time on the ground that, 
since the firm was hired by the management, the firm could not sub- 
mit the report officially until the management had concurred in it." 
Mr. Stix, the “System’s” auditor, justified his delay in permitting 
the submission of an audit report, to the accuracy of which he did not 
pretend to object, on the ground that he had heen too busy “to 
get around to it.” Mr. Stix denied any implication that the report 

vas deliberately delayed to keep the stockholders in ignorance of: 
the condition of the debentures pending the efforts of the company 
to amend the indenture, saying, “I think it was held up because 1 
was too busy to look at it.”"°? However, Mr. Bowman testified : °° 

Q. Did you submit the report to the company as promptly as it was pre- 
pared? 

A. We submitted a rough draft promptly. 

Q. Was the delay from the submission of the rough draft until the submis- 
sion of the final certified audit, due to the failure or refusal of the company’s 
management to approve of the audit you had submitted? 

A. I think it was due to the fact that they said they were going to do some- 
thing about the indenture. 

Q. Did the amendment of the indenture lead Haskins & Sells to make any 
change in its certificate or its letter of transmittal? 

A. If they had not cured the default we would have mentioned it in the 
certificate. 

The letter of the president of Eastern Utilities Investing Corpora- 
tion and the annual report for the year 1932 %* were not transmitted 

us C, A. Dougherty, an employee, was made president to succeed H. C. Hopson, at the 
time when Eastern Utilities Investing Corporation was definitely becoming involved in 
financial difficulties and in a precarious financial condition. 

79 Op. cit. supra, note 6, Commission’s Exhibit No. 3771, Part I. 

750 Reference to the other provisions eliminated was merely by paragraph number which 
meant nothing to most debenture holders because they had no copy of the indenture. The 
trustee, who had only one or two copies of the indenture, when requested by debenture 
holders to furnish them with copies, informed these holders that the indenture could be 
examined at its office or would refer them to the issuing company. 

71 Op, cit. supra, note 6, at 24289-90. 

27d., at 25218-9. 

3 Td., at 24291. 

754 Id,, Commission’s Exhibit No. 8771, Part I, annual report of Eastern Utilities Invest- 
ing Corporation for the year 1932 containing letter of the president of that corporation to 
the security holders dated September 9, 1983, 
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to the security holders until September 9, 1933. This letter created 
the inference that the amendment to the indenture was an achieve- 
ment entirely to the advantage of the debenture holder. The state- 
ment by the president that 85% of the outstanding debentures were 
represented and that only $25,000 principal amount was voted against 
the adoption of the amendment, although true, was evidently designed 
to lull the debenture holders into the belief that the amendment must 
have been approved by many public holders and therefore must have 
been for the best interests of all debenture holders.7* 

Moreover, after the indenture had been amended so as to eliminate 
ali the protective provisions, the management of Eastern Utilities In- 
vesting Corporation, commencing with the year 1933 and continuing 
thereafter until the company went into reorganization under Section 
‘7B of the Bankruptcy Act in October 1936, failed to furnish their 
security holders with any balance sheet, profit-and-loss account, or 
portfolio list, despite the fact that Haskins & Sells, the company’s 
auditors, had supplied audits to the management for these years."°° 

The advantages to the debenture holders, had their rights been en- 
forced in September 1931, when an investigation would probably have 
disclosed a default, or in January 1932, when a default existed, accord- 
ing to Haskins & Sells, are, of course, conjectural. However, the fact 
is that the provisions which apparently were designed to protect the 
debenture holder by giving him a substantial margin of safety in a 
declining market, were never invoked and the Eastern Utilities Invest- 
_ing Corporation wound up in reorganization proceedings under Sec- 
tion 77B of the Bankruptcy Act in October 1936. Had the trustee 
taken affirmative action on the basis of the information and warnings 
it received on many occasions prior to April 1983, or had it ascertained 
the nature and value of the company’s portfolio, the interests of the 
debenture holders might have been protected. The margin of safety 
of the 150% asset coverage and 125% asset coverage provisions might 
not have been so far reduced and the position of the debenture holders 
might not have been so hopeless. 

Although this 77B proceeding was technically instituted for the reor- 
ganization of the company, in reality the plan contemplated liquida- 
tion of the company by means of an offer to remaining minority 
security holders to exchange their securities for securities of Associated 
Gas and Electric Company.7™7 

Illustrative of the helplessness of the small debenture holders was the 
case of a woman holder of a $1,000 debenture of the Eastern Utilities 
Investing Corporation who was in complete ignorance as to the sig- 
nificance of all the proceedings for amendment of the indenture, and 
yet who indicated that she had a very definite feeling that something 
was amiss. She resolved her confusion by refraining from voting."*® 

In contrast, The Tradesmens National Bank & Trust Company, of 
Philadelphia, mindful of its rights and refusing to accede without 
vigorous protest to the actions of the control interests at the meeting 
of the debenture holders, during the same year received from Eastern 
Utilities Investing Corporation (or associates) $20,000 principal 
Wislinel proxy of Associated Gas and Electric Company also voted $17,000 principal 
amount of debentures in the name of six holders. 

%6 Op. cit. supra, note 6, Commission’s Exhibit No. 3771, Part IV, Item 25. 


7 Td., Commission’s Exhibit No. 3783. 
73 Td., Commission’s Hxhibit No. 3782, Item 8. 
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amount of Rochester Gas & Electric Corporation general mortgage 57 
gold bonds due March 1, 1962, Series E, which were selling at about 
$920 per $1,000," in payment for the bank’s holdings of $25,000 of 
debentures of Eastern Utilities Investing Corporation.” Based on 
market quotations, The Tradesmens National Bank & Trust Company 
received a bond selling at 92 when the debentures were quoted at 
121,-141,,7 At that time, the exchange offer being made to the 
general public holders of Eastern Utilities Investing Corporation 
debentures was of debentures of Associated, which sold three 
months later, at the year end, at $11 or $12 for each $100 of principal 
amount.’®? 


J. Reacquisition of Preferred and Other Stocks of Eastern 
Utilities Investing Corporation 


Simultaneously with its program of acquisition of the Eastern 
Utilities Investing Corporation debentures, the Associated Gas & 
Electric System had pressed with equal vigor an exchange program 
for the capital stock securities of Eastern Utilities Investing Corpo- 
ration held by the public. Both these programs, designed to elimi- 
nate any public interest in both the debentures and the capital stock 
of Eastern Utilities Investing Corporation, were not discontinued 
even after Eastern Utilities Investing Corporation went into reor- 
eanization proceedings under Section 77B of the Bankruptcy Act in 
October 1986. 

The techniques employed by the Associated Gas & Electric System 
to induce holders of the securities of Eastern Utilities Investing Cor- 
poration to make exchanges is apparent from the. various circulars 
issued by subsidiary companies. Although the protective features of 
the indenture underlying the Eastern Utilities Investing Corporation 
debenture issue were not enforced and were ultimately eliminated by 
amendment, the existence of these features was utilized by the “Sys- 
tem” to persuade the Eastern Utilities Investing Corporation capital 
stock holders to switch these securities for securities of other com- 
panies in the “System.” 

On the one hand, the protective provisions contained in the inden- 
ture underlying the debentures were emphasized in the solicitation of 
exchanges of the capital stock of Eastern Utilities Investing Corpo- 
ration for other securities of the “System.” It was stressed that 
dividend payments could not be made on these stocks because of the 
debenture protective features and their exchange for the other securi- 
ties was urged on this ground. On the other hand, the debenture © 
holders were urged to eliminate these protective features in order to 
obviate liquidation of the company at a time when a market upturn 
was ostensibly anticipated by the management.’* As early as No- 
vember 12, 1931, Associated Gas and Electric Securities Company, 

789 This was the last sale price on November 18, 1933. 

769 Op. cit. supra, note 6, Commission’s Exhibit No. 3841. 

761 T¥q., Commission’s Exhibit No. 3824. ; 

762 Tg., Commission’s Exhibit No. 3772, Items 19 and 88. See also supra and Commercial 
¢& Financial Chronicle and National Bond Summary. 

763 [d., Commission’s Exhibit No. 3772, Item 39 (letter dated May 12, 1938, to debenture 
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Inc., a subsidiary of Associated Gas and Electric Company, in a cir- 
cular letter which explained the protective provisions of the inden- 
ture securing the debenture issue, implied that the demoralization of 
security markets imperiled even the debentures : 7 


Should the value of the assets go below 125% of the amount of the Deben- 
tures outstanding an event of default would occur and the principal of all the 
Debentures then outstanding, together with accrued and unpaid interest thereon, 
may by the Trustee be declared to be forthwith due and payable. 

When the 5% debentures of the Company were first issued, no such depres- 
sion in the market value of securities as now exists was anticipated by anyone 
and inserting these protective clauses in the Indenture materially improved the 
price at which they could be sold; at the present time their presence in the 
Indenture makes it unlikely, unless there is a radical improvement in security 
values, that further cash dividends can be declared for some time. 

In view of the complete demoralization of security markets, we consider this 
an undesirable situation and urge that holders of preferred stock of HBastern 
Utilities Investing Corporation give serious consideration to the offers made 
below. 

It has, therefore, been decided to offer the holders of Prior Preferred stock of 
Hastern Utilities Investing Corporation, the privilege of exchange their holdings 
and for each share received, either— 

(a) $100 principal amount of Associated Gas and Electric Company 5% con- 
vertible Certificates (convertible at the option of the Company into one share 
of its $5 Dividend Preferred Stock), or 

(b) $50 principal amount of Gold Debenture Bonds, Consolidated Refunding 
414% Series due 1958, of Associated Gag and Electric Company and $59 principal 
amount of its 5% Convertible Certificates. 


On May 31, 1932, the holders of prior preferred stock of Eastern 
Utilities Investing Corporation were offered for each share of this 
stock either (a) $100 principal amount Associated Gas and Electric 
Company 5% convertible obligations of 1982; or (b) one share of 
Associated Gas and Electric Company $5 Dividend Series preferred 
stock into which the 5% convertible obligations of 1932 were con- 
vertible at the option of the company.7® 

The General Finance Corporation on September 26, 1932, offered 
$100 principal amount of Associated Gas and Electric Company 5% 
convertible obligations Series A for each share of the Eastern Util- 
ities Investing Corporation $5 prior preferred stock. The letter con- 
taining this offer stated : 7° 

At the present time interest on the Associated Gas and Electric Company 5% 
convertible obligations, Series A, is being paid in cash. 


The letter then proceeded to point out that cash dividends on Eastern 
Utilities Investing Corporation $5 preferred stock had been discon- 
tinued; and that by reason of the protective provisions of the inden- 
ture underlying the debentures, little likelihood existed that dividends 
could be resumed for a considerable period of time. 

The efficacy of the provisions in the indenture was assumed and 
emphasized in order to induce exchanges of the securities which were 
junior to the debentures; while these same provisions in the indenture 


764 Td,, Commission’s Hxhibit No. 8772, Item 40. 
7865 Thid. 
76 Thid, 
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never were given their intended effect and ultimately were completely 
eliminated by Associated Gas and Electric Company through amend- 
ment to the indenture. 

On December 9, 1932, The General Finance Corporation announced 
the proximity of the termination date of its offers to the holders of 
preferred and preference stocks of Eastern Utilities Investing Cor- 
poration, stating : °° ¢ 

The desirability of exchanging a stock such as that now held by you, upon 
which dividends are not being paid currently and cannot be paid by reason of 
indenture restrictions, until there has been a complete change upwards of the 
market value of all securities, for a security upon which interest is still being 
regularly paid (although its continuity cannot of course be unqualifiedly guar- 
anteed in view of the present state of business), would appear to be obvious. 

The exchange which has been offered is, we believe, a fair one, and the period 
of time in which it has been open has given all stockholders ample opportunity 
to take advantage of it. Those who still intend to accept the offer should do so 
immediately, as the remaining time is short. 


On June 23, 1933, two days after the vote amending the indenture, 
The General Finance Corporation, in offering New England Gas and 
Electric Association $5.50 dividend Series Preferred Shares in ex- 
change for the prior preferred stock of Eastern Utilities Investing 
Corporation on a share-for-share basis, depicted the financial condition 
of Eastern Utilities Investing Corporation in the following lan- 
eudge. * 

As you undoubtedly know, Hastern Utilities Investing Corporation did not meet 
the interest payment due March 15, 1983, on its 5% Gold Debentures due 1954. 
It is over a year since dividends have been paid on its Prior Preferred Stock. 
In view of the existing default under the Indenture securing the debentures of 
Bastern Utilities Investing Corporation, there is a possibility of a foreclosure and 
liquidation of the Company, which we believe would not prove to be advun- 
tageous to the interests of its security holders. 


This offer disclosed the debentures were in default, although Has- 
kins & Sells justified their omission of reference to a default from 
their certificates on the ground the default had been cured.°° The 
amendment had prevented enforcement of the default under the asset 
coverage provisions. That default had existed during 1982, the year 
to which the audit applied. But though the audit report for 1982 
was not finally submitted until June 30, 1933, and the annual report 
of the company was not published until September 9, 1933, neither 
mentioned the fact that the debentures were in default for nonpayment 
of interest on March 15, 1983," except that the president’s letter of 
September 9, accompanying the annual report referred to nonpayment 
of interest in the following words: 7 


The discontinuance of cash interest on the Associated Gas and Hlectric Com- 
pany Convertible Obligations held by the Corporation was the principal cause of 
the failure to provide for the payment of interest due March 15, 1933, on the 
debentures of this Corporation. 


767 Thid. 

768 Tbid. 

769 Op. cit. supra, note 46, at 655-8. 

770 Op. cit. supra, note 6, Commission’s Exhibits No. 3771, Part I, and No, 3780-D, 
771 ¥d., Commission’s Exhibit No. 3771, Part I. 
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Resumption of dividends was held out by The General Finance 
Corporation as an inducement to accept the exchange: 7” 


The exchange of shares tendered will be effected without adjustment of 
dividends so that those making the exchange will be entitled to the accrued 
dividends on the New England Gas and Electric Association Preferred Shares, 
without charge. 


By July 25, 1933,’78 “less than 14 of 1% of the total amount of the 
$5 Prior Preferred Stock of Eastern Utilities Investing Corporation 
originally issued” was still outstanding in the hands of the general 
public and The General Finance Corporation again extended the 
time for acceptance of its original offer. 
~ On May 381, 1934, that same offer was further extended to June 20, 
1934, when it was to expire. However, on July 27, 1984, The General 
Finance Corporation stated : 774 


_ Less than 2/10ths of 1% of the original amount of the $5 Prior Preferred Stock 
of Eastern Utilities Investing Corporation, owned by only 26 holders, is still 
outstanding in the hands of the general public * * *. In liquidation of the 
Corporation, your stock would undoubtedly be of no value. 


Again pointing out that New England Gas and Electric Associa- 
tion $5.50 Dividend Series Preferred Shares have regularly paid 
their dividends in cash, The General Finance Corporation stated: 


‘We hope you will appreciate that in again bringing this offer to your atten- 
tion we are actuated more by the desire that the small remaining holders who 
have not yet acted shall not be discriminated against as compared with the 
great number who have, than we are by any desire on our part to acquire their 
stock. The few remaining shares outstanding have little or no value, even 
from a nuisance standpoint. Liquidation of the corporation is undoubtedly de- 
sirable and entirely practicable regardless of whether or not the remaining shares 
of its stock are exchanged. xy 


On August 21, 1934, the public held only small interests in each 
of the classes of securities issued by Eastern Utilities Investing 
Corporation : 775 

Percent in the 
hands of the 


Security : general public 
Si,hpreterreds 6 jaws: hte ae hae AT Sel Su 0. 9 
SGmgDLCLEL LC Mea awl. shire ea 1h SoBe ded 2 Sle agents abe 0.1 
SOMPrIOL DP LELET TC Qe sein ase) A oe 2 ee ea 0.1 
LEAVE ORME? TORRES 0.1 
SVGMGACDENULULES HU eC iil O54 = ee eaten et eed Sena 3.9 
CASS AN Common ShOeK 2 6. 7 


The General Finance Corporation, in an attempt to clean up these 
small outside holdings, in a letter dated August 21, 1934, stated to 
the holders of prior preferred stock of Eastern Utilities Investing 
Corporation : 77° 


72 7d., Commission’s Exhibit No. 3772, Item 40. 
778 Thid. 

774 Thid. 

™ Tbid. (and also Item 44). 
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here is no question but that the stock offered to you in exchange has a 
yalue and a good market and the offer is, therefore, entirely out of line as 
compared to your security, yet we hesitate to definitely cut off the opportunity 
for you to make this advantageous exchange, namely New England Gas and 
Blectric Association $5.50 Dividend Series Preferred Shares on a share-for-share 
pasis, until we are sure that the few remaining holders are thoroughly familiar 
with the situation. 

In the same letter, The General Finance Corporation blamed the 
drop in the asset value coverage of the debentures from about $2,200 
to $70 entirely on the depression and other conditions, saying: 


When Eastern Utilities Investing Corporation sold its 5% Debentures due 
1954, a few months before the break in the market in 1929, the prospects for the 
future of investment companies were very favorable. This was especially true 
of investment companies whose portfolios were concentrated in public-utility 
equity securities which were so popular at that time. What has happened since 
then to all investments is familiar to you. The unprecedented decline in all 
security values has been due to a world-wide depression which could not be 
foreseen and which has drastically curtailed earnings applicable to equity 
securities. In addition to these universal conditions, the public-utility industry 
in the United States has faced increased taxes, governmental competition, 
decreased rates, and more recently higher operating costs, due to N. R. A. 

* * # *. * * % 

The result of the adverse business and economic forces, briefly referred to 
above, has brought about a decline in the value of the securities now owned 
by the Corporation so that its debentures now have an asset value of scarcely 
$70 per $1,000 debenture. 


The General Finance Corporation then emphasized the fact that 
there was no equity left for the preferred, preference, and common 
stocks of the Eastern Utilities Investing Corporation, and stated :*” 


You might well ask why we are willing to give you a much better security in 
exchange for the one which you hold. The answer is that the amount already 
invested in this situation by affiliated interests is now so large that there is no 
alternative left for them but to remain with it in order to work out the liquida- 
tion of the corporation. They hope the cost of voluntary liquidation in this 
manner will be less than forced liquidation through court procedure, and, of 
course, the liquidation of this corporation will materially assist in simplifying the 
remaining complexity in the Associated System. 

There is, of course, some possibility that the portfolio of the Corporation may 
again become of value. This, however, is not only dependent upon the general 
course of business, but what we think is even more important, a reversal of 
business sentiment toward the utility industry and also the ability of Associated 
Gas and Electric Company (whose junior securities constitute a principal part of 
the portfolio) to withstand the effect of these disadvantageous influences pending 
a general change in the political attitude toward the industry. Obviously, the 
value of the securities in the investment portfolio of Eastern Utilities Investing 
Corporation is such a small portion of the face amount of its debentures that its 
junior securities “ * * have no present value, and the only value which we 
might properly assign to them is the amount which may result from the saving 
of large expenses which perhaps otherwise may have to be incurred in connection 
with the liquidation of the Corporation. 


v7 Thid. 
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Eastern Utilities Investing Corporation, on October 14, 1936, filed 
with the Federal Court in Delaware a voluntary petition in bankruptcy 
under Section 77B of the Bankruptcy Act. Attached to this petition 
was a plan of reorganization already accepted by Associated Gas and 
- Hlectric Company and one of its subsidiaries as the holders of a major- 
ity of each class of securities issued by the petitioning debtor, Eastern 
Utilities Investing Corporation. All of the voting stock of Eastern 
Utilities Investing Corporation was held by Associated Gas and Elec- 
tric Company. Briefly, the plan of reorganization and the amended 
plan which was later confirmed provided for the transfer of all the 
debtors’ assets to Associated Gas and Electric Company and in consid- 
eration therefor the issuance of Associated Gas and Electric Company 
securities to the security holders of Eastern Utilities Investing Cor- 
poration, the debtor.778 

Mr, Stix, general auditor for the Associated System and formerly 
comptroller of Eastern Utilities Investing Corporation, claimed that 
Kastern Utilities Investing Corporation was put into 77B proceedings 
in order to compel its remaining public security holders to exchange 
their securities for Associated Gas and Electric Company securities as 
most of the others had done pursuant to the program of exchange offers 
sponsored by Associated Gas and Electric Company.” ; 

At the time of the filing of the petition the officers and directors of 
Kastern Utilities Investing Corporation consisted of three individuals 
employed in routine capacities by the Associated System and who re- 
ported to the head of Associated’s general office in Wilmington, Dela- 
ware. These individuals continued to perform their usual duties for 
the Associated System and, as S. C. Stackhouse, the individual who 
was designated president and a director, expressed it, were only “to 
sit on the assets” ‘*° of Eastern Utilities Investing Corporation. Mr. 
Stackhouse, who had been designated a director on January 2, 1936, 
and president on March 18, 1936, was not familiar with the history 
of the company’s investments.” However, he did nothing more 
than to ascertain that Eastern Utilities Investing Corporation was 
inactive and in process of liquidation and to ask Mr. Stix for in- 
structions with respect to the company.’ Mr. Stix suggested that 
he consult with Mr. Lepine, of the law firm of Travis, Brown- 
back & Paxson,’** whom the president of Eastern Utilities In- 
vesting Corporation knew to be counsel for the Associated Gas & 
Electric System."*! The president did not in anywise participate in 
the formulation of the plan of reorganization except to check the 
printer’s proofs thereof for typographical errors and to return them 
either to Mr. Lepine or to the Associated’s New York office, where he 
assumed that the plan had been drafted. He did not know who 
worked out the plan. He stated that he was not experienced in finan- 

78 Td., at 26274 and Commission’s Exhibits Nos. 3783 and 3784. 

7 Op. cit. supra, note 41, at 403. 

780 Op. cit. supra, note 46, at 235. 

Id, at 223, 225-6, 

72 1d., at 235, 261, 

8 Td., at 247, 

74 Thid. 
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cial affairs or corporate reorganizations, but he was familiar with 
securities of the Associated System, having been “next door to the 
accounting department for thirteen or four teen years.” 75 

The plan was approved by the board of directors of Eastern Utili- 
ties Investing Corporation, entirely composed of these three employees 
of the Associated Sy stem, and was recommended to the security 
holders. 

The New York Trust Company, the trustee, was not permitted to 
participate in the 77B proceedings. In October 1936, Messrs. Miller, 
Owen, Otis & Bailly had resigned as counsel for the New York Trust 
Company, trustee, because of “the possible conflict arising out of their 
representation, as cO- counsel, subsequent to 1933, of the Associated 
Gas and Electric Company in reorganization proceedings under Sec- 
tion 77B of the Bankruptcy Act.*** On the advice of its new counsel, 
Messrs. Humes, Buck, Smith, and Stowell, the trustee endeavored to 
obtain permission of the Court to intervene in the 77B proceedings of 
Eastern Utilities Investing Corporation and to file objections and 
comments on the plan of ‘reorganization submitted by the manage- 
ment. However, the permission in each case was denied by the Court. 

The counsel w ho appeared for Eastern Utilities Investing Corpo- 

ration in the bankruptcy proceedings, as well as at the public 
examination before this Commission, were the usual counsel of the 
Associated Gas & Electric System. 27 The plan provided for the 
payment of counsel fees by Associated Gas and Electric Company, 
although the president of Kastern Utilities Investing Corporation did 
not know who inserted that provision in the plan. "88 When the De- 
partment of Justice of the United States Government, on behalf of 
the Internal Revenue Bureau, requested the Court ‘to appoint a 
trustee for Eastern Utilities Investing Corporation on the ground 
that the Associated management had depleted the assets of Eastern 
Utilities Investing Cor poration and that an independent trustee 
would vigorously ‘investigate this depletion, the counsel for Eastern 
Utiltties Investing Corporation, who were also counsel for the Asso- 
ciated System, denied that there had been such abuses and objected to 
the appoinment of a trustee. The president of Eastern Utilities 
Investing Corporation was present at the hearing when these charges 
and denials were made. But, although he did not know whether they 
were true or false, he accepted the advice of the aforementioned 
counsel and permitted them to oppose the appointment of the trustee. 
He stated that “he did not recall how it came about” that they op- 
posed the appointment of a trustee.7°° He knew that counsel for the 
company of which he was president also represented the Associated 
System and that the charges of misfeasance were bemg made against 
the Associated System. Mr. Burroughs and Mr. Stix were two of 
the individuals in the Associated management who had been charged 
with participation in the perpetration of the abuses. However, the 
president accepted the advice of these individuals and that of counsel 


785 1d., at 297. 

786 Td., Commission’s Exhibit 8782, Item 106. 

7 1d., at 247. 

783 Op. cit. supra, note 6, Commission’s Hxhibit No. 8785. 
7 Op. cit. supra, note 46, at 245. 

700 Td., at 241. 
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who acted for the Associated Gas & Electric System as well as for 
Eastern Utilities Investing Corporation, and stated that there seemed 
to be no need to investigate the truth of the charges.”! The president. 
admitted that he was personally too unfamiliar with the financial 
history of Eastern Utilities Investing Corporation to have an opinion 
as to the validity or falsity of the charges.”? 

hk. T. Webster, secretary, treasurer, and one of the three directors 
of Eastern Utilities Investing Corporation, stated that although he 
had known for many months of the charges made in the Government’s 
petition, he approved the opposition to an investigation of these 
charges. Mr. Webster testified : 7 


Q. You have been in favor of opposing any investigation into the charges made 
by the Government in its petition of January 10, 1938; is that right? 
A. That is right. 


Mr. Webster did not know whether the Government’s charges were 
baseless and made no examination of the company’s books to ascertain 
their accuracy. He did not know whether he ever discussed the 
charges with Mr. Stackhouse, the president, or with any other per- 
son,'** but he opposed the investigation because of his contact with 
Mr. Stackhouse, who had “consulted with counsel” (Messrs. Travis, 
Brownback & Paxson), Mr. Stix, and other members of the Associated 
organizations.”° Mr. Webster stated he was not interested in having 
the company enforce any cause of action which might be contained 
in the Government’s petition.7° He knew that the debtor’s counsel 
were also counsel for the Associated System, but he did not think that 
there was any conflict of interest between the debtor and the Asso- 
ciated Gas & Electric System.7%” 

Nevertheless, despite this opposition, the United States District 
Court for the District of Delaware appointed a trustee for Eastern 
Utilities Investing Corporation and later, upon petition of the United 
States Attorney for the District of Delaware, alleging— 


* * * that an investigation * * * reveals what are believed to be valid 
claims and causes of action which, if successfully prosecuted, would result in 
the recovery of additional assets of substantial value for the estate of [Hastern 
Utilities Investing Corporation], 


ordered an— 


examination pursuant to Section 21 (a) of the Bankruptcy Act, as amended, 
concerning the acts, conduct, or property of the debtor * * ¥*,% 


Such examinations were held 7° and were still pending in July 19389, 
when the Associated Gas & Electric System agreed to settle the con- 
troversy over its federal income taxes, including those of Eastern 


wiTd., at 271 and 273. s 

CNL, Bie BYP, 

3 Td., at 409. 

74Td., at 413. 

75 Td., at 410, 413. 

76Td., at 414. 

Cid at oSos 

78 Hastern Utilities Investing Corporation, Appellants, v. United States of America, 
Appellees, United States Circuit Court of Appeals for the Third Circuit, March term, 1938 
(transcript of record on appeal from the District Court of the United States for’ the 
District of Delaware). ms 

79 See note 46, supra. 
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Utilities Investing Corporation. A stipulation was signed withdraw- 
ing the tax claims.°” 

And on August 3, 1939, Judge John P. Shields signed a final decree 
in the aforementioned proceedings under Section 77B of the Bank- 
ruptcy Act, directing the consummation of the amended plan of 
reorganization. The amended plan provides that the various securi- 
ties of Eastern Utilities Investing Corporation be exchanged for secu- 
rities of Associated Gas and Electric Company and that legal and 
trustee fees be paid.®°t In view of the closing of the estate, the ex- 
aminations under Section 21A of the Bankruptcy Act, into the conduct 
of those in control of Eastern Utilities Investing Corporation, closed. 


L. Investors’ Experience 


The debentures of Eastern Utilities Investing Corporation in the 
principal amount of $35,000,000 were offered to the public at a price of 
98. in March 1929. On this basis the public invested $33,885,660 of 
eash in the $34,067,000 principal amount of debentures which had been 
reacquired by the Associated Gas & Electric System as at December 
31, 1935.8°? In return for these debentures which the public relin- 
quished, the “System” gave cash of $987,362 and securities having a 
market value of $8,281,093 as at December 31, 1935, or a total consider- 
ation of $9,268,455 °°? based on market prices at that date. Conse- 


800 In, the matter of Eastern Utilities Investing Corporation, debtor, No. 1247, in Bank- 
ruptey, in the United States District Court for the District of Delaware. (Op. cit. supra, 
note 46.) One tax claim, that for the year 1926, was secured by a cash deposit pending 
disposition. (Ibid., and Wall Street Journal, August 4, 1939.) Under the decree, Thomas 
F. Bayard, Trustee in the Bankruptcy Proceedings, is to receive a fee of $10,000; Joseph 
M. Hartfield, counsel for said trustee, is to receive $25,000; and $15,000 is to be paid 
Richardson, Layton & Finger, local attorneys who appeared for Eastern Utilities Investing 
Corporation in the proceedings. 

801 On January 10, 1940, within 6 months of the decree directing consummation of the 
plan of reorganization whereby the security holder of the investment company received 
securities of Associated Gas and Electric Company in exchange, the latter company in 
turn filed a petition in bankruptcy in the United States District Court for the Northern 
District of New York. 

82 Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 19. These figures include 
$131,000 principal amount reacquired directly by Eastern Utilities Investing Corporation 
in exchange for portfolio securities. 

808 Securities and cash received in exchange: 


As at Dec. 31, 1935 
Principal |; Market Market 
amount price value 
a - | | 
ROBT nS An Se TS oa NE ed ee ee [eres eee || Sao eRe $987, 362 
Associated Gas & Electric Co. 444’s of 1949____._..______-__----- \$16, 716, 000 | 2714; 4, 596, 900 
Associated Gas & Electric Co. 414’s of 1958_.______.--__.-_------ 9, 143, 100 | 28 2, 560, 068 
Associated Gas & Electric Co. 4’s of 1983___.__._---_------------ 4, 924, 000 20 984, 800 
Associated Gas & Electric Co. 414’s of 1948___._.______--_-_------ 10, 000 28 2, 800 
Associated Gas & Electric Co. 5% conv. obligations.______-_----- 530, 000 5 26, 500 
Utilities Power & Light Corporation 5% debentures due 1959_ -- 114, 000 | 61 69, 540 
New England Gas & Electric Association 5’s 1947______.-------- 20, 000 76 15, 200 
Rochester Gas & Electric Corporation 5’s 1962______------------ 20, 000 10556 21, 125 
Associated Gas & Electric 4% inc. deb. 1983_..-.._..------------ 16, 000 26 4, 160 
FICO Get eee ae ee ee fae See rsh Ses ae ee ee Se | eek en Hae a eee ea | 9, 268, 455 
| 


Source: Op. cit. supra, note 6, Commission’s Exhibit No. 3772, Item 19; market prices from The 
New York Times, Commercial & Financial Chronicle, and National Bond Summary. 
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quently the public investors in Eastern Utilities Investing Corpora. 
tion debentures, who exchanged them pursuant to offers made by the 
“System,” had by the end of 1935 suffered a loss of $24,117,205, or over 
72% of their original investment in the debentures. 

At the end of 1935, $933,000 principal amount of Eastern Utilities 
Investing Corporation debentures were still in the hands of the 
public. On the basis of the public offering price of 98, the sum of 
$914,340 in cash had been paid by the public for these debentures 
which had a value of $345,210 based on a bid price of 37 at the end 
of 1935.°°* Thus the investors who kept their Eastern Utilities In- 
vesting Corporation debentures lost $569,130, or 62% of their original 
investment, exclusive of their loss of interest subsequent to October 
15, 1932. 

To show the effect of the dealings between Eastern Utilities In- 
vesting Corporation and the “System,” it is significant to note that 
when the debentures were sold in March 1929, the assets were claimed 
to be more than $2,200 per $1,000 debenture,*° and that on May 12, 
1933, the assets were indicated to be only $85 per $1,000 debenture,’ 
a drop of 96% in four years. 

804 Bid price as of January 24, 1936, quoted in National Corporation Bond Summary. 


805 Commission’s Exhibit No. 3771, Part 1. 
806 Commission’s Exhibit No. 8772, Item 39. 
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REFERENCES TO NEWSPAPER EDITORIALS CONCERNING INVEST. 
MENT TRUSTS AND INVESTMENT COMPANIES 


The following are references to some of the editorials concerning 
investment trusts and investment companies published in newspapers 
in various sections of the country during the course of the study and 
investigation by the Commission. References to news items have not 


been included. 


California 


Fresno: 

Bee, August 13, 1936. 

Bee, November 25, 1936. 
Sacramento : 

Bee, July 31, 1986. 

Bee, August 18, 1986. 
San Francisco: News, January 7, 1937. 


Colorado 
Colorado Springs: Gazette, August 18, 
1936. 
Connecticut 
Danbury: | 


News, August 19, 1936.. 
News-Times, August 7, 1936. 
Hartford: Courant, August 18, 1936. 


District of Columbia 


News, November 9, 1935. 
News, September 19, 1936. 
News, October 20, 1936. 
News, December 29, 1936. 
News, April 3, 1937. 
News, April 20, 1937. 
Post, August 2, 1936. 

Post, December 19, 1936. 
Post, June 9, 1938. 

Post, September 25, 1938. 


Florida 

Miami: Herald, October 14, 1938. 
Idaho 

Lewiston: Tribune, August 20, 1936. 
Indiana 


Indianapolis: Star, August 5, 19386. 
South Bend: Tribune, August 19, 1936. 


Towa 


Sioux City : Tribune, November 19, 1936. 


Kentucky 


Louisville: Courier Journal, July 31, 
_ 1986. 


Louisiana 
Shreveport: Times, August 19, 1936. 
Maryland 


Baltimore: 
1936. 
Hagerstown: Mail, October 26, 1936. 


Evening Sun, August 13, 


Massachusetts 


Boston: Christian Science Monitor, July 
30, 1986. 
Michigan 


Kalamazoo: Gazette, August 14, 1936. 
Saginaw: News, August 12, 1936. 


Missouri 
St. Louis: 
Post-Dispatch, August 8, 1936. 
Post-Dispatch, August 13, 1936. 
Post-Dispatch, August 21, 1936. 
Post-Dispatch, January 4, 1937. 
Times, September 8, 1936. 


Montana 


Great Falls: 
Tribune, August 7, 19386. 
Tribune, August 9, 1986. 
Tribune, June 5, 1938. 

Helena: 
Independent, August 15, 1936. 
Independent, November 5, 1936. 


New Jersey 


Camden: Courier, November 12, 1986. 
Newark : 

News, July 22, 1986. 

News, Noveluber 18, 19386. 
Trenton: Gazette, December 4, 1986. 


779 


780 


New Mexico 
Albuquerque: Journal, August 10, 1986. 


New York 


Buffalo: 
Courier Express, July 28, 1936. 
Courier Express, August 18, 1936. 
Hinira: Star-Gazette, November 138, 
19386. 
New York: 
Evening Post, January 23, 1936. 
Evening Post, November 12, 1936. 
Hvening Post, November 13, 19386. 
Journal of Commerce, January 22, 
1936. 
Journal of Commerce, July 28, 1986. 
Journal of Commerce, October 1, 
1936. 
Journal of Commerce, December 26, 
1986. 
Journal 
1938. 
Journal of Commerce, February 2, 
1939. 
Times, July 30, 1988. 
Times, September 23, 1938. 
Wall Street Journal, September 18, 


of Commerce, June 10, 


1936. 

Wall Street Journal, January 11, 
1937. 

Wall Street Journal, October 22, 
1938. 

Wall Street Journal, September 23, 
1988. 


World-Telegram, November 11, 1935. 
Syracuse: Post-Standard, July 29, 1936. 
Troy: Times Record, July 24, 1936. 


North Carolina 


Raleigh: News and Observer, August 
17, 1936. 
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Ohio 


Columbus: Citizen, September 19, 1936. 
Dayton: News, June 3, 1938. 


Oregon 
Portland: Oregonian, August 15, 1936, 
Pennsylvania -- 


Altoona: June 4, 1938. 
Chester: Times, August 20, 1936. 
Haston: Express, August 21, 1938. 
Philadelphia : 
Bulletin, January 11, 1937. 
Inquirer, November 26, 1936. 
Record, January 27, 1936, 


South Carolina 


Greenville: 
News, July 29, 1936. 
News, October 6, 1926. 


Texas 


HK] Paso: Times, December 6, 1936. 
Fort Worth: 

Press, November 9, 1935. 

Star Telegram, July 30, 1936. 

Star Telegram, August 19, 1936, 
Houston: Press, October 20, 1936. 


Washington 


Spokane: 
19, 1936: 


Spokesman-Review, August 
Wisconsin 


Green Bay: Press Gazette, August 15, 
1936. 
Milwaukee: 
Journal, November 25, 1936. 
Journal, December 1, 1936. 
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TRANSACTIONS OF WALLACE GROVES IN THE SHARES OF COMMON STOCK OF INTERSTATE EQUITIES CORPORATION, 
CHAIN & GENERAL EQUITIES, INC., YOSEMITE HOLDING CORPORATION AND THE EQUITY CORPORATION INVOLVED 
IN HIS ACQUISITION OF CONTROL OF SUCH COMPANIES, SHOWING ALSO HIS DISPOSITION OF SUCH SHARES 


AND RESULTANT PROFIT OR LOSS 


Date of com- 
mitment of 
purchase 


Date of actual 


payment 


Number of shares | chase 


purchased and 


| source of purchase 


| Pur- 


Total pur- 


PFICE | Chase price 


per 
share 


Source of funds 
with which to 
meet purchase 
commitment 


Total cost 


Interstate Equities Corporation common stock 


Sept. 30, 1931. 


Sept. 30, 1931_ 


Oct. 14, 1931_. 


Oct. 
Nov. 5, 1931- 
Jan. 21, 1932__ 


8, 1931- 


542,517 (Banc- 
america- Blair) 


100,000 (Hunter 
Marston) 


Chain & General Equities, Inc. common stock 


Sept. 23, 1931. 


Nov. 4, 1931__ 


Mar, 24, 1932_ 


June 30, 1932_ 


Sept. 29, 1933.; September 


1933. 


Apr. 24, 1984. | 


467,938 (Chain & 
General) 


41,780 (Franklin 
Plan) 


46,219 (Franklin 
Plan) 


Plan trustee) 


ee (Franklin 


Subtotalaess | =aas== 


$1. 50)$813, 775. 50 


1. 50} 150, 000. 00 


18, 000. 00 


2.00} 935, 876. 00 


2.40) 100, 272. 00 


2.40) 110, 925. 60 


{ 100, 000. 00 
12, 500. 00 


Loan from Frank- 
itis) IP Wei @ir 
$813,000. 

2$1,053,964.28|/;Sale to Chain & 
General of Inter- 
state Equities 
common stock. 


1S 000300 | Seno eeeeseeee tae ee 
935, 876. 00| ‘‘Loan’’ from Inter- 
state Equities of 
$935,876. 
100, 272.00} Simultaneous sale 
to Yosemite 
Holding ofshares 
purchased. 
110, 925. 60)_____ (Oe ee ee 
100, 000. 00}| 
WA, BOD, CON 


sedeclecsess POS by OSV fo tered bese a (SI (I 


Ni Sale , 
Date of actual | ber of price | Total sales | Profit or 
sale shares Purchaser per price (loss) 
sold share 
Nov. 4, 1931__| 642,517} Chain & Gen- |$2. 062/$1, 325, 034. 00 $271, 069. 72 
eral. 
Jan. 23, 1932._} 12,000} Chain & Gen- | 1.25 15, 000. 00} (3, 000. 00) 
eral Equities. 
Nov. 16, 1931_] 231,158] Yosemite Hold- | 2.38 550, 000.00} 87, 684. 00 
ing. 
Nov. 16, 1931_] 236, 780] Franklin Plan__} 2.40 568, 272.00] 94, 712.00 
INGE TOROS |eocoscllocoscenceccse 450, 465. 72 
realized to 
Jan. 23, 
; 1932. oe |e ee oe 
Mar. 24, 1932.| 41, 780] Yosemite Hold- | 2.38 99, 436. 40 (835. 60) 
ing. 
June 30, 1932__| 46, 219}_--_- GOz 2 tees 2. 38 110, 001. 22 (924. 38) 
U. 8S. Shares ; 
Apr. 24, 1934__| 147,031]; Corporationy|--_---|.------------ (112, 500. 00 
(Maryland). 
sae 2, 667, 743. 62) 336, 205. 74 
ae] SSI(IBg=zSSS— 
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TRANSACTIONS OF WALLACE GROVES IN THE SHARES OF COMMON STOCK OF INTERSTATE EQUITIES CORPORATION, 
CHAIN & GENERAL EQUITIES, INC., YOSEMITE HOLDING CORPORATION AND THE EQUITY CORPORATION INVOLVED 
IN HIS ACQUISITION OF CONTROL OF SUCH COMPANIES, SHOWING ALSO HIS DISPOSITION OF SUCH SHARES 


AND RESULTANT PROFIT OR LOSS—Continued 


Pur- 

Number of shares jchase 
purchased and | price 

source of purchase | per 
share 


Date of com- 
mitment of 
purchase 


Date of actual 


: Total pur- 
paymen 


chase price Total cost 


Yosemite Holding Corporation common stock 


282,500 (Yosemite 


Oct. 7,1981___| Nov. 5, 1931_- $1. 00} $282, 500. 00 


Holding). ; 
Nov. 6, 1981__} 10,000 (Yosemite | 1.00} 10, 000.00 EE 
Holding). 
To Dec. 9, | 35,082 (Market | 1.00] 35,032.00 35, 032. 00 
1932. and Yosemite). 
Subtotalaess|ee=aes 398, 388. 29 
The Equity Corporation common stock 
IDCs Oy BH. |) UNO esl ccc esececcesces 398, 388. 29 


2, 729, 926. 17 


Grand total. 


Source of funds Num- Sale 
with which to | Date of actual! ber of rrchacer price} Total sales | Profit or 
meet purchase sale shares pea price (loss) 
commitment sold share 
Sale to Chain & 
General of Inter- 
StStOPMEM GUIEIOS | ers grea Soa er es Sei gpa gg ae gs Co (a | ee eer ene eee ae = 
common stock, 
koma ae, SERIE gee May 26, 1933_{1, 000, 000} Oceanic Ins. Co_| $0.90} $900, 000. 00] $553, 575. 40 
May 1934____| 75,000} Oceanic Ins. Co_| 1.00 75, 000.00} 49, 018. 15 
and/or Chase 
Donaldson. 
August 1934_- 75, 000) Oceanic Ins. Co_| 1.00 75, 000.00} 49, 018. 16 
Subtotalaes|-aass= 1, 050, 000.00) 651, 611. 71 


* Commissions and expenses, $90,188.78. 
» Commissions and expenses, $70, 856.29. 


3, 717, 743. 62| 987, 817. 45 


These 327,532 shares of Yosemite Holding Corporation common stock were exchanged on or about Dec. 9, 1932, for shares of The Equity Corporation common stock. 
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Appendix C 


LIST OF PREFERRED SUBSCRIBERS TO STOCK OF PETROLEUM COR- 
PORATION OF AMERICA AT LESS THAN THE OFFERING PRICE 


— 


Name of purchaser 


Principal business association 
of purchaser * 


George Armsby ------ 
wleseBaches == —- === 
Reke Ballardas= ass 
Georges Benard_-_-_-_-_- 
Harry Bronner_-___--- 
W. Frank Carter____- 
T. L. Chadbourne__-_- 


ig, lb. Clink, die. o-e 
Wane .G. Costinmaa =e 
Ruloff E. Cutten ____-_ 
A. lel; IDiielaolkel_— jo 
Garretson Dulin___-_- 


rede! Ck r= 


Henry W. Farnum --- 
}. E. Florence _ = ___-= 


J. Grant Forbes__-_-__- 
Pp. A. S. Franklin____-_ 


Halstead G. Freeman-_ 
Teas Cindler sa. == 
PG 2Gosslere==2s=2 
Joshua Green___5_22- 
Afolonn (Oy (Chae, dies 
Ree eelarding ee 


pW, lelaeieel 3 


HetRESraviesa 5 ses 
Louis W. Hill 


Relation to 
Petroleum 
Corporation 


Wha 64 CoO, Ine. ence 
dic ts 18RKOlnYe wa (Cop eee es 
Director, Blair & Co., Inc___-_ 
Blair & Ol luce vail iter 
Carter, Jones & Turney 


Chadbourne, Stanchfield & 
Levy. 

Vice president, Blair & Co., 
Inc. 


Chairman, Pittsburgh Screw 
& Bolt Co. 

Hey Pe Euttonsd& Comet sae 

President, Drug, Ine 

lahore, IDwbin as Co... 24.28 

Vice president, Metropolitan 
Life Insurance Co. 

Farnum, Winter & Co_____-- 

Vice president, Republic Na- 
tional Bank, Dallas, Tex. 

Director, Blair & Co., Inc___- 

President, International Mer- 
cantile Marine Co. 

President, Chase Securities 
Corporation. 

President, Jones & Laughlin 
Steel Corporation. 

President, Columbia Gas & 
Electric Corporation. 

Chairman, Peoples Bank & 
Trust Co., Seattle, Wash. 

President, Guardian Detroit 
Co. 

Vice president, Fort Worth 
National Bank. 

Director, [llinois Merchants 
Trust Co. 

Director, Blair & Co., Inc___ 

Chairman, Great Northern 
Ry. Co. 

Chairman, Postum Co., Inc__ 

Vice president, Blair & Co., 


s,At time of purchase, 


Ine. 


maar dots. se 


shares 


5, 000 
5, 000 

600 
1, 060 
5, 000 
1, 000. 
5, 000 
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LIST OF PREFERRED SUBSCRIBERS TO STOCK OF PETROLEUM Cor. 
PORATION OF AMERICA AT LESS THAN THE OFFERING PRICE— 


Continued 


Name of purchaser 


Principal business association 
of purchaser 


Relation to 
Petroleum 
Corporation 


Jones & Laughlin_ 
Steel Corporation. 


GAINe Lindsay. 22 = 
Auther W. Loasby~_- 


Henry Lockhart, Jr___ 
John G. Lonsdale___- 


Walter S. McLucas-- 
J. H. Markham, Jr__- 


Hunter S. Marston_-__ 
Jean Mennet_______- 
Chas. A. Munroe____- 


Jansen Noyes___---_-_- 
Henry C. Olcott, Jr__ 
RH OUNeik- = seein 
E.S. H. Pendergrast__ 
We Wo 1elollbjos, dirs ss 
HA $P1erce= =. a2 ee 


Earl H. Reynolds____- 
Jel, JBL, JRO RS. 


il, 12, Slnele@lom wee 
dts Gp Swann 5 oe 


Arnold G. Stifel_____- 
(©, ll, Saeallem 


James C. Willson & Co_______ 


President, Equitable Trust 
Co., New York. 

Director, Blair & Co., Inc_____ 

President, National Bank of 
Commerce, St. Louis. 

Chairman, Commerce Trust 
Co., Kansas City, Mo. 


Capitalist..c 22. 208 sos Se 


IBlanie ay COs, INO. eae 
Director, Blair & Co., Ine____ 
President, Northern Utilities 
Co. 
Hamphill Noyes Com asess 
Director, Blair & Co., Inc__- 
Capitalist, Los Angeles_______ | 
Director, Blair & Co., Inc_-___} 
Capitalist: etert iret hei 
Bi, Jive LeMeKCeY IK OOs tie 
Director, Blair & Co., Inc___- 
President, Marine Trust Co. 
of Buffalo. | 
President, Peoples Trust «& | 
Savings Bank of Chicago. 
President, Exchange National 
Bank, Tulsa, Okla. 
Director, Blair & Co., Inc_____ 
Vice president, Central Union 
Trust Co., New York. 
Stifel, Nicolaus & Co., Inc____ 
Hallicantennd: Coss 5.5 ee 
Capitalist, New York________ 
E. H. Rollins & Sons_:__._-+- 
Bond & Goodwin & Tucker__- 
President, Blair & Co., Inc__- 
Chairman, Executive Com- 
mittee, Citizens National 
Trust & Savings Bank, Los 
Angeles. 


INO asosocex 


President and 
director. 


——— 


Number 
of 
shares 


oo 
S 
=> 


SSeS 


bh St Or F Or Or Or 


5, 000 


Appendix D 


DISTRIBUTION OF PROFITS TO THE PARTICIPANTS IN THE PRAIRIE 


SYNDICATE 
Participa- 
tion in group erie cal 

(percent) 
WEE PATI CLG WRae met et hr eee eS 1 $57, 500. 00 
Bancamerica-Blair Corporation__-___----------- Ps U5 1, 250, 625. 00 
Chase Securities Corporation__._.-------------- 14. 50 833, 750. 00 
Continental National Corporation.__----------- 4 230, 000. 00 
Aching Wes Cutlenincer ano eoe eee Samer s ae oes 21.75 | 1, 250, 625. 00 
Equitable Trust Co. of New York-----2--2-2=_— 2 115, 000. 00 
eammot ne OR Wor aii Gina ese ee eee ee yes ee I, 753 100, 625. 00 
lagen Oo OOWMNE ON ea ie aaacanee aaeeeeeee . 50 28, 750. 00 
Haystoney COGpOratl Ole ser= = acs saa sa a= eer . 50 28, 750. 00 

sy Neu) BT aR sett ie St rN are 

: Bee word wo Diente 50 28, 750. 00 
ATCOUTSReVMOlds 42 eco ya ea = ee eee 1 57, 500. 00 
Sherma ra@ OnpOratlONe sae = ae ae ee eae 7. 25 416, 875. 00 
Horrvebr  SiIle Aly one 2.2 ee oe ee eae 21. 75 1, 250, 625. 00 
DhevLravawity COLDOratiOle a= ea te ae 1. 75 100, 625. 00 
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Appendix E 


INTERLOCKING DIRECTORS: BANCAMERICA-BLAIR CORPORATION, 
SINCLAIR CONSOLIDATED OIL CORPORATION AND PETROLEUM 
CORPORATION OF AMERICA 


Elisha Walker__-__- 


Hunter Marston__-_ 


George Armsby-_- 


Hak. Ginkerssso2- 


Harry Bronner___-_ 


A. W. Cutten. ____ 
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Bancamerica-Blair_______ 


Petroleum Corporation__- 


Sinclair Consolidated Oil_ 


Petroleum Corporation... - 


Bancamerica-Blair_______ 


Petroleum Corporation___ 
Sinclairiee. 5 eee eee 
Rrainiegrijcmm = eee 
Bancamerica-Blair_______ 
Petroleum Corporation__- 
Petroleum Corporation___ 


Sinclairgemaee se ae 


Petroleum Corporation-__ 
Sinica irs ee seme a 


President, 1929. 

Chairman, 1930, 1931. 

Chairman of Board, 1929, 1930, 
1931, 1932. 

Board of Directors, 1929, 1930, 
1931, 1932. 

Board of Directors, 1929, 
1931, 1932. 

Board of Directors, 1931. 

Vice president, 1929, 1930. 

President, 1930, 1931. 

Board of Directors, 1929, 
LOS eee 

Board of Directors, 1929, 
1931, 19382. 

Board of Directors, 1932, 

Board of Directors, 1931. 

President, 1932. 

Vice president, 1929, 1930, 1931, 

Board of. Directors, 1929, 1930, 
1931. SET Aon 

Board of Directors, 1929, 1930, 
1931, 1932, 1933. 

Chairman of Executive Com- 
mittee, 1930, 1931. 

Board of Directors, 1930, 1931. 

Board of Directors, 1929, 1930, 
1931, 1982, 1933. 

Board of Directors, 1929, 1930, 
1931, 1932, 1933. 

Board of Directors, 1931. 

Board of Directors, 1930, 1931. 

Board of Directors, 1929, 1930, 
1931, 1932. 

Board of Directors, 1929, 
1931. 

Board of Directors, 1929, 
1931, 1932. 

Board of Directors, 1933. 

President, 1929, 1930, 1931. 

Chairman of Financial Com- 
mittee, 1932, 1933. 

Board of Directors, 1929, 1930, 
1931, 1932, 1933. 


1930, 


1930, 
1930, 


1933, 


1930, 


1930, 
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INTERLOCKING DIRECTORS: BANCAMERICA-BLAIR CORPORATION, 
SINCLAIR CONSOLIDATED OIL CORPORATION AND PETROLEUM 
CORPORATION OF AMERICA—Continued 


John Markham__.. Petroleum Corporation... President, 1929, 1930, 1931, 1932, 
1933. 
Board of Directors, 1929, 1930, 
1931, 1932, 1938. 


Sinelair-j-<- ses -seeec5 Board of Directors, 1932. 
Prairie Oil & Gas..___.-- Board of Directors, 1931. 
prairies hipeie se. - 22 <8. Board of Directors, 1930, 1931. 
Henry Lockhart, Bancamerica-Blair______- Board of Directors, 19380, 1931. 
dire. 
Prairie: Bipess22sse 42-0 Board of Directors, 1931. 
H. H. Rogers...--- Petroleum Corporation... Board of Directors, 1929, 19380, 
1931, 1932, 1933. 
Sinclait ma ee = Board of Directors, 1929, 1930, 
1931, 1932, 1933. 
R. B. Cutten.__-. = Petroleum Corporation... Board of Directors, 1929, 1930, 


1931, 1932, 1933. 


Appendix F 


SUMMARY OF PURCHASES AND SALES OF GENERAL INVESTMENT CORPORATION (FORMERLY THE PUBLIC UTIL- 
ITY HOLDING CORPORATION OF AMERICA) PREFERRED STOCK BY GEORGE E. DEVENDORF AND FAMILY ¢ 


Purchases Sales Net profit Balance based on— 
Aver- Aver- Based on y Average 
Date age | Shares Cost Date age | Shares | Proceeds eevelaee average te oe Shares | cost per | Amount | Net outlay 
price price cost share 
1930 
SOO, BWeasssaace5 $60. 00 334 2248 O45 | Cees Se Se eee |e ee | es Bee ster o kes oe Lc see eae 2 See ee aes oe 334, $60. 00 $224. 94 $224, 94 
1984 
Ay 2. 1932 ¢ KK 16 t 14, 29834]__________ 86, 921. 69 86, 921. 69 
: Be ; pene 9 \ 6.065 14,295 | 86, 696.75 get " 2 hie 48 | 14, 20834] $178, 355.73 | $86, 921.69 | $91, 434. 04 | $91, 434. 04 pie Eee 0 (91, 434. 04) 
Be ee pe eect 2, 460 20.07 | 49,377.50 | (42, 056. 54) 
1935 1935 
Saab supe URS | 20.07 | 2,460 | 49,377. 50 er ee t3a 35 | >2,460| 84, 507.60 | 49,377.50 | 35,130.10 | 35, 130.10 Oy eet Bie 1 0 (126, 564. 14) 
IMMER 9B oo ssesee 28.15 17 S(SA004| PSs bs=e— aeteere| CaS See 2 | Oe Ree | Oe See dae Ae dee oar en (we eect Blt. ee Nw a 5 a WY foi | ee Sie ae 478. 55 (126, 085. 59) 
CUTS 30) sso 28. 00 375 103500:005) (ssa S80 one. ee | tee eee | ee | I ee earn OS Seen oe | icp? ate Sep 10, 978. 55 (118, 585. 59) 
June 19... __ 29. 45 5 392 11, 543. 72 10, 978. 55 568. 17 565. 17 QO) Se sere ck 28 0 (127, 129, 31) 
SOs Mces access 20. 00 300 LOSI Uae eee ata | ee | eae et eee eee | A Sg Nn Mike | Meera OO). aces Sas 5, 975. 00 (121, 154. 31) 
SOD to -0 =a 15.00 |¢3,500 D200: OOM eee See ee See 8 | ee | ee ee ee ee ee |) ee ey eee oe SOOO See 58, 475. 00 (68, 654. 31) 
Oct. 5 to Noy. 4.-| 20.00 37208772 00-275" 00 Eee =a Ee Paes ie See ol) oes ae ae eee (Gee) een | Soe. ee Uy MOBY! 2 125, 750. 00 (1, 379. 31) 
November______- 20. 007120; 296772) 125 D30NO08| tes eee eee WEN | Oe ee | ay ea, pie) 133 G0) ie 251, 680. 00 124, 550. 69 
ID EO, WS ne 36. 00 440 TD 18405009 |= Rese aaa ee | te a Ce. ee eee, A eee MN odes. os 13, 900 19. 2387 | 267, 520. 00 140, 390. 69 
1936 1936 i 
Aug. 20.____| 60.00 @ 800 48,000.00 | 15, 390. 96 32, 609. 04 32, 609. 04 | HSNO) Nsoseeso ne 252, 129. 04 92, 390. 69 
| (we, AY. 60.00 | £2, 500 150, 000. 00 48, 096.75 | 101, 903. 25 TOL IOZEZ5 0 LONGO) | eee _-| 204, 032. 20 | (57, 609. 31) 
Aug, 20-21__! 60.00 1, 600 95, 964. 00 | 30,881.92 | 65, 082.08 65, 082.08 | 9, 000 eee == l3 wLOONS Tallman lose oO ron ole) 
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1987 | 1937 | 


ANOLE oecc|escoaeee 31, 05034} 414, 797.74 |--------------|-------- 


787, 500. 00 


31, 05034| 1,355, 871.05 | 414, 797. 74 941, 073. 31 


\ \ 
| | 
614, 349. 63 | 614, 349. 63 | 


(941, 073. 31) 


178, 150. 37 


0 | 
| 


a Unless otherwise indicated, the transactions summarized are set forth in Exhibit No. 
X 4007. 

> These sales were made in whole or in part to General Investment Corporation in 
exchange for cash and common stock, total cash outlay by General Investiient Corpora- 
tion in retirement of preferred during 1935 was $1,025,881.24. (Public Examination, 
American General Corporation et al., at 25667 and Commission’s Exhibit No. 3424 at 
pp. 10-11.) 

¢ These 3,500 shares were acquired from American Founders Corporation and United 
Founders Corporation in exchange for shares of Public Utility Associates (Exhibits Nos. 
4007, 4130, 1570). 

4 These shares were purchased from the Deutsche Bank, Berlin, principally through the 
New York Stock Exchange firm of D. H. Silberberg & Co. Although the exact number 


of shares acquired is not definitely known, figures available indicate that there were at 
least 6,29614 shares at the price shown. (Public Examination, American General Cor- 
poration et al., at 15183-4 and 25283—testimony of D. H. Silberberg and George Deven- 
dorf.) 

¢ These 800 shares were sold to American Equities Corporation by the Devendorf 
interests (Exhibit No. 4146). 

¢ Phese 2,500 shares were exchanged with General Investment Corporation for capital 
stock of Consolidated Electric and Gas Company (Exhibits No. 4145 and 4146). 

¢ These 9,000 shares are estimated to be the number of shares sold to the Wallace Groves 
controlled Nassau Securities Corporation which resold them simultaneously to General 
Investment Corporation at $102. (Public Examination, American General Corporation 
et al., at 15183-4 and Exhibit No. 3424 at p. 25.) 
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Appendix G 


BRIEF DESCRIPTION OF ORGANIZATION AND CONTRO, 
OF THE ASSOCIATED GAS & ELECTRIC SYSTEM 


ORGANIZATION AND CONTROL OF ASSOCIATED GAS AND ELECTRI¢ 
COMPANY 


Associated Gas and Electric Company was incorporated under the 
laws of the State of New York on March 19, 1906, with three sub. 
scribers to its capital stock, Messrs. Treman, Summers, and Morris 
all of Ithaca, New York. These individuals transferred to the Asso. 
ciated Gas and Electric Company control of certain gas and electri: 
companies located chiefly in the central part of New York State i) 
consideration for the issuance to these individuals of $1,200,000 of the 
capital securities of Associated Gas and Electric Company. 

Associated Gas and Electric Company was controlled until Marel 
1922 by J. G. White & Company, Inc., and Montgomery Clothier ¢ 
Tyler (later Montgomery & Company), Philadelphia bankers, the 
TEN OHD of the control stock being held by J. G. White & Company, 

iNOS 

J. I. Mange, who was an electrical engineer employed by Mr. White, 
president of J. G. White & Company, Inc., became vice president of 
J. G. White Management Corporation;® and in 1912 Mr. Mange 
became vice president and general manager of Associated Gas and 
Electric Company.* H. C. Hopson, who had had experience with 
regulatory agencies in Washington, D. C., and Wisconsin, was head 
of the Capitalization Division of the New York Public Service Com- 
mission in 1913 when he met Mr. Mange. The New York Public 
Service Commission had jurisdiction over the utility companies which 
Mr. Mange was then operating; and, as Mr. Mange described it, “I 
had to go before him (Mr. Hopson) for a lot of things that I 
needed.” ® 

Mr. Hopson, who was an accountant and lawyer with what Mr, 
Mange describes as “special qualifications in the field of finance,” left 
the employ of New York Public Service Commission in 1915 or 1916 
and opened an office to handle “Commission matters,” “rate matters,” 
“tax matters, and so on.” Mr. Mange promptly employed Mr. Hop- 
son’s services.® 


+Report of the Federal Trade Commission Report on Utility Corporations, 1982 (Senate 
Doe. No. 92, 70th Cong.), Part 45, pp. 992-4. 

21Td., at 995. ; 

3 In the Matter of Associated Gas and Electric Corporation File 2—3024—5. an Investiga- 
tion under Section 8 (e) of the Securities Act of 1933, before the Securities and Exchange 
Commission, pp. 329-867. 

£Id., at 330-1. 

5Id., at 363-71, 407. 

6Id., at 363-71. 
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ACQUISITION OF CONTROL OF ASSOCIATED GAS AND ELECTRIC 
COMPANY BY HOPSON AND MANGE 


In March 1922, J. I. Mange and H. C. Hopson, “on a fifty-fifty 
pasis,” bought control of Associated Gas and Electric Company * with 
funds which they borrowed from New York banks without any col- 
jateral. Hopson and Mange repaid these loans several years later. 
Hopson and Mange became directors of Associated Gas and Electric 
Company on March 14, 1922. Mr. Mange also became president of 
‘he company and continued to direct its operations, although for a 
number of years he retained his vice presidency of J. G. White 
Management Corporation. Mr. Hopson also became treasurer of the 
Associated Gas and Electric Company and continued to supervise all 
ihe company’s financial, rate, legal, and tax matters as he had pre- 
viously done.® 

Mr. Mange testified as follows concerning Mr. Hopson’s duties after 
he became treasurer : ° 


Q. What did he do? 
* * cs * * * * 

A. Well, he didn’t do anything that he wasn’t doing already. He was handling 
the financial end of the Associated at that time, and the rate end. 

Q. He was already handling it? 

A. We had the same kind of an arrangement with him that we have now, and 
ne has been for years working with me on it. 

Q. You mean that he is still today acting as financial—— 

A. Exactly as he was then. 

Q. Financial consultant on the Associated Gas and Electric? 

A. And tax consultant. 

Q. Accounting and financial and taxes? 

A. Yes, sir. 

* * * * * E3 * 

Q. And you continued to direct the operating and management affairs of the 
company ? 

A. Yes, sir. 

Q. And Mr. Hopson, his duties were what? 

A. He become the treasurer, and handled all financial matters, and rate and 
legal matters, and tax matters. 

Q. And he continued as an officer of the company, up through to when? 

A. He continued as treasurer, and then he became vice president and treasurer, 
about five years ago he resigned as an officer of the company, and a director. 

Q. What position does he occupy now, in relation to the Associated Gas and 
‘Electric Company? 
A. He doesn’t occupy any except as an employee. 
Q. As an employee? 
A. He still controls or still does the tax matters and the rate matters, and such 
other matters concerning those things. 


+ TId., at 995-6, and Hearings before the Committee on Interstate and Foreign Commerce, 
House of Representatives, In re: Public Utility Holding Companies (H. R. 5423, 74th 
Cong.), Part 2; pp. 1473-6. 

8{bid., and Report of the Federal Trade Commission on Utility Corporations, Part 45, 
p. 996. 

®2In the matter of Associated Gas and Electric Corporation before the Securities and 
Exchange Commission, op. cit. supra, note 8, at 367-8, 3871. 
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Q. He is an employee of the Associated Gas and Electric Company? 

A. Of all of the companies; of the System. 

Q. And essentially he performs the same duties that he has in the past? 
A. Always the same. 


COST AND METHOD OF ACQUIRING CONTROL 


Although Associated Gas and Electric Company had total assets at 
the time of approximately $4,600,000, Messrs. Hopson and Mange wey 
able to purchase control of the company with $298,318.19 of borrowed 
money.*® Mr. Hopson and Mr. Mange used two companies which they 
organized, Associated Utilities Corporation and Public Utility Invest. 
ing Corporation, to effect the transaction of acquiring control of As. 
sociated Gas and Electric Company. Associated Utilities Corpora. 
tion in March 1922 acquired, principally from J. G. White & Company, 
Ine., of New York and Montgomery & Company of Philadelphia, 5,975 
shares of the $100 par common stock of Associated Gas and Electric 
Company (the company’s only voting stock) for $292,060 er about $43 
a share. As part of the transaction, Associated Utilities Corporation 
apparently borrowed at least $71,748 from Public Utility Investing 
Corporation, which apparently had borrowed these funds from banks 
This transaction gave Hopson and Mange control of Associated Gas 
and Electric Company." Subsequently they acquired, through a third 
company which they organized (Associated Securities Corporation) 
the remaining 21 shares of outstanding common stock for $6,258.19 in. 
cluding expenses.?” . 

However, for some reason, Messrs. Hopson and Mange did not con. 
tinue to hold their control of Associated Gas and Electric Company 
through Associated Utilities Corporation but had the control stock 
transferred to Associated Securities Corporation which they formed 
in November 1922. Messrs. Hopson and Mange paid into Associated 
Securities Corporation $1,000 in cash and received therefor ten shares 
of the capital stock of that corporation. In addition, they turned over 
to Associated Securities Corporation an option to buy from Asso- 
ciated Utilities Corporation its holdings of 5,979 shares of common 
stock of Associated Gas and Electric Company at $12.50 per share, 
For this option, Associated Securities Corporation issued to Mr. Hop- 
son and Mr. Mange 990 shares of no-par common stock with a stated 
value of $99,000. The option was set up as an asset on the books of 
Associated Securities Corporation at $99,000 as part of the cost. of the 
Associated Gas and Electric Company common stock which it subse- 


10 Utility Hearings before the Committee on Interstate and Foreign Commerce, op. cit, 
supra, note 7, pp. 1473 and 1475. See also Report of the Federal Trade Commission on 
Utility Corporations, Part 45, p. 1458. But compare In the Matter of Associated Gas and 
Electric Corporation, before the Securities and Exchange Commission, op. cit. supra, note 3, 
at 437, where in 1937 Mr. Mange testified : 

* % * * * * % 
Q. How much of that amount did you put up, out of your own pocket, and how 


much did you borrow? 
A. I couldn’t tell you that now. 


41 Utility Hearings before the Committee on Interstate and Foreign Commerce, op. cit. 
supra, note 7, p. 1474. 

7 Ibid. See also Report of the Federal Trade Commission on Utility Corporations, Part 45, 
p. 1000. 
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nently acquired through the exercise of the option. Associated 
Secrities Corporation had borrowed $71,748 from Public Utility 
Investing Corporation for the purpose of exercising the option. As 
jas been indicated, Associated Securities Corporation also acquired 
jhe remaining outstanding 21 shares of Associated Gas and Electric 
(ompany common stock, paying therefor $6,258.19, including 
expenses. 
CONTROL HELD THROUGH TRUSTS 


In this manner, Messrs. Hopson and Mange placed the control of 
Associated Gas and Electric Company ™ 1 Associated Securities 
Corporation. Control of Associated Securities Corporation in turn 
was then placed in Associated Gas & Electric Properties “*—a Massa- 
chusetts trust—which Hopson and Mange had formed June 1, 1924, 
mnder the name of Associated Gas and Electric Companies. The sum 
of $10,000 and the entire 1,000 shares of common stock of Associated 
Securities Corporation were transferred to Associated Gas & Electric 
properties which carried these 1,000 shares of Associated Securities 
Corporation common stock on its books at $90,000. The total capitali- 
ation of Associated Gas & Electric Properties was therefore $100,000, 
for which two equal shares of beneficial interest in the ‘Trust were 
;ssued—one to Hopson and one to Mange.** As a consequence, Messrs. 
Hopson and Mange, with an investment of $298,318.19, controlled 
Associated Gas & Electric Properties, which controlled Associated 
Securities Corporation, which in turn controlled the entire Associated 
Gas & Electric System, with total assets at that time of approxi- 
nately $4,600,000. The return which Associated Gas & Electric Prop- 
erties received on this investment was comparatively large and was 
sufficient to pay back within several years the entire amount of the 
initial investment.** 

The beneficial ownership of Mr. Mange’s share of the Massachu- 
setts trust, Associated Gas & Electric Properties, was placed in his 
and his wife’s personal holding company, Managing and Investing, 
Incorporated, all the stock of which has been held and owned by his 
wife and children.” ; 


13 After June 1925, Associated Gas and Electric Company controlled Eastern Utilities 
Investing Corporation. See Report of Federal Trade Commission on Utility Corporations, 
Part 45, and Public Examination, Eastern Utilities Investing Corporation, at 23279. 

itPublic Examination, Eastern Utilities Investing Corporation, at 23279, 23321. 

16 Utility Hearings before the Committee on Interstate and Foreign Commerce, op. cit. 
supra, note 7, pp. 1474-5. See also Report of the Federal Trade Commission on Utility 
Corporations, Part 45, pp. 995-1005. 

16Td., at 1475. 

17 See infra, and In the Matter of Associated Gas and Electric Corporation before the 
Securities and Exchange Commission, op. cit. supra, note 3, at 372-6 (Mr. Mange on the 
witness stand) : 


Mr. Travis (Counsel for Associated Gas and BHlectric Corporation. I will read 
this statement, Mr. Mange, which was prepared in my office, and then you can 
state whether or not it is correct [reading]: “Managing and Investing, Incor- 
porated, is a Delaware corporation which owns various securities of other corpora- 
tions. Prior to February 10, 1934, all of the stock of Managing and Investing, 
Incorporated, was owned by Lydia P. Mange, who died on that date, a resident of 
Nassau County, New York. The decedent, Lydia P. Mange, left a will bequeathing 
her entire residuary estate to John I. Mange. By an instrument in writing duly 
executed, filed, and recorded, John I. Mange renounced the residuary legacy under_the 
decedent's will. There resulted an intestacy as to the residuary estate of the decedent, 
and this was distributable, under the laws of the State of New York, one-third to 
John I. Mange as surviving spouse, and two-thirds to the surviving children of the 
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So, too, the beneficial interest in Mr. Hopson’s share of Associated 
Gas & Electric Properties has been placed in his family.1® 

However, Daniel H. Starch, Hopson’s brother-in-law, stated that 
the purpose of Associated Gas & Electric Properties was to have the 


decedent. There were four children so surviving, Winthrop E., Emerson W., John Pp 
and Lydia. John I. Mange assigned to Oak Ridge Farms, Ine., his one-third distrihy! 
tive share of the residuary estate in payment of an antecedent indebtedness, This 
assignment was made by an instrument in writing duly filed and recorded. After 
debts and taxes of the estate were paid, the estate was distributed. 

“Hach of the four children received 328 shares of stock of Managing and Investin 
Incorporated, and the outstanding balance of 58 shares, together with various Other 
assets of the estate, were received by Oak Ridge Farms, Ine., the assignee of John I 
Mange. Oak Ridge Farms, Inc., transferred the 58 shares of Managing and Inyegt 
ing, Incorporated, together with various other property, to Managing and Investing 
Incorporated, in payment on account of indebtedness owing to.the latter. All of the 
outstanding stock of Managing and Investing, Incorporated, was thereupon Owned 
by the four surviving children of Lydia P. Mange, deceased. 

“By deed of trust dated October 31, 1936, Winthrop E. Mange, Emerson W. Mange 
John P. Mange, and Lydia Mange Parent, the surviving children, transferred their 
stock of Managing and Investing, Incorporated, to Winthrop EH. Mange, as trustee: 
and Winthrop E. Mange, as trustee, is now and has been, ever since the making of 
the trust, the sole stockholder of Managing and Investing, Incorporated. Hele) 
Deniston Mange is the life beneficiary of the trust, and on her death the trust estate 
is distributable to the settlers. 2 

“The one-half beneficial interest in Trustees Under Declaration of Trust Dated June 
1, 1924, [formerly known as Associated Gas & Electric Properties] continues to be one 
of the assets of Managing and Investing, Incorporated.” 


By Mr. BRooxHaRrtT: 
Q. Do you understand the facts in the statement as read to be true? 
A, Yes; sir. 

N. B. Apparently the aforementioned Managing and Investing, Incorporated, is a different 
company from Managing and Investing, Inc., which prior to July 1927 was an investing 
company owned by Mr. Mange and his family, but from July 1927 to the spring of 1928 
was a Subsidiary of Associated Gas and Electric Company, with assets consisting almost 
solely of contracts to service subsidiaries of Associated Gas and Electric Company. (See 
Sec. XI, D, 9, c, supra, Investment in Managing and Investing. Inc.) 

%In the Matter of Utilities Employees Securities Company, before the Securities ang 
Exchange Commission, Docket No. 31-419-1, Volume 2, Wxhibit 84 reads with respect to 
the ownership of this. trust on October 18, 1938, as follows: “There are two certificates of 
beneficial interest in Trustees Under Declaration of Trust dated June 1, 1924. One is 
owned by Managing and Investing, Incorporated, and is registered in the n/o J. I. Mange 
as nominee * * *, The stock of Managing and Investing, Incorporated, is held in a 
Trust created pursuant to Deed of Trust dated October 31, 1936, of which Helen D. Mange 
[the wife of J. I. Mange] is beneficiary. 

The other certificate is owned by Trustees Under Declaration of Trust dated July 27, 1935, 
and is registered in the n/o H. C. Hopson, as nominee. The beneficial and record owner of 
the stock of Trustees Under Declaration of Trust dated J uly 27, 1935, ig Tarleton Securities 
Company. The nonvoting stock of Tarleton Securities Company is owned by A. H. Starch, 
N. H. Jones, and P. M. Hopson [all sisters of H. C. Hopson]. The voting stock of Tarleton 
Securities Company is owned by I’. W. Moffat and Perey H. Wilson, Trustees for Claire and 
Malcolm Jones [evidently niece and nephew of H. C. Hopson].” 

See also In the Matter of Associated Gas and Electric Corporation before the Securities 
and Exchange Commission, op. cit. supra, note 3, at 377-80 and testimony of Daniel H. 
Starch, a brother-in-law of H. C. Hopson (see id., at 439-40) who testified as follows 
(id., at 377-80 and 506-7) : 

And who were those shares issued to? 

They were issyed to, at that time, to Mrs. Starch and to her two sisters. 
Who are her sisters, the names please, for the record? 

Mrs. Norma H. Jones, and the other one is Miss Pearl Hopson. 

J. Were those all of the shares that were issued, three shares? 

A. I think so. - 

. If I understand it correctly, this trust was formed some time in 1935 and three 
shares were issued under it, namely, to Amy H. Starch—that is your wife—and 
Nora H. Jones, and Pearl Hopson, is that right? 

A. Yes, sir. 

Q. And these three beneficiaries are all sisters of Mr. Hopson, who has been the 
previous owner of the beneficial one-half interest of June 1, 1924, trust, which have 
been transferred to this trust of some time in 1935, is that correct? 

A. Whether it was held continuously prior to that time, I don’t know. 


He further testified (id., at 511): 


Q. What was the purpose for forming this trust? 
A. Why, I presume simply to hold the interest, the half interest in the 1924 trust, 


for the three sisters of Mr. Hopson. 


OPOoPO 
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hares in the Associated Gas and Electric Company “held together SO 
‘hat neither interest could be sold without the consent of the other.” +° 
\fr. Mange testified in May 1937 that he still had his own share and 
hat he had not given Mr. Hopson permission to dispose of his share. 
4s of October 18, 1938, the two certificates were still. controlled and 
pwned by Mr. Hopson, Mr. Mange, and their families.” 


CONTROL OF SERVICE COMPANIES 


Aside from operating and construction services which were ren- 
dered to the “System” by subsidiaries of Associated Gas and Electric 
Company, other services such as legal, tax, accounting and financial 
grvices were rendered to the “System,” at first by H. C. Hopson 
personally and later by H. C. Hopson and Company and other com- 
anies which he organized and controlled.” 

From 1925 to 1932 all tax, accounting, and financial services were 
performed by H. C. Hopson and Company, a partnership. Although 
some of the tax services may still be performed by H. C. Hopson and 
Company,22 most of the personnel and business activities of H. C. 
Hopson and Company were taken over about the beginning of 1932 
by the following organizations: 


(a) Utility and Financial Accountants, Ine., organized under the laws of 
Delaware about January 1, 1932. This corporation was succeeded by Utilities 
and Financial Accountants, a New Jersey common-law trust formed in 1936,” 
except that certain employees of Utility and Financial Accountants, Inec.,” who 
were engaged in keeping corporate records, were transferred to Corporate Rec- 
ords and Secretarial Assistants, a New Jersey common-law trust organized 
about September 1935” to carry on such work. 

(b) Financial and Securities Assistants,” a New Jersey common-law trust 
organized in 1932,% which in turn was succeeded by Finance and Securities 
Assistants, a New Jersey trust organized about the beginning of 1987.” 

(ec) Transfer and Coupon Paying Agency, an organization created in 1931 or 
1932," largely to take care of transfers of securities, paying interest coupons 
and keeping records." This agency succeeded to the work formerly done by 
H. C. Hopson and Company through the medium of F. EK. Taylor and W. L. 
Freund, employees who acted as transfer agents,” in turn being succeeded by 


19Td., at 577. 

2In the Matter of Associated Gas and Electric Corporation before the Securities and 
Exchange Commission, op. cit. supra, note 3, pp. 877-80; see stipulation quoted in note 
{8, supra. 

2In the Matter of Associated Gas and Electric Corporation before the Securities and 
Exchange Commission, op. cit. supra, note 3, pp. 596 and 603. J. H. Shinn, who acted as 
director, trustee, or executive officer of Hopson service companies, testified (id., at 589): 


Q. Was it generally understood that Mr. Hopson was the boss of the organization 
at the time that you became first associated with H. C. Hopson and Company ? 
Yes; I think that that is true. 


2TJd., at 600-1. 
23Id., at 591. 
24Td., at 590-1. 
25 Jd., at 595. 
*®1d., at 594. 
2 Jd., at 601. 
°¥d., at 603. 
2Td., at 602. 
20Td., at 605. 
s1Td., at 606. 
32 Td., at 607. 
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Transfer and Paying Agency, a New Jersey Trust, organized about the beginning 
of 1937.%* pals : 

(d) Utilities Accountants and Tax Consultants, a New Jersey trust Organized 
in 1931,% which held the contracts: to perform services for various Companies 
in the Associated Gas & Electric System.” These services, however, have been 
actually performed by Utilities ang Financial Accountants, and its predecesgoy, 
Utility and Financial Accountants, Inc. Utilities Accountants and Tax (Cop. 
Sultants, apparently, has not been’ Succeeded by any company of similar name 
but an organization has been formed under the name of Utility Accountants and 
Tax Consultants” and some-of the service employees who formerly received 
Salaries from Utilities Accountants ‘and Tax Consultants now receive them from 
Public Utility Investing Corporation.® 


GROWTH OF ASSOCIATED GAS AND ELECTRIC COMPANY 


Associated Gas and Electric Company did not experience any unus- 
ual increase in size in the period between the time of its organization 
and the time when H. C. Hopson and J. I. Mange acquired control 1¢ 
years later. In those first 16 years, 1906-1921, the consolidated tota] 
assets of the Associated Gas and Electric Company and its sub. 
sidiaries increased. from about $1,200,000 *° to $6,942,570 as at Decem. 
ber 31, 1921.° In the next four years, however, or during the early 
control period of Mr. Hopson and Mr. Mange, the consolidated tots] 
assets increased to $209,601,178 as of December 31, 1925,* the end of 
the year during which Pennsylvania Electric Corporation (subse. 
quently named Eastern Utilities Investing Corporation) was acquired 
By the end of 1931, the consolidated total assets of Associated Gag 
and Electric Company had, according to its books, increased to 
$941,238,518.32.42 By December 31, 1937, Associated Gas and Elec. 
tric Company reported its consolidated total assets at $1,037,832, - 
677.21.4° This rapid growth was accelerated chiefly through the 
issuance and sale or exchange of large amounts of additional so. 
curities.** et ee 


3 1d., at 606. 

841d., at 608. 

%Td., at 609-10. 

86Id., at 611-12. 

87Td., at 619-20; see also Mr. Stix’s testimony, op. cit. supra, note 14. at 27020, 

*8 See Mr. Stix’s testimony, op. cit. supra, note 14, at 27022. 

89 Federal Trade Commission Report:.on Utility Corporations, Part 45, p. 1456. 

401d., at 1464, 

“See note 42 following. aes 

“Op. cit. supra, note 14, Commission’s Exhibit No. 3775 also Sets forth on a comparative 
basis Associated Gas and Electric Company’s total assets at year-ends, as follows: 


A923 825 Seee ee $16,,884,.669. 544.1980.-_.- $922, 008, 798. 55 
102 Aes a ee OZ, ZO, OF. Mil | WO TT 941, 238, 518. 32 
RS PG ete ae Bd AWS), BOI, WT 30 || TOBOE = 867, 722, 379. 82 
102 GSES E Te Se AND, MEN, KOS), OE |) WOR 959, 277, 378. 83 
LOZ eee ae eee a SUX, COIL, GIA UY || TOBA 8 844, 743, 778. 22 
OD Saeeeene oe aye US), GulZh, AVE AS || Taj 1, 016, 705, 070. 89 
102022 see nee 900, 491, 542, 90 


The figures for the years 1927, 1928, 1929, and 193G do not include General Gas & 
Electric Corporation nor Eastern Utilities Investing Corporation. 

“3 Securities and Exchange Commission File No. 30-127, Exhibit D (Registration State- 
ment of Associated Gas and Electric Company under the Public Utility Holding Company 
Act of 1935). 

“4 Report of the Federal Trade Commission on Utility Corporations, Part 45, pp. 1466-7. 
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s{GNIFICANCE OF ACQUISITION OF EASTERN UTILITIES INVESTING 
CORPORATION “ 


Until 1922, or prior to the time that Messrs. Hopson and Mange 
pecame the dominating personalities in the Associated Gas and Elec- 
ric Company, that company had acquired the control of only one 
additional utility operating company, namely, Kentucky Public Serv- 
ice Company. However, soon after Messrs. Hopson and Mange 
came into control, the program of expanding the Associated Gas & 
Electric System by acquiring other companies was undertaken. In 
{923 certain properties in New England were acquired; in 1924 
control of Staten Island Edison Corporation and other operating 
companies in the State of New York was obtained; and in 1925 
Manila Electric Company and Long Island Water Corporation were 
acquired.*° Thus, up to the middle of 1925, the company, under the 
dominance of Messrs. Hopson and Mange, controlled subsidiaries 
operating in New England, New York, Ohio, Kentucky, and the 
Philippine Islands. 

In September 1925 Associated Gas and Electric Company acquired 
control of Pennsylvania Electric Corporation (subsequently Eastern 
Utilities Investing Corporation). The purchase of control of Hastern 
Utilities Investing Corporation added to the “System” certain gas and 
electric operating properties located in the western part of Penn- 
sylvania and the northwestern part of Maryland. 

“The magnitude and importance of this acquisition to Associated 
Gas and Electric Company is indicated by the fact that the approxi- 
mately $126,000,000 of total consolidated assets of Associated Gas and 
Electric Company were increased by at least 72% through the acquisi- 
tion of the Eastern Utilities Investing Corporation, whose consolli- 
dated assets as at December 31, 1925, were reported to be $91,160,676.*" 
Similarly, the consolidated income statements ** indicate that the 
eross revenues of Associated Gas and Electric Company on a con- 
solidated basis were more than doubled by its acquisition of the 
Eastern Utilities Investing Corporation. 


45 Td., at 993-6. 

46 7d., at 1017. 

47 Op. cit. supra, note 14, Commission’s Exhibit No. 8815, annual report of Pennsylvania 
Electric Corporation for the year 1925. The total consolidated assets of Associated Gas 
and Electric Company as at December 31, 1925, according to the annual report for that 
year, excluding the total assets of Hastern Utilities Investing Corporation (then called 
Pennsylvania Electric Corporation), amounted to $126,227,756, which included the total 
assets of Manila Electric Company and Long Island Water Corporation acquired during 
that year. Consequently, with the acquisition of Hastern Utilities Investing Corporation, 
Associated Gas and Electric Company’s total consolidated assets were increased by more 
than 72%. ; 

48 Annual report of Associated Gas and HWlectric Company for the year 1925 as reproduced 
in the Report of the Federal Trade Commission on Utility Corporations, Part 45, p. 1586 and 
annual report of Pennsylvania Hlectric Corporation for the year ending December 31, 
1925, op. cit. supra, note 14, Commission’s Exhibit No. 3815. 
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Appendix H 


SCHEDULE OF OWNERSHIP OF VOTING STOCK OF EASTERN UTIL. 
TIES INVESTING CORPORATION FROM JUNE 1925 TO SEPTEMBER 
1935 


(This schedule is reproduced from Item 5 of Commission’s Exhibit 
No. 3772 in the Public Examination of Eastern Utilities Investing 
Corporation, as prepared by Associated Gas & Electric System and 
verified by counsel for that System and for Eastern Utilities Jp. 
vesting Corporation. Indentations in the names of companies indi. 
cate that the company whose name is indented is a 100% subsidiary 
of the company whose name appears immediately above it.) 


Shares Cost 
June 1926: | 
Associated Gas & Electric Properties. 
Associated Securities Corporation. 
Associated Gas & Electric Co. 
IDEN EXCH JWI NORD pe cess neko oneeasoce sees 114,610.68 common /|$11, 461, 068, 09 
tock. 
December 1926: Sree 
Associated Gas & Electric Properties. 
Associated Securities Corporation. | 
Associated Public Utilities Securities Corporation. : 
Datelacduired sD ece mers 026 eeseesee sss ae eee anon ae enna Be bees 171,754.48 common || 17, 633, 387. 73 
t 3 
July 1927: stacks 


Associated Gas & Electric Properties. 
Associated Securities Corporation. 
Associated Gas & Electric Co. 
Associated Gas & Electric Securities Co., Inc. 
ID EWS EXOT GL, YOUN WL ooo ss ee ose eg, 100,000 (class B)___- 100, 000. 00 


November 1927 (as of August 1927): 
Associated Gas & Electric Properties. % 
Eastern Utilities Investing Trust. 

IDA QCTMURAG AU RUS MOM on. aco e ee 100000 === =e 160, 000. 00 


March 1932: 
Associated Gas & Electric Properties. 
Associated Securities Corporation. 
Associated Gas & Electric Co. 
Associated Gas & Electric Corporation. | 
IDS EcqMNaG), IMIEVROT NORR a [E5O0 000s eae eee | 2, 100, 000. 00 


October 1932: 
Associated Gas & Electric Properties. | | 
Associated Securities Corporation. 
Associated Gas & Electric Co. | 
Eastern Utilities Securities Corporation. 

Date acquired, October 1932 500,000 i 2, 100, 000. 00 


September 1935: | 

*““Associated Gas & Electric Properties (name changed 8/9/34 to 

Trustees Under Declaration of Trust dated June 1, 1924). | | 

**Voting Trustees under Voting Trust Agreement dated Mar. | 

27, 1933, for stock of Associated Gas & Electric Co. 
Associated Gas & Electric Co. 

Datetaccuired Sep tem|ers935 assess onan nnn nnn ne 501000 a 25, 000. 00 


In October 1936 Eastern Utilities Investing Corporation filed a petition in the U. S. District Court for the 
District of Delaware, under Section 77B of the Bankruptcy Act as amended. 

**Reference is made to registration statement of Metropolitan Edison Co. for data as to the voting power 
held by the trustees (registration statement No. 2-1747). - 
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LETTER OF TRANSMITTAL 


Srecurtties AND ExcHANGE COMMISSION, 
Washington, D. C., December 29, 1939. 

Srr: I have the honor to transmit herewith Chapters II, IV, and 
y of Part Three of the Commission’s report on the study of invest- 
ment trusts and investment companies made pursuant to Section 
30 of the Public Utility Holding Company Act of 1935. 

Chapter III deals with the problems in connection with the dis- 
iribution and repurchase of shares of open-end and closed-end manage- 
ment investment trusts and investment companies; Chapter IV dis- 
cusses the problems in connection with shifts in control, mergers, and 
consolidations of management investment companies; and Chapter V 
deals with the problems in connection with capital structure. 

The study and report were under the general supervision of Com- 
missioner Robert E. Healy, with Paul P. Gourrich, former technical 
adviser to the Commission, as director of the study; the late Wiliam 
R. Spratt, Jr., as chief of the study; David Schenker as counsel; and 
L. M. G. Smith as associate counsel. Mr. Justice Douglas, former 
Chairman of the Commission, whose resignation from the Commission 
was submitted on April 14, 1939; Paul P. Gourrich, former director of 
the study, whose resignation from the Commission was submitted on 
March 31, 1939; and William R. Spratt, Jr., former chief of the study, 
whose death occurred on June 20, 1938, did not participate in the 
preparation or consideration of Part Three. 

Collaborating on the preparation of Part Three was a group under 
the immediate supervision of David Schenker and L. M. C. Smith. 
Chapter III was prepared under the supervision of Charles E. Shreve; 
Chapter IV under the supervision of Harry Heller; and Chapter V 
under the supervision of Emanuel Bublick. 

By direction of the Commission: 

Jprome N. Frank, Charrman. 


THE PRESIDENT OF THE SENATE. 
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Part THREE 


Chapter III 


PROBLEMS IN CONNECTION WITH THE DISTRIBU- 
TION AND REPURCHASE OF SHARES OF OPEN- 
END AND CLOSED-END MANAGEMENT INVEST- 
MENT TRUSTS AND INVESTMENT COMPANIES 


J. PROBLEMS RELATING TO THE DISTRIBUTION AND 
REPURCHASE OF THE SHARES OF OPEN-END MAN- 
AGEMENT INVESTMENT TRUSTS AND INVESTMENT 
COMPANIES 


A. The Open-End Concept 


The practices in connection with the distribution and repurchase of 
the shares of open-end management investment trusts and invest- 
ment companies constitute the distinguishing characteristics of this 
type of investment vehicle. While other factors, such as capital 
structures, investment policies and management discretion appear to 
distinguish open-end investment companies, an analysis reveals that 
they all spring from the distribution and repurchase practices. Ac- 
cordingly, a discussion of the possible abuses in the distribution and 
repurchase of the shares of open-end investment companies must 
necessarily be much more inclusive than the treatment accorded the 
same subjects in connection with closed-end management investment 
companies. 


1. DISTINGUISHING CHARACTERISTICS 


The distinguishing characteristics of open-end management invest- 
ment trusts and investment companies are more particularly de- 
fined as: * 


(a) The continuous offering of securities at prices which will net the fund 
amounts equivalent to the net asset value of each outstanding share at the time 
of sale; and 

(b) The obligation of the investment company to redeem or repurchase its 
outstanding shares by paying the equivalent of the net asset value per share\ 
(in some cases less a small redemption fee). — 


Of these two characteristics, the obligation to redeem at net asset 
value is the more significant. Accordingly, investment companies 
have been classified as open-end if their shares have been redeemable 

1 Most fixed investment trusts and installment investment plans also possessed these 
characteristics as to sales and redemption, but have marked structural differences. (See 


the Commission’s supplemental reports on Fixed and Semifixed Investment Trusts and 
Installment Investment Plans.) 
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at asset value even though they are no longer continuously dis- 
tributed.’ 

A typical charter provision covering the repurchase of outstanding 
shares by an open-end management mvestment trust or company is 
as follows: * 


Each holder of the capital stock of the Corporation shall be entitled to require 
the Corporation, to the extent that the Corporation shall have any surplus avail- 
able for such purposes and out of such surplus, to purchase all or any part of 
the shares of the capita] stock standing in the name of such holder on the books 
of the Corporation, at the liquidating value of such shares. The method of com- 
puting such liquidating value shall be computed and the time of payment there- 
for shall be determined as hereinafter in this certificate of incorporation pro- 
vided. 'The Corporation shall, to the extent necessary, sell any securities held 
by it to provide cash for the purchase of its shares. 


As of December 31, 1935, a study was made of the redemption 
provisions of 8 open-end investment companies organized as Mas- 
sachusetts or business trusts and 30 organized as corporations, to 
consider the possible abrogation of such feature. 

In the case of three New York business trusts, stockholders dis- 
senting from any amendment to the trust indenture were entitled to 
have their stock redeemed. In the case of five trusts organized in 
Massachusetts it was provided that the indenture or declaration 
of trust could be amended if the directors so decided, provided a 
majority of the certificate holders assented. In only one case was 
the assent of two-thirds of the certificate holders required. Although 
abrogation of the redemption feature would seriously impair the 
rights of the minority who did not assent thereto, these certificate 
holders would nevertheless presumably be without remedy, since they 
were expressly bound by all the provisions of the trust indenture, 
including the provisions for amendment. 

Of the 30 open-end investment companies organized as corpora- 
tions, seven were incorporated under the laws of Massachusetts, seven 
under the laws of Maryland, fourteen under the laws of Delaware, 
and two under the laws of the Dominion of Canada. Almost all of 
the corporate charters which contained redemption provisions limited 
redemptions to “surplus,” “assets,” or “funds” legally available there- 
for, as required by corporation laws of various states.4 Likewise, 
almost all the charters expressly or by implication provided for 
suspension of the redemption privilege for such period as the New 
York Stock Exchange should be closed. Four corporations reserved 
the right to withhold payments for a period of 60 days, and others 
for somewhat lesser periods. 


2Ror example, State Street Investment Corporation discontinued selling new stock on 
June 22, 1935, but it is here classified as open-end because of the redemption privileges 
attached to the stock. 

3 Reply to the Commission’s questionnaire for Dividend Shares, Inc., Pt. T (Exhibit 8-b). 

4 State Street Investment Corporation was not forced to suspend its stock repurchases 
when its capital was impaired because in Massachusetts a corporation may repurchase its 
own shares even though capital is impaired, so long as it is able to meet its debts and obli- 
gations as they mature. (See Crimmins & Pierce Oo. v. Kidder Peabody Acceptance Corpo- 
ration, 185 N. I. 383. 88 A. L. R. 1122.) The Maryland law recently made a specific 
exception for investment companies. (General Corporation Law of Maryland, Art. 23, 
See. 50 (8).) 
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In addition, in six cases it was found that the entire redemption 
privilege rested on a perilous foundation. The charter of State Street 
Investment Corporation was silent as to any redemption rights on 
the part of stockholders. ‘The repurchase policy of this corporation 
was originally defined by a resolution of the Board of Directors on 
December 30, 1927, and subsequently on September 23, 19381, was 
redefined by a vote ‘of the stockholders." The charter of Wellington 
Enid Inc., was hkewise silent as to redemption rights, the provision 
being incorporated merely in the corporation’s bylaw s, which could | 
be amended by the Board of Directors. Spencer Trask Fund, Inc,” 
and Premier Shares, Inc., had no redemption provisions in their cer- 
tificate of incorporation, the former setting forth the redemption 
privilege in a contract between itself and the fund manager, the 
latter in an indenture pursuant to which the shares have been issued. 
Quarterly Income Shares, Inc., and The Maryland Fund, Inc., pro- 
vided in their certificates of incorporation that they would redeem 
their shares only until they should be listed on a stock exchange (in 
any city of 2,000,000 or more population) and thereafter if the Board 
of Directors ‘yermitted. The Maryland Fund, Inc., has recently sus- 
pended redemption, after having listed its shares on the Board of 
Trade of the City of Chicago. In the case of Quarterly Income 

Shares, Inc., the charter was amended on October 29, 1936, to provide 
that the right of redemption could not be rescinded by the Board of 
Directors. However, on February 15, 1940, the Board of Directors 
revised the redemption provision so that the price received by the 
redeeming stockholder would not be determined until the 364th day 
after his ‘notice of redemption.” 

The necessity for sales as a corollary to redemption provisions was 
usually recognized in the trust indentures or charters of these open- 
end investment trusts and investment companies by provisions for 
continuous offerings of their securities and waiver of preemptive 
rights of stockholders. A typical provision is as follows: ° 


Any authorized but unissued stock, as well as any treasury stock, may be sold 
from time to time, by authority of the Board of Directors, without first being 
offered to the existing stockholders, at a price to net the company not less than 
its liquidating value determined as hereinafter provided. The Board shall from 
time to time determine what sum if any shall be added to the liquidating value 
of a share to fix the net selling price. . 


While limitations upon management discretion were at first com- 
mon in open-end investment companies, such provisions were more 
characteristic of the period during which they attained wide distribu- 
tion than of the vehicle itself. These limitations have since been some- 
what relaxed.° However, the abandonment of all restrictions upon 


management discretion was discouraged by the provisions of the, 
Revenue Act of 1936, granting special treatment to so-called “mutual \ 


oy) 


investment companies. In order to qualify as a “mutual investment 


42 Reply to the Commission’s questionnaire for State Street Investment Corporation, Pt. V. 

4> Registration Statements, 1934 Act, for Quarterly Inecme Shares, Ine. (File No. 
1-1950-2) and Registration Statement, 1988 Act, for The Maryland Fund, Ine. (File 
No. 2-3144-1). 

5 Reply to the Commission’s questionnaire for Incorporated Investors, Pt. I (Exhibit II). 

6 See infra, pp. 820-23 and Ch. I of this part of the report, pp. 26-31. 

*For further discussions of this provision of the Revenue Act see Pt. Two (House Doc. 
No. 70, 76th Cong.), Ch. II, pp. 88-5, and Ch. ITI, note 47, p. 212. 
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company” under that act and obtain a tax preference § the investment 
company had to meet the terms of the following definition: ° 


(1) General definition—The term “Mutual Investment Company” means any 
corporation (whether chartered or created as an investment trust, or otherwise), 
other than a personal holding company as defined in section 351, if— 

(A) It is organized for the purpose of, and substantially all its business con- 
sists of, holding, investing, or reinvesting in stock or securities; and 

(B) At least 95 per centum of its gross income is derived from dividends, 
interest, and gains from sales or other disposition of stock or securities; and 

(C) Less than 30 per centum of its gross income is derived from the sale or 
other disposition of stock or securities held for less than six months; and 

(D) An amount not less than 90 per centum of its net income is distributed 
10 its Shareholders as taxable dividends during the taxable year; and 

(1) Its shareholders are, upon reasonable notice, entitled to redemption of 
their stock for their proportionate interests in the corporation’s properties, or the 
eash equivalent thereof less a discount not in excess of 3 per centum thereof. 

(2) Limitations—Despite the provision of paragraph (1) a corporation shall 
not be considered as a mutual investment company, if subsequent to a date thirty 
days after the date of the enactment of this Act, at any time during the taxable 
year— 

(A) More than 5 per centum of the gross assets of the corporation, taken at 
cost, was invested in stock or securities, or both, of any one corporation, goy- 
ernment, or political subdivision thereof, but this limitation shall not apply 
to investments in obligations of the United States or in obligations of any 
corporation organized under general Act of Congress if such corporation is an 
instrumentality of the United States; or 

(B) It owned more than 10 percentum of the outstanding stock or securities, 
or both, of any one corporation ; or 

(GC) It had any outstanding bonds or indebtedness in excess of 10 per centum 
of its gross assets taken at cost; or 

(D) It fails to comply with any rule or regulation prescribed by the Com- 
missioner, with the approval of the Secretary, for the purpose of ascertaining the 
actual ownership of its outstanding stock.” 


58 Revenue Act of 1936, Sees. 13 and 27. 
§8Td., Sec. 48 (e). 
1 The record of the hearing before the Senate Finance Committee preceding the enact- 
ment of the Revenue Act of 1936 does not disclose the genesis of this concept of “mutual 
investment company.” However, a statement of Paul C. Cabot, as president of State Street 
Investment Corporation, and Merrill Griswold, as chairman of the board of Massachu- 
setts Investors Trust, in support of the foregoing provisions, was introduced into the 
record by Senator David I. Walsh, of Massachusetts, reading in part as follows (Hear- 
ings before the Senate Committee on Finance, on an Act to Provide Revenue, Hqualize 
Taxation, and for other Purposes, 74th Congress, 2d Sess., at 799-800) : 
The two Boston mutual investment trusts signing this document merely constitute 
a conduit through which 40,000 persons residing in practically every State in the 
Union have made investments in stocks of about 130 different corporations. Over a 
period from 1924 to date these 40,000 people have invested about $120,000,006 in 
these funds, the average investment being about $3,000 apiece. This $120,000,000 as 
of March 31 was worth approximately $140,000,000. Most of the shareholders are 
persons of moderate means, either not in the surtax brackets or else in the lower tier 
of such brackets, who do not have equal facilities with the wealthy to obtain expert 
supervision and diversity in their investments. It is in order to obtain these benefits 
that they have availed themselves of these funds which guarantee to redeem all or 
any part of their shares at any time at a price approximately equal to the liquidating 
value per share, which price, of course, varies from day to day with changing market 
conditions. 
At the public hearing before this Commission Mr. Griswold intimated that investment 
companies like Massachusetts Investors Trust were commonly called “mutual investment 
eau but he was unable to siate the origin of the term. (Public Examination, 


(a 
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An identical provision defining “mutual investment companies” was 
contained in the Revenue Act of 1938," and the tax preference accorded 
such companies remained substantially the same.” 


2. FORM OF ORGANIZATION 


Open-end management investment trusts and investment companies 
have usually taken one of two forms, either that of a business trust or 
that of a corporation. Prior to 1930, the trust form of organization 
for open-end investment companies was more popular than the cor- 
porate type, but thereafter the number adopting the corporate form 
increased until at the end of 1936 there were 31 open-end investment 
companies proper organized as corporations to 8 organized as trusts. 
However, closed-end investment companies favored the corporate form 
of organization throughout the period and at the end of 1936 there 
were 101 closed-end investment companies proper organized as cor- 
norations to 12 adopting other forms.t* The relative popularity of 
the trust form in the open-end field was probably due, at least in part, 
to the legal and structural complications of continuous redemptions by 
corporations. ae 

Massachusetts Investors Trust, Incorporated Investors, and State \ 
Street Investment Corporation, the three largest open-end investment | 
companies at the end of 1936, all had their principal places of business 
in Boston, Massachusetts, and all of them originally denied voting| 
privileges to certificate holders. Massachusetts Investors Trust pos- 
sessed managing trustees who held office during the life of the trust and 
who filled vacancies in their own membership, Incorporated Investors 
established a voting trust, and nonvoting certificates were issued to 
investors, while State Street Investment Corporation issued a small 
number of voting but irredeemable shares to the sponsors while only 
nonvoting but redeemable stock was sold to investors.** However, on 
June 22, 1938, the management stock (Class A) of State Street Invest- 
ment Corporation was retired and the Class B stock in the hands of the 
public received voting privileges. 


3. SPONSORSHIP 


Two types of sponsorship predominated in the organization and op- 
eration of open-end investment companies, namely, the sponsors 
trained and interested in the distribution of securities and the sponsors 


Massachusetts Investors Trust, at 2454-5.) <A possible reason for its use was suggested in 
the testimony of O. M. W. Sprague, a member of the Advisory Board of Massachusetts 
Investors Trust, who recognized certain advantages in the use of the term, as follows 
(id., at 2454): 
Q. It may be a very nice word to use in connection with sales, too, Mr. Sprague; 
it has that conservative ring. : 
A, Yes. 

1 Revenue Act of 1938, Sec. 361. 

2Td., Sec. 362. 

13 Pt, Ewo (House Doc. No. 70, 76th Cong.), Ch. II, Table 26. In September 1939 there 
were 78 open-end investment companies registered with this Commission under the Secu- 
rities Act of 19338. Of this number, 55 were organized as corporations while 23 were 
organized as Massachusetts or business trusts. 

4 Replies to the Commission’s questionnaire for Massachusetts Investors Trust, Pt. I, 
Incorporated Investors, Pt. I, and State Street Investment Corporation, Pt. V. 
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specializing as investment counsel. The majority of open-end invest- 
ment companies, and particularly the larger companies, were sponsored 
at some period of their existence by security salesmen or firms con- 
nected with the distribution of securities.1° This was a type of spon- 
sorship essentially quite different from that of the majority of 
closed-end management investment companies, which were formed 
by investment bankers and brokers. The latter distributed substan. 
tial blocks of securities within relatively short periods of time on 
the basis of their prestige and to an established clientele. Sponsors 
of open-end investment companies specializing in distribution re- 
quired no prestige, no clientele, and conducted continuous sales 
efforts with no definite ideas as to what the ultimate sizes of the 
investment companies would be. As a large and wide distribution 
of securities was essential if these open-end investment companies 
were to survive, they constituted an ideal vehicle to provide profits 
to such sponsors in the form of definite loading charges added to the 
prices of the shares sold. Because of the emphasis upon selling in this 
group the turnover of stockholders was accelerated and management 
tended to be limited to investment in the well known common stocks.” 
The remaining open-end investment companies were organized pri- 
marily by fund managers and investment counsel, freq uently as an 
adjunct to their established investment counsel business, for the de- 
clared purpose of managing common-stock funds more economically, 
of taking care of small investors, or for other similiar reasons. In 
the case of these companies the chief source of profit was from man- 
agement fees. Distribution of the securities of these companies was 
relatively inactive and within limited areas, as their shares were prin- 
cipally sold to the clients of the investment counsel firm or to similar 
investors.’ Because of the emphasis upon management rather than 
upon selling and the more intimate relationship between stockholders 
and sponsors, open-end companies sponsored by investment counsel 
services tended to be more unrestricted by charter limitations in their 
investment activities; had a smaller investor turnover than other type 
sponsored companies;7® and their average loading charges were 
lower.’? Inasmuch as these investment counsel sponsored companies 
were in the minority and represented only about 22% of the assets of 


15Tf the whole group of open-end companies be considered, 23. of 89 companies were at 
some time sponsored by persons clearly connected with the distribution of securities, and 
these 28 companies represented $272,400,000 of assets at the end of 1935 or 78.7% of 
the $346,300,000 of assets of the whole group. In addition, 4 companies were sponsored 
by persons who apparently had some connection with distribution. These companies 
represented $6,100,000 of assets or 1.8% of the total. 

16 Wor further details see infra, pp. 809 and 820-23. 

17 State Street Investment Corporation, which definitely is the lenses example of this 
classification, engaged, however, in active distribution from November 15, 1933 to June 
26, 1935, and will therefore be discussed in the first group. 

18 However, no marked differences exist between open-end investment companies spon: 
sored by investment counsel and the other open-end investment companies with respect 
to the ratio of redemptions to sales. (Pt. Two [House Doc. No. 70, 76th Cong.], Ch. II, 
pp. 241-4.) 

19 Pt. Two (House Doe. No. 70, 76th Cong.). Ch. III, pp. 216—21. The loading charges 
of the open-end companies sponsored by investment counsel ranged between 1% and 2% 
while the companies sponsored by salesmen, investment bankers, and brokers had loading 
charges ranging between 5% and 10% with some concentration between 9% and 10% 
in 1935. (Ibid.) 
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the whole open-end group at the end of 1935,2° the discussion will 
deal primarily with the open-end investment companies sponsored 
by persons interested in distribution. 


4. SUMMARY STATISTICS 


Although Massachusetts Investors Trust, Incorporated Investors, 
and State Street Investment Corporation, the three open-end invest- 
ment companies which have at all times been and today are the out- 
standing units of the industry in point of size? were formed in 
Boston, Massachusetts, prior to the end of 1927,22 and Investment 
Trust Fund A was created in New York during the same period,”* 
there was no substantial growth in number and amount of assets of 
open-end companies until after 1932. Thus, of $586,000,000 gross 
proceeds from the sale of the securities of open-end investment com- 
panies from 1927 through 1936, $360,000,000 thereof, or 61%, was paid 
in subsequent to 1932.24 Only one open-end investment company 
reached a size in excess of $25,000,000 by the end of 1929 and its assets 
fell below this mark during succeeding years until 1933.25 There- 
after the size of individual open-end companies increased steadily 
until at the end of 1936, five of the 39 open-end investment com- 
panies reported assets ranging from $25,000,000 to more than $125,- 
000,000." The concentration of assets in the large open-end invest- 
ment companies was somewhat heavier than in the closed-end group.”7 
Thus, the top 10% of the number of open-end investment companies 
possessed 40% of the group’s total assets at the end of 1929 and 60% 
at the end of 1936, and the top 20% of the number possessed 60% of 
the total assets at the end of 1929 and 75% thereof at the end of 
1936.°° More than half of the 40 open-end investment companies 
reporting each sold less than $5,000,000 of their own issues and ac- 
counted for only about 7% of aggregate sales, while the six companies 
issuing more than $25,000,000 each of their own shares accounted for 
67% of total sales.?9 

Because of the privilege accorded shareholders of open-end invest- 
ment companies to redeem their shares at asset value, repurchases 
constituted an important aspect in the operation of such investment 
vehicles.°° No exchange markets for such shares were ordinarily 
maintained, although distributors sometimes provided independent 
markets within the limits of the current offering and redemption 
prices.“ From 1927 through 1936, the 40 open-end investment com- 
panies reporting to the Commission paid out $142,000,000 for the re- 


2 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. II, Table 25. 

2. These 8 companies possessed combined assets of approximately $260,000,000 at De- 
cember 31, 1986, or more than half of the estimated aggregate assets of all open-end 
investment companies at that date. (1d., Tables 2 and 6.) 

22 Pt. One (House Doe. No. 707, 75th Cong.), Ch. III, pp. 101-5. 

°Td., pp. 108-10. 

24 Pt, Two (House Doe. No. 70, 76th Cong.), Ch. III, Table 3. 

Td Che Tie Malbles22 , 

26 Thid. 

27Td., pp. 51-2. 

°8 Thid. 

29 Td., Ch. III, pp. 212-13, and Table 72. 

30 See infra, p. 806. 

31 See infra, p. 856. 
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purchase of their own shares, or about 25% of the $564,000,000 in 
sales of such shares during that period.*? That these repurchases 
were somewhat concentrated is indicated by the fact that about 
half of the number of these companies redeemed less than 20% of 
their own issues and about a third of the number repurchased less 
than 10%. While periods when redemptions surpassed sales were 
observed, at no time was there any appreciable excess.** 


B. Problems Inherent in the Open-End Concept 


While the injection of the open-end concept into management invest- 
ment companies has served to stabilize the market for the shares of 
that. vehicle at their approximate asset values, this open-end feature 
has created problems of its own. The open-end aspects of investment 
companies present certain functional problems which tend to influence 
the management of their affairs. 


1. THE POSSIBLE THREAT OF REDEMPTIONS AND 
LIQUIDATIONS 


The open-end characteristics have not only affected the organic form 
of that investment vehicle,?4 but also have virtually compelled such 
investment companies to adopt capital structures with only a single 
class of stock.*® ‘As a consequence, leverage in the capital structure, 
so popular in the closed-end investment company field, has been prac- 
tically nonexistent in open-end investment companies. 

The obligation of open-end investment companies to redeem their 
shares at or about asset value upon demand for the most part confined 
portfolio investments to well-known and readily marketable common 
stocks. Such portfolios not only fulfilled the requirements for liquid- 
ity but also apparently were of definite aid in selling shares. This 
investment policy was made necessary by reason of the constant possi- 
bility of substantial redemptions by shareholders during relatively 
short periods of time. The quarterly figures for redemptions in 
relation to gross sales *’ indicate that in two quarters (the fourth 
quarter of 1930 and the third quarter of 1931) the flow of securities 
back to open-end investment companies in the form of redemptions 
exceeded the sale of the security issues of such companies. Incorpo- 
rated Investors illustrates the problems which redemptions may pre- 
sent when they are greatly in excess of sales. In the fourth quarter of 
1929 the excess of redemptions over sales by this investment company 
was close to $2,000,000. In the third and fourth quarters of 1930 the 
excess was $117,000 and $1,256,000 and in the third quarter of 1931 the 
excess was $1,291,000.*8 Although this rapid flow back of its security 


32 Pt, Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 241-4. 

383 Tbid. 

34 See supra, p. S00. 

33 One exception is Affiliated Fund, Inc., discussed infra. A more detailed discussion 
of senior securities in the capital structure. of open-end companies and the possible effect 
upon senior securities from redemptions by holders of junior securities is contained 
infra. 

36 Wor more detailed discussion of effect of continuous sales campaigns upon investment 
policy and portfolios of open-end companies see infra, pp. 820-23. 

37 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, Table 81. 

38 Op. cit. supra, note 5, Pt. IX (Table 44). 
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issues did not create an acute problem for the company, it did necessi- 
tate bank borrowing. The potential recurrence of this situation makes 
either bank borrowings or the liquidation of portfolio securities of the 
company a constant possibility. 

O. M. W. Sprague, a member of the advisory board of Massachu- 
setts Investors Trust, admitted that considerations of this character 
may have an effect upon management policies.*® 


Q. My point is wholly this: That it seems to me that this trust, of the size it is 
now, and no one knows how big it is going to get, that a forced liquidation in the 
event of a major decline tends to concentrate upon the securities of an open-end 
trust, because the fellow who has investment in that type of trust and in other 
securities does not suffer the discount in the open-end trust that he may suffer in 
other securities. So he is going to liquidate the open-end securities, first, to 
reduce his losses. I should like to have your opinion on that aspect,—how the 
whole force of liquidation tends to concentrate on the open-end trust—and ask 
if that is not a weakness in the trust economically? 

A. I should only think it was a weakness to the extent that it might induce us 
to confine ourselves a bit more, and to a little greater extent, to readily market- 
able securities than would otherwise be the case. That is insofar as we hold 
some of the large and well known companies we are able to sell them, and we 
have a certain amount of cash, and a borrowing power. 


A large volume of redemptions by open-end investment company 
shareholders concentrated in a short period of time may aggravate 
the risks of loss to the remaining shareholders in the company. To 
raise the cash to meet these demands for redemption, it may become 
necessary to liquidate the most salable portfolio issues—issues with 
generally best markets—leaving the less liquid securities in the port- 
folio for the remaining shareholders. If the funds necessary to meet. 
the redemption demands are raised by borrowing, the result is an 
aceeleration of the rate of decline of the shareholders’ equity through 
leverage. Fortunately, up to the end of 1939 open-end investment ) 
companies had not experienced the tremendous liquidations concen- 
trated within brief periods of time comparable to “runs” on banks.*° 

However, the constant threat of possible liquidation of open- -end 
investment companies by reason of their redemption provisions does 
exist and results in continuous sales programs in order to maintain 
their assets by offsetting redemptions with new sales. The effect of 
repurchases in compelling sales can be illustrated by the experience of 
the two largest open-end investment companies from October. 1929 
to December 1932, a period of heavy liquidation in the securities mar- 
kets. At the end of September 1929 Massachusetts Investors Trust 
had 298,687 shares outstanding. From that date until December 31, 
1932, it was called upon to repurchase 235,016 of its outstanding shares. 
Thus, if no new sales of shares had been effected, the amount of assets 
of the company would have been reduced by almost 80° % by virtue of 
these redemptions alone.*t However, at the close of 1932 this com- 
pany had outstanding 951,752 shares, primarily accounted for by the 
sale of new shares in its continuous selling program.*? Similarly, In- 


8° Public Examination, Massachusetts Investors Trust, at 2435-6, 

© Tlowever, see the Equity companies of Incorporated Investors, infra, pp. 841-4. 

“Reply to the Commission’s questionnaire for Massachusetts Investors Trust, Pt. IX. 

“Thid. During 1930, 1931, and 1932 stock dividends and distributions by this company 
accounted for the issuance of 27.478 SoMa, (lel, Iie 1065) 
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corporated Investors had 889,801 shares outstanding on Septembey 
30, 1929, and bought back 785,898 shares, or 88%, between that date 
and the end of 1932.47 Yet, as of December 31, 1932, there were out- 
standing 1,158,030 of this company’s shares, also substantially ac- 
counted for by a continuous selling campaign.** It is clear that if a 
decided selling effort had not been made in both instances and such 
repurchases had occurred, the assets of these investment companies 
would have been seriously diminished. 

In certain cases, open-end investment companies stopped selling 
their shares where they attained a size deemed adequate by their 
manager. Yet the redemption provisions of those companies are stil] 
operative, and, although repurchases may be made in only small 
amounts, eventually they will liquidate 1f selling i is not resumed. Dur- 
ing the period from July 29, 1924, the date of the or ganization, to 
November 15, 1932, State Street Investment Corporation did not 
actively sell ite shares, although some shares were soid privately at 
their asset values. Its growt th. during that period resulted from the 
demands of purchasers seeking to buy { the stock, as distinguished from 
sales through the use of selling organizations.” During the July 29, 
1924, through September 30, 1932 , period, 195.324 shares (or 36.3% of 
the total sold during the years 1924-19 35) were purchased by investors 
at their asset values, for net proceeds to the Corporation of $20,872,000 
(or 49.2% of the total net proceeds received during the years 1924- 
1B)" 

The effect of the continued undertaking by State Street Investment 
Corporation to repurchase its stock at liquidating value during the 
depression period, September 30, 1929, to One 30, 1932, resulted 
in a net reduction of shares outstanding Spy on During the same 
period its net assets, at market value, eines from $29, 5099 5000 to 
$7,833.000, or a shrinkage of 73% caused by the redemption of its stock 
coupled with the realized and unrealized depreciation of its assets.’’ 
Because of this decline in the investment company’s assets, the policy 
of active distribution was adopted.*® 

The second period of the Corporation’s growth, November 15, 1982. 
to December 31, 1935,°° was a period of active and continuous selling. 
During the September 30, 1932, through December 31, 1935, period, 
342,654 new shares (or 63. 7% of the total sold during 1924 1935) were 
purchased by investors, not at their asset value as in the earlier period, 
but at asset value plus’ a loading charge of 6% of the offering price.* 
The net proceeds of $21,584, 000. received by the investment company 
(or 50.8% of the total net proceeds received during the 1924-1935 


43, Op. cit. supra, note 5, Pt. IX. 

“Tbid. Stoek dividends by Incorporated Investors during the years 19380, 1931, and 
1932 accounted for the issuance of 135,212 shares. (Id., Pt. II.) Also, a stoek dividend of 
246% in October 1929 (Poor’s Governments, Municipals, etc., 19380, p. 1079) caused the 
issuance of approximately 22,250 shares. 

45 Public Examination, State Street Investment Corporation, at 2708, 2717-18. 

48 Reply to the Commission’s questionnaire for State Street Investment Corporation, Pts. 
JOC BlaKel ID, 

47Td., Pt. IX (Table 438). 

“3 HG6l,, 1 Wl 

49 Op. cit. supra, note 45, at 2722-4. 

* Op. cit. supra, note 46, Pt. IX. 

531 [pid. 
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period ) were approximately equal to the net proceeds from the sale 
of shares during the first period. Although the distribution contracts 
were terminated as of June 22, 1935, active distribution continued to 
the end of that year, when such distribution was discontinued. 


THE COST TO INVESTOR OF DISTRIBUTION 


The shares of 40 open-end investment companies outstanding as of 
December 31, 1936, represented an original investment during the 
period from 1997 through 1936 of about “$122,0( 00,000.° Since a total 
of $564,000,000 was paid into these companies during the period, it 
might be supposed that the $142,000,000, or 25% of the ‘total paid in by 
investors, returned to shareholders through repurchases represented 
the extent of the turnover of investors in this type of investment com- 
pany. However, other factors must be considered which tend to alter 
this turnover ratio considerably. 

The principal distributor of each of the larger open-end investment 
companies during the periods of active distribution purchased shares 
from dealers and the public and resold these shares immediately, 
without the investment companies being involved in the transactions. 
Data upon the volume of such trading are available for several of 
the larger companies and it is estimated therefrom that about $50,- 
000, 000 of open-end company shares were so purchased and resold. 
In addition there is the whole field of trading in shares of open-end 
investment companies by dealers and others. Although no definite 
data are available, it is known, however, that there were active over- 
the-counter markets for these shares and that there was considerable 
activity by dealers in switching customers from one open-end invest- 
ment company to another.®* It is estimated that such dealers and 
others bought and sold, without dealing with the principal distributor 
or the investment company, such shares equal to the total sales re- 
ported by the investment companies, or a volume of about $564,000,000. 

Based upon the foregoing estimates it would appear that for each 
dollar invested in open- end investment companies as of the end of | 
1936 it was necessary to market almost three dollars’ worth of shares. 
Hugh Bullock considered even a greater rate of turnover to be “a 
normal turnover” when he testified concerning three of the open-end 


investment companies sponsored by Calvin Bullock.*t He further 
testified : = 


Q. Well, wouldn’t it indicate for every $400 that the publie put in that only | 
$100 remained as a permanent investment? 

A. The figures would indicate that, but I must point this out: A very real 
factor in considering this picture from the angle that you are now standing at, 
is this rather unique self-liquidating feature in our various trusts, as against 
the customary closed picture in some of these larger management trusts, 

Q. Yes. Of course you mean in your fixed trusts, too? 

A. I mean that only one company that we have today out of our ten, fails 
to have a self-liquidating feature, and I attribute to the major factor making 


Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 241-4. 
53 See infra, pp. 855 et seq. 

* Public Examination, Calvin Bullock Trusts, at 4196—7. 

55 Thid. 
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for that turnover that you cite, the self-liquidating feature that has been xo 
common in the Bullock trusts as a group. 
% * * * * * * 
Q. But that is the characteristic of the open-end trust, isn’t it?—-The constant 
_ turnover? 
| A. Yes, it is apt to be. 
— 

Closed-end management investment companies usually make single 
or isolated offerings of their shares and changes in ownership there- 
after require the payment of only the brokerage commissions.*° Such 
turnover in the shares of open-end investment companies, however, 
involves a repurchase and resale, either through the investment com- 
panies or the intermediate markets of the dealers or distributors, and 
the cost to the new shareholder includes the addition of another selling 
commission or load.®* Thus the cost of maintaining as outstanding 
a share of an open-end investment company increases each time that 
it is reacquired and reissued. If 7% be assumed to be the average 
loading charge upon the foregoing estimated total sales of shares by 
open-end investment companies and upon the distributors’ markets, 
and 5% the loading charge upon such transactions completed in the 
dealers’? markets, investors paid more than $70,000,000 to invest, sell 
and reinvest their money in the security issues of open-end invest- 
ment companies in order to maintain an investment of $420,000.000, 
In other words, it is estimated that it cost about $16.70 to retain $100 
in open-end investment companies for investment in portfolio securi- 
ties over a 10-year period. This compares with the less than 1% per 
annum paid for operating expenses, during the same period.” 

Some justification may exist for relatively higher selling commis- 
sions upon the shares of open-end investment companies during the 
earlier stages of their development, because of the difficulty of selling 
the shares of growing and unknown funds in competition with estab- 
lished vehicles. However, the three largest open-end investment com- 
panies (Massachusetts Investors Trust, Incorporated Investors, and 
State Street Investment Corporation) have had loading charges dur- 
ing their periods of active distribution generally lower than other 
open-end investment companies maintaining active selling organiza- 
tions.°® 

Massachusetts Investors Trust, the largest open-end investment com- 
pany in the field,° with assets at the end of 1936 of $128,107,000,°" did 
not reduce its loading charge much below the usual level. In January 


50 Tt should be noted, however, that in connection with the sales of the closed-end com- 
pany shares, these securities may sell in the market at a discount (at a price below asset 
value). or at asset value (which is substantially always the ‘market’ price of open-end 
company shares), or at a premium (at a price above asset value). 

/ “37 In addition there was sometimes charged a redemption fee which increased the cost 

} to the public of maintaining individual funds. (See infra, p. 819.) 

——_38 Based upon the analysis of operating expenses contained in Pt. Two (House Doe. No. 
70, 76th Cong.), Ch. II, Table 39. It should be borne in mind that the open-end investment 
company industry received its greatest impetus in the last half of the 10-year pericd under 
discussion, so that for such years the turnover, and consequently the relative cost of 
Maintaining the funds, was probably considerably higher. 

, 89 Pt, Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 216—21. 

60 Td., Ch. II, Table 6. 

6t Derived from supplementary information supplied the Commission for Massachusetts 
Investors Trust. 
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1930 this investment trust increased its selling commission from 6% 
to 7% of the offering price; on February 1, 1932, it again increased the 
Joad to 814% of the offering price; and after May 20, 1933, it main- 
tained the load at 8% of the offering price.°? Merrill Griswold, chair- 
man and trustee of Massachusetts Investors Trust, testified in this 
regard as follows: * 


Q. What was the reason for the increase in the load to 1980 and 1932? 

A. The reason was that in those days the stock naturally did not sell as high 
as it does now, and the dealer had to sell more shares to make himself the com- 
mission that he does now. It was in the height of the depression, and it was 
yelatively more difficult to sell securities. We had to meet competition. Most 
other trusts in the country charged about 8 percent or more. A good many of 
them charged more. If we at that time reduced our load to 5%, I don’t think 
anybody would have sold any of our shares to anybody. They could get a better 
load from someone else, 


The commissions paid were high enough to induce sales sufficient to 
constitute this the period during which the greatest expansion of this 
investment company took place.** ‘The importance of this selling load 
in comparison with operating costs was revealed by the further testi- 
mony of Mr. Griswold: % 


Q. The total load, or the selling cost, of selling these shares to the public, which 
was deductible from that figure, was $5,800,000. Is that correct? 

A. Yes. 

Q. And the total operating expenses, including taxes, over the same period were 
$1,500,000? That is approximately correct? 

A. I assume that is correct. 

Q. So that it cost about four and one-half times to get into this as you felt 
it necessary to manage it? 

A. It costs anywhere from 8 to 6 percent to get into this trust, and our operating 
expenses averaged between 10 and 14 percent per annum. They are now running 
at the rate of 10.° I assume your figures are correct. 


On May 18, 1936, the loading charge was reduced to 534% of the 
offering price,’ in the hope that the prestige of the fund would help 
to carry sales. Mr. Griswold indicated that this reduction was some- 
thing of an experiment : °° 


Q. So when you reduce the compensation to the salesman, he does not push 
the stock quite so hard. Would you say that? 
A. I would say that for the time being, but I believe that in future times the 


trust will sell better with the lower load. It will appeal to a higher type of 
clientele, 


Q. You have another trust whose securities were mentioned earlier, whose 
securities are distributed by Massachusetts Distributors, Incorporated. 
A. Yes; Supervised Shares. 


6 Op. cit. supra, note 41, Pt. V (Item 42—d-V). 

*% Public Examination, Massachusetts Investors Trust, at 2409. 

64 Op. cit. supra, note 41, Pt. IX (Table 44). 

® Op. cit. supra, note 638, at 2303-4, 

*% Computing operating expenses as a percent of ordinary income. (Id., at 2301.) 
87 Op. cit. supra, note 61. 

8 Op. cit. supra, note 68, at 2333-4. 
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Q. What is the load on its shares? 

A. 8 percent. 

Q. Have you reduced that? 

A. No, sir. 

Q. It can be fairly assumed if you do not reduce that, as you have the M. I. 7. 
the sales organization is going to plug the sale of those shares right along, because 
there is bigger commission. Won’t you have to assume that? 

A. We may reduce that some day. It was an experiment with the Magsa. 
chusetts Investors Trust to see whether we could sell it at a more reasonable price 


to the public. 


However, on January 16, 1939, the selling commission on the shares 
of Massachusetts Investors Trust was raised to 7% of the offering 

. 9 5 
price.® 

In addition to the published loading charges there are, in con- 
nection with sale of shares or operation of open-end investment 
companies, hidden loads,’° management fees, operating expenses, and 
\taxes * to be charged to the investment funds.’2 


C. The Domination of Distribution 


It will be recalled that the open-end investment company experi- 
enced its greatest impetus after 1932, when the security markets were 
discounting the shares of closed-end investment companies.*? The 
open-end investment company was turned to by professional distribu- 
tors as a new model of investment vehicle which could combine fea- 
tures of current sales appeal, in the form of limited management 
discretion and the right of shareholders to redeem their investments 
at asset values, with the opportunities for profit from the continuous 
and unlimited distribution of shares.** In short, the open-end invest- 
ment company may attribute its expansion largely to the fact that it 
was designed to overcome buyer resistance and could be merchandised 
through widespread retail channels. 

Even if the management is completely divorced from the distribu- 
tion function, the managers and the distributors may still have a com- 
mon interest in increasing the size of the fund, for the greater the sales 
the greater the sales commission, and the gre eater the size of the fund 
the oreater the management compensation. For example, during the 
period from September 30, 1929, to September 30, 1932, State Street 
Investment Corporation’s net assets declined 73. 4% due to decline in 
market value of the portfolio and sums expended for redemptions and 
the number of shares outstanding was reduced by 17.2%.” This 
shrinkage in assets resulted in a cor responding decrease in management 


6 Op. cit. supra, note 61. 

7 See infra, pp. 813. 

71 The Federal income tax burdens have been somewhat alleviated for open-end invest- 
ment companies qualifying as “mutual” investment companies under the Revenue Acts 
of 1936 and 19388. (See supra, pp. 801-2.) 

“2 Wor performance records of open-end management investment companies see Pt. 
Two (House Doc. No. 70, 76th Cong.), Ch. VI, pp. 480-8, and Appendix J, pp. 876-900. 

7 See Ch. 1 of this part of the report, pp. 26—31. 

4O. M. W. Sprague, a member of the Advisory Board of Massachusetts Investors Trust, 
expressed the opinion that the size of that investment trust should not rest within the 
determination of its principal distributor. (Op. cit. supra, note 68, at 2417.) 

7 See supra, p. 808. . 
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compensation, exclusive of the fact that it was computed at 17% an- 
nually of net assets until January 1, 1932, when it was reduced to 
i of 1%." Because of the funds expended for redemptions, reduced 
rate of income, and decline in market value of assets, 1t was felt that 
the fund would have to be enlarged in order to support the research 
work that was considered essential.* A sales campaign was there- 
fore instituted which netted the investment company $21,584,000. 


1. MULTIPLE AND HIDDEN LOADS 


The basic sources of compensation received by the distributors and 
dealers from the sale of the shares of open-end investment companies 
is the published sales commission or “loading charge.” \This charge 1s 
usually expressed as a fixed percentage of the net asset value per share 
and represents the disclosed premium over the basic price which the 
investor pays to become a stockholder or participant mm the open-end 
company. | The load is designed to cover the distribution costs of the 
principat distributor and dealer. Similarly, redemption fees charged 
upon redemption of shares are used by some open-end investment com- 
panies to cover the costs of repurchasing shares. 

The open-end distribution system permits the inclusion of certain 
multiple and hidden profits which do not prevail in the closed-end 
companies. Thus the various additions and adjustments made in the 
computation of the selling commission serve to enlarge the distribution. 
profits beyond the apparent implications of the published load while 
the recurrence of these charges each time the shares change ownership 
multiplies such profits. The effect of such practices upon the investor 
is to shrink his investment each time he is persuaded to alter his 
position.” 

a. Basic Price Calculation 


The starting point in the determination of the distribution profits 
from open-end investment company shares, is the per share liquidating 
or net asset value. The theory is that each new share will be sold by 
the investment company for an amount equal to the asset or liquidating 
value of each share already outstanding, and that each share upon 
redemption will entitle the holder to receive a proportionate part of the 
total assets. Thus, the calculation of this per share interest is a basic 
part of the distribution and repurchase of the shares of open-end 
investment companies. All open-end investment companies have been 
similar in the respect that any calculation of offering and redemption 
prices starts with the net asset value per share, which im turn is based 
upon the market value or estimated value of underlying portfolio 
securities of the company. The detailed method of computing asset 
value is usually set forth in the charter or trust indenture. 


7% Op. cit. supra, note 46, Pt. I (Exhibit 5). 

7 Op. cit. supra, note 45, at 2722-4. 

See supra, p. 808. 

7 Dealers were often reluctant permanently to place their customers into an investment 
fund when they might obtain recurring commissions from the constant turnover usual in 
such accounts. 
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The details of the calculation of sales and redemption prices as of 
December 31, 1935, are summarized in Table 6, which illustrates some 
of the variations in the methods of calculating net asset value in 
determining the selling price, and in Table 7, which shows the factors 
taken into consideration in calculating the net asset value preliminary 
to setting a redemption price.*° 


TABLE 6.—Methods of calculating liquidating value for purpose of sale by 38 
open-end management investment companies 


Number of 
companies 


I 


Valuation of portfolio securities—Prices of securities traded on 
an exchange are based on— 
astsalerpricee see ses Marte Woe tree koe baits Seas eee, Se ee 36 
Closine*pidipricesssee: se ee eee ee eee ne ee eon 2 
Prices of securities not traded on an exchange are based on— 
Closin gyloi din Ces ee se he ee Sen eS apn ee 28 
Average of closing bid and asked prices.___________________ 10 
Valuation made on prices as of— 
1) DYAOMSA CLOLMURUS ES OCUIIG CS mens ere een nn eI ee W 
Previous day_._--_- ASR SE «Geel SERENE VA See Lea Ba eee de 5: tile ks 23 


Prices are adjusted— 
TOWN MIN, COMER. ke ne eco ace nec eenececeeoee 
Yesr(Motispecitied) wae seks See Ae Ee Ee ee ee eee 1 


Il Yes | No 


To value of funds as computed above, are added— 
FOUE INES ORR Op ONE) ANKE aes a ete ce rrp ee ee 4 34 
OGIO lROONGe)._ a sob ce cu esesecesesegosseans 0 38 
Odd-lot premiums.____- eae Rieter ok rae, 2 oe Pe Soe ate 2 il 37 
PAGS Unghlv Cal CQS ite a a= ere eye ee et 0 38 
Fees of custodians or trustees___-__------------------------ 0 38 
Othermitemse ns ses he ene eee ee Au ere wae we me eee Ul 31 


Ill 


From total assets are deducted book liabilities and— 
Estimated taxes on unrealized appreciation_______________- 24 14 
@Othencharcese sss 2 ee ee ee ee ee ess 5 33 


The resulting per share figure is adjusted to— 
INICARES FECETE seam = ete Rnd ee ne Oe tere ate ahotiwn  eeeh aed oe 24 
Nexithighesticen tases a Et bee eeg es ee eee 
INGSrCSEPS CODES Hi eS eee ee ad ee 2 a a ee 
NCAT ESESE1 SITE Lee pee ete ee ters Een Peed A reat 
INearestiguanterse erie ems Bere ian tense ne Ronen ee apa aes 
INI ENOUNUISRG Le Se eee ee re ets re ee eee 


ome =e — OO 


80 Derived from the replies to the Commission’s questionnaire for 38 open-end invest- 
ment companies, Pt. IX. 
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TABLE 7.—Methods of calculating liquidating value for purpose of redemption by 
38 open-end management investment companies 


; 
Number of 
companies 

I 
Valuation of portfolio securities—Prices of securities traded on 
an exchange are based on— 
ast sales rl Coss ee os ae ae eee eae eee ee eee = 35 
CUOSING TONG NAS). ec oe seer ececue seem eseseeeseeseseuseeas 3 
Prices of securities not traded on an exchange are based on— 
Gost Sab ice 11 Ce epee es ae ee eee 28 
Average of closing bid and asked prices_-.---.------------- 10 
Valuation made on prices as of— 
Day of tender for repurchase_._---------.=-----.-=-_--:_-== 13 
ING Gleny WOOnntNe. .- ose cheese cnesstaseeseeteHeosecaseee 13 
Other sets Pee ee ee ee Se ene ee ewes aeaee 12 
Prices are adjusted— 
ANG) {iloVs) TIRES COUN oat sce ees ece soe eae soe eesees 
WGS (AGF GOCCUTIOE)) os se coco ease secesa see sseaeescasssese 1 
PN 0 ea ee chs ih ae a i ar ee ae ee ee a 34 
et Yes | No 

From value of fund as computed above, are deducted— 

TATU OG, IRONS. oa cecSscasos cH oseaeeaseeseesrasess 7 31 

OGMAO joa ONINS eee pete cee ebossucetese cacussee? 3 35 

AdimimistrativienGeStessssas2a. = sae ene =a ee see eae 16 22 
Estimated fees of custodians or trustees_..---.------------- 10 28 
Maxeswonuumnealizedsa DDLCClAtl OMe mea ee ae ee eae | 25 13 
Otherichargestand MabiliticSeas=s=s =a eee ee = 8 30 
Ill 
A further deduction for a redemption fee— 
Was provided in charter or indenture_...------------------ 20 18 
AWaskcharcedtat I eCaail ml 0s oesase =e ee meer eeere ees 17 21 
andspayablestOrs DOUSOl see eee eee 8 
GTA) FOR WOIIO 1O COMMON - sce cce ne cece sacecaces 9 
IV 
The resulting per share figure is adjusted to— 
INearesticen ties s2n8 See oak Se ee ee enes seee ete are 17 
INextilowernCent mee 2202 sy ee eee eee eee eee 3 
INextshighercent:: 2-22 2.52 255552 Seo nassdeesssssseeeese se 
INe@arest QUanlereess ma aaa ee ee enee semen ce ae ats ater 1 
INGtradiUStCd ess es see eee aes een eee S 15 


This net asset value is the amount received by the investment com- 
pany from sales of its own shares or paid out by the company upon 
redemption in liquidation of its shares. The fees and loading charges, 
which are superimposed on this asset value as a part of the retail 
selling price, usually go to the principal distributor. 

Small charges were deducted by nine open-end investment com- 
panies in calculating liquidating value for redemption purposes which 
were not deducted in the calculation of hquidating value for selling 
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purposes.** In such cases the retiring shareholders usually contrib- 
uted unwittingly to the benefit of the 1 remaining shareholders. 

An interesting factor in the determination of the basic price of the 
shares of open- end investment companies is the return of capital re- 
ceived by new stockholders as dividends. It has been the practice for 
many open-end investment companies to calculate the selling price of 
each new share, so that it will include a sum equal to the per share 
amount segregated by the investment company for the payment of 
{he next dividend on the shares already outstanding.*? This portion 
of the proceeds realized by these companies on the sale of new shares 
is distributed on the next dividend date. Thus, these companies have 
constantly been paying out as dividends on newly issued shares a por- 
tion of the proceeds which they received on the sale of such shares. 

Although this method of equalizing dividend payments protects the 
old stockholders of the investment company, it was not always dis- 
closed to the new stockholder that he was receiving in fact a return 
of capital in the form of dividends. For example, the reports of 
Incorporated Investors for the years 1930 to 1932 showed no equali- 
zation credits as separate items, nor was there a disclosure of this 
practice in the sales literature of that investment company.’* Wil- 
liam A. Parker, president of Incorporated Investors, thought that a 
statement concerning this return of capital would only confuse the 
investor : ®4 , 

Q. Therefore, the strictly correct title for this would be “Principal and income 
that has not failed,” because these lines representing income also include in 
part a certain return of principal? 

A. No, I would never have put that into any sales literature, circular, or quar- 
terly report, because I don’t believe any of my stockholders would understand it. 


St The companies for which this variation was found are listed below together with the 
amount by which net asset value per share for purposes of sale exceeded net asset value 
per share for purposes of redemption on December 31, 1935, as derived from the price caleu- 
lations supplied in the replies to the Commission’s questionnaire, Part IX (Tables 42, 43), 
for the respective investment companies: 


Percent ur 

é Bet asseu 

NI Sents per | value per 

Name of company unit share for 

purposes 

of sale 

Nonalleheexclel M bball Daye2 = Ban et eee eA et a ee EO ne es i, 20) ONT 
AmMOBCAA IBUEINESS HMORES, WNC § = epee so SaaS SES neck eee nee 0. 55 0.5 
Bylo ckee winches t clean ee ee 1. 47 0.1 
Dividend Shares, Inc__.._________ 0.19 0.1 
1PoiwulAY IWIN! GNC. = 4 5. 00 i 
Fundamental Investors, Inc__._____-_____ 24 4,90 19, 
General Capital Corporation ______ mes 25.00 0.7 
Investors Fund of America, Ine 1.98 1.0 
Nationwide Securities Co. (voting 0.17 0.1 


8. Dividends paid by open-end investment companies were in excess of ordinary net 
income in every year but 1928 and 1929 during the 1927-36 period. (Pt. Two [House 
Doc. No. 70, 76th Con.] Ch. II, pp. 83-5.) 

83 Op. cit. supra, note 5, Pt. I. 

84 Public Hxamination, Incorporated Investors, at 2587. 
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Q. They would not understand? 
A. And further than that, it would have given them a false idea of what had 
happened. 
Q. Isn’t that all the more reason to put it in? 
* % * * * * * 
A. Were you in the business, you wouldn’t say that. It is not practical to 
educate your stockholders to the point that they would understand that. 


The inclusion of such items in the determinations of the base price 
serves to increase the commissions payable in the sale of such securi- 
tes. While such profits may seem trivial individually, they have con- 
stituted substantial sums in the aggregate.*° 


b. The Published Load 


The public, in making investments in open-end investment com- 
panies, has paid loading charges purporting to constitute the costs of 
distribution as well as the entire profits of the distributors. For these 
purposes the loading charge may be characterized as the known 
premlum. which the investor must pay to participate in the investment 
company. 

This published loading charge has been variously stated either as a 
specified dollar amount,** as a percentage of the net asset value of the 
share or as a percentage of the offering price of the share. The state- 
ment of the loading charge as a percentage of the offering price is 
apparently the method most used and results in a smaller percentage 
figure than when expressed as a percentage of the net asset value. 

The group of open-end investment companies sponsored by invest- 
ment counsel and similar firms have sold their shares with low load- 
ing charges, generally around 1% and 2% of the asset value per 
share.8* Apparently these sponsors have been primarily interested 
in income from management fees and did not support extensive dis- 
tribution systems.*§ The dominant group of companies, those spon- 
sored by salesmen and others connected with the distribution of se- 
curities, has had loading charges of between 6% and 10% of proceeds 
with a definite concentration in 1935 between 9% and 9.99%.°° In 
the early 1930's the selling loads were raised, presumably to increase 
sales and to provide a sustained dollar compensation upon the depre- 
ciated shares. Since 1983 there has been a slight movement towards 
lower loading charges.°° Table 8, which lists the selling commissions 
charged upon the shares of 39 open-end investment companies during 
the 1927-1985 period, indicates these trends. 


85 See discussion of T. I. 8S. Management Corporation, infra, pp. 847 et seq. 

8% The shares of Incorporated Investors for example were first sold with a loading 
charge of $6 per share regardless of asset value. (Op. cit. supra, note 5, Pt. I [Wxhibit 3].) 

87 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 214-5, and Table 72. 

88 See supra, p. 803. 

89 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 216-20. 

90 See supra, pp. 809-11. 
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TABLE 8.—Loading charges on open-end investment company shares at year-ends 
1927-35 % 
[Stated as percentages of net asset values] 
Name of investment company 1927 | 1928 | 1929 | 1980 | 1931 | 1932 | 1933 | 1934 1935 
A. THREE LARGEST COMPANIES 
Tncorporatedelmvestorshes see. = ee eee eee 6.0} 50) 50) 5.8) 6.95 | 6.95 | 7.5] 7.5] 75 
Massachusetts Investors Trust_......------_-- GO] Ge] Gal BS) 5 GOW BY Bae 
State Street Investment Corp____-_____-_____- rele al ca esteem (teers ere ele Sasa] G4) GLb) Gio at 
B. GROUP SPONSORED BY INVESTMENT 
COUNSEL 
HEY eG 0 rake Ce TET Oh vara 10 te) 10 le An | | | | UR EE 8301 GO} 0 6.4 
Wao Cs Isloserael IMieH, IoC IBS 8 ee AO | 220 |) &O} BO} BOW BO 6.4 
JOE UO G's TBO WENROl INL, TOWN! To eons tee elles leee elfen a0 |) BOW £O 6.4 
First Investment Counsel Corp_._.-_._._.----]----__ sceoer|| dle) | Ci. || C2L@ | Oi | GiLO } Ci || Gann 
Imnvestmentanust hia pA een HO | IO | U@© |) WO tee e|)n ens leo esa ee szae|| BIbt 
ImvestinentwRnist Miia dys =s ae eee LO} abot IO oO | wO} WO jesse ec b10 
lbaKeSiORS NTA! © WN. soassacacceccsedeseece|secessllescece|lessece|te esse GO|) IO} 2eO } TO 1.0 
LLocun's Sees SxeoMGl INWING|, WAG. < ossssee|loeeese| setae ce fecense|aoassa|ese ellen 0 0 
RB Oh un ain Cees se ae eae eNO k ee 2 |e ea|ee a 0 0 0 0 0 0 0 
Third Investment Counsel Corp__.-----..--_-|----__|--____ PLOW 16) | Cobo | Ci |) cab@ 1 iL@ || aan 
C. OTHERS 
Administered Fund Second, Inc_________.___-- Ee fees (eee a SS eed | Sees lk See || 6.4 6.4 
ANailWeNeXG! TOWING, TONG. ene sec cone mere esl | eee S| ee [teat ssoass|| 9.3 
PALITI CEI CAMMEUISIM CSM OLA CS SLI Cesena mean | eee earnnns | GEER! | ne | | IE Che |) Ch) Whe 9.5 
American General Equities, Inc___._.__.__-__|--_-__ fete est | eae | eet a Te eS | LOSS ON 750 19.75 
Bull ocksh unde Gden(COnss) eee ane eee PA SEES HES RD te BEES Le 8.75 | 8.75 | 7.3 7.3 
Canadian Investment Fund, Ltd____________- EP eee eee Berl eae ae eee a eed Os} Vhs | Che 9.5 
Oomupiny Sinema IMG ne sec sceeenee =seo5|| 40] SO} 4016.25 | B25) BS BS 7.5 
Conmmiomcaliin loans COsss655s25e- snes ole |e CO | CO |) moO 7.0 
Dividendashares wln cass === aan sae nnnnes ees oe | Sire ere | eee eal | eee ae IE re tea 5 | S|) Oh 9.5 
DOG ULG ye Un ee eee eee URN eee SELIM E Ee Oe iE ET S Bae RE) EE Bl ne ase KOM oO! 0 7.0 
Io itig? INWUACl INO. on ose soce sseseSeseseees| sees cel|oesce|foce eel|E mre = oUS || C085 |) CUB) Hos || Weeks 
INDING EVEN MEN MMVESHORG, JUNO. 5 ase sco ssasees||sssesal|senecs||<2sesellosecec||eesseseo a 8.5 | 8.5 8.5 
Generale anitala© on) saan aee ener Eee eee eign ae en eal eed ere ee eel 2 eri 6.4 
CROWD SCOTS, MOC. sconce seceeceeeeesseece||pessac|]sassc||se een Sree eee Stssq|sesss=|| 6 9.6 
Income Foundation Fund, Inc_________- MSEC IE See EE = eR LE arr ES ee See 9.89 | 9.89 
SAVESOMS TENG! Or AVTNEMCH, WNC oo ca sccecnl Sess eS secllaese nel ceoecllenn cee Bae oo eee a S52 se 9. 25 
MienmnGl WOM, JONG, WOO. 2 eanncseeseen ote ee lene ee leew IL eo. 9.5 9.5 
Minuatualslinves trae nt, thyury cee se renee | eeanene | weeny |e Bee ay eee ean |i se Ha-se.| 8) O83 9.3 
INGOTS SeCuHCS CO cscsesosecseseesece|=secesy|tesae | seeseel| oe col sseo ce CS || Ch | OS 9.5 
JERE? SMe, WNC ae oe ee ecen sel se sece|leceeen loess COS || OS | 7,08 | 7608 == 67.95 
Quantenlygln comokS hares li cman == =m eeea acon | memenenan | eran! | meinen! | teseina |e Una 9.5] 9.5] 59.5 
Selected American Shares, Imcs2-2--2522-2----|22.2__ |. -|e- Pz nl | eyes on teers cee 9.0} 9.0 9.0 
Soemce reluras kes Hua cli ira C eee a | EN | 3] Be} Gad | 68] GSBil 8 5.3 
SIO nINOl SMES, TONG a nee senseeseesesecl seeoee|lee pee ae eee Deena O25) 9825 9825) (0.95 
Wiel Coll emiisies Of Camncky, biel. -| eo se cee eee | ll 17.65 |17.65 | 17.65 
\yellamiorn TAGING), TONG eee eceeeenseesad||seeeks|[easece 10.0 | 10.0 | 10.0] 9.9] 99); 87 8.7 


¢ Compiled from the replies to the Commission’s questionnaire for the individual companies. 
> Last rate of loading charge used. No actual distribution at Dec. 31,1935. 
¢ Fee payable to investment company and not to the sponsor or principal distributor. 


After the addition of the loading charge, fractional adjustments 
were made in most cases in the resulting offering prices. As at De- 
cember 31, 1935, the adjustment was to the next higher cent in the case 
of 8 investment companies; the adjustment was to the nearest cent in 
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the case of 24 investment companies; one adjusted to the nearest 5¢; 
one to the nearest 14 point; and one to the nearest 14 point; while 3 
made no adjustment. To the extent that these adjustments operated 
to the nearest cent or fraction they tended to balance out. However, 
the distributors of the investment companies which rounded off the 
prices of their shares to the next higher cent or fraction did make 
extra profits which could be quite sizable on a large volume of sales.** 


c. Redemption Fees 


In some open-end investment companies redemption commissions or 
fees were deducted in addition to the adjustments previously related 
in the computation of liquidating values for the purposes of redemp- 
tions. At the end of 1935, 17 of the 39 open-end investment companies 
charged a fee for redemption. Six of the eight investment companies 
which permitted the principal distributor to receive the redemption 
fee were in the group sponsored by managers of investment funds and 
the shares of all were sold with loading charges below the average for 
open-end investment companies. 

Among the 15 largest open-end investment companies, there were only 
three which had redemption charges in effect as of December 31, 1935. 
State Street Investment Corporation permitted the deduction by the 
principal distributor, State Street Research & Management Corpora- 
tion, of a fee of $1 for each share repurchased.” ‘The basic reason 
tor this charge was explained by Mr. Cabot, president of the invest- 
ment corporation and the management corporation, as a form of in- 
surance on the part of the management corporation, which had long- 
term commitments for salaries, etc.°? A wholesale liquidation of the 
company’s shares would mean an absence of income to pay such ex- 
penses while the receipt of $1 per share liquidating charge assured 
the management corporation of sufficient funds with which to carry 
on for some time.** 

Spencer Trask Fund, Inc., redeemed its shares at 99% of the net. 
asset value and retained the 1% liquidating fee, so that the benefit ac- 
crued to the remaining stockholders rather than to any distributor.°° 
On the other hand, Investment Trust Fund A, one of the group of 
companies sponsored and distributed by investment counsel, per- 
mitted a fee of 1% of net asset value on the liquidation of any of its 
shares to be paid to the sponsor.*° 

Massachusetts Investors Trust has had the right to make such a 
charge but has not done so.’ The original provisions of the trust 
agreement required this investment trust to redeem its shares at net 
asset value less $2 per share °® and after February 19, 1929, it was 
required to redeem at net asset value less 1%.°® After 1933, the trust 


% See discussion of T. I. S. Management Corporation, infra, pp. 847 et seq. 

# Op. cit. supra, note 46, Pt. IX. 

% Derived from supplementary information supplied the Commission for State Street 
Investment Corporation. 

*4 Thid. 

% Reply to the Commission’s questionnaire for Spencer Trask Fund, Inc., Pt. IX. 

% Reply to the Commission’s questionnaire for Investment Trust Fund A, Pt. IX. 

7 Op. cit. supra, note 63, at 2413. 

Op. cit. supra, note 41, Pt. IX. 

®9 Tbid. 
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agreement authorized the trustees to bid 100% of liquidating value, 
although requiring them to bid at least 99%.1° At the end of 1935 
the trustees, as a matter of practice, were still paying 100% of liqui. 
dating value.t°! 

With respect to the use of redemption fees, H. Dudley Swim, vice 
president of National Investors Corporation, stated : 

It seems only proper that the trust itself should receive any redemption fee, 
Furthermore, I incline to the opinion that a nominal redemption fee, say of 1%, 
to be retained by the trust, is proper and desirable in order to offset the expenses 
of the withdrawing stockholders’ “round trip,” which otherwise would be borne 
by the fund and hence the remaining investors. 

Twenty-three open-end investment companies at December 31, 1935, 
provided for adjustments to round figures in determining the redemp. 
tion value of the shares. Of these 23, 17 provided for adjustment to 
the nearest cent, three to the next lower cent, two to the next higher 
cent, and one to the nearest quarter. The profit from such adjust- 
ments was received by the party retaining the redemption fee. 

Although it appears that redemption fees have not generally been 
employed to provide sponsor profits they have provided substantial 
additional compensation in some cases. Furthermore, redemption 
fees constitute sources of potential profits to the distributors which 
may yet be tapped, especially if any limitation should be imposed 
upon the selling commission. 


2. POSSIBLE EFFECT OF DISTRIBUTION UPON INVEST- 
MENT POLICIES 


The effect of distribution exigencies on the affairs of open-end in- 
vestment companies was particularly evident in their investment 
policies. The portfolios of open-end investment companies, especially 
that group sponsored by persons interested in distribution, were, for 
the most part, confined to common stocks.1°* These common stock in- 
vestments were usually the well known or popular stocks listed and 
traded upon the larger stock exchanges.'°* This standard of invest- 
ment was impelled not only by the necessity for liquidity of the port- 
folios by reason of the constant possibility of concentrated redemp- 
tions and liquidations °° but also by the need for a portfolio possessing 
sales appeal to the prospective investor. Obviously, a portfolio con- 
sisting of obscure and unlisted securities would not attract investors 
in competition with a portfolio consisting of the better known listed 
issues, regardless of the intrinsic merits of the former. Similarly, an 
iivestor could not readily be induced to pay a substantial sales com- 
mission or load for the privilege of investing in a fund with a large 
cash position, regardless of the dictates of a conservative investment 


100 Tbid. 

101. Op. cit. supra, note 68, at 24138. 

12 Derived from supplementary information supplied the Commission for National In- 
vestors Corporation (memorandum from H. Dudley Swim, April 14, 1938). 

108 Open-end investment companies invested a substantially greater proportion of their 
assets in common stocks than did closed-end management investment companies. (Pt. Two 
[House Doc. No. 70, 76th Cong.], Ch. II, pp. 78-5, and Ch. VIII, pp. 556-7.) 

10 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. II, pp. 73-5. 

105 See supra, pp. 806 et seq. 
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position as required by the current market. For example, in the 
extreme hypothetical case of a company with a virtually all cash 
position, the investor would be asked to pay a 9% or 10% load or 
$110 for a share representing an interest in a fund which is all cash 
and the shares in which fund have an asset value of $100. The im- 
portance of such considerations was admitted by Edward G. Leffler, 
associated with the distribution of the shares of each of the three 
largest Boston open-end investment companies,!°* when he testified : *°7 

Q. * * * Tf you have a cash position in your portfolic isn’t it hard to Sell 
the stock of the investment trust? 


A. Yes, Sir. 
Q. When State Street had a large cash position? 
A. Yes, Sir. 
2 * * ok * * g 


Q. The tendency is to create a popular portfolio? 

A. That might be the tendency. 

Q. Another might be the tendency to style the portfolio in order to meet popu- 
lar demand at the time? 

A. Yes, sir. 


Such considerations continue even after the principal sales campaign 
is terminated in order to prevent trade-outs. Ross Beason, principal 


sponsor of the Beason-Burris group of investment trusts and invest- 
ment companies, stated : *°° 


Unfortunately, during the selling period for an open-end fund where the liqui- 
dation clause is present it is necessary from a practical standpoint, or rather 
from a selling standpoint, to have the portfolio composed of companies more or 
less well known by name to the average investor, and consequently made up of a 
list found in similar competing funds. After the selling period is over, it is 
necessary to continue along much the same lines to avoid criticism and stop 
trade-out arguments of competitors. 

Take the case of an investment fund with, say, $100,000,000 of assets. If we 
should run into another period such as we did in late 1929 and the management 
should appraise the future and get into a cash position, they would promptly be 
penalized for their efforts because the assets of this particular fund being in 
cash would show no shrinkage when the market fell and’the shares of the fund 
would remain at a high level, whereas other securities would show a drastic 
decline. It is fundamentally true that people sell good securities to protect poor 
securities, and the result would be that the fund would be liquidated, and a 
penalty put upon the foresight and acumen of the management for having ap- 
praised market action. Indeed. with a fund so large it would take several 
months to get into a cash position, and if the market were showing a steady 
rise up to the time of the break, as it did substantially in 1929, the competitors 
would call attention to the fact that shares of this particular fund were not in- 
creasing in value as fast as the shares of a less well managed fund which was 
not getting into a cash position in anticipation of the market break. This again 
would cause liquidations. In event sincere management believed that a break 


106 Massachusetts Investors Trust, Incorporated Investors, and State Street Investment 
Corporation. (Pt. One [House Doe. No. 707, 75th Cong.], Ch. III, pp. 101-5.) 

107 Op. cit. supra, note 84, at 2550-2. 

108 Memorandum submitted to the Commission by Ross Beason, dated June 20. 1937. In 
connection with the Maryland Funds, Inc., and Quarterly Income Shares, Ine. 
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was imminent and got into a cash position and the break did not materialize, 
the competitors would use this as an argument to get out of that particular funq 
because they had not called the turn. 

Any way you look at it the management of funds with liquidating clauses are 
more or less forced to follow one another like sheep instead of giving the best 
operation which their studies or efforts may suggest. 


Distributors of investment trust and investment company shares 
attempted to broaden selling appeal by forming a series of open-end 
investment companies. For example, Calvin “Bullock organized a 
series of open-end investment companies, each of which coment 
had a different investment policy and theoretically had a different 
sales appeal. Bullock Fund, Ltd., organized January 26, 1932, 
possessed a portfolio consisting of a diversified list of bonds, pre- 
ferred and common stocks, providing what was described as a 
“balanced, diversified program.” *° Next to be formed, on June 8, 
1932, was Nation-Wide Securities Company (a Maryland Corpora- 
tion) which acquired a diversified “approved” list of common stocks ™ 
for those investors who were primarily interested in investing or 
speculating in common stocks. The emphasis was placed upon possi- 
ble profits through capital gains from appreciation of the common 
stocks held. On the same date, United States Electric Light & Power 
Shares, Inc. (a Maryland Corporation) was formed to invest in a 
selected list of utility stocks.12 Dividend Shares, Inc., was incorpo- 
rated on July 23, 1932 (originally as America, Inc.,“*) primarily to 
invest in securities producing dividends which the investment com- 
pany undertook to pay out to shareholders (less expenses) as re- 
ceived.4* Finally,on November 16, 1932, Canadian Investment Fund, 
Ltd., was created under the laws of the Dominion of Canada,’ and 
this company confined its portfolio almost: exclusively to the issues of 
Canadian enterprises and to American companies doing business in 
Canada.1"¢ 

Although these investment policies themselves were ostensibly cre- 
ated to serve a variety of investors’ needs, a relaxation of certain of 
the restrictive provisions and practices may be observed. On July 
31, 1934, Dividend Shares, Inc., abandoned its “approved” list for 
the less restrictive charter reoulation of a 5% limit upon the assets 
to be invested in the security issues of any one company.'*7 United 
States Electric Light & Power Shares, Inc. (a Maryland Corpora- 
tion) never possessed more than $500,000 of assets 48 and the bulk of 
these funds tended to resemble the typical open-end investment com- 


109 Reply to the Commission’s questionnaire for Bullock Fund, Ltd. (original company), 


Pt. I (Item 1i-d). 

10Tqd., Pt. I (Exhibits 9-1 and 9-2). 

144Reply to the Commission’s questionnaire for Nation-Wide Securities Company (a 
Maryland Corporation), Pt. I (Item 1-—d and Exhibit 9-7). 

112 Summary statement supplied the Commission for United States Blectric Light & 
Power Shares, Inc. (a Maryland Corporation). 

113 Op. cit. supra, note 3, Pt. I (Item 1-d, g). 

47d. (Exhibits 8-a and 9-1) and Public Examination, Dividend Shares, Inc., at 4157. 

115 Reply to the Commission’s questionnaire for Canadian Investment Fund, Ltd., Pt. I, 
(Item 1-d, e). 

167d. (Exhibits 9-1 and 9-2). 

117 Op. cit. supra, note 3, Pt. IV (Item 18-f). 

118 Op. cit. supra, note 54, at 4127-8. 
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any portfolio. Hugh Bullock, vice president of Calvin Bullock, 
admitted this trend toward uniformity when he testified :; *° 


Q. Today don’t you treat all your trusts as part of your evolution, that is, 
treating all these trusts as a single unit? 

A. We are endeavoring to. We are trying constantly to orient the various 
portfolios so far as their charters or policies will permit, towards what we call 
our “controlled” portfolio, which we are endeavoring to adjust all the time. Our 
so-called “controlled” portfolio represents what we believe at any given time an 
jdeal weighing of an investor’s funds. 


8. EFFECTS OF RELATIONSHIP OF DISTRIBUTORS AND 
DEALERS ON OPEN-END INVESTMENT COMPANIES 


a. The Influential Position of the Principal Distributor 


As a general rule, open-end investment companies did not distribute 
their shares directly. They sold them either to or through the agency 
of a corporation, partnership, or other form of business organization, 
which had the exclusive distribution rights. This organization or 
individual is referred to in the following discussion as the “principal 
distributor.” *° The names of the principal distributors of 39 open- 
end investment companies, as of December 31, 1985, are indicated in 
Table 9. a 

The majority of open-end management investment companies were } 
sponsored by persons closely connected with the subsequent distribu- | 
tion of their securities,'*! and practically all of these companies were | 
managed by these same persons. The contracts between these parties— 
with respect to distribution generally reflected this close relationship 
in their operation, if not in their text. 

The essential feature of a typical contract is that it gave the dis- 
tributor the right to the exclusive distribution of the investment com- 
pany’s securities but did not require any firm commitment on the dis- 
tributor’s part. In other words, the principal distributor ordinarily 
had an agency contract with the investment company and distributed 
the shares as agent for the investment company for a specified com- 
mission equal to the amount of the load. 

Contracts sometimes specified, however, that the distributor, acting 
as principal, could buy the shares for its own account from the invest- 
ment company. Where the distributor could act as principal, the 
opportunities of trading in the trust shares against the interest of the 
fund were increased.*?? 

An analysis of the sale of $440,000,000 of the security issues of 39 
open-end investment companies during the 1927-19385 period indi- 
cates that 70% were effected by the distributors as agents for these 
investment companies while only 80% were effected by them as prin- 
cipals. However, a growing tendency has existed during the more 


N9Td., at 4229-30. 

0 Hor a discussion of the mechanics of selling the sccurities of open-end investment 
companies, see Pt. Two (House Doe. No. 70, 76th Cong.), Ch. III, pp. 214-16. 

121 See supra, p. 803. 

122 See infra, p. 863. 
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open-end investment companies, as of 


Dec. 31, 1935 


Name of investment company 


Name of principal distributor 


Administered Fund Second, Inc..----------- 
ANailbey@ol ltwMAGl, INNO. sss ses eeeanscaasces 
American Business Shares, Inc__.-..--------- 
American General Equities, Inc_____-___---_- 
Belbloolc TwHACl, Wivel eee cdoesceoceoose 
Canadian Investment Fund, Ltd___________- 
Cominay Senos Wabi se see sooece 
Commonwealth Investment Co____--------_- 
Dividendesharess inca =a ane 
Eaton & Howard Management Fund A-1,__- 
Eaton & Howard Management Fund B-_-_____- 
Eaton & Howard Management Fund F___-__- 
Equity Fund, Inc 
INGloOliiNy IOAN, INO... 5-2 sess se secdaseeeece 
First Investment Counsel Corp__ 


Fundamental Investors, Inc__.___------------ 


Generale apitali© orp meee s nee ee 
(GEOWUPESeCURIUICS =e lin Cas === =e eee 
Income Foundation Fund, Inc_____---_-__-__- 
Incorporate dein veStonsesa== ee = ea ee 
lhonyesnaneume Weise Towel AN. 8 = ee eee 
Investment Trust Fund B 
boy OSiOdS IipwaGl Oh INO... esses sce cesene 
Investors Fund of America, Inc 
Loomis Sayles Second Fund, Inc________---_- 
IMEraieyaGl TUNEL, JONG, INNO. oo sos Ssesesccoses 
Massachusetts Investors Trust..-.----------- 
Mutual investment, Rum daees sen) sn eee 
Nationwide Securities Co_______-___-____--- 

Premier Shares, Inc 
Quarterly Income Shares, Inc_-__-_----------- 
Reba Ophund pinch 6) eS 2 
Selected American Shares, Inc________--__.-- 
Sioencershrasker kiwi desi ces ae een 
State Street Investment Corp_____-_-___-_-_- 
Supenvisedasmanres lim caer aera = sateen 
Third Investment Counsel Corp___-____-_-_- 
United Gold Equities of Canada, Ltd______-. 
\Wyelitinerom IN urAGl, IbNO... ae cee eee 


Corporate Administration, Inc. 
Lord Abbett & Co., Inc. 
Do. 
American General Distributors, Inc. 
Calvin Bullock. 
Do. 
Brown Harriman & Co., Ine.¢ 
North American Securities Co. 
Calvin Bullock. 
Eaton & Howard, Inc.? 
Do.? 
Do.® 
Drumheller, Ehrlichman & White. 
Jackson & Curtis. 
Seudder, Stevens & Clark.» 
a ae Group Corp.¢ 
Mackubin, Legg & Co. 
Tucker Anthony & Co. 
Distributors Group, Inc. 
Income Foundation, Ine. 
The Parker Corporation. 
Investors Management Corp. 
Do. 
Do. 
United Sponsors, Inc. 
Loomis Sayles. > 
Maryland Sponsors. 
Massachusetts Distributors. 
Mutual Management Co. 
Calvin Bullock. 
Boenning & Co.¢ 
Maryland Sponsors. 
Russell, Berg & Cummings.¢ 
Selected Investments Co. 
Spencer Trask & Co. 
State Street Research & Management Corp. 
Massachusetts Distributors. 
Scudder, Stevens & Clark.> 
Johnston & Ward.4 
W.L. Morgan & Co.¢ 


2 The principal distributor, if any, at Dec. 31, 1983, is not definitely known. ‘The firm indicated was at 


one time principal distributor. 

> This trust was sponsored and managed by the investment counsel firm indicated. This firm also acted 
as agent in the distribution of the shares, but is not comparable to other distributors. 

e Mackubin, Legg & Co. was apparently the active distributor at Dec. 31, 1935. 

d Technically, the principal distributor was Stanley Johnston, as an indiv idual, and not his firm, Johnston 


& Ward. 


recent years for distributors to act as principals.'?? This tendency 
towards the principal rather than agency relationship with the invest- 
ment company has been attributed by members of the industry pri- 
marily to two factors: First, the fear that an underwriter’s liability 
under the Securities Act of 1933 may be imposed upon the dealers 


123 Compiled from the replies to the Commission's questionnaire for 39 open-end manage- 
ment investment companies, Pt. 1V. None of these figures include sales made of shares 
reacquired by dealers and distributors which were not turned back to the investment eom- 
panies. In the year 1935, 61.5% of the $81,373,000 of open-end investment company 
shares distributed were sold to the distributor as principal. (Ibid.) 
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when the principal distributor acts only as agent and, second, the pos- 
sible abilities which may be imposed upon the investment companies 
as principal by virtue of misrepresentation which may be made by 
the principal distributor, as agent, in connection with the sale of the 
shares. 

The personal relationship between the principal distributor, the 
sponsor, and the manager of an open-end investment company as well 
as the contractual relationship between the principal distributor and 
the investment company are illustrated by the Calvin Bullock group. 
Calvin Bullock, a New York joint stock association, sponsored five 
open-end management investment companies during the one year of 
1932.7°4 ‘The original officers of these companies, who were also mem- 
bers or employees of Calvin Bullock, appointed that joint stock asso- 
ciation as the principal distributor for each company. In addition, 
each of these open-end investment companies entered into a man- 
agement contract with Calvin Bullock.?? This identity of parties 
and personnel assured the continuance of the distribution and man- 
agement contracts for Calvin Bullock as well as control over these 
various investment companies without the necessity for any stock 
ownership in these companies. 

This contractual relationship between the principal distributor and 
the open-end investment company is typified by the distribution con- 
tract between Calvin Bullock and Dividend Shares, Inc., dated J uly 
30, 19382.%° This contract, among other things, required Calvin Bul- 
lock to purchase 6,900 shares for $7,100 and appointed that joint stock 
association as the exclusive selling agent for 10 years and 5 months 
and thereafter from year to year until terminated upon 12 months’ 
notice. The contract established a retail price for shares approxl- 
mately equivalent to asset value plus a selling load of 914% of such 
value; required the underwriting of all sales by Calvin Bullock and 
the payment of cash at or prior to the time of delivery of shares; and 
provided for the issuance of current information concerning the in- 
vestment company for the use of the distributor. Further, the con- 
tract gave Calvin Bullock the right to trade as principal, as follows: 127 


It is also understood that you shall at all times be free to purchase shares for 
your own account upon the same terms as have been specified above for your 
accounting to us with respect to shares sold for our account; and also that you 
inay at all times freely trade in our shares for your own account. 


Calvin Bullock has acted in the capacity of principal in connection 
with the distribution of the shares of all Bullock open-end companies 
since 1933.'°S The reason asserted for the change from its former 


124 See supra, p. 822. 

5 At December 81, 1936, all of the principal officers and directors of Nation-Wide Secu- 
ities Company, United States Electric Light & Power Shares, Inc., and Dividend Shares, 
Ine., were also directors and officers of Calvin Bullock (a New York joint stock associa- 
tion). All of the principal officers and 3 of the 7 directors of Bullock Fund, Ltd., were 
also officers and directors of Calvin Bullock. Two of the 6 principal officers and 3 of the 
10 directors of Canadian Investment Fund, Ltd., were also officers and directors of Calvin 
Bullock. (Derived from supplementary information supplied the Commission for Bullock 
Fund, Ltd.) 

126 Op. cit. supra, note 3, Pt. I (Exhibit 6-1). 

27 Thid. 

1-8 Derived from supplementary information supplied the Commission for Calvin Bullock 
Trusts, 
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agency position to a principal status was an endeavor to make certain 
that the dealers would not be considered principals in any transaction 
with the investment companies and, therefore, “underwriters” under 
the Securities Act of 1933.7 

The greater part of the repurchases made by open-end investment 
companies was also made through the distributor as agent in the 1927- 
1935 period. Of a total of $112,047,000 of repurchases reported dur- 
ing this 9-year period, approximately 80% was made in this manner 
and 20% was repurchased from the distributor with the latter acting 
as a principal in the transaction.“° However, the figures for repur- 
chases here summarized represent only those repurchases made by the 
investment companies themselves and do not include the turnover of 
shares upon the markets maintained independently by principal dis- 
tributors and dealers, which were not reported. 


b. The Dependence Upon the Dealer 


Certain aspects in connection with the distribution of the shares 
of open-end management investment companies make this type of 
securities business attractive from the point of view of the dealer. 
These aspects are: the distribution of open-end investment company 
shares constitutes a continuing business; the dealers’ spread or com- 
mission is at least as high as on other types of securities; 1°! neither 
minimum nor firm commitments are required; repurchase penalties on 
the placement of shares are not levied; substantial inventory position 
in the shares is not necessary; little or no capital is required; and, 
finally, dealers are substantially free from effective regulation or con- 
trol by the investment companies and their principal distributors. 

The existence of the open-end investment company depends upon the 
sale of its shares in a highly competitive field which it usually accom- 
plishes through a large nation-wide dealers’ organization. Calvin 
Bullock had a total of about 2,000 dealer outlets over the country of 
which 700 or 800 have been active at a given time.*®?? Similarly, Mas- 
sachusetts Investors Trust had 500 or 600 dealers operating on a 
nation-wide basis,'?® while Incorporated Investors had 300 or more 
dealers on the books of whom 60 or 70 were active.!** Since almost all 
dealers handled or had the opportunity to handle the shares of two or 
more competing open-end investment companies at the same time, the 
maintenance of dealer good will by the principal distributor and the 
investment company became of paramount importance. 

This dependence upon the dealer has found expression in many 
phases of open-end investment company activities. As has been indi- 
cated, competition among open-end investment companies has pre- 
vented the reduction of loading charges.*®> Furthermore, various 


129 Tpid. 
120 Compiled from the replies to the Commission’s questionnaire for 39 open-end manage- 


ment investment companies, Pt. IX. Prior to the last quarter of 1929, repurchases were 
reported as 100% upon agency basis; thereafter, repurchases as agent ranged from 67% 
to 82%. (Ibid.) 

131 See supra, pp. 813 et seq., and infra, pp. 847 et seq. 

182 Op. cit. supra, note 54, at 4199. 

23 Op. cit. Supra, note 63, at 2490. 

134 Op. cit. supra, note 84, at 2703. 

185 See supra, p. 809. 
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selling practices, as hereafter related,!** were indulged in, sometimes 
with the active support of the investment companies involved. In 
short, any device or practice which would facilitate the task of the 
dealer might be adopted or encouraged by open-end investment com- 
yanies in order to assure the continued sale of their securities. 

Dealer influence with respect to the formation of new trusts was 
described by John 8. Myers, chairman of the board of directors of 
Distributors Group, Incorporated, as follows: 17 


Q. But that is not—is that sufficient reason to—for you, as a selling organiza- 
tion, to sell a trust? 

A. Of course. We would give the dealer anything that he asked for, that we 
felt was sound. 

Q. So that I suppose that you have your ear to the ground all of the time, 
in contacts with dealers, to know what they think that they can sell, and then 
if you think that is a proper vehicle, then you make it up and send it out. 

A. And if we think that it is likely to be a successful venture on our part, 
of course. 


This influence of the dealer was also recognized by Cedric H. 
Smith, vice president of The Maryland Fund, Inc. and Quarterly 
Income Shares, Inc. organized by the Ross Beason and Company 
group as two open-end management investment companies: 1°8 


Q. Is it true that in your judgment the public reacts better, that is, buys more 
trust Shares, if you instead of selling the same trust over a period of time you 
bring out a new trust with a different name? 

A, It is not so much a question of public reaction as it is the fact that the 
dealer organization which comprises a large number of individual salesmen 
gradually wear themselves out and get tired of constantly selling exactly the 
same product. That is true not only in the securities business, but it is a gen- 
eral truth that applies to practically all types of merchandising. 

Q. You mean that in order to keep the public interested in your product 
you have to change at least the superficial appearance of your product from 
year to year in order to keep not only the public, but your own retail sales 
force interested? 

A. It is primarily a matter of keeping your retail sales force interested, be- 
cause regardless of the public’s attitude, the public will not buy securities, 
or buy any product, for that matter, unless some salesman calls it to their 
attention. 


Similarly, the use of the preferential bid on exchanges of trust 
shares by Nation-Wide Securities Company was apparently inspired 
by dealers. Hugh Bullock testified : *° 


Q.* * * what led up to putting that provision in the charter and sub- 
mitting it to the stockholders? 

A. Perhaps the best answer is that it was the fashion of the day. Our 
dealers, seeing that comparable provisions in certain other investment trusts, 
asked us to incorporate it, and when a sufficient number had requested us to 


1386 See infra, pp. 829 et seq. 

487 Public Examination, Distributors Group, Incorporated, at 10317. Distributors Group, 
Incorporated, was a sponsor of Group Securities, Inc., an open-end investment company, as 
well as depositor for several fixed trusts. 

88 Public Examination, Ross Beason and Company Group, at 11399. 

1389 Op. cit. supra, note 54, at 4170-1. 
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take that action, we did so, because certainly it was not to the disadvantage of 
Nation-Wide itself, in fact, slightly to its advantage. 
BS * aK a BS 

Q. What I am getting at, weren’t you really forced to adopt this by your 
dealers in order to sell these shares? 

A. I wouldn’t put it that way. 

Q. But wasn’t very strong pressure brought upon you to adopt this set-up? 

A. The correct answer, in my opinion, would be “yes.” 

Q. Isn’t that another indication of the dictation by the dealer? 

A. You are referring to his major dictation of what he demands for selling 
securities ? 

Q. Yes. 

snes That is the major one. 


Che dependence of open-end investment companies upon numerous 
dealer’ for the distribution of their shares usually discouraged any 
effort to supervise or restrict the dealers’ trading activities "The re- 

lationship between Calvin Bullock and its dealers was Hated in the 
prospectus of Dividend Shares, Inc., dated July 23, 1938: **° 


Calvin Bullock has no agreements ae dealers requiring them to purchase 
shares only against their customers’ orders, or prohibiting dealers from pur- 
chasing shares for inventory purposes or from selling short. Neither the com- 
pany nor Calvin Bullock knows the extent to which the latter practices are 
engaged in by dealers or the amounts of profits, if any, made or to be made 
as a result of such practices. 


On the other hand, National Investors Corporation sought to pro- 
hibit its principal distributor and dealers from buying its shares 
for their own accounts and written agreements were entered into be- 
tween the distributor and the dealers which required that all orders 
should be bona fide customers’ orders.1*? 

Mahlon Q. Traylor, president of Massachusetts Distributors, Inc., 
stated that some effort was made to be selective in the appointment of 
dealers for the sale of the shares of Massachusetts Investors Trust 
and Supervised Shares, Inc. : ‘* 

Q. Do you have any trouble at all with dealers misrepresenting the shares? 
Have you heard of instances of that? 

A. If they have I know nothing about it. I would add this further word, 
that both in New York and in Boston we have tried to be very careful in the 
selection of dealers who sell these shares, because it makes for a healthier 
situation. As I say, we want them sold right and to the right people. Our 
whole stock in trade as a sales organization is the goodwill of the people we 
spent years in cultivating, and we must do everything within our power to 
protect that goodwill. And I believe that in the selection of our dealers we 
have been careful enough, although we don’t know what all of the salesmen who 
sold Massachusetts Investors Trust Shares might say I believe that on the 
whole Massachusetts Investors Trust [shares] have been sold on a pretty sound 
basis. 

The amount of care which the distributor could exercise in the 
selection of 500 to 600 dealers was necessarily limited. 


* f 


140 Registration Statement, 1933 Act, Dividend Shares, Inc., File No. 2—8588—1, 
441 Op. cit. supra, note 102. 
#2 Op. cit. supra, note 63, at 2507. 
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Open-end investment companies developed along with other spe- 
cial types of investment companies—fixed and semifixed investment 
trusts, installment imvestment plans, and companies issuing face 
amount installment certificates—to which sponsors turned after the 
market break in the fall of 192914 Shares of these types of com- 
panies were sold on a door-to-door basis and a number of selling 
practices were common to all types. Sales campaigns were conducted 
vigorously, and dealers, distributors, and sponsors employed almost 
every merchandising device in their selling efforts.4 New models 
of open-end investment companies under common sponsorship and 
management were periodically formed; offers were made to trade 
open-end investment-company shares for shares of other invest- 
ment companies; installment selling and stock dividend devices were 
employed to increase selling appeal; leverage was added to the “ap- 
ital structures through the issuance of senior securities and the pyra- 
miding of open-end investment companies; and concentrated adver- 
tising methods, including radio programs, selling literature, and ex- 
tensive spreads in newspapers and periodicals were employed to keep 
the names of these companies constantly before the public. 


a. Organization of Groups of Open-End Investment Companies 


Some sponsors organized groups of different types of investment 
trusts or investment companies. Thus, Calvin Bullock initiated a 
series of fixed and semifixed investment trusts, management invest- 
ment companies without open-end provisions, and management in- 
vestment companies with open-end provisions concurrently with 
changing economic conditions and investors’ receptivity. Ross 
Beason and Co., Inc., followed the same cycle. Both these sponsors 
made exchange offers to their fixed trust shareholders for the shares 
of newly organized open-end investment companies. 

The open-end investment companies formed by Calvin Bullock 
were individually styled to provide specialized types of investment 
vehicles so as more completely to reach all sections of the investing 
public.¥® On the other hand, the two open-end investment com- 
panies of the Ross Beason group, Quarterly Income Shares, Inc., and 
The Maryland Fund, Inc., both appealed to the same type of investor, 
but their successive formation provided the desired psychological 
effect .147 

Quarterly Income Shares, Inc., organized on December a, By 
as a restricted management open-end investment company, offered 
its shares continuously to the public from December 12, 1932, through 
February 28, 1935.4° Although by the latter date all of the author- 
ized capital stock had not been issued, the selling period was termi- 


143 Wor a further discussion see Ch. I of this part of the report, pp. 4—5, 

44 Open-end investment companies sponsored by investment counsel usually sold their 
shares divectly to friends, associates. and clients of the sponsors. See also supra, p. 803. 

M5 See Ch. I of this part of the report, pp. 26-81. 

“6 Op. cit. supra, note 54, at 4215-6. 

“7 Public Examination, Ross Beason and Company Group, at 11396, 11367, 
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nated. The open-end provision for the repurchase of shares con- 
tained in the charter had been amended as of August 23, 1934 to 
permit its termination if and when the shares should be listed upon 
a stock exchange in a city of 2,000,000 or more population.**° Distri- 
bution was discontinued because sales resistance on the part of in- 
vestors was becoming equal to sales pressure. Lawrence H. Schmidt, 
director and secretary-treasurer of Quarterly Income Shares, Inc., 
testified as follows with respect to the termination of the selling 
peried : #5 

Q. You did not sell all your authorized capital stock, did you? 

A. No; we did not. 

Q. Why did you stop offering to the public? 

A. We stopped offering to the public when we did because we wanted to dis- 
continue the offer before the market was saturated. 

Q. Why was that? 

A. Because we felt it would be much more desirable to conclude the selling 
period, to terminate it abruptly, rather than to let it continue on and allow the 
market to become more and more saturated. 


In order to overcome sales resistance and increase distribution, a 
new open-end investment company, The Maryland Fund, Inc., was 
formed by the same sponsors on June 22, 1934, about 8 months prior 
to the termination of the offering of Quarterly Income Shares, Inc. 
The charter of this company also permitted the termination of the 
open-end provision at the election of the board of directors after 
listing upon a stock exchange.” Selling activities were shifted to 
The Maryland Fund, Inc., after August 1, 19384.2° 

It was the plan of the sponsors of Quarterly Income Shares, Inc. 
and The Maryland Fund, Ine. to continue organizing new investment 
companies until the aggregate funds of these companies totaled 
$250,000,000. Mr. Schmidt testified : 14 

Q. * * * so that the public is constantly receiving a new model of trust 
from your sponsors? Is that correct? 

A. Not a new model, necessarily. It may, as in the case of the Maryland 
Fund, be substantially similar. Our hope is over a period of time to build up a 
number of investment trusts similar in nature to Quarterly Income Shares, 
Incorporated, and Maryland Fund, Incorporated. 

Q. I see. So that you will never arrive at the point where your securities 
distribution is completed and you are engaged totally in management? Is that 
correct? 

A. We expect to arrive at the point when we feel that the total amount of invest- 
ment funds * * * has reached the point beyond which supervision might 


become involved. 
* * ¥ * * * * 


Reply to the Commission’s questionnaire for Quarterly Income Shares, Ine., Pt. I 
Open-end provisions were reestablished in 1936, so as to comply with the provisions of the 
Revenue Act referring to mutual investment companies. (Op. cit. supra, note 147, at 
11369-70.) See discussion, supra, p. 801. 

41 Op. cit. supra, note 147, at 11366. 

™ Reply to the Commission’s questionnaire for Maryland Bund, Ine. Lt 

8 Op. cit. supra, note 147, at 11367. 

154 Td., at 11396-7. 
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Q. I see. 


A. The figure we have tentatively in mind as a stopping point is approximately 
$250,000,000. 


As in the case of the Calvin Bullock group,!** Ross Beason and asso- 
ciates initiated exchange offers between the fixed investment trusts and 
the open-end management investment companies within the Ross 
Beason and Company group. Approximately $15,000,000 of the 
shares, or half of all sales of stock by Quarterly Income Shares, Inc., 
were issued by exchanges with the stockholders of the other invest- 
ment trusts in the Ross Beason and Company group.2° 

Group Securities, Inc., a unique open-end investment: company of 
the management type, was incorporated under the laws of Delaware 
on December 5, 1933, and commenced business on January 12, 1934.1°7 
The sponsors of this investment company were Fenner & Beane, mem- 
bers of the New York Stock Exchange, and Distributors Group, Inc., 
depositor-sponsor of a series of fixed trusts known as North American 
Trust Shares.1®8 

The distinguishing feature of Group Securities, Inc., was the crea- 
tion of various classes of stock, each of which represented an equity in a 
separate industry or type of underlying security. The certificate of 
incorporation restricted neither the character nor the number of such 
classes of stock. Originally 17 different groups of industries were 
provided. With the addition of an investment company group on 
December 1, 1934, the different industrial groups to the end of 1935 
were as follows: agriculture, automobile, aviation, building, chemical, 
distillery and brewery, electrical equipment, food, industrial ma- 
chinery, investment companies, merchandising, mining, petroleum, 
railroad, railroad equipment, steel, tobacco, and utilities. a 

The investor could purchase shares representing an interest in the 
securities of any one industry group or could obtain the diversification 
he desired by buying varying amounts of shares in the different 
groups.**° Or, the investor could purchase “ready-made” diversifica- 
tion by buying shares representing an interest in the investment com- 
pany group which consisted of a diversified list of investment 
companies with diversified portfolios. A shareholder in one group 
was permitted to switch to another group at a reduced load.1® 

The basic set-up of Group Securities, Inc., is such that the investor 
must make the most important investment decisions. He determines 


1% Op. cit. supra, note 54, at 4176, 4213. 

6 Op. cit. supra, note 147, at 11358. 

7 Reply to the Commission’s questionnaire for Group Securities, Inc., Pt. I. 

HS Oly IPUS, at Aina 1\Y, 

HO UG. IPE We 

+ Derived from supplementary information supplied the Commission for Group Securi- 
ties, Ine. 

+ Thbid. It is interesting to note that no open-end investment companies were included 
in this investment company group so that a double loading charge was avoided. Further, 
closed-end companies could be purchased at discounts below asset value. Investors in this 
sroup, however, could not avoid a doubling of management charges. (Ibid.) 

162. Only 50% of the normal load was charged on a switch. Although the sponsors denied 
that the 1% gross profit received by them on such switches offered any inducement to 
trade out their shareholders from one group to another, they undoubtedly stimulated such 
switching through the issuance of various industry analyses from time to time. Switching 
was still profitable for dealers, however. (Ibid.) 
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the particular industries in which to invest, the amounts to be invested 
in those industries, whether to shift from group to group and the 
extent of such shifts. The management merely determines the com. 
panies to be included in the industrial groups. The investment results 
In great, measure are therefore attributable to the decisions or “man. 
agement” of the investor rather than the judgment of the managers— 
judgment which the investment company purports to provide."* 


Aa ‘ : : 
b. Use of Preferential Bid and Load Discounts 


f The preferential bid is a premium offered by distributors of the 

‘shares of an investment trust or investment company or by the 
investment trust or company itself for the shares of another invest. 
ment trust or company which has a redemption feature, to induce 
shareholders to switch their investments to the offering company, 
In most instances the offer has been limited to other investment com- 
panies in the same group for the purpose of taking old investors into 
the new vehicle, or to prevent the loss of the old investor to the group 
by reason of outside pressure to switch his investment. Such premi- 

\ ums were in some cases authorized by the charters of the investment 
\ companies. 

VAs has been indicated, dealers induced the inclusion of provisions 


in the certificate of incorporation of Nation-Wide Securities Com- 
pany which facilitated preferential bids for fixed trust shares of the 
Bullock group.** In further explanation of the use of the prefer- 
ential bid in this investment company, Hugh Bullock testified : 1° 


Q. * * * How many of these companies would you say had been active 
in trading your investors out of your shares? 

A. I would say, from experience, probably all of them. 

Q. All of them? 

A. Yes; I won’t say that all had this preferential bid, but they tried to get 
other people’s clients, obviously the way the security business is done. 

Q. Would you characterize this in part as retaliatory? 

A, No; in no fashion. JI definitely characterize it as an element of self- 
protection. 


The economic theory upon which this preferential bid—an offer to 
purchase the shares of the other investment company at 3% above 
the redemption or asset value of these shares or in other words a 
premium of 3% of asset value—could be made, was that Nation-Wide 
Securities Company, by presenting for redemption the shares received 
upon the exchanges, would receive underlying securities which were 
identical with the stocks needed for its own portfolio without paying 
regular brokerage and transfer charges.°* Nevertheless, many of the 
investment trust or investment company shares received from the 


468 Under a contract dated December 6, 1933, the sponsor, Distributors Group, Inc., 
agreed to provide advisory, research, and statistical services to Group Securities, Ine., for 
an annual fee of 34 of 1% of the net assets, at market, of the investment company. Dis- 
tributors Group, Inec., simultaneously made a management contract with Dean Langmuir, 
Inc., independent investment counsel, covering all of the investment companies sponsored 
by Distributors Group, Inc. (Op. cit. supra, note 157, Pt. I.) 

164 See supra, p. 827. 

16 Op. cit. supra, note 54, at 4177-8. 

166 Td., at 4170-2. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 833 


operation of the preferential bid were resold on the market. Thus, 
where complete units of fixed trust shares could not be assembled to 
be redeemed, such trust shares were regarded as temporary invest- 
ments and subsequently disposed of.1%7 

This policy of acquiring trust shares as temporary investments 
yaised objections from the state security commissions of Kansas, 
North Carolina, Ohio, and Wisconsin." The objectionable features 
included the possible temporary investment in securities of issuers not 
contained im the charter list of approved underlying companies, and 
the gross commission of 914% upon the liquidating value of the new 
shares, which the principal distributor could charge for consum- 
mating the switch.° The practice of making temporary invest- 
ments was discontinued in 1934 in compliance with the provision of 
the Investment Bankers’ Code prohibiting rebates in price.1"° 

Lawrence Schmidt, director and secretary-treasurer of Quarterly 
Income Shares, Inc., of the Ross Beason and Company group, which 
lso employed the preferential bid, explained the theory as follows :27 


A, At that time a great many fixed trust shareholders, because they wanted 
a more flexible investment vehicle, were selling their shares and reinvesting the 
proceeds in stocks of management or restricted management companies. That 
process involved the payment by that shareholder of stock exchange commissions 
on the stocks included in his fixed trust shares and involved the payment 
indirectly of stock exchange commissions involved in the purchase of many of 
those same stocks by the limited management company after he became a 
shareholder. Do you follow that? I might clarify that with an example. 

We will assume that a fixed trust shareholder had an interest in a portfolio 
containing the stock of American Telephone & Telegraph Company. If he sold 
his shares, liquidated them through the trustee, he had deducted from his pro- 
ceeds the cost of the odd-lot brokerage and stock exchange commissions involved 
in the sale of American Telephone & Telegraph stock. If he then took the 
proceeds of the sale of his shares and used those proceeds to purchase stock 
in the limited management company, the limited management company, in 
turn, would most likely also have American Telephone & Telegraph stock in its 
portfolio and would then use the investment proceeds of the sale of its own 
shares to the investor to purchase the American Telephone & Telegraph stock 
and again pay a buying commission go that the investor was definitely subjected 
to, you might call it, economic waste involved in two-way commissions. 

Under the terms of the charter provision, which I have just described, it was 
possible for Quarterly Income Shares, Inc., to pay the investor the current mar- 
ket price of American Telephone & Telegraph stock and the buying commis- 
sions, an amount equal to the buying commission which it would have to pay 
anyway for the purchase of shares on the exchange, so that the shareholder 
not only saved those selling commissions but he also saved the buying commis- 
sions. 

Q. Now, when you made an exchange offer to holders of your own fixed trust 
shares, to get any Quarterly Income Shares, your allowance was a part of or 


w7Td., at 4171. 

188 Reply to the Commission’s questionnaire for Nation-Wide Securities Company, Pt. IV 
(Item 32). 

169 [bid., and op. cit. supra, note 54, Commission’s Exhibits Nos. 408 and 409. 

17 Op. cit. supra, note 54, at 4179. 

171 Op. cit. supra, note 45, at 11835-7. 
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all the saving that you could effect through that process you just described. Ig 
that correct? 
A. That is correct. 


This policy of making temporary investments in the trust shares 
obtained by the preferential bids also created “Blue Sky” law diff. 
culties for Quarterly Income Shares, Inc. For instance, the Securi- 
ties Commission of the Corporation Division of North Carolina issued 
an Order of Declination dated April 21, 1933, stating that it appeared 
that the proceeds from the sale of the investment company’s shares 
were to be invested temporarily in Corporate Trust Shares, another 
investment trust sponsored by the same group and that this would 
result in pyramiding one investment trust upon another. Furthep 
the Corporation Commission stated that the load of Quarterly Income 
Shares, Inc., plus the load of Corporate Trust Shares was in excess 
of the 10% maximum load allowed by law, over and above the cost 
of the underlying securities on the stock exchange.’ 

If the interest of the individual investor might be threatened by 
efforts of competing investment funds to trade out his holdings, the 
same possibility existed in perhaps aggravated form where special in- 
ducements were offered for switches into investment companies hay- 
ing a common sponsor. 

A reduction in the normal loading charge was sometimes granted 
to induce increased sales of open-end investment company shares. 
Thus, after February 28, 1936, the distributor, Calvin Bullock, was 
authorized to reduce or eliminate the sales load on the shares of 
Dividend Shares, Inc., where that distributor was appointed by in- 
vestors to act as their agent in liquidating holdings of securities pos- 
sessing open-end features in order to invest the proceeds in the stock 
of Dividend Shares, Inc.“ Another method used to increase sales 
was to give discounts from the normal load on large orders. State 
Street Investment Corporation reserved the right to reduce or elim- 
inate the load on all sales of blocks of its shares of $100,000 or more," 
and Calvin Bullock could reduce or eliminate the selling commission 
on shares of Bullock Fund, Ltd., in sales amounting to $25,000 or 
over.7° Axe-Houghton Fund A, Inc., and Axe-Houghton Fund B. 
Ine., organized on August 5, 1938, under the sponsorship of E. W. 
Axe & Co., Inc., investment counsel, established a sliding scale of 
loading charges. Thus, the first $5,000 of the sale price of an in- 
dividual block of such shares carried the full load of 5% of the asset 
value while increased amounts bore successively reduced rates to only 
14% on sums in excess of $75,000.17 Similarly, in the sale of the 
shares of Institutional Securities, Ltd. discounts from the commission 
of 714% of the offering price were originally allowed on single orders 
of substantial size, of 144% of the aggregate retail offering price on 
orders from $10,000 to $22,499, to 5% on all orders of $250,000 or over. 
Further special discounts were allowed on special retail sales in- 
volving the reinvesting of proceeds of sale or redemption of other 
investment shares.17% 


*2 Reply to the Commission’s questionnaire for Quarterly Income Shares, Inc., Pt. IV. 
173 Op. cit. supra, note 8, Pt. IX. 

174 Op. cit. supra, note 46, Pts. I and IX. 

5 Reply to the Commission’s questionnaire for Bullock Fund, Ltd. (new), Pt. IX. 

6 Registration Statements, 1933 Act, Files Nos. 2~8776—-1 and 2—3777-1. 

16a Registration Statement, 1933 Act, File No. 2—2115. 
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c. Reaching the Small Investor 


Stock split-ups, stock dividends, and installment selling were used 
by some open-end investment companies to create broader appeal for 
their shares. Stock split-ups and stock dividends reduced the cost 
per share to the prospective purchaser and so broadened the potential 
market.*” Installment selling, by allocating the cost of the shares 
purchased over a period of time, increased and perhaps over-extended 
the purchasing power of the investor. 

Hugh Bullock admitted that a six-for-one stock split-up in the 
shares of Nation-Wide Securities Company on September 14, 1933, 
was to aid sales by reducing the price per share.” Similarly, Incor- 
porated Investors made stock distributions of 100% in 1928 and 50% 
in 1929 to diminish the per share asset value and consequently the 
selling price.‘ William A. Parker, president of this investment 
company, testified in this regard: 1%° 


Q. That is another factor that made Selling easier, because it reduced the 
price? 
A. Let us put it differently. Let us say where the trust was designed for 


people of moderate means that it made it more available for those of moderate 
means. 


Incorporated Investors also made periodic 5% stock distributions 
during the 1927-1935 period which represented a division of capital 
rather than a distribution of earnings.**' A prospectus to investors 
emphasized this “dividend” policy as a “convenient way by which the 
shareholder who needs to secure a larger income may do so by selling 
a stock dividend.” *8? Thus, these distributions served to spice the 
low yield portfolio of Incorporated Investors and, hence, induced 


sales by giving the appearance of a steady income.’ Mr. Parker 
testified further : 184 


Q. So that your yield was not a great selling point? 

A. No; nor has it ever been. 

Q. You compensated for that by a 5 percent stock dividend which, if I 
understand it rightly, was to put you into a position so that you would be on a 
comparable basis with high-yield stocks? 

A. Well, perhaps that is a reasonable way to put it. It was our contention 
* * * that the ordinary individual, let us say, of mcderate means, for whom 
these mutual companies are organized, found it very hard, at least in our 
cpinion, to decide what securities he should buy. He was tempted to buy 
XYZ Preferred that yielded 8 percent. In the course of running Incorporated 
Investors we felt it necessary or deemed it wise to buy many low yield securi- 
ties. At the same time, we felt that this is the proper kind of security in the 
aggregate in its diversified form that the person of moderate means should buy. 
Feeling that he would not be willing to buy securities on so low a yield, we 


7 Similarly, dividends, whether in cash or stock, reduced the per share value of the 
stock outstanding. 


178 Op. cit. supra, note 54, at 4167. 

17 Op. cit. supra, note 84, at 2596. 

180 Tbid. 

1s1Td., at 2562-3. 

182 Ibid. and Commission’s Exhibit No. 291. 
188 Td., at 2562. 

184 Thid. 
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offered him in essence a return of capital which would make it possible for him 
to do it. 

Q. That also helped your selling of the securities, didn’t it? 

A. Surely, I think. 

Q. And that was a return of capital? 

A. Yes; I think that is a fair statement. 

Q. When you sent out those dividends of 5 percent was it represented to the 
stockholders at the time you sent it out that it was a return of capital? In 
none of the material I see here do I understand it was. 

A. I do not think that was as clearly labeled as I should label it today. JI 
do not think there is any question about that. 


These stock distributions also stimulated trading in fractional scrip 
which shareholders were urged to purchase in order to round-out 
their holdings.1*° 

Installment selling of the shares of open-end investment companies 
assumed a variety of forms and accounted for a limited volume of 
sales. The following are illustrative of some of the set-ups adopted to 
market the shares of open-end investment companies on the install- 
ment basis.1%° 

In 1930 ten investment dealers in various parts of the country 
organized and operated Parco Plan Clubs, named for The Parker 
Corporation, principal distributor for the voting trust certificates in 
the shares of Incorporated Investors.'** Participants in these clubs 
made optional monthly deposits in multiples of $10 which, together 
with dividend accumulations, were used to purchase shares of Incor- 
porated Investors to be held by The First National Bank of Boston. 
An entrance fee of $5 and annual maintenance fees of $3 were charged 
each participant by the local dealer managing the club. No sub- 
stantial volume of sales was expected by this means ?** and the clubs 
were finally liquidated in 1935.1%° A so-called installment and insur- 
ance plan, known as Protected Investors of America of San Francisco, 
California, also used the shares of Incorporated Investors as under- 
lying securities, which shares were purchased by the plan on a dealer 
basis."°° ‘This plan or fund was operated independently of the invest- 
ment company and its principal distributor, who could supply no 
detailed information as to the nature of the operation of the plan. 

So, too, The Massachusetts Company was organized July 1, 1930, 
by Hovey E. Slayton, at the time president of Slayton-Learoyd, Inc. 
(now Massachusetts Distributors, Inc.) to assist investors in the pur- 
chase of shares of Massachusetts Investors Trust upon a partial pay- 
ment basis.1°* This company did not sell shares to customers but 
merely financed partial payment plans for investors. During the 
period 1930-1935, inclusive, this company made 2,288 contracts cover- 


185 Td, at 2596. 
86 See also the Commission’s supplemental report on Companies Sponsoring Installment 
Investment Plans. 

187 Op. cit. supra, note 5, Pt. V (Item 46 and BPxhibit 1). 

488 Op. cit. supra, note 84, at 2597-8. 

189 Op. cit. supra, note 5, Pt. V (Item 46). 

0 Tbid. As at December 31, 1936, Title Insurance & Guaranty Co. of California held 
10,547 shares of Incorporated Investors as custodian for approximately 1,000 investors. 
(Derived from supplementary information supplied the Commission for Incorporated 
Investors.) 

1 Op. cit. supra, note 41, Pt. V (Item 46). 
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ing the purchase of approximately 49,345 shares at an aggregate cost 
of $1,158,294. The practice was for the investor to make a cash 
payment, ranging upward from 25% to 50% of the purchase price, 
or to provide additional collateral, and to receive from 5 to 24 months’ 
credit upon the unpaid balance. The investor then gave his note 
for the balance due which included in the face amount a $5 service 
charge and straight interest of from 2% to 1142%, depending upon 
ihe number of deferred monthly payments. The stock so purchased 
was retained as collateral security.’ 

In addition the installment investment plan companies sometimes 
utilized the shares of open-end investment companies as their under- 
lying securities.°* ‘Thus, Income Foundation, Inc. was the sponsor 
and depositor for the installment investment plans known as Income 
Foundation Investment contracts, Plans A to G, and Income Founda- 
Hon Fund Trust Certificates, Plans A to E.'° Income Foundation 
Investment Contracts, Plans A, B, and C, had fixed trusts as their 
underlying securities, but on October 6, 1982, trust agreements were 
executed for Plans D and E which had Bullock Fund, Ltd., and for 
Plans F and G which had Nation-Wide Securities Co. (of Maryland), 
both open-end investment companies but which apparently had no 
connection with this sponsor.% The installment investment plan 
procedure was for the trustee to purchase shares of the underlying 
open-end investment companies with the payments made on the in- 
stallment investment plan certificate (less the sales loads on these 
certificates) and to credit each certificate holder with his interest i 
such underlying open-end investment company shares." From 1932 
through 1985, a total of $388,655 was paid into these four installment 
investment plans.’** 

In 1985 sales of the foregoing plans were terminated in favor of 
Income Foundation Fund Trust Agreements and Certificates of Trust, 
Plans A to E, installment investment plans created by a trust agree- 


12 Ibid. This compares with total sales of shares of Massachusetts Investors Trust of 
$67,290,929 during the same period. (Id. Pt. IX [Table 44].) 

103 Op, cit. supra, note 41, Pt. V (Hxhibits H-2 and H-3). Another selling plan in 
connection with the shares of Massachusetts Investors Trust was known as Reinvestment 
Associates, series A to F, and Massachusetts Investors Cumulative Trust Units, series G, 
H, and I, a group of irrevocable trusts maturing in approximately 6 years. This was not 
an installment plan but a device for the purchase of such shares in units of $500, the divi- 
dends from which, after the payment of expenses, were to be reinvested in the trust shares. 
This series of nine trusts was created by the principal distributor for Massachusetts 
Investors Trust between October 5, 1927, and May 15, 1931, and represented a capital 
investment of $1,217,000. (Derived from summary statements supplied the Commission 
for the respective trusts.) 

14 North American Bond & Share Bond and Participation Certificates was such an in- 
stallment investment plan, investing in the shares of Massachusetts Investors Trust, while 
Protected American Investors, mentioned in this section, supra, was also probably of this 
type. For a full discussion of such investment vehicles see the Commission’s report on 
companics sponsoring installment investment plans. See also discussion of T. I. S. 
Management Corporation, infra, pp. 847 et seq. 

1% Replies to the Commission's questionnaire for Income Foundation Investment Con- 
tracts and for Income Foundation Fund Trust Certificates. 

16 Reply to the Commission’s questionnaire for Income Foundation Investment Contracts. 

17 Jbid. The usual certificate was for a face amount of $1,200 payable $10 a month, 
and carried insurance provisions upon the life of the investor for the unpaid balance. 
(Id., Table 11 and Exhibit A.) 

18 Op. cit. supra, note 196, Table 9. 
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ment dated November 20, 1934.1°° One of these plans consisted of 
fully-paid subscriptions while two of the remaining installment plans 
carried insurance features. A distinguishing characteristic of this 
hew group of installment investment plans was that the underlying 
shares were issued by Income Foundation Fund, Incorporated, an 
open-end management investment company also under the sponsorship 
of Income Foundation, Incorporated.?°° Gross sales of the shares of 
Income Foundation Fund, Incorporated, which were offered only 
through the medium of these investment plan certificates, amounted 
to $571,034 to December 31, 1935.2 

Yet another type of installment investment plan company, which 
in many respects resembles the open-end investment company, is 
exemplified by Euclid Investment Trust Certificates, created under a 
trust indenture dated December 29, 1930, by Euclid Investors, Inc.2% 
This was a 10-year investment plan into which the investor deposited 
$10 a month (or multiples thereof) for a total of $1,260, which in- 
cluded an initial payment or service fee of $60 for the privilege of 
investing $1,200 in the trust fund.?°? The proceeds of these payments 
were invested by the trustee at the direction of the sponsor directly 
in a commingled group of diversified listed securities 2°* and 75% of 
the earnings if any were distributed to investors.2°° An investor not 
in default could withdraw at any time and receive his approximate 
pro-rata interest in the fund but a 90-day notice could be required. In 
the event that a contract was lapsed, the sponsor, at its election, could 
advance future payments as a loan against the investor’s equity.2 As 
at December 31, 1935, a total of $92,000 had been paid into the fund 
for certificates representing a face amount of $961,200.2%7 


d. Open-End Investment Companies with Leverage 


Although open-end investment companies almost invariably had 
only one class of shares of stocks, at least one open-end company— 
Affihated Fund, Inc.—had senior securities in its capital structure. 


Affiliated Fund, Inc. 


Affiliated Fund, Inc., formerly Affiliated Investors Fund, Inc., was 
incorporated May 14, 1934, under the laws of Delaware as an open-end 


199 Thid., and reply to the Commission’s questionnaire for Income Foundation Fund Trust 
Certificates. 

200 Reply to the Commission’s questionnaire for Income Foundation Fund Trust 
Certificates. 

201 Reply to the Commission’s questionnaire for Income Foundation Fund, Incorporated, 
Pt. V (Item 46) and Pt. IX (Table 44). 

202 Reply to the Commission’s questionnaire for Euclid Investment Trust Certificates 
(Item 1). 

203 Thid. 

20¢'The trust indenture provided certain percentage limitations upon the investment 
policy and provision for elimination after the passage of dividends. (Id., Item 32.) 

2% The sponsor’s management compensation was 25% of the earnings before dividends, 
while the trustee received 1% per annum of the quarterly value of the fund. (Op. cit. supra, 
note 202, Item 382.) 

206 Op. cit. supra, note 202, Item 32. 

207 Td., Tables 9 and 10. Contracts in the face amount of $385,200 were in effect at 
December 31, 1935. (Id., Table 11.) 

28 For discussion of problems in connection with multiple-security capital structures of 
open-end companies, see Pt. Three, Ch. V, infra. 
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leverage investment company of the restricted management type.?°? 
This investment company was originally sponsored by Thomas I’. Lee 
and associates, but since November 20, 1934, sponsorship and manage- 
ment functions have been assumed by Lord, Abbett & Co., Inc., and 
affiliated companies.”22? As at December 31, 1986, the capitalization 
consisted of $122,800 of 10-year convertible debentures due 1944, 
$357,950 of debentures due 1945, $369,750 of debentures due 1946, and 
199,800 shares of capital stock with a par value of $1.25 per share.2% 

ach share of common stock represented a pro rata equity in the net 
assets of the investment company subject to the prior claim on prop- 
erty deposited with the Trustee for payment of principal and interest 
on debentures.°* Shares of the capital stock were sold by Lord, 
Abbett & Co., Inc., the principal distributor; were priced at asset 
value on the basis of closing sale prices of the portfolio securities on 
the previous day; and offered by the distributor at asset value plus 
a loading charge of approximately 9% of the net asset value2t® 
Shares were repurchased by the fund from surplus, when legally 
available, at asset value computed as of the day shares were tendered 
for redemption.?"4 

The 5% ten-year convertible secured debentures of Affiliated Fund, 
Inc., were subject to call by the trustee, could be converted by the 
holder into common stock under certain conditions, or could be 
tendered to the trustee for liquidation at the option of the holder.?%5 
The conversion price was equal to twice the average net asset value 
of the fund’s common-stock shares during the calendar year in which 
the surrendered debentures had been issued.2** he certificate of in- 
corporation permitted debentures to be issued or to remain outstand- 
ing only if the annual yield of all of the corporate assets was 214% 
per annum or more and the percentage ratio of such debentures to 
total assets was limited within a range of from 15% to 66%, in pro- 
portion to annual yields ranging from 214% to 5% or more.2"7 

By the terms of the trust agreement, at the time of authentication 
of additional debentures, property of the investment company held 
by the trustee had to possess a value of at least 150% of the principal 
amount of the debentures presently to be outstanding and annual 
ageregate income on the deposited property had to be at least 150% 
of annual interest requirements of all debentures.2*® The investment 
company agreed to keep deposited property equal to a value of at 
least 125% of all debentures and 125% of annual interest require- 
ments of all debentures.?!® The trustee was instructed to redeem by 


lot such principal amount of debentures as was necessary to maintain 
the required ratio.??° 


°°” Reply to the Commission’s questionnaire for Affiliated Fund, Inc, Pt. I. 
210 Tbid. 


211 Tbid. 

212 Thid. 

3. Op. cit. supra, note 209, Ft. I. 

214 Thid. 

* Thid. Debentures could be converted into common stock at the option of the holder 

up to the tenth day prior to redemption or maturity. 

716 Op. cit. supra, note 209, Pt. I. 

217 Thid. 

218 Thid. 

219 Thid. 

20 Thid, 
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In addition to the foregoing, debentures could be tendered to the 
trustee for liquidation at the option of the holders.*** Although this 
right was not granted in the indenture, by resolution of the board 
of directors a holder could receive 95% of the debenture’s principal 
amount if tendered during the calendar year in which it was issued 
or the succeeding year; 9514% if tendered during the next succeeding 
year; and 144% more for each succeeding year thereafter.” . 

George D. Cherry, trust officer of the First National Bank of Jersey 
City, New Jersey, which served as trustee for Affiliated Fund, Inc, 
testified that if the value of the assets of the fund shrunk to the 
touch-off point on the debentures, portfolio securities would have to 
be sold and debentures called until the necessary ratio of 125% of 
assets to principal amount of debentures was reestablished.??2 If the 
touch-off point was reached, for every $1,000 of capital stock which 
the company was required to purchase upon tender for redemption, 
assuming no change in the market value of the assets of the invest. 
ment company, the company would be required to repurchase $4,000 
principal amount of debentures. Mr. Cherry testified in this connec. 
tion as follows: **4 


Q. * * * suppose the assets amount to $125,000 and suppose your debentures 
amount to $100,000 which brings that right to the touch-off point, just over the 
line; let us assume that the market.is stable and you do not have to consider any 
further market shrinkage, so as to make the thing more simple. Now, a stock. 
holder comes in, we will say, with $1,000 worth of stock in the Fund, and either 
directly through you or through the corporation surrenders his $1,000 at its 
liquidating value for redemption. Would you mind describing just what would 
be involved and what action you would thereupon take? 

A. We would take this action: after following the procedure required by the 
trust agreement for the redemption of this stock, we would at the significant time, 
which I am assuming is the time that you mentioned, we would complete that 
transaction. That would immediately put it below the 125-percent mark. Then 
we would immediately proceed in the usual course to sell, to bring it up aboye 
that mark, because our bank as trustee has always contemplated the various 
functions of this trust as a separate and distinct function, and the fact that one 
particular or phase of the set-up is, we may say, bordering on the border line which 
might cause us to do other duties, nevertheless that should not affect in any way 
the privilege which is accorded to other individuals in regard to their holdings. 
It comes down to a very practical operation under the circumstances as we view it. 

Q. In other words no matter what the actual status of the fund is as far as 
assets are concerned, when a stockholder comes in and asks for his funds upon 
redemption, he is bound to receive whatever liquidating value his shares are worth, 
irrespective of all other considerations? 

A. That is the attitude we seek to maintain. 


Q. So that every time in this hypothetical case, $1,000 of stock comes in for 
redemption, still assuming market stability, you have to redeem $4,000 of deben- 
tures and thereby reduce your fund by the net figure of $5,000; is that not a fact? 

A. That seems to be correct to me. 


221 Thid. 
2% ]bid. The investment company received 95% of the face amount of the debentures 
the time of sale. (Tbid.) | 
228 Publ’e Examination, Affiliated Fund, Inc., at 18336. See discussion, supra, concerning 
the liquidation of portfolio securities. 

=4Tq., at 18338, 18341. 


ae 
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The net effect of this senior security issue in the case of Affiliated 
Fund, Inc. was to accentuate rather than to diminish the selling and 
management problems arising in the ordinary type of open-end invest- 
ment company. ‘Thus, one method of overcoming the diminution in 
the size of the fund by the sale of portfolio securities to meet redemp- 
tions, was to increase the sale of stock and so bolster up the assets of 
the fund by securing additional cash with which to pay retiring stock 


225 


and bondholders.22 
The Equity Companies of Incorporated Investors 


To stimulate the sale of the stock of Incorporated Investors by 
taking advantage of the speculative fervor then prevalent, three in- 
vestment companies—United Equities, Inc. (organized April iisl928) 
Incorporated Equities (formed September 24, 1928), and Equity In- 
vestors, Inc. (created June 12, 1929, and name changed J UL 29) 
to Second Incorporated Equities) —2° were formed to facilitate the 
purchase by the public of Incorporated Investors stock. These com- 
panies were in effect speculative margin accounts in Incorporated In- 
vestors stock by reason of funds raised by bank loans and a bond issue 
collateralized solely with the shares of Incorporated Investors.22" 

William A. Parker, president of Incorporated Investors, describing 
the sponsorship and the formation of the first of these Equity com- 
panies, testified : ??8 


A. In the year 1928, speculation. was the rule rather than the exception. 
Every Tom, Dick, and Harry in the country was speculating. That spirit was 
extended through not only the people who bought United States Steel and 
General Motors, but went down through the people who were purchasers of 
investment trust shares, to borrow against those shares to buy additional 
shares, thereby in their hopes and dreams, at least giving them a chance to 
make a great deal more money. At that time, it wes often the case, if not— 
yes, I will say often the case, that they would borrow up to 75 percent of the 
yalue of whatever shares they bought, to buy additional shares. 

At this time, many of our stockholders, and many of our dealers, or perhaps, 
I should say several of our dealers, we didn’t have many at that time, came to 
us and asked us to help them with the banks, and give them some help with 
the banks, so that it would be easier for them to borrow against our shares, and 
speculate in our shares, 


25 Td., at 18349. See also Ch. V of this part of the report. Andrew J. Lord, president of 
Affiliated Fund, Inc., in a letter dated May 26, 1937, to one of the directors, expressed 
some uncertainty as to the continuing advantages of leverage (id., at 18386) : 


It seems to me fundamental that unless we have a strong conviction that the trend 
of the stock market is upward for the next two or three years, we have no moral 
right to continue Affiliated Fund on its present set-up. We are borrowing money at 
a high rate of interest in the expectation of being able to use that money to ad- 
vantage in the stock market. If this premise is wrong, then our whole basis of 
operation is wrong. But at this stage of our industrial recovery we will find few 
people who will argue against the position of the upward trend for a long time. 

* * co * * Bo oo 
In fact, I think you know it is my thought that at some time within the next two 
or three years we should voluntarily call all outstanding debentures, even though 
such action will result in a substantial loss of management fees. 


26 Derived from supplementary information supplied the Commission for Incorporated 
Investors. 

27 Op. cit. supra, note 84, at 2653. 

@81d., at 2646. 
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Well, we told them that we did not want them to do that and we adviseq 
them, and the demand went on and on, and finally reached the point where one 
of our dealers said that if we weren’t going to do it, that he would do it, that 
he was going to form a company which we will call an Equity company, because 
we understand what it means, to buy shares of Incorporated Investors and | 
borrow against them. 

We tried to dissuade him at first; however, he persisted in that, and at-that 
point we felt that if he was going to do it, it would be perhaps wiser if we at 
least joined with him in the thing, to see that it was run properly. 

We did not like the idea of an independent dealer or group of dealers forming 
a speculative company in our shares. 

So to our sorrow, we joined with this dealer, in forming the first equity 
company. 

Q. Didn’t you feel that you were letting your name, and you lent your spon- 
sorship, and the name of the Incorporated Investors, and of yourselves as 
sponsors, to the backing of this Equity company, which you apparently didn’t 
approve of? 

A. We didn’t consider that we were doing that, but it may have been stupid 
of us. ; 

Q. And you helped organize it, and the actual organization was undertaken 
by you, wasn’t it? 

A. Yes. Well, I think that even that is perhaps giving a false impression. 
The dealer with whom—or of whom I speak, did most of the organizing, and 
we went along with him to see that it was formed according to or along lines 
that we were willing to go along with, but most of the work connected with it 
was done by the gentleman I speak of. 


The sponsor-distributors of Incorporated Investors were also directly 
interested in the Equity companies and the distribution of their securi- 
ties. These sponsors therefore stood to profit not only from the sales 
of the shares of the Equity companies themselves but also from the 
increased sales of Incorporated Investors.??® The possibility of dis- 
tribution profits was further increased by the practice of dealers 
switching investors from the open-end investment company into the 
Equity companies, as was indicated by the testimony of Mr. Parker: ?°° 


Q. I just want to take up a few more results of this trust. In certain instances 
your dealers switched their customers who had bought Incorporated Investors 
into these equities companies, didn’t they? 

A, We have no direct knowledge of that. 

Q. You know that was done. 

A. I am confident that in cases it was done, 


That these Equity companies, as a market for the stock of Incorpo- 
rated Investors, were important is indicated by the fact that at Sep- 
tember 30, 1929, approximately 45% of the outstanding shares of the 
open-end investment company were held by these three Equity com- 
panies.?** In addition, any increase in the size of the fund of Incor- 
porated Investors increased the size of the management fees of these 
sponsor-distributors.?*? 


229Td., at 2650-1. 

720Td., at 2658. 

231. Op. cit. supra, note 226. These Equity companies possessed a combined paid-in capital 
of absut $12,000,000. (Ibid.) 

232 Op. cit. supra, note 84, at 2654. These Equity companies paid $7.500 per year to 
Incorporated Investors for expenses, rent, and management. (Id., at 2659.) 
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These companies were admittedly speculations looking to apprecia- 
tion of capital, and cash dividends paid on Incorporated Investors 
stock were Insufficient to cover the carrying charges of the Equity 
companies.?*° Mr. Parker stated that no claim was ever made that 
such carrying charges would be earned : ?°4 


Q. Taking this figure of $915.65 which is left after deducting commissions, we 
have calculated it out that it means that the Incorporated Investors stock in these 
companies would have to earn 4.5 percent in order to sustain the carrying charges 
alone. AS a matter of fact, in 1928 the cash dividends paid by Incorporated 
Investors amounted only to a little over one percent and in 1929 a little over 2 
percent, so that the cash dividends were not sufficient to pay the carrying charges 
of these Equity companies. This brings out a fact which I want to bring out in 
one other way, that the carrying charges were greater than the amount of money 
coming in and they had to depend upon an increase in capital in order to avoid 
peing eaten up by their carrying charges; that is correct? 

A. That is correct. Might I add at this point that that was the avowed inten- 
tion of the company. No pretense was made that carrying charges would neces- 
sarily be earned. They were frankly a speculation, looking to appreciation of 
capital. 

Q. To put it another way, out of that thousand dollars which was invested, if 
we assume that the stocks in the portfolio of Incorporated did not go up at all, 
there will be remaining at the end of the year $875 out of the $1,000 after, 
deducting all charges? 

A. There would have remained, if they had not gone up. 
Q. That is another way of stating that there had to be about a 15-percent 
capital appreciation in these Equity companies in order to maintain their capital 
intact? 

A, Well, I have no means of checking your figures, but I will assume they are 
correct. 


For every dollar invested in the Equity companies another dollar 
was borrowed and the two dollars would be used to purchase stock of 
Incorporated Investors, which was used as collateral.**° Appreciation 
in the price of the stock of Incorporated Investors made available 
additional collateral upon which more funds could be borrowed to 
buy additional Incorporated Investors stock.**® . 

The effects of this pyramided leverage structure were evidenced by 
the following situation. Second Incorporated Equities had pledged 
129,000 shares of Incorporated Investors stock to secure its bond issue 
of $5,000,000.287 With the market break in October 1929, this stock 
depreciated to such an extent that the trustee for the bonds declared 
the bonds due and payable.?** This substantial block of stock of 
Incorporated Investors held by Second Incorporated Equities was 
presented for redemption, creating a situation not unlike a “run” on a 
bank. In order to raise cash to meet this redemption demand Incor- 


*37d., at 2652. 

234 Tbid. 

35 Td., at 2653. 

236Td., at 2653-4. The first two Equity companies utilized such funds to purchase more 
Incorporated Investors stock. The third company was formed too close to the market 
preak of October 1929 to have much opportunity to utilize such a procedure. — 

237 Op. cit. supra, note 84, at 2662. 

233 Tbid. 
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porated Investors had either to sell its underlying portfolio securities 
or borrow the necessary funds. On November 13, 1929, it was deter. 
mined to borrow from the banks sufficient funds to meet this emer. 
gency.”*° By such borrowings, Incorporated Investors, an open-end 
company, became in effect a leverage company. 

United Equities, Inc., Incorporated Equities, Inc., and Second 
Incorporated Equities were on June 14, 1930, consolidated into one 
corporation, Consolidated Equities, Inc.**° Although none of the 
three original Equity companies were of the open-end type, Consoli. 
dated Equities, after August 31, 1935, agreed to purchase its outstand. 
ing shares at asset value less 5%." This open-end provision operated 
only with respect to repurchases and new shares were not. cffered 
under a continuous selling campaign.’ 

As pointed out above, the earning capacity of the three predecessor 
companies had been insufficient to meet their fixed charges. Mean. 
while, depreciation in market value of its assets and funds disbursed 
upon redemptions further diminished the size of the investment com- 
pany so that its net assets, which reached a peak of $19,000,000 in 
1929, declined to a low of less than $500,000 at the end of 1935.°* 


e. Advertising Methods 


Considerable effort and money were expended by open-end invest- 
ment companies and by their principal distributors on newspaper and 
periodical advertising, radio programs, house organs, pamphlets, and 
circulars, and other general merchandising activities. This material 
was prepared by the principal distributor and was characterized by 
its promotional appeal rather than its informative value. _ 

The Parker Corporation during the years 1930 and 1931 conducted 
radio broadcasts, and the program was linked with its book, “Famous 
Fortunes.” 244 William A. Parker testified as follows: #4 


A. The psychology behind the stories in the series of broadcasts, which again 
came out in the book, was the background of ownership growth. It was the 
story of the Famous Fortunes in this country—du Pont, Rockefeller, Astors, and 
so on, whose wealth had come through ownership rather than through the lending 
of money; in other words, the common stock theory as opposed to the bond 
theory. It was the background supporting the common stock theory. 

Q. So you think the life of John D. Rockefeller, starting out in the oil indus- 
try, is in support of the common stock theory, and, therefore, of investing in 
Incorporated Investors? 

A. I certainly do.™° 


239 Td., at 2665. 

240 Op. cit. supra, note 226. 

241 Tbid. 

42 Thid. 

43Tqd., at 2649-50. Mr. Parker testified that Consolidated Equities, Inc., was being 
operated only ‘out of a sense of responsibility to the shareholders”. (Id., at 2659-60.) 

44 Op. cit. supra, note 226. 

25 Op. cit. supra, note 84, at 2569. 

46The broadeast opened with a bugle call and was followed by an announcement sub- 
stantially as follows (op. cit. supra, note 226): 

This program comes to you through the courtesy of the Parker Corporation, gen. 


eral distributors of Incorporated Investors, 60 State Street, Boston. 
Incorperated Investors is one of the largest_and oldest of the Boston investment 
trusts. Shares may be purchased through the Parker Corporation or through dealers 


in principal cities. 
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A similar sort of radio program was broadcast under the auspices 
of Distributors Group, Inc., sponsors of an open-end investment com- 
pany known as Group Securities, Inc., and a series of fixed trusts 
known as North American Trust Shares. John S. Myers of the spon- 
sor company described these broadcasts as follows : ** 


Q. I have some of your advertisements and also you have a radio program 
entitled “Fortune Builders” in which you attempted to stimulate interest in the 
person of founders of great fortune. 

A. No; the radio campaign called “Fortune Building” consisted of a biography 
given with the permission of the heads of the companies represented in various 
portfolios. In each instance the biography was submitted to the gentleman to 
pe discussed and had his or his representative’s approval and together with the 
program it was put on the air. 


The Parker Corporation, principal distributor for Incorporated 
Investors, published a regular monthly sheet or “house organ” entitled 
“The Incorporated Investor,” 74° which was circulated among dealers, 
who apparently used this material in their sales promotion of Incor- 
porated Investors stock. ‘These circulars were supplemented by pros- 
pectuses and newspaper advertisements and were all part of an active 
selling campaign.**° 

Massachusetts Distributors, Inc., which handled the distribution of 
Massachusetts Investors Trust but was not affiliated with the invest- 
ment company,2°° published a house organ known as “Brevets.” Dr. 
Sprague, member of the Advisory Board, testified with respect to the 
investment company’s responsibility for the sales literature employed 
as follows: 74 


A. Well, I will say this, that it is always exceedingly difficult to hold down the 
salesmen of any product whatever ; that I think it is highly desirable that the form 
of literature sent out by the selling house be placed before the trustees and the 
advisory board before it goes out. 

Q. All of it, Mr. Sprague? 

A. All of it. 

Q. So that you would feel some duty in respect of the advertising of these 
shares ? 

A. I think so, and there have been two or three instances in recent years in 
which questions have been raised regarding some things which have been said 
about the trust. 

Q. You mean, rather oral representation, than written? 

A. Some one or two things in some of the literature. They have a weekly, a 
little sheet, which is apt to contain things which may be apt to make one’s hair 
curl a little bit. 

Q. That is published by the distributors? 

A. Yes. 

Q. And circulated rather widely? 

A. Among the dealers. 


The use of spreads in newspapers and periodicals probably consti- 
tuted the bulk of the advertising done by open-end management invest- 


“7 Public Examination, Distributors Group, Inc., at 10496. 
48 Op. cit. supra, note 5, Pt. I. 

249 Thid., and -op. cit. supra, note 84, at 2570-2. 

250 Op. cit. supra, note 63, at 2404. 

*11d., at 2428. 


846 SECURITIES AND EXCHANGE COMMISSION 


ment companies, by their sponsors, distributors, and dealers. For 
example, John S. Myers of Distributors Group, Inc., gave some indica. 
tion as to the amount of this type of advertising done by that firm: *% 


A. Our advertising was very substantial. 

Q. What was the nature of your advertising generally? 

A. Newspapers all over the country. I believe we havea list of the advertising 
which used to go to probably 75 newspapers in the larger centers where we use( 
to run periodic advertising, magazines of national character, such as Collier’s, 
Literary Digest, Time, and we also put on for a period of 13 weeks a radio cam. 
paign in 1931. 


The widespread nature of the newspaper campaigns is illustrated 
by the variety of media used by the Parker Corporation in selling the 
shares of Incorporated Investors. This list contained 17 widely scat- 
tered daily newspapers, three financial dailies, two financial weeklies, 
and two magazines dealing with current events.?** In addition, this 
distributor attempted to appeal to the investor’s psychology through 
the use of such catch-phrases as— 


The Foundation for To-morrow’s Profits. 
Management Stewardship. 

Day always Follows Night. 

Safeguards to the Investor. _ 

Income that has not Failed.” 


Hugh Bullock, when examined upon one of the circulars used, testi- 
fiedi:i222 


Q. * * * IT notice you have a picture here on one page of the Bank of Eng- 
land, and on the next page of No. 1 Wall Street. I take it that that is put in to 
suggest stability? 

A. No, frankly, it is put in to break up the reading matter so people will read 
anything. 

Q. But don’t you think there is some psychological connection? One Wall 
Street is your office, isn’t it? 

A. Yes. If I must explain, I will be very glad to. Some friends of ours for 
several years had been featuring the State House in Boston. We thought we 
would go them one better. 


The cost of advertising often constituted a substantial part of the 
operating .expenses of the principal distributor. For example, ex- 
penses for advertising and literature incurred by Calvin Bullock, as 
distributor for Dividend Shares, Inc., totaled $104,523 from 1932 to 
December 31, 1935, or 37% of the total selling expenses of the principa 
distributor, exclusive of branch managers’ and salesmen’s compensation | 
and expenses.?°° 

In the case of Bullock Fund, Ltd., another open-end investment 
company of the Calvin Bullock group, the cost of advertising and lit- 
erature constituted 59% of total selling expense for that company, 


22 Op. cit. supra, note 247, at 10494. 

258 Op. cit. supra, note 226. 

754 Op. cit. supra, note 5, Pt. I. 

2 Op. cit. supra, note 54, at 4231. 

6 Derived from supplementary information supplied the Commission for Bullock Fund, 
Ltd. 
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exclusive of branch managers’ and salesmen’s compensation and ex- 
penses, for the period 1932 through 1935.?57 

During the 9-year period from 1927 to 1935, inclusive, the Parker 
Corporation spent approximately $265,000 for advertising and sales 
promotion,”** in addition to about $7,200 on radio broadcasting.?*® 


These expenditures represented about 14 of 1% of the total dollar 
amount of sales of the shares of this investment company to the pub- 


lic or 19% of the total expenses of the principal distributor, exclusive 
of salaries, or about 84% of total expenses of the principal distrib- 
utor, exclusive of both salaries and commissions. Excepting salaries 
and commissions, the expenditures for advertising and sales promo- 
tion constituted the largest single item of the total operating cost of 
the distributor corporation.?°° Additional expenses of this character 
included payment of salaries to persons within the organization pre- 


paring such material. Since the selling loads on open-end company 


shares were computed to cover the expenses of selling, investors were 
in fact financing the advertising and other sales promotional activi- 
ties of these distributors. 


D. Problems in Connection With the Mechanical Operation of the 
Open-End System of Sales and Repurchases 


1. RANGE OF POTENTIAL DISTRIBUTION AND TRADING 
PROFIT (T. I. 8S. MANAGEMENT CORPORATION) 


In addition to the multiple and hidden loads paid by purchasers 
of open-end investment company securities,?* a variety of other pos- 
sible distribution and trading profits to distributors and dealers ex- 
isted. ‘These profits, which were directly or indirectly borne by the 
investors, had not ordinarily been anticipated by or disclosed to the 
purchasers of shares and varied with the machinery devised for sales 
and redemptions in individual cases. 

Illustrative of such hidden loads is the case of T. I. S. Man- 
agement Corporation, sponsor and depositor of Trusteed Industry 
Shares, an open-end investment trust of the restricted manage- 
ment type. The effectiveness of the registration statements filed by 
T. I. S. Management Corporation under the Securities Act of 1933 
was suspended by the Commission on February 25, 1938, pursuant to 
a stop order proceeding under Section 8 (d) of that Act. The defi- 
ciencles in these registration statements resulted “* * * from the 
registrant’s failure to disclose its practice of trading for its own 
accounts 1n the registered shares in connection with their distribu- 
tion and the full extent of the profits which it had thus realized at 
the expense of the trust and the shareholders.” **? The basic defi- 
ciencies and inequities of these practices, for which disclosure has not 


27 Thid. 

28 Op. cit. supra, note 226. 

09 Thid. 

260 Tpid. 

261 See supra, p. 813. 

262 Securities Act of 1938, Release No. 1689, February 25, 1938, In the Matter of T. I. 8. 
Management Corporation, 3 S. E. C. 174 (19388). 
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provided a complete or effective remedy, will be discussed in the suc- 
ceeding subsections hereof. 

The shares of Trusteed Industry Shares, an open-end investment 
trust of the restricted management type created under a trust agree- 
ment dated April 1, 1933, were first effectively registered under the 
Securities Act of 1933 as of April 15, 1935.7°° This trust agreement 
wag amended October 1, 1936, to comply with Section 48 (e) of the 
Revenue Act. of 1936, so that Trusteed Industry Shares might attain 
the status of a “mutual investment company.” 7** Shareholders of 
record could at any time tender all or any part of their shares to 
the Trustee for redemption and receive in cash the net asset value of 
these shares less one-half cent a share conversion fee.?% 

T. I. S. Management Corporation was incorporated January 1, 
1935, under the laws of New Jersey to manage and distribute Trus- 
teed Industry Shares.*°° The depositor agreement between Trusteed 
Industry Shares and Affiliated Management, Inc. was acquired by 
T. I. S. Management Corporation on January 24, 1935.?%7 

T. I. S. Management Corporation, as principal, purchased the 
shares of the open-end trust, Trusteed Industry Shares, and then 
resold these shares to dealers through T. I. S. Distributors Company, 
the depositor’s wholesale representative, and to various installment 
investment plans which used this trust’s shares as the security under- 
lying the installment certificates.2°* Of the 914% load or premium 
added to the basic price of shares of the Trusteed Industry Shares 
by the principal distributor, dealers received 6% and T. I. S. Dis- 
tributors Company received 2%. In cases where the trust shares 
were sold to the sponsors or distributors of monthly installment plans 
the distributor of the installment certificate received 8% of the load 
on the trust share and the principal distributor of the trust share 
retained the balance of the load.?°° 

Although the trust agreement provided for the method of comput- 
ing the price at which trust shares were to be issued by the trust, 
the agreement did not specify the price and conditions at which these 
shares were to be sold by the distributor to the public.2"° When ex- 
amined on this lack of control, F. D. Crosby of T. I. S. Manage- 
ment Corporation testified : 274 


Q. In other words, when you buy trust shares from the trust, you buy them 
at the price computed in the trust indenture, is that so? 
A. That is correct. 


263 The set-up of Trusteed Industry Shares in some respects resembled a fixed or semi- 
fixed investment trust. 

204 Registration Statement, T. I..S. Management Corporation, File No. 2—3485—-1-2 (Pros- 
pectus dated November 29. 1987, pp. 38, 6, 11). 

205 A minimum fee was charged of either 3% of the value of the shares being converted 
or $1.00, whichever was lower. (Id., at 5.) 

2°6 Public Examination pursuant to stop order, T. I. S. Management Corporation, Com- 
mission’s Mxhibit No. 14 (p. 9). , 

207 Op. cit. supra, note 264 (Prospectus dated Noy. 29, 1937, p. 10). 

268 Thid. 

7 Tbid. In addition to this portion of the load on the underlying investment trust 
share, the distributor of the installment investment plan certificates received an additional 
load of approximately 10% on the installment certificate. 

27 Op. cit. supra, note 262, at 2. 

271 Op. cit. supra, note 266, at 52. 
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Q. And whenever you sell trust shares, you could, under the trust indenture, 
sell them at whatever price you pleased. 

A. That is correct. 

Q. And you have the right and exclusive right to set the selling price? 

A. That is correct. 

Q. In other words, if anybody wants to buy Trusteed Industry Shares from 
you, they have to buy at your price. 

A. That is correct. 


There were four ways, undisclosed to the public, by which the dis- 
itributor of the trust shares increased its profits over the published 
load of 914% per share: ?” 

(1) profits derived from the difference between the basic price at 
which shares were issued by the trust to the distributor and the basic 
price at which these shares were sold by the distributor to the public; 

(2) “breakage profits” arising from fixing the price of the shares to 
the public at the next full cent when fractions were involved; 

(8) profits resulting from the computation of the published load 
upon the distributor’s basic price instead of the trust’s basic price; and 

(4) profits derived from trading against the trust in the shares of 
the trust, both by long positions and short positions. 

All of these factors were material in determining the actual load 
and the price paid by the investor. 


a. Raising the Basic Price 


By the terms of the trust agreement, the price paid by T. I. S. 
Management Corporation, the principal distributor, for shares of 
Trusteed Industry Shares on any particular day was based on the 
previous day’s closing bid prices on the stock exchange of the port- 
folio securities of the trust.2 To the aggregate value of the port- 
folio securities, based on their previous day’s closing bid prices and 
the cash in the trust, certain brokerage fees, taxes, and accumulated 
dividends were added. This total was divided by the number of shares 
of the trust outstanding in order to determine the asset value per share 
of the outstanding trust shares which was the basic price per share to 
the principal distributor.2** However, the distributor computed the 
basic price of the shares to the public not on the basis of the closing bid 
prices of the portfolio securities of the trust but on the previous day’s 
closing sale prices of these portfolio securities.?”* Since the bid price 
was never higher than the closing sales price and almost invariably the 
bid price was lower than the last sales price, the principal distributor 
had as one source of profit the aggregate of the differences between the 
bid price and sales price on each of the portfolio securities. This was 
illustrated by the testimony of Mr. Crosby, as follows: °° 


Q. And at the time you filed the three registration statements, the depositor, 
meaning T. I. S. Management Corporation, was entitled to the difference between 
the closing bid price and the closing sales price. 

A. That is correct. 


272 Op. cit. supra, note 262, at 4. 
273 Op. cit. supra, note 266, at 12. 
274 Thid. 

275 Thid. 

26Td., at 18. 
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Q. And in every instance wouldn’t you say the closing bid price was lower than 
the closing sales price? 

A. That is correct. : 

Q. So there was at all times an additional source of profit to you as a de 
positor. 

A. That is correct. 


b. Rounding Off or “Breakage” 
fos) ta) 


The distributor, after computing the basic price of the open-end 
investment company shares on the basis of the previous day’s closing 
sales prices of the trust’s portfolio securities, added brokerage and tax 
charges as well as the 914% premium or load to that valuation as 
noted above. If a fractional cent resulted from this computation of 
the resale price of the trust’s shares, the distributor raised the price to 
the next full cent and retained this so-called “breakage” as part of its 
profits.?77 

For the first 11 months cf 1937 the breakage averaged three-tenths 
of 1% of the daily offering price.2** The significance of this sum in 
comparison to the 914% load depended, of course, upon the market 
value of the individual share and the volume of sales. The cumula- 
tive effect of this factor on the published load is noted in the ensuing 
section. 

c. Increasing the Published Load 


Because of the fact that the published load of 914% was figured on 
the basic price computed by the distributor the actual load paid by 
the investor was equal to more than 914% on the creation value of 
the shares as issued by the investment trust. Mr. Crosby testified as 
follows concerning this hidden load : 27 


Q. I think you testified a short while ago, Mr. Crosby, that the load was 9.5 
percent, approximately. Is that correct? 

A. Based on the closing sales price. 

Q. What does the load amount to on the creation price? 

A. That I don’t know offhand. 

Q. Approximately. 

A. We would probably add % of 1 percent more to it on the average for the 
year. 

Q. And what would that % of 1 percent represent? 

A. The spread between the closing bid and the closing sale. 

Q. And you have the breakage. 

A. That is correct. 

Q. So instead of 9.5 percent, it would be a figure close to 10 percent ; approxi- 
mately 10 percent. 

A. On the closing bid prices. 


d. Profits from Riskless Trading in Trust Shares 


Another possible source of profit to the distributor or dealer, which 
was made at the expense of open-end investment companies and their 


277 Td., Commission’s Exhibits Nos. 7, 8, and 9. 
278 Op. cit. supra, note 264 (Post-effective amendment filed December 10, 1937). 


79 Op. cit. supra, note 266, at 30. 
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shareholders was the trading in the shares of the open-end company. 
For example, T. I. S. Management Corporation, distributor of Trus- 
teed Industry Shares, acted in the capacity of principal in purchasing 
these shares from the trust and selling them to the public.2*° The 
distribution practice was to buy shares from the trust at the creation 
price and then to resell such shares on the basis of closing sales 
prices to dealers and to five companies which sold installment in- 
vestment plans with the shares of Trusteed Industry Shares as the 
underlying security.*** Because of its right to buy trust shares as 
principal in such amounts as it desired, the distributor could take 


jong or short positions in these trust shares. 


The asset value of the shares or certificates of the company or trust 
was determined on the basis of the market price of the underlying 
securities which prevailed at the close of the market on the previous 
day. The asset value in effect from 10 a. m. Tuesday until 10 a. m. 
Wednesday, which was, of course, the basis of the retail selling price 
and of the price to principal distributors and dealers during that time, 
was determined by the price of the underlying securities at the close 
(3 p. m.) of Monday’s stock market. Similarly, the price of shares 
or certificates from 10 a. m. Wednesday to 10 a. m. Thursday was 
based on the market prices of the underlying securities at the close 
of Tuesday’s market. Therefore, after 3 p. m. Tuesday the prin- 
cipal distributor or dealers could determine the price which would be 
in effect from 10 a. m. Wednesday to 10 a. m. Thursday, and at the 
same time could take down shares until 10 a. m. Wednesday at a 
price based on Monday’s closing prices. 

Sales of shares or certificates by the distributor or by dealers during 
Tuesday were based on the price effective that day, that is, the price 
based on Monday’s closing quotations for the underlying securities. 
However, the distributor or dealer did not have to deliver to the 
customer until several days later so that it was not essential to take 
down shares or certificates from the company or trust immediately 
upon confirmation of the public’s order at the effective price of that 
day. 

The ability to defer purchases together with the method of selling, 
permitted the principal distributor and dealers during the period 
from Tuesday at 8 p. m. to Wednesday at 10 a. m. to choose, with- 
out risk, between the price based on Monday’s closing quotations 
and that based on Tuesday’s closing quotations. If the market quota- 
tions of the underlying securities at the close cf Tuesday’s market 
were higher than the prices at the close of Monday’s market, then 
Wednesday’s price for the investment company issue would of course 
be higher than Tuesday’s, and the principal distributor or dealer 
would take down from the company or trust at Tuesday’s price and 
fill the public orders confirmed on Tuesday at that price with the 
certificates so taken down. In such event no trading profit would 
be realized by the principal distributor or dealer. 

However, if Tuesday’s closing market quotations for the underlying 
securities were lower than Monday’s closing prices, then Wednesday’s 
take-down price of the shares or certificates would be lower than that 


EY Gl, Ee Bil, 
2831 Income Mstates of America, Benjamin Franklin Foundation, Lexington Foundation, 
Liberty Thrift Foundation, National Trustee Fund. (Id., at 18.) 
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in effect on Tuesday. The principal distributor then would remain 
short until Tuesday’s closing prices became effective on Wednesday and 
would not take down shares or certificates to fill the orders confirmed 
to the public on Tuesday until Wednesday. Since in this event the 
orders confirmed to the public would be on the basis of the higher price 
prevailing on Tuesday, and since the distributor would take down 
shares at Wednesday’s lower take-down price, the principal distributor 
or dealers would make a trading profit in addition to their regular 
spread. 

In other words, the securities would be confirmed on Tuesday to the 
public on the basis of Monday’s market prices. The principal dis- 
tributor or dealer could wait until the close of the market on Tuesday, 
and at that time could either take down the shares or certificates from 
the open-end company or trust at a price based on Monday’s market 
prices or could wait until Wednesday to take down shares based on 
Tuesday’s closing prices, which he knew. He, therefore, had the 
equivalent of a “call” or a “stop loss order” protecting his short posi- 
tion and could choose the lower price and retain for himself any profit 
resulting from his buying on a lower price basis than was available to 
the public. 

When principal distributors or dealers availed themselves of the 
profit opportunities inherent in this situation the investment trust or 
investment company would, instead of receiving the higher of the two 
prevailing prices for its shares or certificates, receive the lower of these 
two prices, a process which would constitute a dilution of the equity 
or interests of the existing shareholders or certificate holders. 

Mr. Crosby, when examined concerning the mechanics of taking a 
short position in the trust shares, testified : °°? 


Q. Assume that the closing sales price of the securities in the portfolio made 
the average price per share of Trusteed Industry Shares that would be offered to 
the public today $1.20, and assume that the market falls off so that by shortly 
after three o'clock, at the close of the Stock Exchange, you can exactly calculate 
what the price will be that will be offered to the public tomorrow, which, say is 
ten cents lower, $1.10. 

A. That would be quite a drop. I would rather make it four cents lower. 

Q. Make it $1.15 if you like. Assuming also that you had a fairly constant 
demand, that orders have come in for 5,000 shares, you would not cover or pull 
down any shares of the trustee at all? 

A. That is correct. 

Q. You would go short. Assuming the market fell off again that day so that 
the next day it would be a $1.10 offering price to the public and you got another 
5,000 orders, you still wouldn’t cover those shares, and assuming the next day 
that the price you could immediately calculate went up to $1.15 again, you would 
cover by 4:30 for ten thousand shares at $1.10, would you not? 

A. That is correct. 


Mr. Crosby admitted that there was no risk involved in taking such 
a short position : 7% 


Q. And you in no instance incur any risk in that sort of situation, inasmuch 
as you know what orders you have on hand and you know you don’t have to fill - 
those so long as the market is going down. 


282 Op. cit. supra, note 266, at 31. 
ede atio2: 
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A. That is correct. 


Q. And as soon as the market goes up you can always fill those orders imme- 
diately you know the market is going to be higher the next day and realize the 
maximum profit. | 

A. That is correct. 


The practical application of this riskless trading practice was 
graphically illustrated by the fact that on or about October 21 or 22, 
1937, immediately after the market break of October 19, 1937, T. I. S. 
Management Corporation purchased 190,000 shares from the trust at 
depressed prices, with which it covered an existing short position at a 
substantial profit.28* Mr. Crosby testified : °° 


Q. In the course of our investigation, Mr. Crosby, it is learned that on or about 
October 21 or 22 of this year T. I. S. Management Corporation bought 190,000 
shares from the trustee. Is that correct? 

A. That is, I believe, correct. 

Q. And that is shortly after the severe market break of October 19? 

A. That is correct. 

Q. As I recall it, the purchase price of those shares was about &8¢; is that 
correct? 

A. I don’t know that. 

Q. It was fairly low. 

A. I imagine that is probably correct. 

Q. And as a result of that transaction I gather the depositor reaped a sub- 
stantial profit. 

A. That is probably correct. 

Q. And at the time of purchase of shares, I assume the depositor corporation 
had a fairly substantial short position. 

A. That is probably correct. 

Q. And by being able to purchase these shares at 88¢ approximately, and cover 
all outstanding orders, the profit naturally would be quite substantial, would it 
not? 

A. I believe so, though I do not know the figure. 


Conversely, the distributor or dealer may have assumed a long posi- 
tion in the trust shares in a rising security market. Whereas the as- 
sumption of a short position in the trust shares involved no risk on 
the part of the distributor or dealer, the assumption of a long position 
did involve a certain element of risk.2°° ‘To make a profit on a long 
position, the distributor or dealer must have taken down or purchased 
from the trust a block of trust shares in anticipation of orders from 
the public at higher prices because of the rising market price.*" ‘This 
element of risk was almost entirely. eliminated in the case of T. I. S. 
Management Corporation because the majority of its shares were sold 
to the five companies offering installment investment plans, which 
provided a fairly constant demand for shares. The distributor was in 
a position to gauge with reasonable accuracy in advance the day by 
day minimum demand for trust shares by these plans. 


%47d., at 28-9. 

285 Thid. 

26 Td. at 34 and 66. 
277d, at 24. 
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With reference to the shares sold to these investment plans, Mr. 
Crosby stated : ?85 

Q. And since there is generally a normally constant demand due to the opera- 
tion of these deposit plans, ete., you can more or less generally calculate, although 
there is a certain possibility of error, how much to go long on any given situa- 
tion? 

A. Within reasonable limits; yes. 

* * * * * * * 

Q. I believe you testified that there was a risk involved in taking a long posi- 
tion. 

A. That is correct. 

Q. Wouldn’t you say that generally the risk was quite insignificant in view of 
the fairly constant demand for Trust Shares which you say you had created? 

A. I would be willing to say that I generally made a profit from long positions, 
but I would not hazard a guess as to the amount of risk. 


Even in the case of the sale of trust shares by dealers it was possible 
for the distributor to foretell the demand for shares and the long posi- 
tion to assume.”®? Mr. Crosby stated that it was possible for dealers, 
who sold only about 20% of the shares distributed, to trade against 
the distributor : ?°° 

Q. And what is the percentage of shares purchased through dealers; about 20 
percent? 

A. It is constantly growing, but currently about 20 percent. 

Q. In other words, the 80! percent are purchased by thrift funds [installment 
investment plans] through yourself? 

A. That is probably correct. 

* * * * * ok 

Q. So can’t the assumption be made, generally speaking, that you aren't ex- 
posing yourself too much to a risk of loss? 

A. I am not exposing myself to bankruptcy; no; but I am exposing myseif to 
loss by reason of the fact that dealers can take a position against me; yes. 
Whether or not there would be a loss is very hard to determine. 


T. I. S. Management Corporation exercised no control over its deal- 
ers, who also could take long or short positions in the trust shares 
against their customers’ orders.2* This advantage was sometimes 
passed on to the investor as a retail selling areument.2% The dis- 
tributor even went so far as to notify dealers ‘by telegraph of the 
existence of the two prices for the trust shares, allegedly to encourage 
sales of these shares, although the existence of these two prices may 
also have encouraged dealers to trade against the fund.?%? 

The general effect of the distributor and dealers taking positions in 
trust shares was that the distributor or dealer retained part of the 
money paid by the purchaser of trust shares which would ordinarily 
have gone to the investment trust.*°* Thus this practice resulted in 
a diminution of the equity of existing stockholders in the fund.?% 


288 Td., at 66. 

239Td., at 72. 

20Td., at 72-3. 
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That these practices were of consequence is indicated by the fact 
that T. 1.5. Management Corporation made a gross profit of approxi- 
mately $37,000 for the first 9 months of 1987 from these 4 sources: 
raising the basic price, breakage, increasing the published load, and 
riskless trading in the trust shares against the trust fund.?°* The 
effect of these practices is also illustrated by the fact that approxi- 
mately only 88% of the investor’s funds paid for the trust shares 
actually reached the investment trust,?°’ whereas the prospectus for 
Trusteed Industry Shares stated that the estimated net proceeds to 
the trust was approximately 91%.7°* The misleading character of 
this statement in the prospectus was admitted at the public examina- 
tion.*®? ‘The percentage of gross profits from the distribution of these 
trust shares amounted to approximately 12%, for the first 9 months of 


1937.°° Mr. Crosby, examined in relation to these practices, testi- 
feds: 


Q. Mr. Crosby, would you say that this was an unusual set-up for an invest- 
ment trust? Is this a general, typical plan that is followed by most investment 
trusts in similar activities? 

A. Most investment trusts are incorporated and ours is unincorporated, but I 
would say that taking positions is an accepted practice in the operation of 
investment trusts. 

Q. With the same fore-knowledge of what the price would be the next day? 

A. Some have even a greater fore-knowledge than we have. 

Q. That is a general practice? 

A. Some can wait up until one o’clock on Wednesday to create Monday’s close, 
and twelve o’clock on Wednesday, so they have a longer or greater fore-knowledge 
of price change than we have. 

Q. When this scheme had ample precedent, is that right? 

A. I would say it is an accepted practice. 


2. TRADING PRACTICES 


After the original distribution of the shares of closed-end invest- 
ment companies, the prices obtainable by shareholders for their shares 
were essentially open market prices. However, the open-end invest- 
ment company, because of its continuous sales and redemptions, pro- 
vided the market for its shares. The investor could always sell to 
and usually could buy from the open-end investment company. Con- 
sequently, the open-end investment company shareholder had no need 
for an exchange or over-the-counter market, and the supply or demand 
for the shares of the open-end investment company had little effect 
(except possibly upon the size of the sales load) upon the price of 
the shares which was based upon the market price for the underlying 
portfolio securities. 

If the investing public lost confidence in the management of a closed- 
end investment company, the volume of sales would increase and the 


26 Op. cit. supra, note 262, at 6. This amount did not include profits made from the 
short position of the distributor during the declining market subsequent to September 30, 
1987. (Op. cit. supra, note 266, at 29.) 

27 Op. cit. supra, note 262, at 6. 

298 Op. cit. supra, note 266, Commission’s Exhibit No. 14. 

29 Td., Commission’s Exhibits Nos. 7, 8, and 9. 

300 Op. cit. supra, note 262, at 6. 

301 Op. cit. supra, note 266, at 46. 
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market price would tend to decline. In many instances the closed- 
end investment company shares sold at a discount—at a market price 
below asset values. Conversely, confidence in the management of a 
closed-end investment company might cause the shares to sell at a 
premium—at a market price above asset value. In an open-end in- 
vestment company, the shares virtually never sold at a premium or 
discount since the shares could be sold or purchased at about asset 
value. The confidence or lack of confidence in the management of 
open-end investment companies was not, therefore, reflected in pre- 
miums or discounts for the open-end investment company shares but 
rather in increases in sales of shares or increases in redemptions, re- 
spectively. An increase in redemptions of shares was usually accom- 
panied by increased selling pressure with higher loading charges to 
overcome the diminution in the size of the company caused by the 
redemptions.°°? 


a. Maintaining a Market for the Shares of Open-End Investment 
Companies 


Prior to the market break in October 1929 the premiums above asset 
values commanded by the shares of many closed-end investment com- 
panies made the sale of such security issues an easy undertaking. 
However, during the declining markets following 1929, when such 
shares customarily sold at discounts below asset values in spite of 
substantial repurchases by some closed-end investment companies of 
their own security issues, the successful marketing of new issues of 
that character was practically impossible. However, the shares of 
open-end investment companies did not sell at discounts since the 
shareholders were at all times assured of asset values from the issuing 
companies and prospective purchasers could not: generally buy shares 
of an open-end investment company except at asset value plus a load- 
ing charge above asset value. This right to obtain the approximate 
asset values of open-end investment company shares at any time as- 
sisted the sale of open-end investment company shares during the 
depression period, and open market operations for the purpose of 
supporting such sales were not necessary. 

The basic market for the shares of open-end investment companies 
was created and maintained by each open-end investment company 
for its own shares, usually pursuant to provisions set forth in the 
charter or trust agreement.°** In the case of a few open-end invest- 
ment companies—companies sponsored and managed by investment 
counsel—distributors and the various selling devices were not. utilized. 
Prospective purchasers, instead of being solicited went directly to 
the investment company, or the sponsor’s investment counsel, if they 
desired to acquire shares in the open-end investment company. Fur- 
thermore, the trust shares could ordinarily be sold by stockholders 
only to the investment companies from which they were purchased. 

Many open-end investment company shares, however, were sold by 
distributors and dealers who created and maintained active markets 
of their own in the shares of those companies in which they were 


302 See discussion supra, p. 806. 
803 See supra, pp. 799 et sea. 
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interested.*°* These secondary markets necessarily were based upon, 
and ordinarily operated between, the bid and asked quotations set 
by the open-end investment companies from day to day. Several 
factors operated to make such distributor markets the active markets 
for open-end investment company shares. First, in many cases the 
distributor could act as a principal in the sale and repurchase of 
shares and trade in such shares for his own account which opened up 
a source of profit in addition to the loading charge.*°® Second, open- 
end investment companies would sometimes be authorized to redeem 
shares only at or near the liquidating value as determined at the close 
of the next succeeding day to that on which such shares were turned 
in for redemption. This practice meant that the outgoing stock- 
holder had to wait a day to ascertain the precise amount he could 
receive for his shares and wait even a longer period for his cash. The 
dealer or distributor making a market would ordinarily repurchase 
the shares of the outgoing stockholder and pay cash immediately.°°° 

Third, in practically all cases, the principal distributor had the 
exclusive rights to sell the stock of the open-end investment company 
and the prospective purchaser was compelled to buy shares from the 
distributor or his authorized dealers.*°* This, in effect, made the dis- 
tributor the focal point for the purchase and sale of shares. 

Fourth, in at least one case, the distributor had a right to purchase, 
and did purchase for resale, all trust shares which were tendered.°” 
This practice obviated the necessity for disclosing to the shareholders 
of the company the extent of tenders for redemption and consequently 
the extent of any loss of confidence of these holders in the manage- 
ment.?°° 


b. Trading Against the Load and Matching Orders 


A brief outline of the mechanics of handling the sale and repur- 
chase of open-end investment company shares will indicate more fully 
the opportunities for indirect and hidden profits in addition to the 
published load. The asset value and the offering price for a share of 
an open-end investment company varied from day to day and was 
effective during a set period, usually from 10:00 a. m. one day to 
10:00 a. m. the following day. Dealers were notified by the dis- 
tributor before the daily price change became effective. oe 

In the case of a buying order where both the dealer and distributor 
acted as agent for the open-end investment company, the procedure 
for the sale of shares of National Investors Corporation was described 
as follows by H. Dudley Swim: *° 


Local dealer’s salesman secures order. Prospectus furnished. There is noth- 
ing to prevent either customer or dealer (for customer’s account) from withhold- 


304 See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. TTI, pp. 241-4, 

305 Seo T. I, S. Management Corporation, supra, pp. 847 et seq. 

306 The.dealer or distributor probably would pay an amount a little less than his estimate 
of the liquidating value at the close on the following day, unless there were prospects 
of immediate resale or a rising market. (Op. cit. supra, note 128.) 

307 For discussion of trading of open-end company shares in the “bootleg market” see 
infra, p. 865. 

308 Op. cit. supra, note 266, at 39. 

309 Td., at 74. 

310 Op. cit. supra, note 102. 
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ing actual placement of order for [execution] until a day when stock market 
prices have risen, the order then being executed at that day’s offering price 
which is based on the next preceding day’s asset value. When, where, or how 
the payment is received by the local dealer from his customer is a matter of his 
determination. 
7% * ES * * 1 * 

Dealer communicates order to distributor—usually by telephone or telegraph. 

Order is not effective until accepted by distributor, and acceptance is subject to 


distributor’s sole discretion. 
* * 
Distributor confirms to Corporation’s New Jersey agent by 4:15 p. m. New 
York business time (12:15 p. m. on a Saturday) all purchases and sales effected 
up to 4:00 p. m. (12:00 noon on a Saturday). Purchases and sales are not 
netted but reported separately. 
Detailed confirmations are received on following morning showing each deal- 
er’s orders against which the distributor has purchased stock from the cor- 
* * * 


* * * * 


poration 
Corporation directs transfer agent to issue stock in names and denominations 


requisitioned or to be requisitioned by distributor, and deliver such stock to 
distributor against receipt of payment in current funds. Distributing contract 
provides that registration instructions must be received from distributor within 
two full business days after sale, and delivery must be taken against payment 
within 10 days. 

If distributor receives payment at or shortly after receipt of order, stock is 
registered in name requested by dealer and shipped by distributor to dealer 
“free.” If dealer does not remit payment to distributor, stock is registered in 
distributor’s name or “street name” and shipped by distributor’s bank to dealer 
with draft attached and with open endorsement on certificate. Distributor has 
arranged with its own bank to handle all “clearances” and to finance the “float’’ 
which results from draft-attached shipments. 

Dealer handles delivery of stock to his customer. 


In cases where the dealer acted as principal and received a buying 
order, the necessary shares could be furnished from the dealer’s in- 
ventory, purchased either from some other dealer usually at a dis- 
count, from the distributor, or borrowed for delivery if the dealer 
was short the shares. Similarly, if the dealer were acting as agent 
in such a transaction and the distributor were acting as principal, 
shares could be procured by the latter either from its own inventory 
or the investment company, or borrowed for delivery purposes. 

In the first type of transaction, where both dealer and distributor 
acted as agents in the sale of shares for the open-end investment com- 
pany, the published loading charged or known premium paid by the 
investor was returned by the investment company to the principal 
distributor, who reallowed a certain portion of it to the dealer. For 
example, the selling agreement between Dividend Shares, Inc., and 
Calvin Bullock, the distributor, provided for a loading charge of 834% 
of the offering price.** About 5% went to the dealer, who, in turn, 
reallowed his salesmen 214% of this amount.*#2. Of the remaining 
323% retained by the distributor, an amount was given to the whole- 
saler equal to 1% of what the latter wholesaled in dollar volume.*!2 


51 Op. cit. supra, note 8, Pt. IX, “Selling agreement of February 28, 1936.” 
32 Op. cit. supra, note 54, at 4201. 
313 Tid. 
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In the second type of transaction noted above, however, where a 
dealer acted ag principal, the profits on a buying order could be sub- 
stantially increased. If the dealer held a long position in the shares 
of the trust at a price equal to current liquidating value and received 
a buying order which he filled with such shares, he received the full 
amount of the load, as the distributor was not called upon to furnish 
the shares. The matching of a selling order with a purchase order also 
accomplished this result. If the cost of his inventory position of one 
share was less than current liquidating value, he pocketed this differ- 
ential plus the load. If the cost of his inventory position was more 
than the current liquidating value, he still made profits over and above 
his normal percentage of the load, up to a point where the cost of his 
inventory position was equal to the wholesale price. 

Thus, the dealer on any inventory position always had the full 
amount of the load with which to hedge. In addition, the dealer could 
always turn in his inventory to the principal distributor for redemp- 
tion or resale and receive current asset value. When these opportuni- 
ties for the dealer were coupled with the operation of the two-price 
system, discussed hereafter,*'* the result was to place the dealer in a 
position where he could trade against the underlying fund at no risk 
to himself. 

Opportunities similar to those enjoyed by the dealer were also avail: 
able to the principal distributor, although more limited in their scope. 
Inasmuch as the distributor could not secure any more of the load by 
acting ad principal than he could by acting as agent (unless he sold 
retail), profits on an inventory position could only be derived from a 
favorable price differential between the cost of mventory and the 
current asset value of the shares. 

As in the case of the dealer, the distributor could utilize that por- 
tion of the load retained to hedge his inventory position. Unlike the 
dealer, however, who could obtain cash from the distributor if he 
wished to liquidate his inventory, the distributor could not immedi- 
ately liquidate his inventory position with the investment company, 
because of the one-day lag usual in determining the redemption 
price.**® This factor introduced an element of risk into the distribu- 
tor’s trading position.**® 

Long positions were assumed by the distributor or the dealer in two 
ways—either by purchasing shares for their own account from the 
open-end investment company (or sometimes from the distributor in 
the case of the dealer), or by purchasing shares turned in for redemp- 
tion. As in the case of a buying order, distributors and dealers 
acted either as agent or as principal for the retiring stockholder.*!* 


314 See infra, pp. 860 et seq. 

315 On the other hand, Massachusetts Investors Trust repurchased shares at 10 a. m. 
at the net liquidating value at the previous closing of the Exchange. (Registration State- 
ment, Massachusetts Investors Trust, file No. 2-8512 [Prospectus, December 15, 1937].) 

Shares were repurchased by Incorporated Investors at the price as of the day of reac- 
quisition. (Op. cit. supra, note 5, Pt. IX.) 

26The extent to which the element of risk could be eliminated has already been 
pointed out above in the case of T. I. S. Management Corporation, supra, pp. 847—54. 

317 The 80% of total repurchases for 39 open-end investment companies and investment 
trusts, for the period 1927-1985 which were made through the distributor as agent did 
not include shares repurchased by distributors and dealers which were subsequently resold 
and is, therefore, not an accurate indication of the turnover of shares in the hands of 
the public. (See supra, p. 809.) 
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Profits from the repurchase of shares could be secured only if such 
shares could be resold, either back to the investment company or to 
prospective investors.*** 


c. Trading Against the Fund 


The two-price system has been employed by almost all open-end 
investment companies,*’® and although it represented an improvement 
over methods of more infrequent pricing used in the past, it can be 
operated to the detriment of investors and stockholders.*” 

The prospectus of Dividend Shares, Inc., describes the typical oper- 
ation of the two-price system as follows: **? 


The Company’s shares are offered for sale by Calvin Bullock (a New York 
joint-stock association), the Distributor, at a price equivalent to their approxi- 
mate liquidating value (as above described) determined as of the close of busi- 
ness on the last business day on which the New York Stock Exchange was open 
next preceding the date on which a subscription is accepted, plus a premium of 
824% of offering price (i. e., slightly less than 914% of liquidating value). 

* * * 2% * * * 

Calvin Bullock’s offering price, on any day, based on the previous business 
day’s liquidating value as aforesaid, remains in effect until 12:00 p. m. (or such 
earlier time as Calvin Bullock may fix from time to time), New York Business 
Time, on each day shares are offered. A tentative estimate of the ngxt day’s 
offering price is available to dealers at Calvin Bullock’s offices approximately 
one and one-half hours after the close of the New York Stock Hxchange on each 
business day, and dealers are advised of such tentative estimate at that time, 
principally by mail and telephone. Since a tentative estimate of the new offer- 
ing price is known while the previous offering price is still in effect, dealers and 
investors may defer purchasing shares at the then effective price when it ap- 
pears that the price to become effective the next business day will be lower, and, 
conversely, may purchase shares at the then effective price when it is known 
that the price to become effective the next day will be higher. All such pur- 
chasers thus have and have had the opportunity of placing orders after the time 
when there has been an increase in the asset value of the Company’s shares and 
before the higher liquidating value becomes effective, thereby securing the ad- 
vantage of the lower public offering price then in effect. 


318 Mr. Crosby admitted with reference to T. I. S. Management Corporation that the 
differential between thé repurchase price of such shares and the current value of new 
shares issued by the Trust constituted a source of profit to the distributors. (Op. cit. supra, 
note 266, at 39.) 

319 Wour exceptions were: Axe-Houghton Fund A, Ine.; Axe-Houghton Fund B, Inc. ; 
Institutional Securities, Limited; and Corporate Investors, Limited. Massachusetts In- 
vestors Trust, for example, prior to January 1, 1928, changed its price every 2 weeks and 
between July 9, 1931, and February 1, 1932, an inventory was taken wheneyer the Dow- 
Jones Industrial Averages changed 4 points either way from the previous inventory, pro- 
vided, however, that in any event a new inventory should be taken every 7 days. Since 
February 1, 1932, the net asset value has been redetermined on an appraisal basis every 
24 hours. (Reply to the Commission’s questionnaire for Massachusetts Investors Trust, 
IPE, JO) 

320 See T, I. S. Management Corporation supra, pp. 847 et seq. 

821 Registration Statement, Dividend Shares, Inc., File No. 2-8588 (Prospectus, July 


23, 1938). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES S61 
(1) RISKLESS TRADING PROFITS FOR THE DEALER 


From the point of view of the dealer acting as a principal, the 
maintenance of the two-price system made it posible for him to take 
long or short positions in the shares of open-end investment com- 
panies and investment trusts at no substantial risk to himself. The 
fact that riskless trading operations have been indulged in by dealers 
for open-end investment companies was demonstrated in the case of 
T. I. S. Management Corporation.’ In the preceding section it 
was pointed out how dealers could make extra profits from the resale 
of shares turned in for redemption. ‘These operations were put on 
a riskless basis by the two-price system. 

In connection with such trading there has been the added advan- 
tage afforded dealers for investment companies located in the eastern 
part of the country to sell such shares in the western part of the 
country because of the difference in time. The west coast dealer has 
the advantage of a business day that is three hours later than that in 
the east. Thus, if the next day’s liquidating value for the shares 
of an open-end investment company is determined in New York at 
4:00 p.m. New York Time, it is only 1:00 p. m. West Coast Time, 
and the dealer has all the afternoon to trade against the two prices. 

A dealer in the shares of an open-end investment company who 
assumed a long position in the face of a rising market could liquidate 
such a position, if necessary, at no risk to himself and usually at a 
profit, even in the face of a declining market. The bid and asked 
prices for the shares of one investment company for the three days 
April 1, 2, 3, of 1935 were as follows: ** 


Bid Asked 
(Apriletl se SO Sores seerem esas eee, Poe oe Ret es Sek eee ee $18. 08 $19. 65 
FG 09 0 UR tal 6 2 od Ase el ge pe nae AE ee 18. 14 19ST 
ADTs LOS iene eine nee A eee eee a ee eae ee 18. 06 19. 68 


The offering price of $19.65 for April 1 had been determined on the 
basis of the preceding day’s asset value. The offering price of $19.65 
for April 1 remained effective from 10:00 a. m. the morning of April 1 
to 10:00 a. m. the morning of April 2. The dealer, however, knew 
after the close of the securities markets on April 1, that the price 
the following day would be higher. Thus, by taking a long position 
he could hope to profit from this differential on all shares sold at 
the higher price. 

In order to take a long position shares could be purchased by the | 
dealer from the distributor at a discount of 314% from. the offering 
price, from other dealers at the offering price less 1%, or perhaps 
from retiring stockholders at the bid price of the distributor. In 
terms of the prices quoted for April 1 above, the dealer could have 
purchased a share from the distributor for $18.96 ($19.65 less 314% ), 
from another member of the selling group for $19.45 ($19.65 less 
1%), or perhaps from a retiring stockholder for $18.08 (the dis- 
tributor’s bid price). The differential in the three prices represented 
the premium which the dealer had to pay above the distributor’s bid 
price in order to secure a share. 


#2 See supra, pp. 847 et seq. 
*3 The asked price was the offering price to the public; the bid price represented what 
the distributor would pay on redemption. 
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The method by which dealers could make profits from such an 
mventory position and use the load as a hedge against a decline in 
price has already been described in the preceding subsection.*** Al- 
though such trading operations were speculative in their nature, the 
risk in such a position could sometimes be entirely eliminated by the 
dealer if he purchased his long position at the distributor’s bid price 
from a retiring stockholder. This required a combination of three 
things: the fact that the distributor customarily maintained an inde- 
pendent. market,®*® the fact that the dealer paid no premium on the 
shares purchased, and the fact that the dealer knew in advance the 
next day’s price. 

For example, suppose the dealer purchased a share from a retiring 
stockholder at the distributor’s bid price of $18.08 on April 1 in antic- 
ipation of the known price rise on April 2. A buying order did not 
materialize on April 2 and the dealer was faced with a known decline 
in the price on April 3. To avoid any chance of loss the dealer could 
liquidate his share with the distributor at a price of $18.14 on April 
9 after he had become aware of the fact that the next day’s price 
would be lower. Thus, not only was no risk taken by assuming this 
long position, but the dealer made a profit of $0.06 in the face of a 
declining market. 

This profit received on liquidation could be increased considerably 
in a case where the market steadily rose over a period of days. Deal- 
ers could take such long positions, hold them as long as the market 
rose, and then, when they were apprised that the next effective price 
would be lower, redeem the shares with the distributor and secure a 
riskless profit. At no point did the public purchaser enter into such a 
situation; the dealer was trading against the distributor and ulti- 
mately against the underlying fund.”° ‘The investor could not readily 
indulge in a similar practice because he had to pay a premium over 
asset or liquidating value, a premium which was lost upon 
redemption.**" 

As in the case of the long position noted above, the dealer, as a 
result of the operation of the two-price system, could also make riskless 
profits from a short position. In this situation the dealer would 
know that the market had declined, and, because of the fact that 
actual delivery of shares could be delayed, orders to customers could 
be confirmed at the higher price and covered at the lower price. Un- 
like a long position against which orders were anticipated at a higher 
price, the short position of the dealer involved the confirmation of 
orders for shares which the dealer did not possess but which he ex- 
pected to procure at a price lower than that at which he had confirmed 
such orders to his customers. 


324 See supra, p. 857. 
32 1f the investment company repurchased at current prices the distributor’s market 


was unnecessary for the dealer’s purposes. See supra, p. 856, and op. cit. supra, note 
128.) 

323Tn some cases the public received the benefit of the two-price differential. (See 
supra, p. 854, and op. cit. supra, note 128.) 

327 In Massachusetts Investors Trust, however, officers and employees of the Trust and 
of the distributor could purchase shares at liquidating value ‘for investment”. (Registra- 
ae Statement, Massachusetts Investors Trust, file No. 2—8512 [Prospectus, January 16, 
1929].) 
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Taking the same case again, for the sake of illustration, the pub- 
lished bid and asked prices for the 2 days, February 20-21, 1935, were 
as follows: 


Bid Asked 
February 20, 1935__-_ iS iat oe ot fe i SM a $19. 02 $20. 67 
ineoruaay Ail, ieee ‘Seen RIC: te epee ei 18. 96 20. 61 


Suppose that on February 20 the dealer received a buying order 
which he confirmed at the offering price of $20.67. After the close of 
the securities markets on February 20, he was apprised that the next 
effective offering price would be still lower, namely, $20.61 for Febru- 
ary 21. Instead of placing an order with the distributor at $20.67 so 
as to cover his short position of February 20, he delayed placement of 
the order until after 10:00 a. m. the morning of February 21, when 
the new low price became effective. Thus, the investor paid $20.67 for 
his share and the dealer secured the benefit of the lower price the next 
day. No risk accrued to the dealer in such a transaction because of 
his knowledge of the next effective offering price before he had to 
place the order with the distributor.®** In the case of a steadily declin- 
ing market, the dealer could have maintained his short position until 
the price turned upward, limited only by his customer’s demand for 
delivery.*”° 


(2) RISKLESS TRADING PROFITS FOR THE PRINCIPAL DISTRIBUTOR 


If the distributor for an open-end investment company were to take 
down shares **° in anticipation of orders to be received at a higher 
price, an element of risk and potential loss was always present unless 
future orders could be accurately forecast, as in the case of T. I. S. 
Management Corporation,?** or where such a position could be liqui- 
dated with the open-end investment company at the purchase price or 
above.**2. Whereas the long position of the dealer could always be 
liquidated with the distributor at the latter’s current bid price, the 
liquidation of the distributor’s long position could only be effected 
through the investment company and often entailed at least a 24-hour 
delay for the determination of the redemption price.** However, the 
anomaly is sometimes presented in a rising market of an investment 
company offering its shares on the basis of asset value computed on 
the previous day’s market close, or at a price lower than the redemption 
or bid price of the shares based upon the same day’s market close 
and therefore higher than the current offering price. 


328 A variation of this type of transaction would be provided where a dealer could con- 
ceivably sell shares short to the distributor knowing that his position could be covered 
through the repurchase of shares from retiring stockholders at a lower price the following 
day. 

829 Dealers could often borrow stock for delivery if necessary. 

330 Of course the assumption of any position depended upon whether the distributor could 
act as a principal. (See supra, pp. 856-7.) 

331 See supra, pp. 847 et seq. 

32 See supra, pp. 856-7, and note 305. 

#33 See Table 7, supra, p. 815. 
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To illustrate, suppose the distributor acquired a long position in the 
open-end company shares at the price of $9 per share after the close of 
market because he knew that the effective price for the next day would 
be $10 per share. The next day anticipated orders did not materialize, 
and after the close he was apprised that the price would drop to $8 
on the following day. He could not always liquidate his position with 
the investment company without a potential loss, because if he turned 
his shares in for redemption, even when the price of $10 was still 
effective, the liquidating value he received was often determined as at 
the close on the following day, concerning which he could have no 
advance knowledge. However, on a rising market and with no load 
to overcome, the risk taken by the distributor would be minimized. 
Furthermore, if the investment company redeemed on the basis of the 
current day’s market close the risk was eliminated. 

The policy of Massachusetts Investors Trust concerning redemp- 
tions was stated in its prospectus, as follows: °%* 

The Trustees at present repurchase shares at 10 A. M. at the “net liquidating 
value” at the previous closing of the Exchange. 


It would be possible for a distributor operating under such an ar- 
‘angement to trade against the underlying fund. TF or instance, the 
distributor might purchase a long position at the price of $9 after the 
close if he knew that the effective price for the next day would be 
$10. The distributor could then turn in his long position taken at $9 
for redemption the next day at the higher price of $10 which he knew 
would be effective.**> 

The potentialities of these situations were recognized by H. Dudley 
Swim, vice president of National Investors Corporation: **° 


Even worse than the possible trading against the lag or “option” is the con- 
ceivable situation when a distributor, if not restricted by contract, would have 
a cross-arbitrage between the bid and asked price on days when the trust’s re- 
demption price should exceed the offering price net to the corporation. This po- 
tential situation would frequently occur where, as is the custom, the selling 
price is based on the preceding day’s closing asset value and the redemption 
price is based on the current or the next day’s asset value. 


The fact that a dealer could make riskless profits from short posi- 
tions **7 was equally true in the case of the distributor. Any orders 
received from dealers by the distributor could be delayed in the face 
of a declining market and covered by the distributor at a lower price 
through his ability to take down shares from the trust at liquidating 


value. 


834 Registration Statement, Massachusetts Investors Trust, File No. 2—8512 (Prospectus, 
December 15, 1937). This policy was also in effect December 31, 1935. (Op. cit. supra, 
note 63, at 2413.) 

885 Since December 31, 1935, the policy of the distributor for Massachusetts Investors 
Trust has been revised and clarified so as to prevent the assumption of a long position 
through the repurchase of shares from dealers or retiring stockholders except as agent for 
the trust. (Registration Statement, Massachusetts Investors Trust, File No. 2—3512 [Pro- 
spectus August 27, 19388].) 

836 Op. cit. supra, note 102. 

337 See supra, pp. 861 et seq. 
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The fact that the price lag in the two-price system could benefit the 
incoming stockholder and the distributor as well as the dealer was 
also observed by Mr. Swim: ** 


Conceivably, the advantage of this lag may accrue to either the incoming 
stockholder, the dealer, or the wholesale distributor. Apparently new investors 
are becoming increasingly aware of the advantage of this one-day lag and 
place their orders at a time when the lag represents a substantial differential. 
Many dealers make a particular sales point of this lag to prospective buyers 
and double their efforts on days when the market has risen sharply, sometimes 
pointing out that the selling lead is largely or almost wholly offset by the day’s 
increase in asset value. A none too scrupulous dealer whose customer is not 
aware of the actual operation of this lag could conceivably confirm an order 
to his customer upon receipt and actually “bucket” the order at absolutely no 
risk of loss in finally covering, because of the one-day lag which he always 
has for covering himself against any rise in the market. Similarly, a dis- 
tributor—unless prevented by contract—could conceivably trade against the 
fund without any risk of loss in view of the one-day lag, by withholding orders 
on a day when the market has declined—which withholding might continue 
over several days in a continuously declining market—or by buying for 
inventory on a day when the market has risen. 


(3) THE SO-CALLED “BOOTLEG” MARKET 


The so-called “bootleg market” was the market made by dealers who 
traded in the shares of open-end investment companies without the 
authority of the principal distributors for those companies. These 
dealers would often offer a little more than the published redemption 
price and ask a little less than the published sale price. In an active 
market, the unauthorized dealer could still get a greater spread than 
the authorized dealer.**° A certain amount of protection was re- 
ceived by such operators through their ability to obtain shares from 
the legitimate distributors if these dealers were short.**° Such opera- 
tions actually had the effect of initiating a small scale price war be- 
tween retailers and tended generally to disrupt the established offer- 
ing price.*** Certain open-end investment companies attempted to 
overcome this by restricting the negotiability of their shares,**? pro- 
viding substantially that the shares could only be sold or tendered 
for redemption to the open-end investment company. 


d. Diminution in Asset Value from the Two-Price System 


Although the informed incoming stockholder could benefit from 
the operation of the two-price system because he could buy in a ris- 


388 Derived from supplementary’ information supplied the Commission for Nationa] In- 
yestors Corporation (memorandum from H. Dudley Swim, June 30, 1938). 
339 See Pt. Two (House Doe. No. 70, 76th Cong.), Ch. III, note 101. 
340 Op. cit. supra, note 128. 
341 Thid. 
342 For example, Group Securities, Inc. stated as follows in its prospectus (Registration 
Statement, Group Securities, Inc., File No. 2-1120 [Prospectus, March 28, 1938]): 
Certificates of stock of Group Securities, Ine. are fully registered in the name of 
the owner. They are freely assignable by way of pledge (as, for example, for col- 
lateral purposes) but are otherwise nontransferable, in the absence of consent of the 
corporation, unless the registered holder, or any legal representative of the registered 
holder, or any purchaser on execution or at any judicial sale, or any pledgee thereof 
has first offered same to the corporation and it has failed to purchase the shares 


represented thereby in the manner and on the terms fully described elsewhere in this 
prospectus. 
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ing market at the lower of two prices, the existing stockholder never- 
theless sustained a diminution of the asset value of his shares. The 
prospectus of Dividend Shares, Inc., described this situation as fol- 


lows: 348 

By reason of the method of calculating the offering price, it may not ac- 
curately reflect the asset value of the shares at the moment of purchase. Thus, 
during a day on which security prices are advancing, the Company will, when 
it sells a share, receive less than the asset value existing at the time of the 
sale, thereby causing a dilution in the asset value of the outstanding shares. 
During a day on which security prices are falling, the Company will, when it 
sells a share, receive more than the asset value at the time of sale. If, there- 
fore, a preponderance of sales should take place on days of advancing prices, 
the asset value of the outstanding shares would suffer a net dilution, the 


amount cf which is indeterminable. 


That a preponderance of sales cecurred on days when the market 


had risen and that dilution on this account could assume substantial 
proportions was admitted by Mr. Swim: ** 


The present practice of selling shares on a basis of the preceding day’s asset 
value—in fact, in some cases the asset value carries over as the basis of the 
offering price until ten o’clock on the morning of the second succeeding day— 
offers a “free ride” to new subscribers at the expense of existing stockholders. 

The dilution on this account in a trust which is selling actively could easily 
amount to several hundred thousand dollars per year. 

Hxperience shows that the bulk of subscriptions are received on days when 
the market has risen, the subscription prices being based upon the lower asset 
value of the preceding day. This lag is tantamount to a continuing 1-day option. 
To the same extent that the incoming subscriber secures a benefit, it is a detri- 
ment to the existing investors. 


The dilution occurring in the net asset value of outstanding shares 
arose from the fact that in a period of rising prices new shares were 
purchased at less than current asset value under the two-price system. 
Thus, if the offering price amounted to $10 per share on the basis 
of the previous day’s close, and if the market value of the underlying 
fund rose during the day so that after the close the asset value equaled 
$12 per share, shares could be purchased on the basis of $10 up to the 
opening of the markets on the following morning. Thus, every share 
purchased at $10 was bought below the actual current asset value 
at the time of purchase. The purchaser paid less for his interest 
than such interest was actually worth at the time of purchase, and 
the fund received less than the current asset value of the shares which 
it sold. 

This diminution of asset value which always resulted from riskless 
trading,*** arose basically from the lag in the effective price. The 
lag could only be eliminated through constantly changing the effec- 
tive price in accordance with the continuously fluctuating asset value 
or by eliminating the sale of shares at a previous price during the 
periods when the securities markets were open. Although at least 
one attempt has been made to surmount the mechanical difficulties 


343 Registration Statement, Dividend Shares, Inc., File No. 2—3588 (Prospectus, July 23, 
1988). 

34 Op. cit. supra, note 338. 

35 See supra, pp. 860 et seq. 
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involved in constantly changing the price,?*° more attempts have 
been made to limit sales at an old price when a new one was already 
known.**7 


e. Attempts by Open-End Investment Companies to Eliminate 
Abuses Under the Two-Price System 


Since December 31, 1935, a number of open-end investment compa- 
nies and investment trusts have revised or clarified their distribution 
policies so as to make the prospective purchaser aware of the oper- 
ation of the two-price system, of the possibilities for indirect profits 
by insiders, and have even attempted to limit trading practices detri- 
mental to stockholders and investors. A few investment companies 
have attempted to eliminate the two-price system entirely.*#® 


() LIMITATIONS VOLUNTARILY IMPOSED ON THE TWO-PRICE 
SYSTEM . 


Pricr to December 31, 1935, the prospectuses of open-end invest- 
ment companies contained no description of the two-price system and 
its operation. Ordinarily the investor or the stockholder had no way 
of knowing that he could have a choice of two prices unless the dealer 
apprised him of the fact. The investor apparently was not aware 
that the dealer and distributor could make indirect profits from price 

calculation adjustments, breakage, matching orders, and riskless trad- 
ing. He was not told that the two- price system resulted in a dimi- 
nution of the asset value of outstanding shares. 

For example, the prespectus of Dividend Shar es, Inc., dated August 
14, 1935, did not disclose the existence of the twe-price system, but 
merely stated : 4° 


The Company’s shares are offered for sale at a price equivalent to their 
approximate liquidating value * * * determined as of the close of business 
on the last business day on which the New York Stock Exchange was open next 
preceding the date on which a subscription is accepted, plus a premium of 914% 
of such liquidating value. In the event of odd fractions, the offering price is 
adjusted to the nearest cent. 


When this statement is compared with the description of the two- 
price system as given in the prospectus of the same company of July 
DB. Oa Tit becomes obvious that information vital to a prospective 
purchaser was previously omitted. 

Although the earlier prospectus for Dividend Shares, Inc., said 
nothing concerning trading practices by the distributor, Calvin Bul- 
lock, the prospectus of J uly 23, 1938, stated that it had been the prac- 
tice of Calvin Bullock to match purchases and sales.*°! This policy 

yas revised so that the distributor was unable to match purchases and 
sales or assume an inventory position on repurchase of shares, al- 


54 Institutional Securities, Limited. 

347 See infra. 

348 Impetus was apparently given this movement by the stop-order proceedings instituted 
by the Commission against T. I. S’ Management Corporation. (See supra, pp. 847 et seq.) 

#49 Op. cit. supra, note 3, Pt. I (Ex. 9-3). 

8 Registration Statement, Dividend Shares, Inc., File No. 2—8588. 

351 Tbid. 
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though the selling agreement between the distributor and the invest. 
ment company has never been so amended.* The policy of Calvin 
Bullock has been further defined as follows: ** 


However, it is and will be the practice of Calvin Bullock to buy shares from 
the Company under the distributing agreement referred to below (at the then 
current offering price, less the aforesaid premium) only in an amount equal to 
the number of shares called for by Calvin Bullock’s customers’ orders at the 
same offering price. 


Thus, Calvin Bullock could not assume a long position by taking 
down shares from the company because it was limited to filling orders 
on hand, and it could not assume a short position on the basis of cur- 
rent orders, because shares had to be purchased from the company 
at the same offering price as that at which its orders were received. 
However, it was stated that because of the bid maintained by Calvin 
Bullock in the market, the distributor could receive profits or suffer 
losses from the liquidation of shares with the investment company by 
reason of the lag in the determination of the repurchase price and 
also because of unavoidable delays in the delivery of the shares.?** 

Although the possibilities for distributor trading operations have 
been limited by revisions of Calvin Bullock’s policy, 1 no formal at- 
tempt has been made by that distributor to eliminate dealer practices 
detrimental to stockholders and investors.3* 

Recently the contract of Massachusetts Investors Trust, with Mass- 
achusetts Distributors, Inc., was amended to permit the ‘taking of a 
jong position by the distributor through the repurchase of shares 
from dealers or retiring stockholders only as agent for the investment 
company.*°° Furthermore, the distributor was limited in the taking 
of a long or short position against the trust.°°" 


It is and will be the general distributor’s practice to purchase from the 
Trust no more shares than are needed to meet purchase orders on hand; and, 
in filling such orders, not to avail itself (or knowingly to permit dealers to 
avail themselves) of the opportunity to withhold placing orders from one day 
to the next to profit the general distributor or dealers by a change in the net 
asset value from that used in determining the price in their respective purchase 
orders. 


35? Ibid. 

353 Thid. 

854 Tbid. In this connection, it should be emphasized that Calvin Bullock was the 
sponsor and manager of Dividend Shares, Inc., as well as distributor. 

%5 [bid. “Calvin Bullock has no agreements with dealers requiring them to purchase 
shares only against their customers’ orders, or prohibiting dealers from purchasing shares 
for inventory purposes or from selling short. Neither the Company nor Calvin Bullock 
knows the extent to which the latter practices are engaged in by dealers or the amounts 
of profits, if any, made or to be made by dealers as a result of such practices.” 

356 An amendment dated August 18, 19388, to the agreement dated April 27, 1936, be- 
tween Massachusetts Investors Trust and Massachusetts Distributors, Ine., provides in 
part as follows (Registration Statement, Massachusetts Investors Trust, File No. 2—3512) : 


The general distributor agrees that all repurchases of the Trust shares made by 
it after this agreement becomes effective, shall be made only as agent for the account 
of the Trust and pursuant to the terms and conditions herein set forth. 

*7 Registration Statement, Massachusetts Investors Trust, File No. 2—-8512. The pros- 


pectus stated further (ibid.) : 


The general distributor and dealers may and do, if so instructed by their customers, 
withhold orders for the customer’s account pendng a price change. 
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When the distributor was in a position to match purchases and 
sales it had a twofold effect. First, the distributor could engage 
in trading operations in addition to and perhaps in conflict with its 
normal funetions. Second, such trading operations on the part of 
the distributor, whether it was profitable or not, tended. to “window- 
dress” the financial statements of the trust by decreasing the volume 
of redemptions reported. Inasmuch as statements for the distributor 
corporation were not submitted to shareholders or contained in the 
prospectus of the trust, neither the stockholder nor the prospective 
investor had any information as to this added turnover of shares.*%* 
Such a situation existed in the case of The Broad Street Invest- 
ing Company, Inc., where the distributor, Broad Street Sales 
Corporation, was empowered to trade freely in the shares of the 
investment company.*® Although the policy of the distributor was 
so defined that it precluded the possibilities of taking long or short 
positions against the investment company, there were no limitations 
preventing the distributor from assuming a long position in stock 
repurchased from sources other than the investment company.°° 

The Parker Corporation, principal distributor for Incorporated 
Investors, on the other hand, could assume no trading positions in the 
trust shares, because it acted solely as agent for the company in the 
sale and repurchase of such shares.°°t The investment company, 
itself, maintained a bid price at which it would repurchase its 
shares.* Any profit or loss from such liquidations accrued to the 
investment company rather than to the distributor. 

In order to avoid trading operations on the part of distributors 
and dealers, National Investors Corporation placed emphasis on the 
“bona fide” order : 3° 


All subscription orders placed by the Distributor must represent bona fide 
orders effective on the day received from the dealer. Under the selling agree- 
ment between the Distributor and the dealer, the dealer’s order also must repre- 
sent a bona fide order from his customer. Neither the Distributor nor the 
dealer is permitted to buy stock for his own account. 


H. Dudley Swim, vice president of National Investors Corporation, 
commented as follows with respect to the foregoing provision: ** 


This eliminates speculation in the company’s stock by those who receive con- 
cessions from the offering price as sales compensation. As a matter of general 
practice it would also be a factor in closing the door against possible ‘‘bucket- 
ing’ of orders. 


All of the foregoing measures are by no means automatic and are 
effective only if enforced. The management of the principal distrib- 
utor is often identical with the management of the fund while the 


%58 Ibid. For the significance of share turnover, see supra, p. 856. 

309 Registration Statement, The Broad Street Investing Company, Inc., File No. 2-1906. 

360 Tbid. Prior to December 31, 1935, it was the practice of the distributor to act as 
agent. Current practice is not defined in its prospectus. (Reply to the Commission’s ques- 
tionnaire for The Broad Street Investing Company, Inc., Pt. IX.) 

361 Registration Statement, Incorporated Investors, File Nos. 2-8774 and 2-38775. 

3862 Thid. 


363 Op. cit. supra, note 338. 
864 Thid. 
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dealer, who enjoys the first opportunity to take advantage of the two- 
price system, is often too remote to be effectively policed.** 


(2) ATTEMPTS TO ELIMINATE THE TWO-PRICE SYSTEM 


All of the examples discussed in the preceding subsection illustrate 
ways in which certain open-end investment companies attempted to 
limit those trading practices of distributors and dealers which flour- 
ished under the two-price system. Yet, if both the sales and redemp- 
tion prices were based on the closing asset value on the day of the 
receipt of the order many abusive trading practices of distributors 
and dealers which existed or were possible under the two-price system 
could be eliminated. In addition, if sales and repurchases were made 
upon such a basis between sessions of the securities markets, no 
diminution in asset value could result as the investment company 
would always receive the current rather than the preceding day’s 
asset value. The objection commonly invoked against this method 
of pricing and selling shares is that since the price of the shares 
could not be determined until the close of the market, dealers could 
not sell such shares during the day without a firm or specific price. 
H. Dudley Swim, discussing this argument, stated: °° 


There would of course be- some opposition to such a pricing policy from 
dealers on the ground that they would not have a definite offering price. This 
does not weigh heavily with me because there would be a definite offering price 
available from shortly after 3 P. M. until 10 A. M. on the following day, and 
at the present time most orders are received after the close when the buyer 
has an opportunity to estimate the day’s closing asset value for comparison 
with the offering price based on the preceding day’s asset value. Moreover, 
investment trust shares are intended only for the long-term investor, who 
should not be greatly concerned over any given day’s price. 


Two open-end investment funds, Axe-Houghton Fund A, Inc., 
and Axe-Houghton Fund B, Inc., both under the same sponsorship 
and management, did inaugurate such a pricing policy.°*’ 

Axe-Houghton Fund A, Inc., incorporated August 5, 1938, under 
the laws of Delaware as a general management investment company 
with open-end provisions,°** was sponsored by E. W. Axe & Co., Inc., 
an investment counsel firm. E. W. Axe & Co., Inc., also had a man- 
agement contract with the investment company. The fund was de- 
signed for those individuals who were desirous of availing themselves 
of the investment counsel service of that firm but who had less than 
$100,000 for investment in a diversified portfolio. Shareholders were 
entitled to redeem their stock at liquidating value, ordinarily deter- 
mined as of the next close of the New York Stock Exchange follow- 
ing the day on which the stock was received for redemption. 

Selling contracts were made between the investment company and 
two dealers, Counselled Funds Distributors, Inc., and T. P. Burke 


363 See also supra, p. 826. 

366 Op. cit. supra, note 338. 

367 Axe-Houghton Fund B, Inc., which was identical with “Fund A” except for its invest- 
ment policy, will not be discussed separately. (Registration Statement, Axe-Houghton 
Fund B, Inc., File No. 2—3777.) 

368 The following material was derived from the Registration Statement of Axe-Houghton 
Fund A, Ine., File No. 2—3776. 
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end Company, Incorporated. Similar contracts were to be made with 
other dealers upon selection. Under these contracts dealers were to 
order shares subject to the acceptance of each order by the company 
upon its receipt. Subsequent to the 30-day initial offering period, 
orders were to be filled to the dealer “*°* * at the next asset 

value as of the close of business on the day the order is received (or 
a the close of business on the previous day when the order is received 
before 10 a. m.), except that, when a dealer orders delivery of any 
certificate for shares whose basic cost to him was less than $500, an 
additional charge of 40 cents will be made.” *°° 

Two factors made this method of distribution essentially different 
from the customary policies of open-end investment companies. First, 
this open-end investment company did not plan to employ a pri incipal 
distributor. Instead, selling contracts were entered into directly with 
two dealers and the number of dealers under contract was to be in- 
creased in the future. Second, the liquidating or asset value at which 
dealers purchased shares from the investment company was not based 
on the asset value of the preceding day, but on the asset value deter- 
mined at the close on the day the order was received. 

With respect to the first factor, direct selling contracts with dealers 
eliminated any chance of distr ibutor tr: ading operations which might 
be detrimental to stockholders or investors, “while the direct relation- 
ship probably made dealer supervision easier, How ever’, it must be 
noted that the elimination of the distributor also did away with the 
protection against distribution losses which was ordinarily assumed 
by the distributor. In the purchase of shares from the company, the 
dealer, subsequent to the initial 80-day selling period, could resell 
such shares only “* * * at the net asset vé alue taken as of the close 
of business on the day of resale (except that if the resale is before 
10 a. m. it is taken as of the close of business the previous day) plus 
in either case the applicable selling premium stated below * * *,” 37° 

The selling contracts did not “permit dealers to make resales of 
shares to persons other than bona fide investors without the consent 
of the investor company nor at any prices other than the established 
sales premiums.*"* However, officers and directors could buy shares 
for cash without any premium, and hence were able to take a trading 
position in a fund they were managing. 

The provisions described above plus the fact that dealers did not 
have a choice of two prices tended to eliminate dealer trading opera- 
tions in the shares of the investment company.’ Further, inasmuch 
as shares were sold only between the closing and opening of the New 
York Stock Exchange, such shares were e sold at actual current asset 

value, thereby avoiding any diminution in the asset value of shares 
outstanding. 


869 Td. (Prospectus, September 1988.) 

8% Ibid. This selling premium was computed upon a sliding seale ranging from 5% on 
the first $5,000 to 144% on sales representing a net asset value in excess of $75,000. 

81 At the discretion of the investment company, securities, suitable for investment, 
would be accepted at current value in payment for shares. In addition, the premium was 
cut 50% if shareholders of Fund B wished to switch to Fund A, or vice versa. 

8 Although there were no restrictions against the matching of purchases and sales by 
dealers, there was no extra profit incentive for such an operation because the dealer 
received the full load in any case. 
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Corporate Investors, Ltd., incorporated July 30, 1931, under the 
laws of the Dominion of Canada as an investment company of the 
general management type, devised a method of postponing the oper- 
ation of the two-price system.’ On March 14, 1938, the original 
authorized capitalization of 1,000,000 common shares without nom- 
inal or par value was converted into 999,000 Class A shares and 1,000 
Class B shares, both with a par value of $5 each, by Supplementary 
Letters Patent so as to provide a method of redemption of shares 
for shareholders.’74 The investment company was sponsored and 
managed by a group of Ontario financial and business executives. 
Shares were to be sold by City and Dominion Company, Ltd., the 
sole agent and general distributor for the investment company, upon 
an agency and a commission basis.°7* The method of distribution 
employed by Corporate Investors, Ltd., was through a principal 
distributor who acted as agent and dealer. 

In determining the price of its shares, the investment company 
attempted to eliminate the inequalities of the two-price system 
through the use of a stabilization load. This was described as 
follows : °“° 


The officers of the Company are authorized to adjust the offering price of 
shares from time to time to an amount equivalent to the liquidating value of 
shares plus an amount not exceeding 9% of the offering price, provided that 
no shares will be offered below the par value of $5 per share. The contract 
with the Company’s Sales Agent provides for maximum commission of 7% on 
sale of the Company’s shares and the 9% spread thus provides a margin or 
leeway over liquidating value plus Agents’ commission. 


The stabilization load of 2% (the difference between the 9% spread 
and the 7% selling commission), charged by Corporate Investors, 
Ltd., was designed to maintain a single effective price over a longer 
period than would otherwise be possible and to prevent any dilution 
in the shareholders’ equity. Due to the operation of this stabiliza- 
tion load or excess charge, the investment company ordinarily 
received asset value or more for every share sold. In the usual two- 
price system where a dealer could trade against the fund, the invest- 
ment company would ordinarily receive asset value or less. Thus, 
from the point of view of the stockholders of Corporate Investors, 
Ltd., the asset value of the outstanding shares could suffer no dilution. 

If an investor purchased a share as soon as a new offering price 
had been determined, he gave the investment company 2% more than 
the liquidating value of his share. If the liquidating value increased, 
the next investor gave the investment company the same amount of 
money, but a larger amount represented the liquidating value and a 
proportionately smaller amount represented the stabilization load. 


373 The following information was derived from the Registration Statement for Cor- 
porate Investors, Litd., File No. 2-1646. 

874 Under the Dominion Companies Act, redemption of shares is permissible only in the 
ease of shares of stated par value. Further, the Act requires that there shall be two 
case of shares of stated par value. Further, the Act requires that there shall be two 
classes of shares, only one of which will have the redemption privilege. (Ibid., Prospectus, 
July 20, 19388.) 

35 The loading charge was not to exceed 7% of the offering price. 

376 Op. cit. supra, note 373. 
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In a rising market this proportion of liquidating value to excess kept 
changing ‘until the increase in liquidating value had absorbed the 
entire excess, at which point a new offering price would be estab- 
lished. In other words, the total spread between actual liquidating 
value and the offering price (exclusive of the selling commission) 
decreased by the amount that the Hquidating value increased, to a 
maximum of 2%. 

Tt is not clearly revealed in the prospectus as to when the price is 
changed upon the declining market. If the offering price is main- 

tained during a 2% decline in asset value the investor will bear this 
2% decline in addition to the original 2% stabilization load, or a 
total load of almost 11%. 

The effect of this system of pricing was to avoid dilution by charg- 
ine the investor, in most all cases, a premium over and above the 
asset value and selling costs.*"* Although Corporate Investors, Ltd., 
utilized the two-price system to the extent that valuation of shares 
was based on the portfolio values of the preceding day, there was no 
overlapping of prices, as the new value became effective immediately 
upon determination and trading against the fund could-be indulged 
in only to the extent that a change could be anticipated. Further- 
more, both the distributor and dealers acted as agents in the sale 
of shares for the investment company. 

Finally, Institutional Securities, Ltd., incorporated under the laws 
of Delaware on March 18, 1936, as a restricted management invest- 
ment company with open- -end provisions, tried to keep pace with 
market fluctuations.*7* The authorized capitalization consisted of 
50,000,000 shares of the par value of one cent per share. As of 
September 1, 1938, 5,000,000 shares were classified as Bank Group 
Shares (also known as “Class I Shares”) and 5,000,000 shares were 

classified as Insurance Group Shares (also known as “Class II 
Shares”). The assets underlying each Group were required to be 
invested only in those bank or insurance stocks listed as eligible and 
were segregated so that each Group represented a separate “fund, 

The investment company was sponsored by Emlen §. Hare and his 
associates, was managed by Hare’s Research & Management, Ltd., 
and its securities were distributed through Hare’s, Titd., exclusive 
wholesale representative and principal distributors.” 

Shares were to be repurchased by the investment company at 
“liquidating asset value” determined as of the close of business on 
the next day after shares were surrendered for redemption less a 
charge of one cent per share. Any holder of 5,000 Insurance Group 
or Bank Group Shares (or multiples thereof) could receive upon 


377 Of course dilution would occur where the market fluctuated more than the excess an@ 
the price was not immediately redetermined. The Company stated it would suspend sale 
of shares under such conditions. 

878 Registration Statement for Institutional Securities, Ltd., File No. 2—2115. 

879 The retail offering price to the public included a commission or load of 8.1% based 
on liquidating value, equivalent to 744% of the offering price. Discounts from this com- 
mission were originally allowed on single orders of substantial size, from 1%4% of the 
aggregate retail offering price on orders from $10,000 to $22,499, to 5% on all orders of 
$250,000 and over. Further, special discounts were allowed on special retail sales involv- 
ing the reinvesting of proceeds of sale or redemption of other investment shares. 
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redemption a proportionate amount of the underlying securities 
upon payment of the transfer charges, etc., appertaining thereto. 
Institutional Securities, Ltd. attempted to overcome the inequal- 
ities and trading opportunities presented by the two-price system 
through a constant adjustment of the offering price. In contrast 
with the system of Corporate Investors, Ltd. previously described, 
which attempted to maintain a fairly constant offering price, Insti- 
tutional Securities, Ltd. described its method as follows: **° 


In order to protect shareholders against dilution of their assets which may 
occur when the price of Shares is permitted to remain unchanged after a 
higher price is indicated by the market prices of the underlying stocks, the 
Corporation follows the practice of constantly computing throughout the day 
the market value of its portfolio stocks and a price change is made effective at 
any time during the day that one is indicated. There is only one offering price 
for the shares at any time, in that the offering price is promptly changed 
whenever variations in the prices of the portfolio stocks result in putting the 
offering price above the next higher even cent or below the lower even cent. 
Prices are constantly obtained by the Corporation from the trading depart- 
ment of Hare’s, Ltd., which obtains its figures through constant contact with 
dealers and their quoted prices * * *. As there is only one price and 
that is based on actual “asked prices” of portfolio stocks, neither Hare’s, Ltd., 
or any dealer or investor has any means of profiting at the expense of the 
Corporation or its stockholders through holding back orders or similar devices. 
Nor have we found any dilution through current investments being made at 
higher prices than the figures on which the pricing is based. 


Because only one price was effective at any one time and there was 
no foreknowledge of the next price, trading practices tended to be 
eliminated. With respect to dilution, theoretically a very small dilu- 
tion might occur where shares were purchased while the investment 
company was computing a higher price because of a market rise. 
However, the fact that the underlying portfolios of this investment 
company were limited to bank and insurance stocks, tended, in the 
first place, to reduce any rapid price fluctuations. This had the effect 
of making it easier for the investment company to follow the market 
fluctuations of its underlying securities and to keep the price of its 
own shares in line. 

It is not intended to imply that all sponsors or persons connected 
with the operation or sale of the securities of open-end investment 
companies took advantage of the mechanical defects of that vehicle 
to engage in the abusive practices herein enumerated. However, the 
existence of opportunities to profit in the distribution of the securi- 
ties of open-end investment companies at the expense of investors is 
particularly significant in the light of the emphasis upon distribution 
inherent. in such companies, the position of influence or control 
usually occupied by the principal distributor and the large number 
of independent dealers upon whose good will and industry such 


distribution depends. 


880 Op, cit. supra, note 3878 (Prospectus, September 1, 1988). 
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Il. PROBLEMS IN CONNECTION WITH THE DISTRIBU- 
TION OF THE SHARES OF CLOSED-END MANAGEMENT 
INVESTMENT TRUSTS AND INVESTMENT COMPANIES 


A. Methods of Distribution 


The period from 1926 to the end of 1929 was the era of principal or- 
ganization and expansion of closed-end management investment trusts 
and investment companies—investment trusts and companies which 
offered no continuing plan for the sale or redemption of their own 
shares: The 1929 market collapse virtually ended the public offer- 
ings of securities of closed-end management investment trusts and 
investment companies because these shares began to sell in the market 
at prices below asset values rather than at prices above asset values, 
at which many investment company issues had previously been 
selling.” 

These closed-end investment company securities were distributed in 
any one or more of the following ways: (1) through public offer- 
ings, (2) through private offerings including sales to sponsors, 
(3) through offerings to own stockholders usually by means of war- 
rants or right to purchase additional securities, (4) through inter- 
company sales and exchanges including offers of exchange of shares 
for shares of other investment companies, (5) through the exercise 
of options, and (6) through gifts, bonuses, and stock dividends.’ 


1. PUBLIC OFFERINGS 


By far the most common method of distribution employed by closed- 
end management investment companies was the public offering—sales 
to the public generally through the means of underwriting syndicates 
and retail distributors. This type of distribution. accounted for 
$2,249.000,000, or 55% of the total value of stocks and bonds sold by 
all closed-end investment trusts and investment companies during the 
1927-1935 period.t In fact, practically every investment company 
referred to hereafter in this section at some time had a public dis- 
tribution of its securities. . 

The public offering as the primary method of distribution for 
closed-end management investment trust and investment company 
securities has already been surveyed in detail with respect to its 
mechanical operations.° The ways in which that method was em- 
ployed by the sponsors of such enterprises for their own advantage 
will be considered in this section of the report. 


1See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, Table 60. This absence of a 
continuing sale or redemption plan is herein referred to as “closed-end,” as contrasted 
with the so-called “open-end” investment trusts and investment companies previously 
discussed. 

2 See Ch. I of this part of the report, pp. 17-31. 

3A statistical survey of the principal methods of distribution employed by closed-end 
management investment trusts and investment companies is contained in Pt. Two (House 
Doc. No. 70, 76th Cong.), Ch. III, pp. 1938-201. 

4If intercompany transactions are excluded from this figure, public offerings accounted 
for 78% of the resulting total. (See Pt. Two [House Doc. No. 70, 76th Cong.], ch. III, 
pp. 196-201, and Table 62.) 

5 See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 196-201. 
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Underwriters were employed in the offering of issues representing 
97% of the total gross proceeds of all such public offerings. This 
general ratio prevailed in every year for the 1927-1935 period and 
also for every type of security.° 

The close relationship between investment bankers on the one hand, 
and investment trusts and investment companies on the other, was a 
basic factor in the formation and the exploitation of such enter- 
prises.’ Because of this identity of interests, insiders were in a posi- 
tion to determine among themselves the underwriting arrangements 
covering the issuance, sale, and repurchase of the invesment secu- 
rities, and thereby to regulate the costs of distribution to the public 
as well as the potential profits to themselves. In some instances 
sponsors apparently organized investment trusts and investment com- 
panies as well as series of such trusts and companies because of their 
salability.® 


2. PRIVATE OFFERINGS AND SALES TO SPONSORS 


Another method of marketing the stock issues of closed-end man- 
agement investment trusts and investment companies was through 
private offerings, including sales to “selected” persons. Shares val- 
ued at approximately $176,000,000, including intercompany transac- 
tions, were distributed by this method during the 1927-1935 period, 
while $167,000,000 of securities were sold to sponsoring investment 
bankers, banks, and others (exclusive of investment trusts or invest- 
ment companies) directly without public offering. These two forms 
of placing (private offerings and sales to sponsors) accounted for 
8% of the total security sales of closed-end investment trusts and 
investment companies.® While some of the securities sold to sponsors 
were retained by them for purposes of control, undoubtedly a sub- 
stantial portion was resold to the public.?° 

Almost 25%, or over $40,000,000, of the total shares sold by private 
offerings was paid for not with cash but with securities which went 
into the portfolios of the issuing trusts or companies. This com- 
pares with 3.5%, or approximately $78,000,000, of the securities of 
investment trusts and investment companies paid for in this manner 
through public offerings..t When private offerings were made to 
sponsors or other insiders, particularly when payment was made not 


§Id., p. 201, and Table 65. 

“See infra, pp. 879 et seq. 

§ Ibid. 

®See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 207-9. 

*©Thus, the large controlling interest of Dillon, Read & Co. in United States & Foreign 
Securities Corporation was somewhat reduced by subsequent sales. (See infra, pp. 943 et 
seq.) 

USee Pt. Two (House No. 70, 76th Cong.), Ch. III, pp. 207-9. Blue Ridge 
Corporation, formed in August 1929, purchased $70,000,000 of the security holdings of 
its sponsors, Central States Hlectric Corporation and The Goldman Sachs Trading Cor- 
poration, which was made possible largely by the sale of its common stock to a subsidiary 
of those sponsors. The public offerings by Blue Ridge Corporation jncluded an offer to 
investors to exchange common shares of any of 21 stated industrial and other corpora- 
tions for units of the preference and common stock of Blue Ridge Corporation. This 
cffer provided the investment company with only $1,133,00 of additional capital. (Reply 
to the Commission’s questionnaire for Blue Ridge Corporation, Pt. I, and Public Exami- 
nation, Central States Electric Corporation, at 13609-20 and Commission’s Exhibits Nos. 
1288 and 1289.) 
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in cash but in securities, the same parties were, in effect, dealing with 
themselves because of their control of the investment companies 
involved.?? 

3. OFFERINGS TO STOCKHOLDERS 


In addition to the foregoing methods of public and private offer- 
ings, $252,000,000 of securities were sold by closed-end investment 
companies through offerings to their own stockholders, although the 
charter provision of most investment companies expressly deprived 
their stockholders of preemptive rights—the right to subscribe to 
their proportionate part of additional issues of securities.** This 
amount represents the sale of additional issues by established com- 
panies to their own stockholders rather than original offerings to the 
public generally.** The small amount of securities sold in this man- 
ner was probably due in some measure to the fact that few closed- 
end management investment trusts and investment companies had 
been established long enough prior to the 1929 market crash to 
attempt any expansion in this manner. 

Approximately 63% of the securities sold by closed-end investment 
companies to their own stockholders during 1928 and 1929 were under- 
written by investment bankers, who were usually the sponsors or 
managers of the investment companies.’® 


4, INTERCOMPANY SALES AND EXCHANGES 


The securities of closed-end management investment trusts and 
investment companies issued in connection with intercompany trans- 
actions during the period 1927-1935 amounted to approximately 
$1,200,000,000, but this figure does not represent the acquisition of new 
money or capital but a reallocation of existing funds among the 
companies in the industry.*® 

Cash sales of investment company securities to other investment 
companies and exchanges of such securities for the securities of affi- 
liated investment companies, most of which occurred during the pe- 
riod prior to 1929, alone accounted for $347,000,000 or 8.5% of total 
sales by closed-end management investment companies proper and 
management investment-holding companies.7 Such financing was 
especially popular in some of the investment company systems which 
developed a definite technique whereby reciprocal sales and ex- 
changes were made between affiliated companies at advancing prices. 
Little or no money actually changed hands until the shares were 
finally sold to the public at inflated prices. 

Investment company securities issued in exchange for shares of 
other investment companies in connection with mergers and consoli- 


#2 See infra, p. 936, for discussion of sales to preferred lists and selected persons. 

% See Pt. Two, Ch. III, pp. 206-7, and Ch. V of this part of the report, Sec. VI, C, 4. 
An analysis of the charters of 161 management investment companies filing questionnaire 
replies with this Commission indicates that 98 of these companies denied preemptive rights 
to their shareholders without qualification. (Derived from the replies to the Commission's 
questionnaire for the respective investment companies, Pt. I.) 

See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. IIT, pp. 206-7. 

% Tbid. i 

16 Td., pp. 209-11. 

“1d., Table 62. 
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dations aggregated $873,000,000 and weve accounted for largely by 
the securities issued by Atlas Corporation and The Equity Corpora- 
tion and their affiliates in the acquisition of investment companies. 
These two investment companies and their affiliates issued in connec- 
tion with such acquisitions $529,000,000 of securities, or 61% of the 
securities issued by all investment companies in connection with ac- 
quisition of control of other investment companies.** The amount of 
securities issued in connection with mergers and consolidations was 
particularly important after 1929. 


5. OFFERINGS THROUGH OPTIONS 


During the period of rapid growth and wide distribution of the 
securities of closed-end management investment trusts and invest- 
ment companies short-term option warrants—securities evidencing 
the right to subscribe to or otherwise acquire stock at a_ specified 
price during a fixed period of time—were rarely issued. However, 
these warrants were sometimes used as part of the distribution ar- 
rangements.? On the other hand, long-term option warrants were 
frequently employed to “sweeten” security issues and thereby facil- 
itate the distribution of these issues ”° or as special compensation to 
the sponsoring, distributing, or management groups.”* These option 
warrants had active markets and could be sold. Apparently few 
warrant holders exercised their options and consequently little addi- 
tional capital was raised by this means. The market decline after 
1929 foreclosed the profitable exercise of such options, and their con- 
tinued existence only hindered adjustments in the capital structures 
and mergers and consolidations thereafter undertaken.” Only 
$32,500,000 or less than 1% of closed-end investment company secur- 
ities (exclusive of sales through options forming part of under- 
writing mechanisms) were sold through this device.” 


6. GIFTS, BONUSES AND STOCK DIVIDENDS 


Sometimes blocks of stock of closed-end management investment 
trusts and investment companies were issued to sponsors and others 
not for cash, securities or other property, but in consideration of 
services performed in the organization, distribution and management 
of these companies. It would appear, however, that but little stock 
was distributed in that manner. i 

On the other hand, stock dividends (the issuance of additional stock 
to existing security holders as a dividend) and stock split-ups (divid- 
ing outstanding shares into a greater number of shares) were com- 
mon.2> When properly charged against earned surplus or undi- 


18 Tbid. 

19 See infra, p. 920. (International Superpower Corporation), and Pt. Two (House 
Doe. No. 70, 76th Cong.), Ch. III, Table 66. 

20 See infra, pp. 904 et seq. 

21 See infra, p. 932 (National Investors Group). 

22 Tbid. 

23 See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, Table 62, p. 198. 

2tTd., Table 66, p. 248. 

25'The distinctions between stock dividends and stock split-ups were in some instances 
obscured by the accounting practices of investment trusts and investment companies and 
the “new capital” thus obtained by the industry was largely theoretical. (See Ch. VI of 
this part of the report for a discussion of stock dividend practices.) 
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vided profits, stock dividends were in the nature of compulsory sub- 
scriptions by existing shareholders. These methods of distribution 
cannot be considered as supplying new or additional money to the 
industry. 


B. Opportunities for Underwriting and Investment Banking 
Business 


‘Phe fact that a large proportion of the closed-end investment com- 
panies was sponsored by persons or firms engaged in the investment 
banking or security business may be some indication that the forma- 
tion of these investment companies was motivated by a desire for 
underwriting business. The statistical analysis of the sponsorship of 
closed-end management investment trusts and investment companies 
was complicated by the variety of businesses conducted by the spon- 
sors as well as by the varying degrees of influence or control exer- 
cised by them. Therefore, only general classifications of the domi- 
nant management groups were made. 

As at December 31, 1929, out of a total of 162 closed-end manage- 
ment investment trusts and investment companies, 109 were spon- 
sored principally by houses of issue, bank affiliates, brokers and deal- 
ers. In other words, during the period of greatest expansion, ap- 
proximately two-thirds of these investment companies were domi- 
nated by sponsors whose principal business activities involved the 
distribution of securities. 

The investment company represented a medium for a variety of 
underwriting opportunities. For example, American European Se- 
curities Co. was a reorganized Swiss company formed to invest in 
the rapidly expanding electrical industry in the United States.*7 The 
American company was created to facilitate the raising of new cap- 
ital in the United States. Similarly, Bonbright & Co. Inc. spon- 
sored the formation of American Superpower Corporation in March 
1923 to absorb the equity issues of utility holding companies which 
at that time possessed a poor market and for which securities the nec- 
essary underwritings were often unavailable.** By March 1930 ap- 
proximately $99,000,000 in cash or property had been received for the 
issuance of its securities. One of the more common variations in 
the objective of employing investment companies to stimulate under- 
writing or investment banking business was the practice of forming 
these companies to act as co-entrepreneurs with the investment bank- 
ing sponsors in various investment banking transactions. For exam- 
ple, United States & International Securities Corporation participated 
in 18 banking, purchase, distributing and underwriting accounts, 16 
of which were managed by Dillon, Read & Co., its sponsor.” 


See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. II, pp. 56-9, and Table 25. 
Mergers and consolidations reduced this group to 122 investment companies as at Decem- 
ber 31, 1935, when 61, or exactly half, were so sponsored. With the decline in the security 
ek there was some reduction in the ratio of investment companies so sponsored. 
Ibid. 

77This reorganization was effected in 1925. For further details with respect to this 
company see Pt. One, Ch. III (House Doc. No. 707, 75th Cong.), p. 72. 

8 For further details see id., p. 74. 

*» Hearings before the Senate Committee on Banking and Currency, pursuant to S. Res. 
84, 72d Congress and §S. Res. 56 and S. Res. 97, 73d Congress, Pt. 4, Committee 
Exhibit C, 
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In the underwriting of the securities of an investment company 
sponsored by investment bankers and security dealers the sponsors 
could determine its functions, capital structure, distribution contract, 
management contract, and investment policy. Typically, the charters 
of investment companies contained few if any restrictions upon their 
activities and powers; centralized these powers in the sponsors, who 
made up the officers, directors, executive and other committees; as- 
sured to the sponsors continuity of control through a variety of de- 
vices; and permitted the dominant persons to enter into contracts 
with their investment companies involving matters in which they 
were personally interested. When examined as to the dominance of 
the sponsor in making the distribution arrangements Hugh Bullock, 
vice president of Calvin Bullock, testified in connection with its 
formation of International Superpower Corporation : *° 


Q. Isn’t the effect of all that you and Mr. Jaretzki did to completely set the 
stage for the public offering, in the way that you decided you wanted it? 

I mean, that happens in every corporation, I suppose, and it happened here? 
You set up the corporation and the corporation enters into certain agreements 
which give a monopoly or a semimonopoly over the sale of its stock for ten 
years? 

A. That is quite customary. 


As has been indicated, most closed-end investment companies en- 
tered into underwriting agreements for the public distribution of 
their securities. These agreements fixed the sizes of the offerings, 
the prices, the spreads or the rates of compensation to the distributors, 
and the obligations and lability of the underwriter—that is, the un- 
derwriter contracted to purchase the securities (made a firm com- 
mitment) or merely undertook to act as agent to sell the securities 
(made a “best effort” contract). Only 59 out of 181 investment 
companies filing copies of their original “underwriting” agreements 
with this Commission provided for firm commitments for the shares 
to be offered and 27, or almost half of this group of 59 companies, 
were firm only as to a fraction of the total offering. One conse- 
quence of the widespread use of so-called “best efforts” underwriting 
contracts was that the closed-end investment companies and _ their 

rospective shareholders had no assurances that the amount of cap- 
ital which the prospectuses anticipated would ever be raised. For 
example, Federated Capital Corporation was organized on April 7, 
1927, with an authorized capital of $10,000,000.% The underwriters 
inade a firm commitment only for $360,000 of the preferred and com- 
mon stocks at the time of original public offering and for 25,000 
additional common shares for $1,250,000 on January 18, 1929 (which 
the investment company later consented to release as to 8,000 
shares).°2 The balance of the $10,000,000 was to be raised through 
the best efforts of the underwriters. However, ultimately only 


80 Public Examination, Calvin Bullock Group, at 3999. 
81 Reply to the Commission’s questionnaire for Federated Capital Corporation, Pt. I. 
32 Tbid. For further details see infra, pp. 940 et seq. 
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$6,122,680 was raised.°? William J. Thorold, president of the invest- 
ment company, testified as follows: *4 


Q. And where there is no underwriting or no requirement that the corpora- 
tion have a minimum amount of capital before it gets started, he doesn’t know 
what sort of an investment trust he may be in. He may be in an investment 
trust of $50,000,000 or in an investment trust that has $500,000, isn’t that so? 

A. Quite true. 

* * BS bd * * * 

Q. Although you gave every assurance that you could run a half million 
dollar trust as well as somebody with a hundred million dollars, of course it 
is his money that you are seeking to have put into the venture, isn’t that so? 

A. Yes, sir. 

Q. And don’t you think that the least that he ought to be able to tell with 
gome degree of certainty, is what the size of the trust is going to be before he 
puts his money in? 

A. It might be of advantage, and I can’t differ from you very well, you are 
so right. , 


A similar contract was entered into by Samuel Ungerleider & Co. 
on May 18, 1929, for the distribution of the shares of Ungerlei7~: 
Financial Corporation.*® Although this sponsor was firmis oot .u.- 
ted for the purchase of 100,000 shares for $5,000,000 the underwriting 
contract as well as the offering circular ** anticipated the placement 
of 400,000 additional shares to net the investment company a total 
paid-in capital of $25,000,000. However, the offering did not prove 
successful and necessitated extensive trading operations by the in- 
vestment company. Ultimately only 244,400 shares were outstanding 
which netted the investment company a total of $13,205,575.76, in- 
stead of the expected $25,000,000.°7 

So too, C. D. Parker & Co., Inc., an investment banking firm of 
Boston, Massachusetts, after having successfully completed the public 
offerings totaling approximately $23,000,000 for Seaboard Utilities 
Shares Corporation and Railroad Shares Corporation, offered to the 
public on November 5, 1929, a third investment company known as 
Utilities Hydro & Rails Shares Corporation.*® The authorized capi- 
tal of this investment company was 15,000,000 shares of one class of 
stock of which it was anticipated half would be offered to the public 
at $10.50 a share and the balance would be reserved for delivery under 
option warrants.*° The proposed initial capitalization of some 
$75,000,000 would make this new investment company about three 
times the size of the previously organized two companies combined. 
However, because of the unfavorable market conditions during that 
period only $1,578,508.80 was raised through the sale of the securi- 
ties and instead of being the largest investment company of the 
group it was by far the smallest.” 


83 Public Examination, Federated Capital Corporation, Commission’s Exhibits Nos. 1472, 
1476, 1480. 

3tTd., at 14439—40. 

85 For further details see infra, pp. 987 et seq. 

86 Reply to the Commission’s questionnaire for Ungerleider Financial Corporation, Pt. I. 

87 Public Examination, Ungerleider Financial Corporation, at 14909-10. 

38 For further details see Ch. II of this part of the report, pp. 76-94. 

89 Public Examination, C. D. Parker & Co., Inc., at 21037-8. 

1d., Commission’s Exhibit No. 3244. 
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Another variant of this type of situation was Chatham Phenix 
Allied Corporation, later known as Securities Allied Corporation. 
The entire common stock issues of this investment company, which 
were offered to net $50,000,000, were underwritten by Chatham Phenix 
Corporation, the security affiliate of Chatham Phenix National Bank 
& Trust Company." By October 8, 1929, the date upon which the 
underwriter was required to take down the securities from the invest- 
ment company, the sponsor had been unable to market the entire 
public offering and consequently was without sufficient funds to make 
full payment. However, the investment company loaned the sponsor 
the sum of $18,000,000 in order to permit it to complete its commit- 
ment. In leu of commencing business with $50,000,000 in cash, the 
investment company had only $32,000,000 in cash and an obligation 
for $18,000,000 by its sponsor. Nevertheless, the management of the 
company published a circular dated December 4, 1929, reading in 
part as follows: ” 


This Corporation was in the advantageous position of having $50,000,000 in 
cash, all of which was available when the serious decline in the market began, 
and as of November 30, 1929, the Corporation was in the fortunate position of 
having $36,615,725 in cash, call, or time loans, which is over 72% of its total 
assets, and amounted to $18.30 per share of the Common Stock outstanding. 
The balance of its assets has been invested mainly in listed and readily market- 
able dividend-paying common stocks of the leading Railroad, Public Utility, and 
Industrial companies. 


This $18,000,000 obligation of the sponsor to the investment com- 
pany continued in varying amounts and was never less than $7,000,- 
000. Control of the investment company was sold to Atlas Corpora- 
tion on August 11, 1931, when the balance of $10,566,933 of this debt 
was paid off. 

Illustrative of the rapid successive formation of investment com- 
panies by their investment banking sponsors are the companies formed 
by Field, Glore & Co. of Chicago, and J. & W. Seligman & Co. of 
New York City.“ A discussion of them follows. 


The Chicago Corporation and Continental Chicago Corporation 


The Chicago Corporation was organized on February 9, 1929, as 
a general management investment company under the sponsorship of 
Field, Glore & Co., investment bankers.“ Its original net capital was 
$59,375,000, raised largely by the sale of units consisting of both 
common and preferred stocks from which the sponsors received a 
gross underwriting profit of $2,625,000. The function of the invest- 
ment company was to serve as a trading concern operating “in the 
field of finance that lies somewhere in between the commercial bank- 
ing activities and those of an investment banker.”*° Specifically it 


“1 For detailed discussion of Chatham Phenix Allied Corporation, see Ch. II of this part 
of the report, pp. 115-146. 

“Reply to the Commission’s questionnaire for Chatham Phenix Allied Corporation, 
Pt. I (Exhibit 10). 

43 See Ch. I of this part of the report, pp. 2—11. 

* Reply to the Commission’s questionnaire for The Chicago Corporation, Pt. I. 

“© Public Examination, The Chicago Corporation, at 9731. See also Pt. Two, Ch. III, 
Appendix B, pp. 749-50. 

46 Public Examination, The Chicago Corporation, at 9793. 
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was contemplated that this would involve participations in reorgani- 
zations and long-term investments in companies whose securities 
could not be offered to the public because of lack of seasoning and 
which required more permanent financing than could be obtained 
from commercial banks.” However, the investment company did not 
have much opportunity to engage in this type of business and had 
invested only a portion of its capital by September 1929. 

Nevertheless, on September 11, 1929, a second investment company, 
known as Continental Chicago Corporation, was formed along the 
lines of the first, under the joint sponsorship of the Continental Tlli- 
nois Company and Field, Glore & Co., who received an aggregate of 
$2,625,000, gross, for underwriting its shares. The purpose of this 
new investment company was identical with that of The Chicago 
Corporation.” Furthermore, the new investment company repre- 
sented an attempt by Continental Illinois Company, the recently 
organized securities affiliate of the Continental Illinois National Bank 
& Trust Company, of Chicago, to participate in a stock flotation the 
success of which was indicated by the recent distribution of the shares 
of The Chicago Corporation. 

Continental Chicago Corporation raised a net capital of $63,750,- 
000 despite the fact that at that time The Chicago Corporation had 
been unable to find sufficient investment opportunities for its own 
$59,875,000 of capital funds.** The reasons for the formation of 
Continental Chicago Corporation were summed up by Abner J. 
Stilwell, vice president of the Continental Illinois National Bank & 
Trust Company, as follows: °° 


Q. Can you tell us in your own words just what it was they wanted to do 
with that corporation, in view of the fact that one that was precisely similar 
was already in existence in Chicago? 

A. The Chicago Corporation had been formed, had been accepted by the pub- 
lic as being a successful venture, that statement being qualified by the action 
of the market in the stock, and the then executive head of the bank felt that 
this was an expanding field. 

Q. That was Mr. Reynolds? 

A. Mr. Arthur Reynolds and that the bank in some manner possibly through 
the creation of a corporation similar to The Chicago Corporation should use 
its influence in bringing about the creation of such corporation and having a 
fund of money available for such things as Chicago Corporation and similar 
corporations were intended to do. 

Q. You heard Mr. Glore’s testimony yesterday that The Chicago Corporation 
fold] had been formed as an intermediary financing device to supply financing 
assistance to those industries that would not be of interest even to 4 com- 
mercial bank on the one hand or an investment banker on the other. Was it 
also with that in mind that Mr. Reynolds desired the organization of Conti- 
nental Chicago? 

A. In his conversations with me and others, he pointed out that the great 
clientele of the bank and its diversity would probably afford the corporation, a 


47Td., at 9673 and Commission’s Exhibit No. 9673-4. 

48Td., at 9729-30. 

#1d., at 9682. 

50Td., at 9688. 

51Td., at 9683-6. See also Pt. Two, Ch. III, Appendix B, pp. 749-50. 
52 Op. cit. supra, note 46, at 9844-6. 
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corporation such aS he wanted organized, even more opportunities than could 
possibly come to The Chicago Corporation or anyone else in the Chicago field. 


The fact that there was little opportunity for the investment of the 
funds at that time apparently was only of secondary importance to 
the organizers. Mr. Stilwell testified: °° 


Q. Did anybody ever point out in your hearing that considering the purposes 
for which The Chicago Corporation was intended at the time it was formed, 
that so far there proved to be no need for it, and therefore what would be 
the need for a second one? 

A. You mean at that time? 

Q. Yes. 

A. I don’t believe there was any such discussion as that. 

Q. Did you ever discuss the formation of Continental Chicago with Mr. Glore, 
who was also a bank director? 

A. No. 

Q. It apparently would appear from the testimony yesterday that not only 
had you there existing financial facilities of the Middle West in The Chicago 
Corporation for which you had found no need, so that there would be doubly 
no need for two of them. I wonder if anybody in 1929 pointed out that fact 
in the discussions which led up to the formation of the Continental Chicago. 

A. I don’t think there was any such discussion. 


By the end of 1929 it was apparent that these two investment 
companies had collected more funds than the managers could invest 
and soon after both corporations embarked on a policy of repur- 
chasing preferred stock as a means of reducing their size.** As a 
result, as much money was expended in these repurchases as had been 
raised by the new company. Charles F. Glore, a member of Field, 
Glore & Co., and at all times associated with the two investment 
companies, testified : °° 


Q. Was it pretty much a fact during the year 1929 that you had almost 
$125,000,000 and were finding it difficult to invest it? 

A. That is right, and I think that was realized at the time the money was 
raised. I am quite sure in The Chicago Corporation we knew that we were 
not going to be very active. We didn’t expect to be as active at that time——- 

Q. Then, why would you identify yourself with the new one, which doubled 
the burden of investing, 

A. That is a difficult question to answer. The facts are that later we de- 
cided that there was no use for that amount of money, and we subsequently, 
through repurchase of preferred stock, practically diminished the size of both 
corporations, finally all three,” to the point where we are right back to where 
we started The Chicago Corporation—to ‘approximately where we started, so far 
as the assets of The Chicago Corporation are concerned. 

Q. Was there any element of wanting to get underwriting business while 
the market was absorbing new securities; whether or not, that had a conscious 
or unconscious influence on your actions? After all, Field and Glore were 
underwriters of securities. That was their business. 


53 Td., at 9848-9. 

5 1d., at 9765-6, 9886-7. 

55 1d., at 9729-30. 

56 The third company referred to is Chicago Investors’ Corporation, which was merged 
with Continental Chicago Corporation to form the new The Chicago Corporation on 
December 20, 1932. (Op. cit. supra, note 44, Pt. I.) 
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A. That was their business. 

Q. The market was receptive to almost anything during the year 1929, up to 
the time of the crash? 

A. Yes. 


As early as September 17, 1929, or almost immediately after the 
offer of the shares of Continental Chicago Corporation, newspaper 
articles appeared to the effect that a consolidation of that company 
and The Chicago Corporation was being considered.®’ Finally, 
on December 8, 1930 the two investment companies were merged 
under the name of Continental Chicago Corporation,®* the name of 
which was later changed to The Chicago Corporation. 

In summary, the organization of Continental Chicago Corporation 
apparently served no economic need °° and the repurchases and the 
merger of The Chicago Corporation with it brought about the same 
situation as if it had never been created. However, the sponsors, who 
were the underwriters, received a gross aggregate underwriting com- 
mission of $2,625,000 on the sale of Continental Chicago Corporation’s 
shares. 


Tri-Continental Corporation and Tri-Continental Allied Company, Inc. 


Tri-Continental Corporation, which was incorporated under the 
laws of Maryland on January 4, 1929 by J. & W. Seligman & Co. as 
a closed-end management investment company,°° offered 900,000 shares 
of common stock to the public and sold 100,000 common shares to 
the sponsors. The investment company received an aggregate of 
$25,000,000 for all these common shares. In addition 250,000 shares of 
6% cumulative preferred stock, each bearing an option warrant to 
purchase one share of common stock, were sold to the public for 
which the investment company received another $25,000,000." J.& W. 
Seligman & Co., who were investment bankers and members of the 
New York Stock Exchange and the sole sponsors, received a gross 
underwriting commission of $3,000,000 and option warrants to pur- 
chase 575,000 shares of common stock. 

On August 15, 1929 Tri-Continental ‘Allied Company, Inc., which 
was jointly sponsored by J. & W. Seligman & Co..and Tri-Con- 
tinental Corporation, was incorporated under the laws of Maryland 
as a closed-end management investment company.®? This second 


57Td., at 9693. The conflicting interests of two investment companies under interlock- 
ing management competing in the same field of investment for business which either 
company alone would have been able to handle (id., at 9688-91) must goon have been 
manifest. 

58 Op. cit. supra, note 44, Pt. I. 

59 Op. cit. supra, note 46, at 9690. 

6 Reply to the Commission’s questionnaire for Tri-Continental Corporation, Pt. I. 

®11d., Pt. V; see also Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, Appendix B, 
pp. 751-2. 

& Public Examination, Tri-Continental Corporation, at 18518-19. Although these se- 
curities were immediately disposed of by the sponsors, that firm operated a stabilizing 
account in the securities for 5 months following the original distribution. The stated 
purpose of this account was to secure permanent placement of the stock in the hands of 
bona fide investors. Although the quoted market price of the stock of Tri-Continental 
Corporation rose from 27 to 51 during this period, J. & W. Seligman & Co. suffered a loss 
of $1,167,000 on this operation. (Id., at 18521-5.) 

6% Summary statement filed with the Commission for Tri-Continental Corporation and 
Tri-Continental Allied Company, Inc. 
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corporation issued 1,000,000 shares of common stock, 500,000 shares 
of 6% cumulative preferred stock, each bearing an option warrant to 
purchase one-half share of common stock, and option warrants to 
purchase 500,000 additional common shares. Tri-Continental Allied 
Company, Inc., received an aggregate of $50,000,000 for all these se- 
curities.. Tri-Continental Corporation purchased 150,000 common 
shares and option warrants to purchase 500,000 additional common 
shares for $3,750,000. The remaining shares were sold by J. & W. 
Seligman & Co., who received a gross underwriting spread of 
$7,000,000. Tri-Continental Corporation paid an average price of $25 
per common share exclusive of option warrants, 50,000 common shares 
were sold to associates of J. & W. Seligman & Co. at $25 each, while 
the public purchased units consisting of one share of preferred stock 
with option warrant, and one and one-half shares of common stock, 
for $101.50 per unit.% 

On December 27, 1929 an agreement was negotiated to be effective 
January 1, 1930, consolidating Tri-Continental Corporation and Tri- 
Continental Allied Company, Inc. into a new investment company 
known as Tri-Continental Corporation with combined assets of 
$75,302,000.%° 

J. & W. Seligman & Co. had received a gross underwriting profit 
of $3,000,000, plus option warrants to purchase 575,000 common 
shares on its underwriting of Tri-Continental Corporation,®* whereas 
from the distribution of Tri-Continental Allied Company, Inc., the 
same sponsor received gross underwriting compensation of $7,000,000. 
Also, Tri-Continental Corporation assisted in the marketing of the 
shares of Tri-Continental Allied Company, Inc. by taking down 
150,000 common shares, and the option warrants for 500,000 addi- 
tional common shares received by that investment company on that 
purchase might be considered a special underwriting compensation, 
Mr. Bailie, when examined on the possible conflict of interest in deter- 
mining a fair underwriting spread, testified as follows: % 

Q. Coming back to this difference between these two underwriting spreads, as 
I understand it, J. & W. Seligman determined in both cases these spreads; is 


that right? 
A. That is correct. 


& Ibid. Option warrants attached to the preferred stock of Tri-Continental Corporation 
were not exercisable until December 31, 1929, while the unattached warrants were not 
exercisable until a year later. They were all exercisable thereafter until December 31, 1943, 
at the original issue price of $27 a share. Similarly, the option warrants attached to the 
preferred shares of Tri-Continental Allied Company, Inc., were exercisable on January 1, 
1931, while the unattached warrants were not exercisable until a year later. In this 
company the exercise price was $33 a share, an advance of $8 over the issue price, and 
they ran only until August 15, 1939. (Ibid.) 

6 Public Examination, Tri-Continental Corporation, at 18551. To effect this merger 
the intercompany holdings were canceled, thereby eliminating 150,000 shares of common 
stock of Tri-Continental Allied Company, Inc., as well as option warrants for 500,000 
additional shares. (Id., at 18542.) J. & W. Seligman & Co. surrendered option warrants 
for the purchase of 128,800 shares of the common stock of the original company and sold 
112,000 shares of the preferred stock of the Allied company back to it at $87.50 a share for 
an aggregate of $4,100,000, in order to equalize the coverage. Exchanges of old stock for new 
were then effected upon a direct percentage basis. (Ibid.) Apparently, the option warrants 
represented the greatest potential obstacle to the merger. 

66 Mr. Bailie agreed that a valuation of $2 for each option warrant would be a low 
figure. (Public Examination, Tri-Continental Corporation, at 185335.) 

8t Public Examination, Tri-Coutinental Corporation, at 18535-6. 
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Q. And the outside directors did not determine them, is that right; they were 
brought on after the spread had been determined? 

A. There were no outside directors at the time Tri-Continental and Allied were 
formed. They came on afterwards. The outside directors of old Tri-Con- 
tinental approved the formation and approved the plan. ‘Therefore, they ap- 
proved the set-up we suggested, but it was our set-up. 

Q. So that is one situation where, in the relation between a banking house 
and an investment trust, the bankers needed the integrity of a Solomon in order 
to determine what is a fair price for their underwriting spread. I am not sug- 
gesting this was unfair, but I am just endeavoring to point out the possi- 
bility. That was a 4-percent spread in the second case? 

A. Yes. 


With respect to the $7,000,000 gross underwriting profit obtained 
by J. & W. Seligman & Co., Mr. Bailie testified that because of ex- 
tensive market operations conducted by J. & W. Seligman & Co. in 
the investment company’s securities after the market crash of 
1929,°° that sponsor sustained a net loss of $851,000,*° on the entire 
transaction. 


C. Capital Structures Affected by Market Factors 


An accompaniment of the practice of creating investment trusts 
and investment companies to provide underwriting opportunities for 
their sponsors was the practice of creating capital structures so as to 
provide issues which would be readily marketable. 

One device to stimulate salability was the creation of high lever- 
uge structures and securities which had speculative appeal during 
times of rising market prices. This leverage was obtained either 
by the creation of capital structures with more than one class of se- 
curities—the junior securities possessing the leverage of the senior 
security backing—or by pyramiding such a leverage company upon 
another investment company which itself possessed a leverage struc- 
ture. ‘The operation of both types of such leverage is exemplified 
by the common stock of Central States Electric Corporation. While 
a hundred dollars invested in 1923 in the common stock of The North 
American Company, which was the stock in which substantially all 
of the assets of Central States Electric Corporation were invested, 
would have had a market value of about $1,650 by August 30, 1929: 
a hundred dollars so invested in the common stock of Central States 
Electric Corporation would have had a market value of $53,991 on 
August 30, 1929.7 


National Investors Group 


An investment company system, which periodically provided shares 
representing capital structures designed to appeal to prospective in- 
vestors under changing market conditions, was developed by Fred Y. 
Presley when he organized National Investors Corporation, which 
became the parent of a series of investment companies. National 
Investors Corporation was organized on June 16, 1927, as “a man- 


STd., at 18532. For a further discussion see infra, pp. 967 et seq. 

®1d., at 18529. 

For a discussion of leverage see Ch. I of this part of the report, pp. 12-13. 
™ Public Examination, Central States Electric Corporation, at 12514-7. 
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aging company to manage the capital of affiliated trusts to be formed” 
and to invest its own capital “in the junior securities of the affiliates 
to come.” ” 

The plan of organization was developed by Fred Y. Presley, for- 
merly associated with E. E. MacCrone & Company in the organiza- 
tion and operation of The Investment Company of America, another 
investment company. He severed this association because he “felt 
that for complete control to be in the hands of the partners of a 
single house of issue, members of the New York Stock Exchange, 
would not work out in the long run in the management of that 
company.” In April 1926 Mr. Presley went to New York with 
the thought of organizing an investment company.” At that time 
he became associated with Eugene L. Richards, formerly superin- 
tendent of banks in New York State, and through him it was hoped 
that commercial banks might be persuaded to sponsor the venture.” 
However, the banks approached by Mr. Richards were unwilling to 
participate without some substantial support.” At the end of 1926 
such substantial support was obtained from the Guardian Detroit 
Company of Detroit, Michigan, as testified by Mr. Presley: 

Q. You felt that you were unusually fortunate, perhaps, in hooking up with 
Guardian Detroit people? . 

A. Extremely so. 

Q. Did they agree with your plan on which you had been working prior to 
that, that the initial distribution should be largely through banks? 

A. Yes. 

Q. What was the purpose behind that, Mr. Presley? 

A. It seemed to be logical at that time for banks to sponsor an investment 
trust. It was logical sponsorship, and it seemed logical for banks to become 
interested in investment trusts, and it also seemed logical with the development 
of security affiliates. I think that was the era of development, or large-scale 
development, for these banks to distribute investment trust shares through their 
affiliates. It also seemed logical from the standpoint of managing an invest- 
ment trust, for banks to become associated because of their contacts with cor- 
porations, and investment situations, and their study of general business 
conditions, 


And further on: % , 

Q. That is to say, your interest in the banks was to facilitate distribution of 
the trust stock through their advice and such influence as they might have with 
the customers of their bond departments, and so on; is that so? 

A. I thought your question was why would the banks be interested, and I 
was trying to answer your question from the standpoint of the banks’ view. 

Q. Yes; and from the banks’ point of view you felt that if they were inti- 
mately associated with an investment trust they could feel safe perhaps in 
advising investors? 


7 Reply to the Commission’s questionnaire for National Investors Corporation, Pt. I, 
and Public Examination, National Investors Corporation, at 4271. 

73 Public Examination, National Investors Corporation, at 4241. 

™4Td., at 4245. 

1d., at 4247. 

7?Id., at 4251. 

™Td., at 4253-4. 

11d, at 4254-5. 
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A. They could feel safer if they were identified either through stock owner- 
ship or Board ownership; yes. 

Q. And from the point of view of the management of the trusts, the banks 
would naturally facilitate the distribution of the trust securities. 


A. Yes. 


An offering of the share of National Investors Corporation was not 
made until the middle of 1928, by which time the Shawmut Corpora- 
tion of Boston, Massachusetts, had been brought in to undertake a one- 
third participation in the underwriting, while the Guardian Detroit 
Company undertook the other two-thirds.” However, only about 
25% to 30% of the units so distributed were sold to banks, the balance 
being retained by those sponsors or sold to their other customers.® 
These sponsors were also the principal distributors of the issues of the 
other companies in the group. 

Representatives of Guardian Detroit Company and Mr. Presley 
comprised the board of directors of National Investors Corporation, 
which in turn controlled the other companies in the group until March 
1933, when a receiver was appointed for Guardian Detroit Company.” 
This control permitted the Guardian Detroit Company to negotiate 
the underwriting arrangements substantially upon its own terms. 
Guardian Detroit Company was willing, however, to let Mr. Presley 
exercise complete operating control through a series of management 
agreements.** 

Marketability and control were the two dominant factors in the 
creation of the companies comprising the National Investors group. 
The capital structures of these companies were particularly designed 
to appeal to changing public tastes. The following tabulation shows 
the capital structures at the time of original issue : ** 


Common | Preferred Option Net capital 

Name of company shares: shares warrants | contribution 
INationalelmvestorsi© OVD memes saan eae aaa ee aaa ae 2 40, 000 40, 000 2 160, 000 $4, 400, 000 
Second National Investors Corp_--------------------- 300, 000 100, 000 200, 000 10, 600, 000 
Third Nationalimyestors: Corps. 25. -- 22 seo eee eae 2205000) |Saae=s=aaa== 130, 000 10, 400, 000 
Fourth National Investors Corp--------------------- OO NOCOs aaa ae 1, 000, 000 27, 000, 000 


« Split six for one, Oct. 10, 1929. 


The use of preferred stocks in the first two companies, sold in units 
with the common stocks, was dictated largely by considerations of 
marketability,®® while it also reduced the percentage of investment 
required to effect control in the sponsors. 


M™Td., at 4264, 

80 Td. at 4268, 

81Td., at 4260. 

&@Td., at 4259-61. 

8Td., at 4392. 

& Replies to the Commission’s questionnaire for the respective investment companies, 
12, Je eral 12%p, We 

8 Op. cit. supra, note 73, at 4297-8. Also, National Investors Corporation was organ- 
ized under the laws of the State of New York while the subsequent companies were or- 
ganized under the laws of the State of Delaware, because, as testified by Mr. Presley (id., 
at 4273-4), New York laws were felt to be more conservative by banks to whom it was 
intended to sell the shares of the parent company. 
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The original offering of National Investors Corporation securities 
was made about a year after organization and consisted of allotment 
certificates composed of one share of 514% cumulative preferred 
stock, one share of common stock, and one 10-year option warrant 
for an additional one and one-half shares of common at prices rang- 
ing from $10 to $20 each. The sale of these 40,000 common shares 
and 40,000 prefered shares in units, with the added “sweetening” of 
option warrants for 60,000 additional common shares, was obviously 
for the purpose of enhancing their marketability. The remaining 
option warrants for 100,000 shares of common stock, potentially 50% 
of the voting power, comprised the underwriting compensation.® 
The exercise of option warrants increased the paid-in capital by 
$952,000 while repurchases decreased this capital by $463,000, leaving 
a net, paid-in capital of $4,889,000 as of December 31, 1935.°" 

Second National Investors Corporation was organized on Novem- 
ber 9, 1928, and its securities were offered publicly on November 15, 
1928, in units of one $5 convertible preferred share and two common 
shares for which was received the net sum of $9,600,000.8° In addi- 
tion, 100,000 shares or one-third of the common stock was purchased 
by National Investors Corporation for $1,000,000, with which it re- 
ceived all of the 15-year option warrants for 200,000 shares of com- 
mon stock at $25 a share.*®° The determining factors in arriving at 
this capital structure were related in the testimony of Mr. Presley: °° 


Q. What were the factors that determined this capital structure, Mr. Presley? 
Here again you have preferred stock, but this time it is convertible stock, and 
you have common. You have preferred in the National Investors, which was 
not convertible and in both instances you have warrants to purchase common 
stock. Do you remember what the factors were which determined the form 
which this capital structure took? 

A. Not precisely, but in general, it seemed like a set-up which would be at- 
tractive to the investing public, and also a set-up which would be attractive to 
the junior security holders, a set-up which could be sold to the public. 

Q. That is to say, market conditions at the time were what weighed most 
heavily with you? 

A. That certainly would be an important part. 


Furthermore, the possession of these option warrants served to in- 
sure the parent company and its sponsors against any threat to their 
control. 

Third National Investors Corporation was organized on February 
27, 1929, almost immediately after the formation of Second National 
Investors Corporation. Mr. Presley commented upon this timing as 
follows: 4 


Q. What were the factors which determined the capitalization of the Third 
National Investors Corporation, and the timing of its incorporation, as you 
recall? 


%Id., at 4263. 

%Td., at 4257-62; and see the reply to the Commission’s questionnaire for National 
Investors Corporation, Pt. II. 

88 Op. cit. supra, note 73, at 4273, 4277. 

8 Id. at 4277. 

9 Td., at 4276. 

91Td., at 4295-6. 

2 1d., at 4296-7. 
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A. The timing was most certainly influenced by the completion of the distri- 
bution of Second National securities, and I think that the Third National prob- 
ably followed as soon thereafter as practicable. I mean from the standpoint 
of the underwriters. 

Q. From the standpoint of whether the market would be receptive to the 
offering? 

A. I think that was unquestionably the determining factor at the time. 


Thus, the formation of a new company with a common stock set-up 
was apparently dictated largely by considerations of distribution.®? 
The 220,000 shares of common stock were sold for the net sum of 
$10,400,000, of which National Investors Corporation contributed 
$1,000,000. For this investment National Investors Corporation re- 
ceived 20,000 shares of common stock and option warrants to purchase 
130,000 additional shares at prices ranging from $60 to $70 each.% 
Warrants to purchase 28,000 shares were redistributed by National 
Investors Corporation to the selling group to stimulate sales,®* while 
the remaining 102,000 warrants sufficed to protect the control of the 
parent company. 

Because of the continued popularity of investment companies with 
only common stock, Fourth National Investors Corporation was or- 
ganized 6 months later on August 18, 1929, with 500,000 common 
shares, each carrying a 10-year option warrant to purchase one-half 
an additional share at $60 a share, for which the investment company 
received $24,000,000.°° In this instance National Investors Corpora- 
tion participated only by the purchase of option warrants for 750,000 
additional shares for which it paid $3,000,000.°° 

Although no satisfactory explanations were given as to why a new 
corporation was formed when Third National could have been 
enlarged, it is apparent from the testimony that the basic reason 
again was one of marketability. Mr. Presley, when examined, testi- 
fied as follows in this connection: 7 


Q. And what had you in mind, in forming, for example, several affiliated com- 
panies of a given size, instead of a single one which in the aggregate would be 
the same size? 

A. One of the considerations was the problem of distribution. 


And further on: % 


Q. Did you consider at the time enlarging Third rather than forming Fourth? 

A. No. 

Q. For obviously there was no preferred stock in Third. You might have 
expanded that or you might have formed a new company, and what were the 
factors that led you to form a new company? 

A. The first reason is the same reason for the timing of the Third, that is, the 
Third National stock had been completely sold by the underwriters, and the 
second reason, as to the structure, being straight common the same, was that in 
this very short period of time, between May and August, there was quite a sharp 


%Td., at 4299-4301. 

eS Tide) at 4302. 

®Td., at 4307-10 and Commission’s Exhibit No, 432. 
®6Td., at 4317-8. 

* Td., at 4296-7. 

8 Td., at 4305-6. 
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psychological change by the public toward investment trust shares, in general, 
and toward common stock set-ups in particular, and it seemed clear that the 
public, or that a much larger .trust could be sold at that time because of the 
change in the public attitude or the increase in the interest of the public toward 
investment trust shares. 

The change came very rapidly and almost over night. 

Q. Wouldn’t the public have been equally. receptive to an equal offering of 
shares of Third National? 

A. I think that they might have been equally receptive. 

Q. Was that discussed? 

A. I don’t recall whether it was discussed. 

Q. Wouldn’t that have been more desirable, to have a fewer number of com- 
panies, if you obtained the aggregate capitalization that you were seeking, 
rather than to have a large number of them comparatively small? 

A. Looking back, there is no question about it. 


Mr. Presley testified that marketability also determined the size 
of the venture: °° 


Q. What were the factors which made you determine upon this size, and 
why was it not bigger or smaller? 

A. I tried to get the underwriters to float a $50,000,000 issue at this time. 

Q. Why, because you felt that the market would absorb it, or because you 
felt that you could reduce or spread over a wider base your cost of research 
and management? 

A. Both factors, and the first factor being the most important. 


D. Selling Practices 


While the Commission did not directly explore the sales methods 
employed by the various distributors and dealers, a number of prac- 
tices relating to the distribution of closed-end investment company 
securities have been noted. 


1. EXPLOITATION OF GOOD WILL 


An investment trust or investment company which could obtain 
the backing of some established institution at once possessed. the 
elements of respectability and experience which the association 
implied. These connections were of immeasurable value in market- 
ing the shares of investment trusts and investment companies and 
often the sponsors sought to exploit these affiliations. 

The reputation which commercial banks, investment bankers, and 
brokers enjoyed in those years during which the closed-end manage- 
ment investment trusts and investment companies received their 
greatest impetus was probably utilized and exploited as an aid to 
distribution as much as any other sponsorship. Accordingly, Fred 
Y. Presley and his associates, when they decided to organize National 
Investors Corporation, sought and obtained the backing of commer- 
cial banks.1°° Mr. Presley admitted that he placed a great premium 
upon such sponsorship as a means of facilitating the sale of the 
shares of the ventures.1* 


Od at 4 Sialk 
10 See p. 888, supra. 
1021 Op. cit. supra, note 73, at 4254-5. 
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In order to identify the investment enterprise more closely with the 
sponsor it was not unusual to include the sponsor’s name in the name of 
the investment company.t°? However, this practice of closely identi- 
fying the investment trusts and investment companies with their spon- 
sors presented problems when either the investment company or the 
sponsor got into financial difficulties. This risk to a bank of an affilia- 
tion with an unsuccessful investment company was not always fully 
appreciated at the time of organization of the investment company. 
Samuel McRoberts, president of Chatham Phenix Allied Corporation, 
testified : 2° 


Q. Was there any consideration given before the name Chatham Phenix was 
used in the corporate title of the Allied Corporation? 

A. I don’t recall any. 

Q. Well, there was always a possibility that if the Allied Corporation was a 
flop, it might reflect on the bank, isn’t that so? 

A. But nobody had any idea it was going to be a flop. It was the intention 
to link them all together. 


And further on: *°* 


Q. You had the situation where the name of the bank is tied up with the invest- 
ment trust, and seeing the market decline in prices of that trust, it necessarily had 
to reflect on the confidence of the depositors in the bank, even though they were 
separate -and distinct -institutions. 

A. True. I agree with you absolutely that there should be no connection 
between a bank operating itself, in the face of all that has happened, I agree with 
you. 


Vick Financial Corporation 


Another illustration of this practice of apparent affiliation between 
sponsors and investment companies was provided by Vick Financial 
Corporation, an investment company shares of which were sold by 
Vick Chemical Company, the sponsor, to its customers. While that. 
chemical company did not anticipate underwriting profits from such 
distribution, it did expect business advantages by reason of the closer 
relationship thereby created with its customers. 

Vick Financial Corporation was organized on May 14, 1929, by the 
Vick Chemical Company, manufacturers of proprietary medicines.” 
The nucleus of the capital consisted of marketable securities owned by 
the sponsor and valued at $2,000,000, which were exchanged for 200.000 
shares of the capital stock of the new investment company.’’® ‘This 
stock was then distributed pro rata among the stockholders of Vick 
Chemical Company.?*’ Additional capital was raised by the sale of 
391,555 shares to stockholders of the chemical company, who were then 
identical with the stockholders of the Vick Financial Corporation, 
under nontransferable rights to purchase 400,000 shares, while 119,000 


1022 A few examples are Prince and Whitely Trading Corporation, The Goldman Sachs 
Trading: Corporation,. Spencer Trask Fund, Ine., The Lehman Corporation, and Unger- 
leider Financial Corporation. 

108 Public Hxamination, Chatham Phenix Allied Corporation, at 15425. 

tot Td., at 15554. 

10 Public Examination, Vick Financial Corporation, at 8507 and Commission’s Exhibit 
No. 364. 

106 Td., at 3509-10. 
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shares were subscribed by officers, directors, and employees of Vick 
Financial Corporation out of 150,000 shares reserved for that purpose. 
These subscriptions, together with the foregoing exchange, provided a 
total paid-in capital of $7,105,550.1°° 

All unsold shares of the foregoing blocks were reserved for Vick 
Chemical Company, together with an option to purchase 1,100,000 ad- 
ditional shares at $10 a share until November 15, 1929.1°° ‘These op- 
tions, expiring November 15, 1929, were the basis of an offering of 
shares of Vick Financial Corporation by Vick Chemical Company to 
the drug trade. The reasons for this offering were explained in the 
following testimony of James Rattray, vice president of Vick Finan- 
cial Corporation ; 1° 

A. The reason for it was when the Vick Chemical Company first offered its 
stock to the public, which was in 1925, a great many druggists wanted to buy 
the stock. The Vick Chemical Company gave them an opportunity to buy Some 
of that stock and they all made a great deal of money on it. Mr. Richardson 
expected the Vick Financial Corporation to be successful, and felt it would be 
doing a good turn to the drug trade, his customers, by making an offering to 
them of this particular stock. 

Q. With respect to these drug or proprietary medicine companies, that was 
not unusual, was it? Ex-Lax did the same thing, except they gave a bonus of 
stock. 

A. Yes, 


The offering was made upon the basis of cash or installments over 
a 10-month period and was oversubscribed." Accordingly, subscrip- 
tions by the drug trade for 858,855 shares were reduced by allotment 
to 446,243 shares. Employees of Vick Chemical Company were 
allotted 85,314 shares, and directors of Vick Financial Corporation 
were allotted 454,190 shares against subscriptions to be filled from 
this same source.” 

This offering, made by the sponsor of an investment company bear- 
ing a similar name, was obviously for the purpose of enhancing the 
goodwill enjoyed by that sponsor among the drug trade. If the 
venture should be a success, it would obviously reflect to the advantage 
of the sponsor, but if unsuccessful, this close affiliation might become 
an embarrassing alliance. That the dangers of this possibility were 
appreciated was admitted in the further testimony of Mr. Rat- 
tray : 113 

Q. The fact of the matter is, in a statement that he made to the stockholders 
at a special meeting of the stockholders on June 13, 1929, he was referring to 
these opportunities that were to be afforded to the drug trade to acquire stock in 
the Vick Financial Corporation on a subscription installment plan; was that: 


not so? 


A. Yes. 
Q. He said, “Your management realizes that the goodwill of the trade will 


be jeopardized if the Vick Financial Corporation is not successful, but it believes: 


108 Td., Commission’s Exhibit No. 366. 
109 Thid. 

100 Td., at 8518-19. 

W17d., at 3521. 

12 7Td., Commission’s Exhibit No. 366. 
137d, at 3520. 
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that the benefits which should accrue justify assuming this reasonable business 
risk’’? 

A. Yes. 

Q. That is, you always had this possibility, that if it is a good thing, of 
course, it would redound to the goodwill of the Vick Chemical Company? 

A. Yes. 

Q. But if something went wrong with the Vick Financial Corporation, you 
were jeopardizing the business of the Vick Chemical Company because of the—- 
shall I say—bad will you created in selling these druggists this Vick Financial 
Corporation stock? Isn’t that so? 

A. Yes. 


The severe break in the stock market in October 1929 transformed 
a possible danger of loss of goodwill by the Vick Chemical Company 
into a probability unless some means could be found to relieve the 
situation. Inasmuch as the obligations of the drug trade to pur- 
chase the stock ran only to Vick Chemical Company, a solution was 
to release all who wished to get out of their subscription contracts. 
Such an opportunity was afforded by a letter of October 30, 1929, 
from Vick Chemical Company to these subscribers, as a result of 
which subscriptions for 196,783 shares by the drug trade and 44,990 
shares by the employees of Vick Chemical Company were canceled.“ 
Uncanceled subscriptions increased the paid-in capital to $13,169,950 
upon none of which was any commission paid.1® 

By this arrangement Vick Chemical Company was placed in the 
position of favoring its customers by denying capital to Vick Finan- 
cial Corporation, which it sponsored. 


2. BOARDS OF DIRECTORS 


In some instances the policy was adopted of securing persons for 
the management group who were well known in financial or industrial 
circles and whose chief contribution was apparently the use of their 
names. 

United States & Foreign Securities Corporation, an investment 
company sponsored by the investment banking firm of Dillon, Read 
& Co., and its subsidiary, United States & International Securities 
Corporation, both possessed of boards of directors which included 
among their memberships a number of prominent businessmen for 
the alleged purpose of building up independent organizations to 
operate these investment companies.® The directors of the parent 
investment company were paid salaries of $5,000 a year while the 
directors of the subsidiary company were paid salaries of $2,000 a 
year, which were subsequently reduced to $100 a meeting.” 

The directors of United States & Foreign Securities Corporation 
included as chairman Benjamin Joy, formerly a partner of Morgan 
& Co. in Paris, Robert C. Schaffner, president of A. G. Becker and 
Co., investment bankers, Grayson M—P. Murphy, head of the invest- 


114 Td., Commission’s Exhibit No. 366. 

15Jd., at 3525. 

16 Public Examination, United States & Foreign Securities Corporation, at 11863, 
and the replies to the Commission’s questionnaire for the respective companies, Pt. I. 

47 Public Examination, United States & Foreign Securities Corporation, at 11864, 11869, 
11872. 
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ment bank and brokerage firm bearing his name, and John Sherwin, 
a prominent paint manufacturer."* The average attendance of the 
members of the board of this investment company was less than 50% 
during the 1927-1932 period when meetings were held on the aver- 
age of once a month, Mr. Sherwin attending only 6 out of 64 
meetings.""* 

Similarly, the board of directors of the United States & Interna- 
tional Securities Corporation included persons of prominence who 
apparently spent but little time upon the affairs of that company. 
Among this group was Walter P. Chrysler, prominently identified 
with the automobile industry, who attended only one of 28 meetings 
held during the two-year period that he was on the board.”° Clar- 
ence Dillon, also a director and member of Dillon, Read & Co., 
testified as to Mr. Chrysler’s activities as follows:** 


Q. I am asking what consideration led you to get Mr. Chrysler on the board? 

A. On account of Mr. Chrysler’s experience and judgment in the manufactur- 
ing field. 

Q. How often did you call on Mr. Chrysler? How often did you call him on 
the phone? * * * You don’t know how often they did that? 

A. No. 

Q. Do you realize according to your records Mr. Chrysler attended only one 
out of 28 meetings during the time he was a member of the board? 

A. I think he resigned shortly after that. 

Q. He was a director from October 9, 1928, to October 14, 1930? 

A. Yes. 


The history of this investment company further furnishes in- 
stances of this character. For example, J. H. Hillman, Jr., an indus- 
trialist of Pittsburgh, was a director of United States & Interna- 
tional Securities Corporation from December 13, 1928, to December 
13, 1932, during which time he attended but three of the 48 directors’ 
meetings held,2? and J. W. McConnell, a Canadian capitalist on the 
board of directors, attended one of 17 meetings held during his 
incumbency.128 However, Clarence Dillon testified that these inde- 
pendent directors conferred from time to time with the officials of 
the companies.’*4 

Another illustration was provided by Federated Capital Corpora- 
tion, incorporated in Delaware on April 7, 1927,” under the auspices 
of William J. Thorold, who had previously been connected with 
investment companies in England. In 1923, Mr. Thorold sponsored 
several so-called “fixed investment trusts” in America, and TFeder- 
ated Capital Corporation was intended to offer to American in- 
vestors the opportunity of investing in a management investment 
company of the British type.’”° 


18 Tq., at 11866—7. 

119Td., at 11865, 11872, 11874. 

1220Td., Commission's Exhibit No. 1165. 

217d., at 11868. 

122Td., at 11869-70. 

1d, at 11871. 

124Td., at 11868-73. 

25 Public Examination, Federated Capital Corporation, at 14443, and Commission's Ix- 
hibit No. 1471. 

1267Td., at 14428-38. 
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The members of the Board of Directors of Federated Capital 
Corporation were selected by Mr. Thorold apparently with a view 
to their sales appeal.?”7 In addition to Mr. Thorold, who became 
both a director and the president of the corporation, the board in- 
cluded The Rt. Hon. The Earl of Clanwilliam, and Sir Alexander 
Bannerman, Bart., neither of whom ever attended any of the di- 
rectors’ meetings; Charles H. Guy, a former Justice of the Supreme 
Court of the State of New York, who resigned as a director on June 
97, 1928, and was succeeded by Robert L. Luce, also a former Justice 
of the Supreme Court of the State of New York; Colonel John H. 
Price and D. McGregor Mitchell, Directors of the Royal Bank of 
Canada; and Duncan W. Fraser, vice president of the American 
Locomotive Company.’2® The presence upon the board of directors 
of titled Englishmen and of directors of the Royal Bank of Canada 
presumably aided greatly the distribution of Federated Capital Cor- 
poration stock in Canada where approximately one-third of the 
company’s stock was sold.1?° In addition to the usual directors’ fee 
of $20 per meeting, the directors in the United States and Canada, 
with the exception of Mr. Thorold, were paid $1,000 per annum 
while those in England received something less.*° This compensa- 
tion was paid by the Federal Debenture Company, Inc., and later 
by the Federated Management Corporation, two companies con- 
trolled by Mr. Thorold? and which acquired management and 
exclusive sales agency contracts with the Federated Capital Corpora- 
On 

Following the market collapse of 1929, certain of the dealers be- 
came dissatisfied with the management of the Federated Capital 
Corporation and demanded that nominees of the dealers be elected 
to the board of directors of the Federated Capital Corporation so 
that they might acquire exact information as to the affairs of the 
company. Mr. Thorold, however, refused to permit representation 
of bankers or security dealers upon the board of directors of the 
company on the ground that they might tend to sell securities of 
dubious value to the investment company.*** 

Charles Franklin Kettering, a vice president and research director 
of General Motors Corporation, purchased 40,000 shares of Yosemite 
Holding Corporation for $260,000 in April and June 1930.1** ‘This 
investment was made for Mr. Kettermg through his investment 
organization, as he testified : + 

* * * Jam not a financier. I am just a mechanic, so I have an organi- 
zation that takes care of that [financial matters] for me Gist 


However, Mr. Kettering was elected to the board of directors of 
Yosemite Holding Corporation, apparently without his knowledge 
or consent, and his name was publicized in the reports of the in- 


127Td., at 14445-7. 

128 Thid. 

29 Td., at 14447-8. 

130 Tpbid. 

131Jd., at 14425-7. 

122 Td,, Commission’s Exhibits Nos. 1472, 1474, 1475. 

133 Td., at 14548-51, 14579. 

13 Public Examination, The Equity Corporation, at 1455-8. 
157d, at 1456. 
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vestment company although he never attended any of its directors’ 
meetings. Mr. Kettering testified :**° 


Q. Let me show you, Mr. Kettering, a report of the Yosemite Holding 
Corporation to stockholders for the period ending July 1930. * * * That 
report, Mr. Kettering, is accompanied by a letter signed by Luther D. Thomas, 
dated August 25, 1980, in which it is said: 

“During this period the assets under its control have been largely increased, 
its headquarters established in New York, and Messrs. Charles F. Kettering, 
vice president of General Motors Corporation, and James G. Blaine, president 
of the Marine Midland Trust Company, have been elected members of the board 
of directors.” ; 

Were you conscious of the fact that that was contained in that letter? 

A. No, sir; I was not. 

Q. Did you ever attend any meetings of the board? 

A. No. 

Q. Of course, you can appreciate, Mr. Kettering, that that would have some 
effect on a sales campaign? 

I do. 

. And you say you don’t know how you got on the board? 

No. 

. Did you authorize the inclusion of your name in the sales campaign? 

. In fact, I did not know it was used. 

. The only thing you knew is you invested $260,000 and got out with 
$20,000? 

A, We have records of that. 

Q. Have you had any other experience with investment trusts, either as an 
investor or member of the board? 

A. No; I think that is all. There may have been some minor Cases. 

Q. Did you have ideas that an investment trust, by and large, is analogous 
to a life insurance company or some other recognized financial institution? 
What was your concept of it? 

A. My notion of it was that it was a means of buying a participation in a 
wide range of securities, which the individual investor could not do. That 
was exactly it. It is akin or about the same participation you would get 
in, say, one of these single-payment life insurance companies. 

Q. You were not conscious of the fact that these investment trusts are not 
subject to the same supervision as a life insurance company or a bank, or 
did you know that? 

A. No; I did not know that. 


The distribution of the shares of Seaboard Utilities Corporation, 
which was formed on March 20, 1929, and possessed net paid-in 
assets of $16,525,000 was facilitated by the inclusion of 28 of the 
dealers and distributors in the board of directors comprised of 45 
members.1*7 J. Lewis Henry, one of these dealer directors, testified 
that the election to the board of directors was a form of “flattery” 
which gave the dealers “a better standing with their present * * * 
and prospective clientele in the matter.” *** 


Oropror 


136 Td., at 1461-8. 

1387 For detailed discussion of this investment company, see Ch. II of this part of the 
report, pp. 76—94. 

28 Op. cit. supra, note 39, at 21048. 
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American Capital Group 


The American Capital group of investment enterprises pursued the 
consistent policy of securing men of local or national prominence to 
comprise the several management groups. 

The American Capital group consisted of four investment com- 
panies organized between March 27, 1926, and July 17, 1928. The 
principal sponsor was Jonathan B. Lovelace, at the time a member of 
the Detroit investment banking firm of E. E. MacCrone & Co. The 
growth of this group was as follows: 1° 


Investment Date of Place of Eee 
nvestment company aia: ace of operation shortly after 
organization organization 
The Investment Trust of America (changed | Mar. 27,1926 | Detroit, Mich_._._.____- $13, 182, 000 
to The Investment Company of America, 
Oct. 23, 1926). 
Pacific Investing Corporation ¢.______._______- Apr. 15,1927 | Los Angeles, Calif_______ 18, 411, 000 
American Capital Corporation______...._____-- May 19,1928 |_____ QO sete eens 15, 153, 000 
Southern Bond & Share Corporation #________- July 17,1928 | Birmingham, Ala______- 3, 120, 000 


¢ Merged April 1932, to form Pacific Southern Investors, Inc. 


The method of organizing these investment companies followed 
similar processes in each case. Mr. Lovelace brought together a group 
of well-known businessmen in each locality to participate prominently 
in the management and to furnish organization and operation ex- 
penses in return for shares or option warrants of the new enterprise. 
Senior, and sometimes junior, capital was furnished by the public 
through offerings of securities by various underwriting houses. 
These offerings were undoubtedly assisted by the publicity given to 
the identification of such businessmen with the respective investment 
enterprises, as well as to the persons comprising the staff of Invest- 
ment Research Corporation, which rendered research services to the 
American Capital group. 


THE INVESTMENT COMPANY OF AMERICA 


The first of this group was The Investment Trust of America, later 
known as The Investment Company of America. Distribution of its 
security offerings was made by E. KE. MacCrone & Co.'*° 

The advisory board of The Investment Company of America origi- 
nally consisted of 10 members, at least 8 of whom were prominent in 
Detroit banking and industrial circles.1%* Among them were Standish 
Backus, president of Burroughs Adding Machine Company; Roy D. 
Chapin, chairman of the board of directors of Hudson Motor Car 
Company; Charles S. Mott, vice president of General Motors Cor- 
poration; James S. Holden, chairman of the board of directors of 
Security Trust Company; and E. D. Stair, president of the Detroit 
Free Press. The advisory board had no power either to make invest- 


189 Replies to the Commission’s questionnaire for the respective companies, Pts. I, ITI, 
and V. 

14 Public Examination, American Capital Group, at 7011. 

1417d., at 7034-5, 
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ments, to fix general policy, or to participate in active management, 
but could only exercise a veto power by the creation of an “eligible 
list” of approved securities.*? Mr. MacCrone, of the firm of KE. E. 
MacCrone & Co., who selected the members of this board, testified as 
follows with respect to his conception of their duties: **° 


A. In Mr. Lovelace’s testimony, he indicated as being his opinion that the 
Advisory Board was formed to represent the shareholders. 

I was principally responsible for the formation of the Advisory Board, and, as 
‘a matter of fact, I might say wholly so, and under no circumstances did I expect 
or anticipate that they would protect the shareholders. They were asked to join 
for—more particularly to check our opinions as trustees, and with the hope that 
their long business judgment would equip them to do that. 

Q. You didn’t regard them as being in the place of a Board of Directors of a 
‘corporation ? 

A. Absolutely not at all, and I remember very definitely the feeling that they 
might check the trustees, put never that they would stand between the trustees 
-and the shareholders. 

I have always held, and all of my experience proves, that you should have 
direct responsibility from the beneficiaries to the managers and any action which 
they took later on, I think, was ill-advised and, I think, harmful. 


When this advisory board sought to assume a greater degree of 
authority over the affairs of the investment company during the period 
of the market decline, their suggestions appear to have been disre- 
garded. Mr. MacCrone testified in this regard: **4 


A. The specific remedy I would make would be a more direct responsibility 
probably between shareholders and the management. I would most certainly 
eliminate the advisory board. The advisory board not only did not prove to be 
helpful but it proved at every point to be detrimental. In the good old days it 
O. K.’d very largely what things we did but naturally objected in the unhappy 
days. 

3ut again, in order to understand that, you must have the background of the 
situation. Detroit was rushing toward a banking crisis. All of these men gat 
on the boards of these banks and were dominated by the theories of the general 
situation. 


There was also established an economic council with even less author- 
ity than the advisory board. The council possessed no right of veto 
and could do nothing except to supply information upon request. The 
members of this economic council, selected by Mr. Lovelace, were 
Joseph S. Davis, Professor of Economics at Stanford University and 
Director of the Food Research Institute; Edmund E. Day, Professor 
of Economics and Dean of the School of Business Administration of 
the University of Michigan; Irving Fisher, Professor of Economics 
of Yale University and chairman of the board of Kardex Institute; 
and David Friday, economist and Director of the National Bureau of 
Economic Research.** These men, whose names had considerable 
appeal at the time the shares of The Investment Company of America 


127d., at 7037-8. 
Td.) at (227, 

144 Td., at 7237-8. 
16 Td., at 7028-9. 
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were marketed, were engaged to perform duties as described by Mr. 
MacCrone: 1*6 

Q. Were they consulted on the capital structure? 

A. No, sir. 

Q. Did they have anything at all to say about the manner of its financing? 

A. No, sir. 

Q. Then their thought that it was soundly conceived was based on what, the 
plans that you had for the investment? 

A. The idea was sound, of an investment trust, and I don’t wish to again 
contribute anything as to other elements, and I assume that the very fact that 
they permitted themselves to become associated with it was evidence that they 
felt that the basic idea was sound. 

Q. Did they ever meet in Detroit as a body? 

A. No, sir; it was not assumed that they would. 

Q. What did you conceive their duties to be? 

A. They would consult on particular matters in connection with our programs, 
and it was assumed that the trustees would, through the research, prepare sug- 
gestions, based on their idea of economic trend and so forth, and that these 
would be submitted to those gentlemen, and they would express opinions about 
it from time to time, and particularly with reference to their individual fields, 
and Dr. Day, with reference to industries, and Dr. Davis with reference to 
agriculture. 

Q. This was all done by correspondence, I gather. 

A. I think that I never saw these men personally. 


While members of the economic council may have aided to a 
limited extent in advising the company, yet they clearly had no 
active part in its management or choice of portfolio securities. It 
is difficult to appraise the actual contribution of the economic coun- 
cil. David Friday, one of the members of the economic council, 
was not at all clear as to whether the management could have func- 
tioned just as well or better without it.” 

Mr. Friday indicated that his conception of his position was that 
he was to be one of four individuals who might be called upon from 
time to time for advice upon specific and special fields. He met 
with the Advisory Board perhaps 10 or 12 times, but he made no 
thorough study of the capital structure of the company.*** In these 
activities he was probably the most active member of the economic 
council.4° The advertising value of this group published in the 
circulars of the investment company was admitted by Mr. Friday 
in his testimony : 7°° 

Q. Did it ever occur to you, Dr. Friday, that one very tangible contribution 
you could have made to the trust was to have your name on the sales circular, 
with a view to promoting sales in the State of Michigan, where, aS you say, you 
made quite some name for yourself, and your success of predicting the 1920 
and 1926 situations? 

A. I had left Michigan in 1923, and I am always 


146 Td., at 7030-1. 
Td, at 6200: 
uel: at (Lo0=2: 
149 Thid. 

150Td., at 7192-3. 
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Q. You were known outside of Michigan, I don’t want to limit that, but did 
it ever occur to you that that would be a very tangible contribution that you 
would make to this trust? 

A. Well, I suppose they thought so, but I always discounted that sort of 
thing a good deal. 

Q. Don’t you think that the presence of names such as these on circulars 
facilitates sales? 

A. I imagine that they did at that time; yes, sir. 


Moreover, it appears that the members of the council permitted 
their names to be used in advertisements,* not because of any con- 
viction as to the basic soundness of the company’s organization but 
merely because of their confidence in the men who were creating 
it, and, incidentally, from whom they received compensation. 
This confidence was at least sufficient for Mr. Friday, who testified 
further : +8 


Q. In permitting your name to go on the circular, you didn’t feel that it was 
your job to go into the matter of the securities that were being promoted by 
that circular, if you felt that you had confidence in the men who were creating 
these securities? Is that it? 

A. That is it, practically; yes. 


The actual responsibility for operating the investment trust was 
lodged with five trustees, one of whom. was Director of Research and 
thus included in the list described above. The other four repre- 
sented the sponsors and their attorneys and their names received but 
little prominence. While the actual managers of the trust were 
not advertised, the names of the members of the advisory board, the 
economic council, and the research department received the sort of 
display which was aimed to convince the investors of the array of 
talent which would be at their disposal. 


PAcIFIC INVESTING CORPORATION AND AMERICAN CAPITAL CORPORATION 


The next investment companies in this group were Pacific Invest- 
ing Corporation and American Capital Corporation, organized by a 
group in Los Angeles, California. Henry S. McKee, president of 
Barker Bros., Incorporated, and a director of Merchants National 
Trust & Savings Bank, headed this group and became the president 
of the two investment companies. The securities of these com- 


151The use of the names of the members of the advisory board and of the economic 
council as an aid to distribution is clearly illustrated in the circular dated April 19, 1927, 
offering $2,500,000 of preferred stock of The Investment Company of America. In this 
circular the names of the members of the advisory board and the economic council are set 
forth with considerable prominence with a three- or four-line note indicating the arffilia- 
tions of each person. In addition, the names of five members of the research department 
of Investment Research Corporation were set forth in similar detail and had equally as 
impressive antecedents. (Op. cit. supra, note 140, Commission’s Exhibit No. 669.) 

182 According to the testimony of Mr. Lovelace, there was an honorarium paid to the 
memb2rs of the economic council which ranged from $150 to $400 a month, with Professor 
Irving Fisher as probably the most highly paid member. (Op. cit. supra, note 140, at 7076.) 

153 Op. cit. supra, note 140, at 7195. 

14Td., at 7076. 

155 Tq., at 7080-1, and Commission’s Exhibits Nos. 674 and 677. 
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panies were marketed by Blyth, Witter & Co. and Bonbright & Co., 
respectively.1°° 

Among the directors of the two companies were E. J. Nolan, presi- 
dent of Merchants National Trust & Savings Bank, John Treanoy, 
president of Riverside Portland Cement Company and R. H. Ballard, 
president of Southern California Edison Company.*’ By this time 
the economic council had become a department of Investment Re- 
search Corporation. Accordingly, the prospectuses for the issues of 
Pacific Investing Corporation referred to the members of its board of 
directors and of the research department of Investment Research 
Corporation by names and affiliations, and to the members of the 
economic council as “composed of a group of distinguished economists 
of scientific recognition.” *§ The prospectus of the American Cap- 
ital Corporation also included the names and affiliations of the eco- 
nomic council.?°® 

SouTHERN Bonp & SHARE CORPORATION 


The last investment company of the group to be organized was 
Southern Bond & Share Corporation. This investment company 
conducted its business from Birmingham, Alabama, the home state 
of Mr. Lovelace, and the directors were drawn largely from the 
southern area.” Robert Jemison, Jr., president of The Jemison 
Companies, Inc., and director of The First National Bank of Bir. 
mingham, was elected president of Southern Bond & Share Corpora: 
tion. The Board of directors included George G. Crawford, presi- 
dent of Tennessee Coal, Iron and Railroad Company, William S. 
Farish, president of Humble Oil & Refining Co., and Mathew Sloan, 
president of the New York Edison Company. Neither Mr. Farisn 
nor Mr. Sloan attended any board meetings and made practically no 
contribution to the operations of the investment company.1* 

Mr. MacCrone testified that the theory of securing these and other 
leading men for the board of Southern Bond & Share was that 
through the boards of directors of this company and other affiliated in- 
vestment companies the group would have prominent men in all 
regions of the United States who could be useful in aiding their in- 
vestment and management policies.*°? However, actually, the only 
apparent usefulness of most of these men was limited to the sales 
appeal of their names on the original prospectuses and offering cir- 
culars. Their actual contributions to the policies of these companies 
were apparently insignificant. 


156 Thid. 

157 Thid. 

488 Td., Commission's Exhibits Nos. 674 and 675. 

9 Td., Commission’s Exhibit No. 678. An underwriting agreement dated May 19, 1928, 
between American Capital Corporation and Bonbright & Company, Inc. (id., Commission’s 
Exhibit No. 679) provided that the underwriter should not use the names of members of 
the Economic Council in published advertisements of issues underwritten by the banking 
hcuse. 

160 Op. cit. supra, note 140, at 7040-1. . 

1 Td., at 7054-5. In fact the only advice given by Mr. Sloan to the company was the 
recommendation of the purchase of Guaranty Trust Company stock at $1,200 a share, an 
investment which proved to be quite unprofitable for the investment company. (Id., at 
7055.) 

162 Op. cit. supra, note 140, at 7058-9. 
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Again, the prospectus offering the stock of this investment com- 
pany through E. E. MacCrone & Company made full use of the names 
and affiliations of these directors, as well as the personnel of The In- 
vestment Research Corporation, including the economic council.*®* 

After the securities of all of these investment companies had been 
distributed and market conditions held no promise for further suc- 
cessful issues, the economic council was dissolved. Mr. Friday’s 
testimony is illuminating in this regard: *% 


Q. * * * When did you reign as a member of the economic council? 

A. I didn’t resign. They dissolved the thing in 1980 and that was the end of 
it, and I think that I must have been there 10 or 12 times. 

Q. You mean without consulting you, they just dissolved it? 

A. That is my recollection, and I think it was in 1930. 


3. “SWEETENING” OF SECURITY ISSUES 


A selling practice employed in the period preceding the market 
crash in 1929, when junior or equity securities enjoyed the particular 
favor of investors, consisted of offering the senior securities of an 
investment company in combination with some equity participation 
so as to attract investors.. This device was especially useful in secur- 
ing the marketing of senior securities which did not enjoy particular 
appeal in themselves. The marketing of such senior securities was 
necessary to provide the leverage structures designed by sponsors who 
usually retained most of the junior securities for themselves. The 
various methods by which this distribution of senior securities in 
combination with junior securities was accomplshed were known as 
“sweetening” the security issue. 


a. Conversion Privileges, Free Stock, and Option Warrants 


One method of “sweetening” was to provide junior participation to 
senior securities of investment companies by according the security 
holder the privilege of converting the senior security into the issuing 
company’s common stock. Manifestly, this type of “sweetening” 
would possess particular appeal if the underlying common stock had 
previously enjoyed a favorable market. 

Central States Electric Corporation, whose common stock experi- 
enced phenomenal rises in market value during 1928 and 1929 (due 
largely to the operations of Harrison Williams interests in that stock 
and the stock of portfolio companies), utilized this sales technique in 
marketing two issues of preferred stock in 1928 and 1929. By Sep- 
tember 1928, the common stock of Central States Electric Corpora- 
tion had risen to a price of 112 from a low of 30 in the early part of 
the year. On September 5, 1928 the investment company offered 
$10,000,000 in 6% preferred stock, to which it attached the privilege 
of converting it into the company’s common stock,'® on the basis of 
one share of common stock for each $118 in par value of preferred 


163 Td., Commission’s Wxbibit No. 672. 

Gl, ene ‘al@al, 

165 Op. cit. supra, note 71, at 12704, and Commission’s Exhibit No. 1228. Common stock 
dividends of 100% in April 1929 and of 200% in July 1929 (Poor's Government and 
Municipal Section, 1930, p. 1088) subsequently altered this basis of exchange. 
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stock, It was admitted that this conversion privilege was utilized as 
a selling feature in marketing the issue. James Forrestal, vice pres- 
ident of Dillon, Read & Co., which had financed many of Central 
States Electric Corporation’s issues, testified : 1% 


Q. This preferred stock, $10,000,000 worth, or 100,000 shares, has two dress-up. 
figures; one is that it is convertible into common at $118. 

A. Right. 

* Ey ca * * x * 

Q. Coming to the first figure, it is emphasized in the circular, that it is con- 
vertible. It also states in the circular, that the present market value on the 
New York Curb of Central States is $112 per share, doesn’t it? * * ¥*, 

A. Yes. 

Q. So that at the time one of the selling features of this stock is the fact 
that it is convertible at $118 per share * * *, 

A. And selling at $112; that is right. 

Q. Convertible at $118 and it is selling at $112. So that is right in the range,. 
isn’t it? 
Yes. 
There is a possibility of its being convertible right away? 
. It is an attractive conversion, I would say. 
. And it would have an effect on the sales, wouldn’t it? 
I think so. 
. It would help sell it, make it more attractive. 
. I think so. 


POPOPO>D 


During 1929, with continued vigorous trading activities on the 
part of Harrison Williams, the common stock of Central States 
Electric Corporation experienced even greater price rises. In order 
to keep the market price of the preferred stock in line with the market 
price of the common stock and thereby prevent conversions and short 
selling, the investment company engaged in a program of repurchas- 
ing this issue of preferred.1® 

Despite this repurchase activity, engaged in after February 1929, 
Central States Electric Corporation made an additional offering of 
$10,000,000 of convertible preferred stock in June 1929 at $100 a 
share.*°* However, this new preferred stock, which was also con- 
vertible into common stock on the basis of one share of common stock 
for each $118 of par value of preferred stock, was issued shortly after 
the investment company had declared a 100% stock dividend 1° so 
that the new conversion privilege was but half as attractive as the 
old.7° This offering of the 1929 issue of convertible preferred stock, 
which met with particular success, also coincided with sharp rises in 
the market price of the common stock which, at the time of the offer- 
ing, was quoted on the New York Curb Exchange at approximately 
$110 a share.27 

Another means of making senior issues of investment companies 
more attractive was by attaching shares of full-paid common stock or 


1 Op. cit. supra, note 71, at 12706-7. 

67 See infra, pp. 961 et seq. 

163 Op. cit. supra, note 71, at 13139-40, 12869-70, and Commission's Exhibits Nos. 1284, 
1235, and 1236. 

19 See note 165, supra. 

17 Op, cit. supra, note 71, at 12885. 

1 Td., at 12887-91, and Commission’s Exhibits Nos. 1234, 1235, 1236. This market 
price of the common stock was displayed in the offering circular of June 11, 1929. 
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option warrants for the purchase of common stock at specified prices. 
Such warrants were of perpetual or limited duration, were often exer- 
cisable at graduated prices, and sometimes were not exercisable for 
a period of time after issuance. 

Both free stocks and option warrants were employed to facilitate 
the distribution of a $20,250,000-debenture issue by Italian Super- 
power Corporation.1” This investment company was organized by 
Italian and American sponsors to invest primarily in the shares of 
Italian utility companies and control was vested in the two groups of 
sponsors by equal division between them of full-paid, Class B, com- 
mon stock which possessed the entire voting power. Pursuant to the 
original plan of this financing, the American sponsors, consisting: of 
Bonbright & Co., Inc., and Field, Glore & Co., Inc., also received a 
block of the investment company’s Class A, nonvoting, full-paid com- 
mon stock of which it was planned 303,750 shares would be distributed 
in connection with the sale of debentures. However, at the time of the 
public offering these sponsors were able so to gauge the market that 
they found it necessary to give with the debentures only one-third of 
these common shares together with option warrants for the purchase 
of the balance of such common shares. 

The market factors allowing the withholding of 202,500 Class A, 
nonvoting, common shares from the investing public for the benefit 
of the American sponsors were discussed in the testimony of Sidney 
A. Mitchell, a director and subsequent president of Italian Super- 
power Corporation and president of Bonbright & Co., Inc. :*% 


A. After the deal was originally agreed upon withthe Italians, stock markets 
in Italy went up. The value of the assets acquired by the new corporation was 
considerably in excess of the amount the new corporation was to pay for those 
assets. Conditions in the investment market in New York also improved during 
this same period. When the time came to sell those debentures, at the last 
minute, it was our judgment that instead of giving the entire A stock, which 
the American investment bankers would receive, to the public, we could give 
them some of the A stock and option warrants for the balance. 

Tf we had done it two weeks earlier they would have received all of the A 
stock; if we had done it two weeks later they would have received all of the 
A stock. As it happened, market conditions on that particular date were such 
that it was not necessary in order to sell those debentures at that price, to 
do it. 

Q. So that the amount of the participation in the equity that the American 
public got was dependent on what you thought you could sell? 

A. Of course. So was the price they sell power also dependent on market 
conditions. 


The option warrants were not issued by the investment company. 
but were issued by Bankers Trust Company as depository for the 
American sponsors. Consequently this withholding of Class A com- 
mon shares inured exclusively to the benefit of these sponsors who 
stood to recéive the proceeds of the purchases of shares under these 
warrants and the shares deposited against all unexercised options. 


172 See infra, pp. 930 et seq. 
17% Public Examination, Italian Superpower Corporation, at 7662-3. 
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Shawmut Bank Investment Trust 


Shawmut Bank Investment Trust gave warrants convertible into 
common stock without further payment, with its debenture issues so 
that the apparent “sweetening” was in lieu of a common stock equity 
cushion. 

Shawmut Bank Investment Trust was organized February 23, 1927, 
by the National Shawmut Bank and its security affiliate, Shawmut 
Corporation.’"* The trustees of the investment trust were officers and 
directors of the bank, while the bank and its security affiliate had 
identical stockholders.*® 

One of the purposes in forming this investment trust, as testified 
by Frederick A. Carroll, vice pr esident and trust officer of the bank, 
was to create a credit medium for its customers.t”® Accor dingly, the 
good will of the bank, which contributed its name to the investment 
trust, was used by Shawmut Corporation in marketing the trust 
shares? F urthermore, it was recognized that such a venture would 
provide underwriting business for the security affiliate of the bank.’’® 
The underwriting commission of $50,000, computed at 1% of the 
public offering price, while low, was ‘admittedly in payment for a 
simple oper ation.2”° 

The character of the public offering of the investment trust was 
apparently influenced by considerations of marketability. The cap- 
ital structure consisted of two so-called “senior debenture” issues due 
in 1942 and 1952, respectively.**° One issue consisted of $2,500,000 
of 414% debentures, issued in $1,000 units with warrants convertible 
into 10 common shares without further cost.1** The other issue con- 
sisted of a hike amount of 5% debentures, each $1,000 unit carrying 
a warrant convertible into ire common shares without further cost2% 
An issue of $1,000,000 worth of 6% “junior debentures,” maturing in 
1952, was sold to the National Shawmut Bank together with warrants 
for the remaining half of the common stock for $1,040,000.18? Ac- 
cordingly, on the “date that the investment trust commenced business 
it had assets of $5,990,000 against habilities of $6,000,000.18* Since 
this investment company was in form a common- law or business trust 
controlled by trustees, this allocation of the common stocks contributed 
nothing to the complete control of the investment company already 
insured to the sponsor bank. 

The debentures had none of the characteristics of an ordinary bond 
issue except for the maturity dates, as they were not collateralized 
and did not contain a touch-off clause, and the investors’ position was 
more nearly equivalent to that of the holder of an unsecured promis- 


i744 Public Examination, Shawmut Bank Investment Trust, at 3288-9. 
75 Td., at 3289, 3306-7. 
176 Td., at 3288-9, 
WwTd., at .3312. 

178 Td., at 3289. 

ge (Gl, AiG Gaul 

180Td., at 3292-5. 

11 [pid. 

182 Tbid. 

133 Tbid. 

184 Td., at 3295-6. 
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sory note or a general creditor of the investment trust. Mr. Carroll 
testified in this regard : 18° 


Q. I would like to examine into the nature of these debentures. They were 
not issued under a separate indenture, were they? 


A. No. 

Q. They had no participating rights? 

A. No. 

bd * * oS * ag 

Q. These debentures had no sinking fund? 

A. Right. 

Q. No provision for gradual retirement of debt as the date of maturity 
approached ? 

A. Right. 


The indenture contained no provision accelerating the maturity of 
the debentures in the event of default in the payment of interest or by 
reason of any deficiency of assets in ratio to the amount of funded 
debt outstanding. Other notes and debentures could be issued and 
outstanding, even senior to these debentures, to 120% of the total 
indebtedness.**° Accordingly, it would seem that the very term, 
“senior debenture,” was employed chiefly to facilitate the sale of the 
issues. The junior debenture issue, purchased by the National Shaw- 
mut Bank, was apparently styled to meet the requirements of the 
terms of an amendment to the National Banking Act which became 
effective on February 25, 1927, two days after the creation of the 
investment trust.*®’ 

In order to induce the public to purchase the senior debentures it 
was necessary to add speculative features. This was done by giving 
debenture holders a share in the equity by attaching warrants for 
full-paid common stock. These warrants were nondetachable except 
upon presentation of the debentures to the depository or registrar after 
a date to be designated by the trustee, which should in any event be 
prior to the record date of the original dividend.** At that time 
holders of debentures would be entitled to receive without cost the 
shares of common stock covered by their warrants. These provisions 
served to prevent the immediate split-up of units and the sale of 
debentures at a discount while the trust was still distributing its 
securities. 

This role played by the warrants 1s apparent from a comparison 
between the market price of the units and the market price of the 
debentures after the warrants became exercisable in March 1928, a 

ear after the original offering.“*® During 1927 the units averaged 
around $1,240 for the 414% debentures and $1,100 for the 5% deben- 
tures. ‘The debentures ex-warrants in 1928 sold at $860 for the 414’s 


185 Iq., at 3299-3300. 
186 Tg,, Commission’s Exhibit No. 354. 
187 Act of February 25, 1927, ¢. 191, sec. 2; 44 Stat. L., 1926: 

Provided, That the business of buying and selling investment securities shall here- 
after be limited to buying and selling without recourse marketable obligations eyi- 
dencing indebtedness of any_ person, copartnership, association, or corporation, in 
the form of bonds, notes, and/or debentures, commonly known as investment securi- 
ties, under such further definition of the term ‘Gnvestment securities” as may by 
regulation be prescribed by the Comptroller of the Currency, * * *. 


188 Op. cit. supra, note 174, Commission’s Exhibit No. 354. 
189 Td., at 3293. 
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and 900 for the 5’s. The common stock was then selling at $37 a 


share. 
b. Unit Offerings 


The most usual method of “sweetening” consisted of offering the 
securities of an investment trust or investment company in the form 
of units—either in the form of a package consisting of various classes 
of the capital stock and bonds or in the form of an allotment certifi- 
cate which was exchangeable at a later date for the actual securities. 
These units frequently embraced convertible securities and option 
warrants as previously discussed.1°° 

The importance of this method of financing is indicated by the fact 
that during the years 1927-1935, out of $3,239,000,000 of securities 
marketed by investment companies proper (including companies in 
the Atlas Corporation and The Equity Corporation groups), it is esti- 
mated that some $940,000,000, or over 29%, were sold in the form of 
units of common and preferred stocks.!% 

By combining senior and junior securities in one package, the 
sponsor-underwriters advertised that by paying for the senior security 
and its theoretically stable income, the investor would also receive, 
either free or for a nominal charge, a share in the equity as well. 
Thus the sales appeal was that the investor could buy senior securities 
to insure safety of principal and income and acquire the equity securi- 
ties as a speculation gratis or for a nominal amount. However, the 
effect was to market senior securities which at the time were relatively 
unmarketable alone. 

Such an instance was provided by General American Investors Com- 
pany, Inc., which was organized on January 25, 1927, under the joint 
sponsorship of Lehman Brothers and Lazard Fréres. The capitali- 
zation of this investment company at organization consisted of $7,500,- 
000 principal amount of debentures, $1,500,000 in preferred stock, and 
200,000 shares of common stock. 

The debentures were sold to the public in units with warrants for 
common stock, each $1,000 debenture carrying a warrant for 10 fully 
paid common shares which could not be detached prior to the record 
date for the initial dividend upon the common stock without the con- 
sent of the board of directors.°* Raymond D. McGrath, a partner 
of Lazard Fréres and secretary of General American Investors Com- 
pany, Inc., stated the reason for offering these debentures in units with 
warrants for common shares as follows: 1% 


A. The curious thing about the situation that existed at that time was that 
it was quite the reverse of the present time. The senior securities per se, with- 
out any trimmings, of investment trust securities did not have sufficient attrac- 
tion or were selling at a discount, you see. 


0 For a discussion and definition of units see Pt. Two (House Doe. No. 70, 76th Cong.) 
Ch. IIT, pp. 1938-6, and note 22. 

1 This percentage would be increased to some extent by the addition of units of bonds 
and common stock, which were not segregated for the purposes of these statistics. (Pt. 
Two [House Doc. No. 70, 76th Cong.], Ch. III, Table 61.) 

* For further details see infra, pp. 950 et seq. 

*8 Public Examination, General American Investors Company, Inc., at 5717 and 5727. 
The sponsors agreed to purchase the entire issue of preferred stock and 125,000 shares 
of the company’s common stock, for which they paid $1,800,000. (Id., at 5717.) 

% Public Examination, General American Investors Company, Ine., at 5726. 
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Q. Might that not have been one reason why you attached warrants to the 
bonds, or you wouldn’t have been able to sell the bond? 

A. There is no question about it, in that market condition. We were not 
responsible for it, but we had to recognize it. 


The Investment Company of America 


Another illustration of marketing senior securities in units with 
junior securities in order to make the senior securities more attractve 
to the buying public is presented in the case of The Investment Com- 
pany of America, which was organized on March 27, 1926, as The 
Investment Trust of America, a business trust having its principal 
place of business in the State of Michigan. The name of the trust 
was changed to The Investment Company of America on October 23, 
1926, when some superficial organic changes were made to constitute it 
a Michigan trustee corporation (in effect a trust), and not until April 
1927, a year after original organization, was a public offering made 
of its shares.°° The principal sponsor was Jonathan B. Lovelace, 
at the time a member of the investment banking firm of E. E. Mac- 
Crone & Co., which effected the original public distribution of the 
investment company shares.1°¢ 

The capital structure consisted of preferred stock, later debentures, 
and a small amount of common stock. All offermgs made to the 
public were in the form of units. The first offering was 50,000 units 
each consisting of one share of 7% cumulative Class A preferred 
stock, one share of common stock, and a ten-year option warrant to 
purchase one share of common stock at $30 a share.187 These units 
were offered at $116.50 and netted the investment trust $107, or a net 
paid-in capital of $5,350,000, which had cost $475,000 in commissions. 
EK. E. MacCrone & Co. made a firm commitment as to only 15,000 of 
the units distributed and received a gross spread of $9.50 a unit upon 
the entire offering. It will be observed that there was an equity 
margin for the preferred stock of only $7 a share and that it was 
necessary to earn 614% in order to meet the dividend requirements. 
When examined as to the soundness of such a high leverage structure, 
Mr. Lovelace testified : 19° 


Q. You thought that was a sound capital structure? 

A. I thought it was unsound to the extent of the higher rate of dividends 
on the net capital received. I thought that was unsound. But I did not have 
any objection to the warrant picture, and I thought we could gradually correct 
the other pictures by putting out later issues of stock without a fixed return. 

Q. You thought it had too many senior charges? 

A. Yes; when the fund owned $107 for each unit and carrying the $7 rate you 
could not expect to earn a direct return sufficient to carry that. 

Q. Did you say that at the time? 

A. I think we all discussed it, and we thought that it could be corrected 


later. 


195 Op, cit. supra, note 140, at 7001-8, 7011-13. This delay was occasioned by opposi- 
‘tion from the New York Stock Exchange and the State of Michigan, which feared that 
such companies would absorb too much investment capital, and by the general reticence of 
certain trust companies. (Ibid.) 

196 Op. cit. supra, note 140, at 7000, 7011. 

197 Td., at 7015-17 and Commission’s Exhibit No. 669. 

18 Td, at 7328. 


Se a ee ee 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 911 


Some reduction in the rate of fixed charges was effected some five 
months later when, on September 29, 1927, Bonbright & Co., Inc. 
entered into an agreement for the marketing of $5,000,000 of 
5% debentures, due in 20 years.1° Ten-year option warrants for 
the purchase of ten shares of common stock at prices ranging from 
$32.50 to $37.50 a share were issued with each $1,000 debenture, and, 
after the payment of $200,000 underwriting commissions, the invest- 
ment company netted $4,650,000 from the offering. Total paid-in 
capital was thereby increased to $10,000,000 and fixed interest and 
dividend requirements were reduced to 6%. At the same time the 
leverage for the common stock was increased. 

fierings were again made in February 1928 of 50,000 units of one 
share of Class B preferred stock (in all respects the same as the 
Class A) and one share of common stock, under an agency contract 
with E. E. MacCrone & Co.? Sales totaled 10,000 units at the aver- 
age price of $137.65, from which a commission of $7.50 was paid, 
and the investment company realized increased capital of $1,301,483. 
In April of the same year the common stock was increased by 50,000 
shares sold under rights given to common shareholders exercisable 
at $34 a share.” The $1,700,000 obtained therefrom, together with 
another $880,175 from option warrants exercised during the period 
1928-1930, created a total net paid-in capital of $13,831,658, at a total 
cost of $750,000. An additional offering of common shares was made 
to an affiliated company in the fall of 1933 when it was considered 
necessary to reorganize.?° 

The price trend of the original unit certificates was almost 
horizontal until April 1928, when they became exchangeable for 
share and warrant certificates. At that time the investment trust 
offered rights to common stockholders, as previously noted. There- 
after the allotment certificates showed a continuous rise until 
October 1929, when the market value of the component parts was 
almost $240. Despite this substantial rise in about a year and a half, 
the market price of the preferred stock sagged to $93. 

The sale of this stock in units facilitated the sale of fixed income 
securities during a period when they were decidedly unpopular and 
kept them distributed in a form that would command a good price 
until market appreciation in underlying shares created a more ade- 
quate equity backing. This increased backing, which had risen to 
approximately $200 a preferred share at mid-year of 1929, did not 
suffice to prevent an unfavorable market trend in the senior stock 
following the split-up. 


199 Td., Commission’s Exhibit No. 671. i 

20 Td., at 7021-2. 

201 Reply to the Commission’s questionnaire for The Investment Company of America, 
Pts. II and V. 

202 Thid. 

203 Thid. 
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4, PART-PAID SECURITY ISSUES 


In some instances closed-end investment trusts and investment 
companies of the management type issued their securities upon a 
part-paid basis. The balance due was usually subject to call, either 
at specified intervals or at the discretion of the issuer.”** 

The asserted economic justification for the issuance of securities of 
investment trusts and investment companies upon a part-paid basis 
was that it was more expedient not to have too much money in the 
treasury at the inception of the investment company. As investments 
were made and the portfolio grew, and as more opportunities for 
investing funds were presented the managers could call in the balance 
due on the security issues sold and secure additional funds without 
the necessity of floating a new issue of securities. 

As long as the security market continued to rise the investor exper!- 
enced no inconvenience or uneasiness in the possession of a security 
which entailed a further investment at a later date. But with a 
decline in the securities market investors were faced with the necessity 
of putting up more money for the securities which they purchased on 
a part-paid basis. Because of the relatively small initial outlay re- 
quired, purchasers may have overextended themselves. Further- 
more, the securities sold in units could not be broken up and the 
component parts sold separately until the unit had been fully paid 
for. Meanwhile, the underwriting commission, which was computed 
upon the price of fully-paid certificates, was usually collected out of 
the original payment. 

In January 1929 Petroleum Corporation of America made its 
original offering of 3,250,000 common shares at $34 a share, payable 
$90 in cash and $14 subject to call. Blair & Company, Inc., the 
sponsor investment bankers distributing the issue, made a firm com- 
mitment for only the first payment upon one-fifth of the issue and 
undertook to use their best efforts to sell the balance of the issue. 
The underwriters received a commission of $3 a share, or over 9% 
of the net purchase price. However, the underwriters received 
this commission upon the payment of the first installment of the 
purchase price. In addition they received five-year option warrants 
to purchase 1,625,000 additional shares at $34. Call was made for 
the balance of $14 a share on June 30, 1929, to be paid on October 1 
of that year. At the end of 1929 $1,106,555 remained unpaid to the 
investment company on the part-paid certificates held by the public 
and $117,240 was still due at the end of 1930. On January 29, 1936, 
the shares representing the unpaid balance of about $104,600 were 
sold at public auction for about $104,000 by the investment company 
to recover the amounts due.*°? 


Selected Industries, Inc. 


The bankers offering the shares of Selected Industries, Inc. upon a 
part-paid basis underwrote the entire purchase price. The collection 


24 An analogous sales device was the installment investment plan which sold invest- 
ment trust or investment company shares upon periodical payment bases. However, the 
shares of closed-end management investment companies were seldom used as the under- 
lying securities for such plans. (See the Commission’s report On companies sponsoring 
installment investment plans.) 

205 For full details see Ch. II of this part of the report, pp. 227-309. 
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of the unpaid balances due upon the subscriptions proved somewhat 
difficult, and because of possible hardship on the shareholders the in- 
vestment company released bankers from their obligation to pay the 
balance. 

Selected Industries, Inc. was organized on December 15, 1928 under 
the laws of Delaware, at which date it made a public offering of 700,- 
000 allotment certificate units for the gross amount of $70,000,000. 
Each unit was composed of one share of $5.50 dividend prior preferred 
stock, one share of common stock, and a perpetual option warrant to 
purchase one share of common stock at $15 a share.?°° These units 
were sold for $100 each, of which 50% was payable in cash and the 
balance subject to call not before April 1, 1929 and not later than 
January 1, 1931, in amounts not to exceed 25% of the purchase price, 
and had to be fully paid before they could be split up into the com- 
ponent shares.?°" The issue was underwritten in the full amount of 
the purchase price by a group of five investment bankers under two 
agreements dated December 15, 1928, one covering 140,000 units 
as a joint undertaking, while the other covered 560,000 units for which 
each banker was liable only to the percentage of his participation, as 
follows: 2° 


Percent 
Chas. D. Barney & Co_------ 3 pee ee ee ee Bey eee eee 30. 7 
SONS Ce NGOS tue Tiles [bets ee 23.1 
ehmane Bross = =sa es se 2 ne eee See ATs Re See Sees a 19. 2 
Kidder, sReabodiy (& (C0222 ss = ta seen ene Be eee | a 15.4 
IBTOWNy BrOSt an © Om nat eee oe ee ee ee SN ee ir oie ne ue eae 11.6 


The shares were taken down under both agreements in the above pro- 
portions, and thereafter no differentiation was made between the obli- 
gations under the two contracts. The underwriting fee, of $6 a unit, 
or a total of $4,200,000, was payable at once out of the original 50% 
subscription, and the underwriters were to be subrogated to all rights 
and property in the units for which they should be called upon to make 
good the calls for the balance of the purchase price.2°® This public 
distribution was managed by Stone & Webster and Blodget, Inc., as 
were four trading accounts which were operated in connection with 
this public offering between December 15, 1928 and September 3, 1929. 

From September 3, 1929 through February 18, 1930, Chas. D. Bar- 
ney & Co. managed three accounts which traded in the 50%- and 
75%- paid units.**° These three accounts were participated in by the 
sponsor-underwriters in the same proportions as they had in the orig- 
inal underwriting. All purchases were sold back in the open market, 
although frequently in some other form than that in which the pur- 
chase had been made. The account adopted the practice of paying 


206 Reply to the Commission’s questionnaire for Selected Industries, Inc., Pt. I. 

207 Tbid. 

208 Tbid. 

20? Ibid. The agreement covering the 560,000 units also provided that the investment 
company should pay the costs of organization as well as all security issuance and qualify- 
ing expenses. (Ibid.) 


20 Derived from supplementary information supplied thhe Commission for Selected 
Industries, Inc. 
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up additional assessments, and when such payments resulted in fully 
paid units, the latter were split up and traded accordingly.?™ 

At the time of the public offering a private offering was made of 
233,000 packages, consisting of six shares of common stock and two 
shares of convertible stock (each exchangeable for three shares of 
common stock at any time), at $85.84 a unit, or for a total of $20,000, 
720.22 All of these packages, representing 466,000 shares of con- 
vertible stock, and 1,398,000 shares of common stock (equivalent to 
a total of 2,796,000 shares of common stock), were subscribed to by 
the sponsor-underwriters on a 50%-paid basis, with the balance sub- 
ject to call. In this case, however, deliveries were made of the indi- 
vidual shares represented by the amounts of subscriptions paid.?® 
From December 20, 1928 through February 1930, Chas. D. Barney 
& Co. managed four trading accounts in the common stock. These 
accounts represented the method by which the sponsor-underwriters 
chose to distribute the major portion of the common stock of the 
Corporation which they had purchased privately.?** 

Two calls of $25 each were made upon the publicly distributed 
units, effective October 1, 1929, and December 31, 1930, respectively. 
When substantial defaults occurred after the first call was made the 
investment company gave four extensions, terminating with an ex- 
tension to October 1, 1930, and entered into agreements with the 
underwriters extending their guarantees during the same period.?*® 

As of January 14, 1931, there were outstanding part-paid allotment 
certificates representing 57,000 units on which 75% had been paid, 
and 489 units on which 50% had been paid, representing a total un- 
paid balance of $1,466,100. On that date it was agreed between the 
investment company, pursuant to a resolution of its board of di- 
rectors, and the underwriters that the latter should be released from 
their obligations to make good the defaulted calls. No rebates or 
adjustments were made with respect to the commissions for distribut- 
ing those shares.??° 

In January 1931 the market price of the fully-paid units was 
around $54, although the net asset coverage was around $118.87. Had 
the five banker firms been required to pay the total liability of 
$1,466,100 to the investment company, they would have received allot- 
ment certificates, 100%-paid, having a total net asset coverage of 
approximately $6,912,884.85 and a market value of $3,140,370. It 
was the position of the investment company that this course would 
have been unfair to the holders of the part-paid certificates who had 
failed to make payments when due, and that it would have benefited 
enormously the banker-sponsors if they had succeeded to the rights 
of such part-paid certificate holders. During these difficult times 
the investment company helped the holders to borrow money from 
the Guaranty Trust Company secured by their part-paid units, to 
meet the calls. The date of payment was also extended until the end 


211Tbid. In at least one instance, the investment company repurchased its own stock 
from a sponsor-underwriter trading account. (Ibid.) 

212 Op. cit. supra, note 206, Pt. V. 

213 Thid. 

214 Op. cit. supra, note 210. ; 

215 Op. cit. supra, note 206, Pt. I, and derived from supplementary information supplied 
the Commission for Tri-Continental Corporation. 

216 Derived from supplementary informations supplied the Commission for Tri-Continental 
Corporation. 
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of 1981 when 725 units on which 75% had been paid, and 334 on 
which only 50% had been paid, were finally canceled.?2 

The experience of this investment company demonstrates the situa- 
tion which may be presented when installment sales are initiated on 
a rising market and concluded in a period of depression. Investors, 
who had already paid $75 for a unit at the final call, were asked for 
$25 more at a time when fully-paid units were selling in the market 
at $54. 

The use of this distribution scheme placed the management of 
Selected Industries, Inc., in a difficult position. The investment com- 
pany held an underwriting guarantee which could be enforced against 
the sponsors, yet half of the board of directors were representatives 
of those sponsors. If the investment company enforced the guar- 
antee against the sponsors, it would receive the balance due on the 
shares but shareholders might have to forfeit the one-half to three- 
quarters of the purchase price already paid in to the investment com- 
pany. On the other hand, the guarantee had already run over a year 
from the date of the first call and the problem was presented whether 
the sponsors could be expected to consent to an indefinite extension 
of their obligations. 

In connection with this guarantee, the repurchase policy of the 
investment company in regard to its own securities should also be 
mentioned.”* Selected Industries, Inc. made its first call for $25 on 
October 1, 1929. By the end of that year 938,304 75%-paid units had 
been repurchased at an average price of $33.03, while no fully paid 
units were repurchased during that year. In 1930, 121,135 75%-paid 
units and only 7,863 fully paid units were reacquired. ‘The total cost 
to the investment company for the repurchase of its own partly paid 
securities was $8,145,127. About 32% of these units were acquired 
by private negotiation from the five sponsor banking firms and from 
one outside stockholder, Vick Financial Corporation. 


Shawmut Association 


Shawmut Association was organized as a Massachusetts trust on 
May 21, 1928, to purchase the stocks of New England banks.?!® The 
sponsors were the National Shawmut Bank, one of the largest com- 
mercial banks in New England, and its security affiliate, the Shawmut 
Corporation. The shares of the investment trust were offered for 
sale to the shareholders of the bank. No investment was made in the 
venture directly by the bank which maintained complete control of 
the investment trust, since all of the trustees were officers and direc- 
tors of the bank.??° 

The capital structure of this investment trust consisted entirely of 
common shares, as contrasted with debentures in the structure of 
Shawmut Bank Investment Trust, another investment trust appar- 


ently organized and operated under the same sponsorship.22. The 


marketability of the shares was a primary consideration in arriving 


217 Tbid. 
“18 Op. cit. supra, note 206, Pt. V. 

219 Op. cit. supra, note 174, at 3349-50, 3355a. 

20 Td., at 8855b-6 and Commission’s Exhibit No. 355. 
°21 See supra, pp. 907 et seq. 
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at this one class security structure. Frederick A. Carroll, vice presi- 
dent and trust officer of the National Shawmut Bank testified : °*” 


Q. Now, Mr. Carroll, what were the facts which led to the formation of an 
additional affiliate to the Investment Trust one year and three months after 
you launched the Shawmut Bank Investment Trust? What was the distinction 
you had in mind between those two, and what were the reasons you did not 
expand, the first, but formed a new one? 

A. Well, substantially the same reasons existed for the formation of the 
Shawmut Association as I recited existed for the formation of the 
Shawmut Bank Investment Trust. There is, of course, one distinction, that the 
Bank did not make any investment in the Shawmut Association. I think the 
reason that it was given the form that it had as contrasted with the 8. B. IL. T. 
was that since it was entirely stock ownership it was more consistent with the 
demands of the investment public at that time, who wanted stock ownership 
rather than a note with a kicker. You will remember this is in 1928, and the 
public were pretty much stock-minded at that time, and it was more like the 
investment trusts then in existence and it gave the investor an opportunity to 
invest in a cross section of equities and some bonds under the management of 
the Shawmut Bank in which it had faith, and the previous one had been 
successful up to that time. 


The principal offering consisted of 300,000 shares for which rights 
expiring June 5, 1928, were given to the stockholders of the National 
Shawmut Bank. These rights were exercisable at $50 a share, of 
which $20 was to be paid in cash and the balance was subject to call. 
The Shawmut Corporation, the security affiliate of the bank which 
had the same stockholders as the bank, purchased 175,000 of the shares 
of the investment trust not taken down under those rights.*?? The 
management group of the National Shawmut Bank purchased an- 
other 20,000 shares at $51.50 a share, of which $21.50 was paid in cash 
and the balance was subject to call. There were no distribution 
charges upon either of the foregoing blocks which brought the invest- 
ment trust a total of $6,430,000.?** 

Only 80,000 shares were distributed publicly by the Shawmut Cor- 
poration for which it received a commission of $80,000. As the public 
offering price was $52.50 a share, of which $22.50 was paid in cash, 
the investment trust received $1,720,000 net from this operation and 
its total paid-in assets at that time were $8,150,000.*° 

A further refinement of the part-paid plan of security issue was 
provided by the offering to the management group.”* While that 
group ostensibly paid $21.50 per share in cash, even this initial pay- 
ment was made largely upon credit extended by the investment trust. 
Two plans were made available by the Shawmut Association to these 
subscribers. Under one plan only $3.50 a share was payable in cash 
and the balance of $18 a share was advanced by the investment trust 
upon the security of the shares so purchased. The other plan permit- 
ted the investment trust to advance the entire payment upon the 
deposit of acceptable collateral security, including the shares so sub- 


22 Op. cit. supra, note 174, at 3345-6. 

237d., at 3357-60. 

224 Thid. 

225 Thid. 

26 Reply to the Commission’s questionnaire for Shawmut Association, Pt. IT. 
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scribed, at all times possessing a market value equal to $25 for each 
share purchased. The amount so advanced was repaid with but slight 
loss to Shawmut Association.”2* This situation may have influenced 
the policy adopted with reference to the $30 balance subject to call 
upon the shares issued and outstanding. In November 1928, Shawmut 
Association canceled its claim for this balance, amounting to approx!- 
mately $12,000,000, and declared the stock fully paid.*** According to 
the testimony of Mr. Carroll, although there would have been little 
difficulty in collecting this call, this cancelation was made chiefly so 
that the stock might be listed as fully paid upon the Boston Stock Ex- 
change.22® The underwriting fee, although comparatively small, was 
based upon the value of the fully paid stock. No adjustment of this 
fee was made when the unpaid balance was canceled. 


5. MARKET OPERATIONS IN CONNECTION WITH 
DISTRIBUTION 


in order to facilitate the distribution of the shares of investment 
trusts and investment companies by public offerings it was important 
that some market be established and maintained at or above the offer- 
ing price. In the case of investment company securities with only an 
over-the-counter market, a market was maintained merely by main- 
taining a bid price at the desired level. But where the shares com- 
prising the public offering were listed upon a stock exchange, a 
trading account in the security was usually operated to “stabilize” or 
to increase the market price.”®° This function was customarily per- 
formed by the underwriters, who presumably considered the probable 
cost of the operation in arriving at the underwriting commission. 

The extent of the trading necessary to maintain a market for a listed 
or unlisted security depended upon the quality of the issue and general 
market conditions. In January 1929 when Blair & Company, Inc., 
offered the shares of Petroleum Corporation of America the market 
was generally receptive to issues of investment trusts and investment 
companies, yet the investment banker repurchased approximately 25% 
of the 8,250,000 part-paid shares marketed at that time in order to 
make the issue a success, while 570,600 shares were purchased by 
insiders.?*t : 

_ Similarly, when Italian Superpower Corporation marketed an addi- 
tional $2,000,000 of its debentures in July of 1929, the investment com- 
pany entered upon an extensive repurchase program, undertook the 
repurchase of $2,000,000 of its debentures and increased its offering 
through Bonbright & Co., Inc., and Field, Glore & Co., Inc., the Ameri- 
can sponsors, to $4,000,000 of debentures. The results were that those 
bankers did not have the risk and expense of maintaining the market, 
although they received a 5% selling commission, and the amount of the 
offering made through them was doubled.?*? 


=i Derived from supplementary information supplied the Commission for Shawmut 
Association. 

#8 Op. cit. supra, note 174, at 3361, 

229 Thid. 

230 Hor relative importance of exchange and over-the-counter markets see Pt. Two 
(House Doc. No. 70, 76th Cong.), Ch. IV, pp. 279-85. 

231 See Ch. II of this part of the report, pp. 227-308. 

232 See infra, pp. 931-2. 
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In connection with the original offering of Ungerleider Financial 
Corporation a contract dated May 8, and amended May 13, 1929, was 
entered into between Samuel Ungerleider & Company, investment 
bankers and brokers, and the investment company. This was pri- 
marily an agency contract whereby the banker and his associates 
agreed to use their best efforts to place upward of 500,000 common 
shares at the public offering price of $52 a share. The investment com- 
pany agreed to repurchase its shares at not to exceed $50 a share, 
the paid-in value, in cooperation with the selling group, which in turn 
agreed with Samuel Ungerleider & Company, by a separate contract, 
to take back all shares repurchased to maintain a market. On Decem- 
ber 11, 1929 the public offering was terminated and thereafter the 
shares were first listed upon the New York Curb Exchange. At that 
date the investment company had repurchased 222.359 shares at the 
average price of approximately $49 a share, or a total of $10,992,859.16, 
of which only 72,549 shares were taken back by the selling group at 
$50 a share for a total of $3,627,450. By these repurchases the invest- 
ment company in effect maintained the market in its own shares for 
its bankers during the course of the public offering. Later Unger- 
leider Financial Corporation repurchased an additional 41,768 shares 
for a grand total of $18,205,575.76, leaving 244,400 shares outstanding 
for which the investment company had received a total consideration 
of $13,205,575.28 

The phenomenal expansion of the United Founders Corporation 
eroup of investment companies, from paid-in resources possessed by 
three companies-at the end of November 1927 of about $77,870,000 (in- 
cluding $6,817,000 of intercompany holdings) to paid-in resources 
possessed by 13 companies at the end of 1929 of $686,165,000 (includ- 
ing $182,338,000 of intercompany holdings) ,?** was in part the result 
of distribution based upon reports of substantial profits which in turn 
depended upon the distribution itself. Although it was not revealed 
to prospective investors, these profits were derived primarily from the 
purchase, at an inside price, of the securities issued by the various 
companies comprising the group and their resale to the public or to 
affiliated companies.?* 

At the organization of each new investment company large blocks 
of its securities would be allotted to the other investment companies 
in the group at prices substantially below the prices at which like 
securities would shortly thereafter be distributed to the public. Dur- 
ing 1928 and 1929 the aggregate market premium was $91,743,900 in 
excess of the $76,800,000 of assets paid in by the original subscribers.?°* 
Such shares as well as participations in subsequent issues acquired by 
member companies in the group, would be resold at increased prices 
either to the public or to other companies in the group and such 
transactions constituted the primary over-the-counter market in the 
shares.237 The “profits” realized by ‘companies of the group exclu- 


233 See infra, pp. 9387 et seq. 

231 Public Examination, American General Corporation et al., Commission's Exhibits 
Nos. 3400 (p. 4) 8424—-A—-1, and 3424—C-1. 

235 Wor full details of these practices see Ch. VI of this part of the report, Sec. III. 

286 Op. cit. supra, note 234, Commission’s Hxhibit No. 3789. 

237 In one or two instances these issues made a complete circuit of the investment com- 
panies in the group and returned to the original subscribers at a price substantially in 
excess of the original subscription price. 
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sively from, transactions in their shares and shares of other allied 
companies, which in turn helped to maintain higher prices for their 
own security issues, was $4,275,000 in 1928 and $36,288,000 in 1929 and 
for the latter year such profits comprised about 95% of the entire 
published profits of the group.?* 

Another investment company which bore a part of the expense of 
supporting the market for its shares was Iroquois Share Corporation ** 
organized on January 14, 1929, under the laws of New York *° by 
O’Brian, Potter & Stafford, members of the New York Stock Ex- 
change, with principal offices in Buffalo, New York. This investment 
company was organized at the instance of a number of banks in West- 
ern New York which were clients of the sponsor firm, and the public 
offering, which was made through that sponsor, was marketed sub- 
stantially to customers of those banks.?* 

The public offering consisted of 100,000 shares of common stock 
at $21.50 a share. The commission of $1.50 a share, or a total of 
$150,000, constituted an underwriting commission of approximately 
7% of the $2,150,000 gross proceeds.*4? That the terms of the under- 
writing contract were dictated by the sponsor was admitted by 
Walter F. Stafford, at the time a member of that firm and president 
of Iroquois Share Corporation.?* 

In July 1929 the holder of every three shares of Iroquois Share 
Corporation stock was permitted to purchase one additional share 
at $32.50 per share, so that 33,834 new shares were issued which netted 
the investment company $1,083,355 additional capital.4* In April 
1930 an exchange of 29,418.2 shares of Iroquois Share Corporation 
stock was made for all of the shares of Williamsville Share Cor- 
poration, another investment company, resulting in additional capi- 
tal of $624,339, so that the entire contributed capital was some 
$3,707,694.24 

In support of the marketing of the shares of the investment com- 
pany the sponsor engaged in trading operations wherein it bought 
and sold these shares.**7 When these operations were terminated in 
February 1930 the account was short 4,900 shares at $15.73 a share 
while Iroquois Share Corporation was long 4,800 of its own shares 
at $14.50 a share.? 

The investment company sold its 4,800 shares to the sponsor at 
$15 a share,”#? or at a profit of 50¢ a share to the investment com- 
pany and a profit of 73¢ a share to the sponsor. However, the 


238 Op. cit. supra, note 234, Commission’s Exhibit No. 8732. These figures contrast with 
total net realized profits by the group through the sale of securities of $7,292,000 in 1928 
and $88,559,000 in 1929. (Ibid.) In the years 1931 to 1935 the losses from sales of and 
write downs upon securities of the companies allied to the United Founders Corporation 
group aggregated $114,600,000. 

289 Hor detailed story of this company see Ch. II of this part of the report, pp. 51-76. 

240 Reply to the Commission’s questionnaire for Iroquois Share Corporation, Pt. I. 

21 Public Examination, Iroquois Share Corporation, at 13938, 138941. 

222 Td.. at 18961 and Commission’s Exhibit No. 1394. 

431d., at 13939. 

447d., at 18944-5, 13960. 

245 7Td., at 13945-6. 

46 7d., at 18946 and Commission's Exhibit No. 1422. 

47Td., at 14064. 

248 Td., Commission’s Exhibits Nos. 1417, 1418. 

249 Thid. 
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market price at the time was 17-1714 and the asset value was higher 
than the sale price to O’Brian, Potter & Stafford.” 


International Superpower Corporation 


It was of course desirable, from the viewpoint of the bankers under- 
writing an issue, to conduct their market operations as profitably as 
possible. This was accomplished in part by Calvin Bullock, the spon- 
sor of International Superpower Corporation, by the use of short- 
term option warrants. 

International Superpower Corporation was organized on Septem- 
ber 27, 1928, by Calvin Bullock, distributor of investment trust 
shares.2* The original underwriting agreement was entered into by 
the investment company and Calvin Bullock on October 15, 1928, at 
which time the board of directors of the former was comprised 
entirely of representatives of the sponsor.** When new directors 
were added to the board the underwriting agreement had already 
been entered into.”* 

By the terms of the underwriting agreement the sponsor was com- 
mitted to buy 100,000 shares of the common stock of the investment 
company at $44 a share and to offer them to the public at $48 a 
share.2* In addition, this agreement gave the sponsor a first call 
as underwriter upon any future issues of the investment company 
for a term of ten years and also provided that Calvin Bullock should 
receive five-year options for 20% of all offerings made during that 
period, exercisable at the public offering price. Accordingly, a five- 
year option was given for 25,000 shares by virtue of the original 
underwriting of 100,000 shares, the effect of which was to compute 
the option upon both the offering and the option itself’ The under- 
writing agreement was amended on October 25, 1928, by cutting 
the commitment to 50,000 shares and the option to 12,500 shares.*° 

From January 11, 1929, to June 22, 1929, a series of agreements was 
entered into between the same parties, by the terms of which Calvin 
Bullock underwrote 180,000 additional shares at prices ranging from 
G47 to $56.25 a share to be offered at prices ranging from $41.50 to 
$62.25 a share.’ Five-year options, computed as aforesaid, were 
granted to Calvin Bullock in addition to the commission which 
ranged from $4.50 to $6.00 a share.”** 

Up to this time the investment company had distributed 230,000 
shares of its common stock at prices which netted it $11,412,825, at 


20Tbid. Mr. Stafford stated in a letter dated February 21, 1930, to Frederick C. 
Stevens, a member of the sponsor firm and of the executive committee of the investment 
company, as follows (id., Commission’s Exhibit No. 268) : 

It occurred to me that it might be difficult to explain to the Board of Directors if 
anybody saw fit to inquire why we had sold stock at 15 when the market was 17 to %. 
However, this transaction having been closed and the stock having been sold, by the 
firm at 15.73, in view of the fact that the firm has maintained the market and been 
successful in advancing it, I think that we can satisfy any inquiring director. 

21 Reply to Commission’s questionnaire for International Superpower Corporation, Pt. I. 

2822 Public Examination, Calvin Bullock Group, at 4027. 

231Td., at 3998-9. 

254Td., Commission's Hxhibit No. 397. 

25 1d., at 3992. 

256 Op. cit. supra, note 251, Pt. I. 

257 Tbid. 

288 Thid. 
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an underwriting cost of $1,102,500, exclusive of the option warrants 
which were never exercised in spite of favorable market conditions.**° 
The underwriting commission ranged from 9% to 11%, while Hugh 
Bullock testified that the formula was expected to yield in the neigh- 
borhood of 10%.2®° Thereafter the shares of the investment company 
were marketed by the granting of short-term option warrants to Cal- 
vin Bullock, acting for a syndicate and individually, as follows: 

On July 1, 1929, Calvin Bullock agreed to pay to the investment 
company $15,000 for which the investment company agreed to issue 
options to that sponsor for 40,000 shares of its common stock.?°* One 
block of 20,000 shares could be called for within three months at $60 
a share and the other block of 20,000 shares was available for six 
months at $70 a share.2*? All of the options were exercised during a 
period when the market price for the stock ranged from $77 to $90. 

On August 1, 1929, three-month options for 40,000 more shares were 
sold to Calvin Bullock for $20,000.2°? This consideration was not 
paid until 1932, when International Superpower Corporation was 
merged with Bullock Fund, Ltd. These options called for blocks of 
10,000 shares at 75, 77, 83, and 85, respectively. Only the first 10,000 
shares were taken down during a period when the market was around 
88.264 In both instances Calvin Bullock received five-year option 
warrants as provided under the original underwriting agreement. 
By this device the capital of the investment company was increased 
by $3,350,000, while the profits to the syndicate were limited only by 
the market price. 

In order to achieve this additional distribution it was necessary 
for the syndicate to sell 115,000 shares through dealers and 120,000 
shares upon the exchange and to purchase about 151,000 shares upon 
the exchange.” The active trading was conducted primarily upon 
the New York Curb Exchange.’°° 

The options were granted at prices which were close to or below 
the market price. The success of the financing depended upon the 
market and, perhaps more important, the ability of the syndicate to 
handle the market successfully. Hugh Bullock denied that purchases 
were made of the shares on the market to cause an increase in market 
price so that sales could be made off the market at such advances. 
However, trading operations conducted by the syndicate in two ac- 
counts involved 37% of the volume and 77% of the number of trans- 
actions upon the New York Curb Exchange in those shares.*** Such 
activities were anticipated in the creation of the syndicate for the 
purpose of maintaining the market.’ Because of the upward price 
movement, the stock, at the peak, was almost 50% more than its 


2597Td., Pt. V. 

200 Op. cit. supra, note 252, at 4038. 
251 Op. cit. supra, note 251, Pt. I. 
262 Thid. 

263 Tbid. 

2641d., Pt. V. 

265 Op. cit. supra, note 252, at 4045-6. 
296 Td., at 4057. 

207Td., at 4049. 

268Td., at 4064. 

209 Td., at 4066. 
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liquidating value. Hugh Bullock testified with respect to the second 
syndicate account.?” 


Q. So that you wouldn’t have any doubt in your mind that the purchase of 
107,000 shares on the open market, and the sale only of 55,C00 shares, had an 
influence in raising the price of the stock on the market? 

A. Not particularly. By that I mean, it had no particular influence. 

Q. The effect of it would be to raise the price, would it not? 

A. When there are more buyers than sellers, the price goes up, but as to how 
much it goes up is another matter. 


The total profit from the two syndicate accounts was about $350,000. 
Thereafter, Calvin Bullock engaged in continued efforts to support 
the market in the shares of the investment company and suffered 
losses which more than wiped out this profit.’ 

The sale of the shares of an investment company under an option 
arrangement may be likened to “best efforts” underwriting contracts 
in that there is no firm commitment to buy a fixed amount of shares 
at a specified price. However, in the best effort contracts, the under- 
writer or the distributor sold shares as an agent for the issuing in- 
vestment company at a fixed price and for a predetermined commis- 
sion. Also, the absence of a firm commitment was usually reflected 
in a reduced loading charge. By the use of options in connection 
with the distribution of investment company shares the underwriter 
or distributor acted as principal, and the prices paid by new share- 
holders, which determined the sales profits were fixed by the market 
price of the stock which might be affected by the market operations 
of the underwriter. 


The Goldman Sachs Trading Corporation 


An example of “over-allotment” or overselling of investment com- 
pany shares on a stock exchange in connection with an original 
offering is furnished by The Goldman Sachs Trading Corporation. 

The Goldman Sachs Trading Corporation was organized on De- 
cember 4, 1928, by the brokerage and investment banking firm of 
Goldman, Sachs & Co.?”2 This sponsor exercised complete control 
over. the affairs of the investment company at all times until Atlas 
Corporation formally assumed control on April 17, 1933, on which 
date the name of The Goldman Sachs Trading Corporation was 
changed to Pacific Hastern Corporation.?” 

The original offering of the shares of The Goldman Sachs Trad- 
ing Corporation consisted of 1,000,000 shares of common stock which 
were underwritten by Goldman, Sachs & Co. for a cash considera- 
tion of $100,000,000. As stated in the original offering circular, 
100,000 shares were retained by this sponsor and the balance of 
900,000 shares was distributed through a selling group at $104 a 
share. The $4 spread was allocated $2 to Goldman, Sachs & Co. 
and $2 to the selling group. Goldman, Sachs & Co. also took a par- 


70Td., at 4051. 

21Td., at 4101. 

272 Public Examination, The Goldman Sachs Trading Corporation, Commission’s Exhibits 
Nos. 1652, 1654. 

273 Td., at 15862—-4. 
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ticipation consisting of 83,108 shares in the selling group for dis- 
posal through their retail sales department.? 

In addition to the $10,000,000 investment purchase by Goldman, 
Sachs & Co. and allotments for some $6,000,000 of the shares to the 
members of that firm and their families, other subscriptions to close 
business associates brought such private placements to at least 
¢50,000,000. ‘These sales were made at $102 net per share by constitut- 
ing them a “preferred list” and including them among the participants 
in the selling group.?” 

This offering was oversubscribed at least twice °° and in making 
allotments, 50,000 shares were oversold. The nature of this situation 
was explained in the further testimony of Waddill Catchings: 277 


Q. In connection with the distribution of these securities through the selling 
groups Goldman, Sachs & Co. had an account, isn’t that so, in which there 
was an overallotment of shares? 

A. In the original sale of securities Goldman, Sachs & Co. sold 1,050,000 
shares although it had only 1,000,000 shares that they purchased from the 
company. They oversold 50,000 shares. 

Q. And that was an overallotment by Goldman, Sachs, the banking firm? 

A. That is correct. 

Q. Overallotment means simply, does it not, that they confirmed orders to 
purchase, or made contracts to sell 50,000 shares more than the original 1,000,- 
000 that was issued; isn’t that true? 

A. That is correct. The expression ‘“‘overallotment” is made as you are 
allotting to the subscribers. It is strictly an oversale. You sell that amount 
short, so to speak. 

Q. It corresponds to a short sale? 

A. It is actually a short sale. An overallotment is a short sale. 


274 Td., Commission's Exhibit Nos. 1655, 1656, and 1659. 

2 Td,, at 15924-8, Shares of The Goldman Sachs Trading Corporation were sold to the 
following purchasers who were not dealers in securities and whose individual allotments in 
the selling group each totaled 5,C00 shares or more (id., Commission’s Exhibit 1660) : 


Shares 
Bae Barw Ch aan Sas eels eee Seren ee re elk Viens ee dee 5, 000 
Conway se C oR e Dees ae eee oe See Bante ae SP ee REE Ne ee ee 10, 000 
Delmar Capital .Conpesa ose es & REE A DS eee a I ee a 75, 000 
ID, Jolin WN; IDXoRMEs Grog Wil a a 11, 000 
fCochnem, SACS Gs Co, GumnloyeIs 8 oR oe - 14, 593 
MGoldschmid ta lnus ts es O85 vO ae | SIE eee De Doe a) 6, 250 
Commas Colbie mimiGhia EE ee ears il, 50) 
MheP Howand Cte sae = ew. ERS eee SK at 2 lek Sige ae 15, 000 
TAcCks ony JONNSONa- ete ee eee ee ee eee eee ne 10, 000 
ESTeLMIW.OX EUS O11 Sige cc, 5 © Oe ete te tres an eR ee eee 21, 500 
Albert elasker se oess af eee eens 10, 000 
ORES IMMGHORe, dite oe 20, 000 
Mudge-Weir Securities Corp 5, 000 
Mekennay iCorp mea 24k oe Bae ie tase 7, 500 
Cond SP NaSte 2 cas See Brak A eee et tee 20, 000 
Wm. C. Potter & Associates 5, 400 
HC. WRand ees 8 Tee 2 UA 10, 000 
Ceorce eh aan daa ae see ei eee 7, 500 
Ray Wala © OL) em eee oe eu oyeee We ae ae Ram to seen 10, 000 
Renraw, ae lnceets ee ae ayia ere ee 30, 000 
Harry Warner & Associates 5, 000 
Wires, JANES Ci, SOONG pa ae ee 7,508 
1DBE dee ANGE oy i, 2 eee 2 TY 10, 006 
Westover Trading Co 5, 000 
HET CS EMT WOOK Walnea a = SME mr ean aN Noni nr les ee 2 Re One 20, 000 

348, 001 


26 Derived from supplementary information supplied the Commission for The Goldman : 
Sachs Trading Corporation. 


27 Op. cit. supra, note 272, at 15935-7. 
158373—41—pt. 3——_10 
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Q. That is right. You haven’t the securities and you hope to be able to get 
them. 

A. Not only hope, you have to get them. 

Q. Or else—well, there isn’t any “else.” 

A. There isn’t any “else.”” You go bankrupt, if you are responsible in business, 

Q. So you had a position where Goldman, Sachs & Co. overallotted 50,000 
shares, and where they had to acquire these securities? 

A. They sold 950,000 shares. They had to acquire 50,000 in the market, or 
they had to use part of the 100,000 shares they had bought for investment. In 
order to retain the 100,000 shares they bought for investment, they would have 


to purchase 50,000 shares from somebody else. 


Inasmuch as Goldman, Sachs & Co. felt bound to retain its pub- 
licized position of 100,000 shares and its participation in the selling 
group evidently was earmarked for resale to customers of that firm, 
this overallotment of 50,000 shares had to be covered by purchases 
in the open market or by private negotiations. 

From December 10, 1928, the effective date of admission of the 
stock of The Goldman Sachs Trading Corporation to trading on the 
New York Curb Exchange, through December 29, 1928, Goldman, 


Sachs & Co. covered 28,800 shares of its overallotment or short position 


through purchases in the open market. The bankers’ purchases rep- 
resented two-thirds of the volume traded on the New York Curb 
Exchange on the days upon which such purchases were made, and 
constituted 40% of the total volume over the period. Purchases dur- 
ing January 1929 in the open market brought the total stock so 
acquired to 32,841 shares, at an average cost of $112.09 per share.’ 

Purchases by private negotiation accounted for 14,822 shares of the 


overallotment at an average cost of $118.34 per share.?7 Of these 


repurchases, made from December 10, 1928, to January 10, 1929, in- 
clusive, the great bulk were negotiated with three members of the 


“oreferred list” who were also included in the selling group. Ac- 


cordingly, within two weeks of the delivery date (January 4, 1929) 
of temporary certificates or of interim receipts, profits of as much as 


1734 points were made.?®° 


While the covering of the overallotment was made at a consider- 


able expense to Goldman, Sachs & Co., this operation took the place 


of the trading acount which customarily accompanied the original 


distribution of such substantial issues, However, after deducting 


278 Tq., at 15919 and Commission’s Exhibit No. 1661. 
279 Td., Commission’s Exhibit No. 1661. The remaining 2,337 shares were transferred 


‘from the original purcbase account of Goldman, Sachs & Co. (Tbid.) 


280 Direct transactions with members of the “preferred list’? were as follows (op. cit. 


supra, note 272, Commission’s Exhibits Nos. 1660, 1661) : 


Gross profits 


Name of seller ees pret oes from shares Dates of sales 

Delmar Capital Corp _____.-.----=----- 75, 000 8, 000 118 vee 000 | Jan. i 1929 
5 il i I 

Keleinwonty Sons) © Oneae ease aaa 21, 500 { se ite up 1p Jen 10° ae 

: 4 1, 552 11934 27,548 | Jan. 2, 1929 

McKenna Corporation. .-----.-------- 7, 500 { 3, 450 11944 60,375 | Jan. 10, 1929 


Motel cans sees eooas senses 104, 000 1350228 | ae seeeee $231, 563 
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$478,227.50 net trading loss in covering the overallotment and other 
expenses of $303,000, the net underwriting and selling group profit 
realized by Goldman, Sachs & Co. amounted to $1,184,988.50.?* 

The prospectus used by Goldman, Sachs & Co. had represented 
that The Goldman Sachs Trading Corporation would have a capital- 
zation of $100,000,000 and would issue 1,000,000 shares of its capital 
stock and on December 7, 1928, the New York Curb Exchange ad- 
mitted to trading, on a when-as-and-if-issued basis, the 1,000,000 
shares of capital stock of The Goldman Sachs Trading Corporation 
which had been sold to Goldman, Sachs & Co.?*? The certificate of 
incorporation of The Goldman Sachs Trading Corporation specifi- 
cally denied to its stockholders the preemptive right to purchase any 
additional offerings of the company’s stock and this fact was pub- 
licized in the prospectus.?®* However, the New York Curb Ex- 
change, as a prerequisite to the listing of the 1,000,000 shares of the 
company’s stock then to be issued by the investment company, re- 
quired the investment company to adopt a resolution to the effect 
that stockholders were to be afforded an opportunity to subscribe 
to additional issues of stock for cash unless, in the judgment of the 
company’s board of directors, it was not feasible to do so. This 
resolution was adopted by the Board of Directors of The Goldman 
Sachs Trading Corporation on December 14, 1928.74 

On December 10, 1928, the first day of trading in the stock of The 
Goldman Sachs Trading Corporation, the stock opened at a price 
of $108 a share and by December 31, 1928, was selling for $117 a 
share.*® At this point the investment company, without the knowl- 
edge of either the New York Curb Exchange or the existing public 
holders of its stock, commenced to sell its own shares on the New 
York Curb Exchange. At this time the investment company pos- 
sessed none of its own stock other than its authorized but unissued 
shares in excess of the 1,000,000 shares it had already issued. Fur- 
thermore, the board of directors of the investment company had not 
in any corporate resolution approved the issuance of more than 
1,000,000 shares of its capital stock, nor had the Curb Exchange ad- 
mitted more than the original 1,000,000 shares of the company’s stock 
to trading in its market. As a consequence, the corporation was 
placed in a position of selling its own stock “short,” an activity 
which Waddill Catchings, the president of The Goldman Sachs Trad- 
ing Corporation and a partner in Goldman, Sachs & Co., conceded 
might have a depressing effect on the market price of the com- 
pany’s stock : 286 


Q. You believe, do you not, Mr. Catchings, and this is back of the arguments 
of all the disciples of short selling, that short selling has a propensity or the 
effect of preventing substantial rises in price in the market—— 

A. I am not a disciple of short selling. 


231 Op. cit. supra, note 272, Commission’s Exhibit No. 1661. 

282 Op. cit, supra, note 272, Commission’s Exhibits Nos. 1656 and 1658. Although only 
1,000,000 shares were to be issued, the authorized capitalization of The Goldman Sachs 
‘Trading Corporation was 2.500.000 shares. (Id., Commission’s Exhibit No. 1652.) 

23 Op. cit. supra, note 272, Commission’s Exhibit No. 1652. 

%4Td., at 1591923 and op. cit. supra, note 276. 

28 Op. cit. supra, note 272, at 15937-8 and 15914. 

286 Td., at 15940-2. 
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Q. You will agree with their argument? 

A. I don’t know about that. I am just giving you the fact as best I can. 

Q. Might not an offering of 125,000 shares of stock tend to check a rise in 
price? 

A. I should certainly think it might. 

In its short-selling activities the position of The Goldman Sachs 
Trading Corporation was such that it could suffer no loss. If the 
market price of its stock declined the corporation could cover its 
short position by purchases of its stock in the market at lower prices 
than those at which it had sold the stock. In this situation the cor- 
poration would derive a profit at the expense of its own stockholders 
who had sold their shares to the corporation. If the market price 
of its stock rose the directors of the corporation could cover its 
short position by approving the issuance of additional shares of its 
authorized but unissued stock. In this case, however, the existing 
stockholders would be deprived of the preemptive right which the 
corporation had agreed with the New York Curb Exchange to accord 
to its stockholders where feasible. 

Moreover, the short selling activities of The Goldman Sachs Trad- 
ing Corporation might have been advantageous to its sponsor, 
Goldman, Sachs & Co. The short selling operations of The Gold- 
man Sachs Trading Corporation were conducted largely during the 
period when Goldman, Sachs & Co. was engaged in covering its 
overallotment and quite likely served to retard the advance in 
the market price of the company’s stock.?8” 

Between December 31, 1928 and February 38, 1929, The Goldman 
Sachs Trading Corporation sold “short” 125,000 shares of its own 
stock at an average price of $126.21 per share for total proceeds in 
excess of $15,000,000. These sales by the corporation constituted 
69% of the total transactions in its stock on the New York Curb 
Exchange.”*® 

On February 3, 1929, the New York Curb Exchange became aware 
of the short-selling activities of The Goldman Sachs Trading Cor- 
poration and requested the corporation to cease selling its stock. 
On this point Mr. Catchings testified : °° 


Q. In any event you sold pursuant to the [the prospectus] 1,000,000 shares 
and then seld 125,000 shares technically short, because you physically didn’t 
have possession of those securities, and you raised an additional $15,000,000? 

A. They were authorized to be issued. The only thing is that they were not 
at the time listed, but they were listed there on February 3rd. 

Q. This stock was admitted to trading on the New York Curb Exchange. Did 
the Curb Exchange have anything to say about The Goldman Sachs Trading 
Corporation who announced that they were going to sell a million shares and 
their listing application disclosed only a million shares when the Curb Exchange 
found that The Goldman Sachs Trading Corporation was selling additional shares 
in the open market? 

A. Yes; the Curb Exchange said that they didn’t want us to do it and that is 
the reason we stopped at 125,000. : 


287 Mr. Catchings, however, denied that the selling activities of The Goldman Sachs 
Trading Corporation were intended to depress the market price of its stock in order to 
enable Goldman, Sachs & Co. to cover its over-allotment at lowest possible prices in the 
market. (Op. cit. supra, note 272, at 15939 and 15941.) i 

288 Op. cit. supra, note 272, at 15909, and Commission’s Exhibit No. 1665. 

280 Td., at 15917. 
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On February 3, 1929, the additional shares of the stock of The Gold- 
‘man Sachs Trading Corporation which it had sold short were listed 
for trading on the New York Curb Exchange and on February 9, 
1929, the Board of directors of the corporation for the first time 
authorized the issuance of an additional 125,000 shares of the com- 
pany’s stock to cover its short position in the market.?°° The resolu- 
tion authorizing an issuance of the shares further stated that “it has 
been deemed unprofitable to sell such additional shares for such price 
by first offering them to the outstanding stockholders of the corpora- 
tion.” 29! On February 5, 1929, the market price of the company’s 
stock was 17954. Had the company attempted to cover its short post- 
tion by market purchases it would have suffered a trading loss of 
approximately $6,677,000. 

From the standpoint of the purchasers of the original 1,000,000 
shares of the corporation, two aspects of the undisclosed additional 
selling of its shares by the corporation must be noted. In the first 
ylace the actual capitalization of the corporation became different 
from that which the prospectus represented the corporation would 
initially possess. The prospectus did not inform the stockholders 
that the corporation intended to sell additional shares in the market 
if market conditions justified such a step. On this point Mr. Catch- 
ings testified : 7° 

Q. * * * Now in your offering circular, Mr. Catchings, you stated “Capi- 
talization, Capital Stock, no par value. Authorized—2,500,000 shares; to be 
presently issued 1,000,000 shares.” And we find that before the delivery date 
fof the original 1,000,000 shares offered by the corporation], January 4, 1929, 
that not only was that 1,000,009 shares sold, but Goldman Sachs Trading Cor- 
poration was selling stock on The Exchange and over-the-counter in addition to 
that million shares; isn’t that so? 

A. That is correct. It began on the 30th or 81st of December 1928. 

Q. Now it is one thing for a person to be a stockholder in a $100,000,000 in- 
vestment company and another thing for him to be a stockholder in an invest- 
ment company that has $115,000,000; and it is another thing being a stockholder 
in a corporation that has $234,000,000 and it is another thing to be a stockholder 
in a corporation that has $329,000,000, isn’t it? 

A. I don’t know just what you mean by “another thing,” but obviously the 
corporations are different * * *. 

% * * * ¥ * * 

Q. So that within a short time anyway you decided to increase the size of the 
funds from a hundred to one hundred and fifteen million. 

A. Yes; and it might have been more. You know, it wasn’t * 

Q. A fixed amount. If you could have sold more you would have sold more? 

A. No, I don’t think that is right. More could have been sold but actually 
125,000 were sold. 

* % % * af % Fa 

Q. So from that aspect the only limitation you had on the amount of stock 

you could sell that way was the original authorized 2,500,000 shares? 


*% OR 


200Td., at 15912 and 15917. 

291 Minutes of the meeting of the board of directors of The Goldman Sachs Trading 
Corporation held on February 5, 1929. 

22 Op. cit. supra, note 272, at 15910-11 and 15914—-15. 
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A. Yes; and if you had sold that amount you probably could have gotten the 
consent from the stockholders to issue more; so that was the only limit without 
the approval of the stockholders. 

Q. Secondly, there was no statement in the prospectus that it was contem- 
plated that if the market was good they would immediately sell more stock? 

A. You have got a copy of the prospectus right there. 


Tn the second place, although the original stockholders derived the 
advantage through their aliquot interest in the corporate assets of 
these additional sales of the corporation’s stock at prices higher than 
the original offering price, they were deprived of the personal profits 
which might have accrued to them if the preemptive right had been 
accorded to them. Mr. Catchings testified : *°° 


Q. * * * Now in this case where the 125,000 additional shares were sold 
for approximately $15,000,000, the market during the time ranged from 117 you 
say to ultimately 139. Now if pursuant to this resolution the stockholders are 
given their preemptive right, they would have gotten the stock at $100 and they 
would have realized a profit of $17 to $89 a share. 

A. They got it anyhow, they realized it through the corporation. 

Q. That is they realized it through their aliquot participation in the corpora- 
tion. 

A. That is correct. 

Q. But here was an individual who was a stockholder, and as far as his 
personally realizing it as counter distinguished from the investment trust, he 
was deprived of that opportunity, isn’t that so? 

A. I don’t believe that, under the circumstances, it would have been feasible 
to offer stock to the stockholders at $100 and grant them a preemptive right. 
The whole purpose of the transaction would have been defeated if that had 
been done. 


E. Underwriting Benefits and Profits 


The influence and control of investment bankers over investment 
trusts and investment companies was probably most effective in deter- 
mining the amount and character of compensation they should re- 
ceive for underwriting the issues of such enterprises. This compen- 
sation took a variety of forms, such as cash, option warrants, free 
stock, etc.2°* Out of a total of 204 public offerings through the aid of 
bankers during 1927-1935, options were given to the bankers in 53 
cases and securities were given in three cases, without the payment of 
cash or property therefor. This practice was particularly wide- 
spread in 1928 and 1929 when bankers received options in 53 out of 
188 issues, including 81 out of 51 common stock issues. In addition, 
more indirect benefits naturally arose from the control of the sub- 
stantial funds possessed by closed-end management investment com- 
panies. Furthermore, this remuneration was sometimes given for 
management and other services, as well as for marketing the issues 
of the investment enterprise. It was accordingly difficult to arrive 
at the true value of the benefits received and to allocate them to the 
various functions for the purposes of any comprehensive analysis of 
underwriting costs. 


293Td., at 15921-2. 
204 Pt. Two (House Doc. No. 70, 76th Cong.), Ch, III, pp. 203-6, and Table 66. 
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The cash compensation, based upon the published loading charge,®* 
was itself a sizable amount. It was reported by 163 closed-end man- 
agement investment companies proper and 21 management investment 
holding companies that they paid $116,519,000 for the marketing of 
their securities for a total of $2,109,000,000 so that the selling load 
averaged about 5.5% of the offering price and 5.8% of the net pro- 
ceeds to the investment companies.”° Furthermore, such loads were 
sometimes computed upon shares sold upon part-paid bases, the un- 
paid balances of which were subject to cancelation,?*" while the possi- 
bility of pyramiding selling commissions through intercompany 
holdings, without adding any new money to the industry, also pre- 
sented itself. 

As has been indicated, J. & W. Seligman & Company, the invest- 
ment bankers for Tri-Continental Corporation, received $3,000,000: 
for marketing the $53,000,000 issues of 'Tri-Continental Corporation 
but received $7,000,000 for marketing in August 1929 the $57,000,000: 
of new securities issued by Tri-Continental Allied Company, Inc., 
or a load increase from 6% to 14% of the net proceeds. Option war- 
rants paid by Tri-Continental Corporation as added compensation 
for marketing its shares were largely offset by sales assistance derived 
from option warrants given by Tri-Continental Allied Company, 
Inc., for the same general purposes.?°* 

Similarly, Petroleum Corporation of America *®® was organized in 
January 1929 by Blair & Company, Inc., investment bankers. The 
bankers agreed to underwrite 650,000 shares, to be sold to the public 
at $34 a share—$20 in cash and $14 subject to call, by a firm commit- 
ment at $31 a share, and to “use their best efforts” to procure pur- 
chasers for an additional 2,600,000 shares on which they would also 
receive a commission of $38 a share. 

The total underwriting compensation thus amounted to $9,750,000, 
or over 8% of the net proceeds to the investment company. Although 
the bankers had a firm obligation on only one-fifth of the entire 
issue,?°? they were entitled to the full underwriting commission upon 
the payment of only $20 of the $34 a share. The obligation to col- 
lect the additional $14 per share from the purchasers, rested wholly 
on the investment company. On June 30, 1929, call was made for 
the $14 balance, to be paid the following October 1, 1929. At the end 
of that year $1,106,555 remained unpaid and $117,240 was still unpaid 
at the end of 1930.2 On January 29, 1936, the shares representing the 
unpaid balance were sold for about $104,600 at public auction by the 
corporation to recover the calls yet due. 

Tn addition to this cash compensation the bankers also received 
five-year option warrants to buy 1,625,000 additional shares of stock 
at $34 a share. Of these 1,625,000 warrants, 50,000 were allocated 


25 Wor a discussion of the computation of the published loading charge see Pt. Two 
(House Doe. No. 70, 76th Cong.), Ch. III, pp. 203-6. 

26 Tbid., and Table 67. The average rate of compensation for the public distribution of 
only the closed-end management investment companies proper was the same. (Ibid.) 

207 See supra, pp. 912 et seq. 

28 Hor further details see supra, pp. 885 et seq. 

299 Wor further details see Ch. II of this part of the report, supra, pp. 227-309. 

800 Public Examination, Petroleum Corporation of America, at 2923-6. 

301 Td., at 2929. 
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for management.*” These warrants, exercisable at the offering price, 
clearly had substantial market value during the latter part of 1929. 
As late as 1930, the warrants sold for as high as $57, per warrant or 
$9,500,000 for the total block.*® Blair & Company, Inc., as the syn- 
dicate. manager, sold 201,700 option warrants for a total of 
$571,425.24 Apparently no further attempts were made to sell war- 
rants during the period of distribution because such a procedure 
would have interfered with the distribution program.*°> None of the 
option warrants was ever exercised.®° 


Italian Superpower Corporation 


Yet another illustration of extensive selling compensation to the 
sponsor-distributor is provided by Italian Superpower Corporation, 

On January 19, 1928 American interests, headed by Bonbright & 
Co., Inc., and F ield, Glore & Co., Inc., investment bankers, and Ttalian 
interests, headed by Banca Commerciale Italiana, an Ttalian commer- 
cial bank, organized Italian Superpower Corporation.*** The capital 
assets were to be purchased by the investment company from those 
sponsors, principally from the Italian group, who were to receive 
payment 14 im preferred stock and 2 in cash to be raised by the sale 
to the American public of $20,250,000 of 35-year, 6% debentures. 

All of the Class B voting common stock was to be divided equally 
between the American and the Italian groups, and the Class A non- 
voting common stock was to be given as a bonus, half to the pur- 
chasers of the preferred shares and half to the purchasers of the 
debentures.*°® Although 303,750 shares of the block of Class A, non- 
voting, common. stock were delivered to the American sponsors for 
use in connection with the sale of the debentures, at the time of the 
public offering on January 31, 1928, market conditions had so im- 
proved that the American sponsors distributed only 101,250 Class A 
common shares with the debentures and gave ten-year option watr- 
rants to purchase 202,500 Class A common shares at prices ranging 
from $10 to $20 a share. 809 Each unit consisted of a $1,000 debenture, 
five shares of Class A, nonvoting common stock and an option war- 


82Td., at 3042. In addition, the investment company paid approximately $133,000 for 
qualifying its stock in the desired states, for listing it upon the desired exchanges, and for 
organization expenses, including all issue and stamp taxes and the fees and disbursements 
of underwriter’s counsel, as required by the terms of the underwriting agreement. (Reply 
to the Commission's questionnaire for Petroleum Corporation of America, Pts. I and V.) 

803 Op. cit. supra, note 800, at 2868-9. 

- 801 Td., at 2869. 

305 Td., at 2869-70. 

806 Reply to the Commission’s questionnaire for Petroleum Corporation of America, Pt. V. 
The distribution of the shares of Petroleum Corporation of America is also of interest be- 
cause of the substantial trading in the shares of the investment company which was 
resorted to in order to facilitate the sale of the issue. The syndicate apparently had to 
repurchase about 800,000 shares of the total of 3,250,000 shares which were origi- 
nally sold, or roughly 25%. (Op. cit. supra, note 300, at 3044.) The public offering was 
in fact reduced by 220,600 shares sold at $31.25 to a selected list, largely affiliated with 
the sponsors (reply to Commission’s questionnaire for Petroleum Corporation of America, 
Pt. V), and by 500,000 shares sold to Sinclair Oil Company, later known as Consolidated Oil 
Company. (Op. cit. supra, note 300, at 3045.) 

807 Reply to the Commission’s questionnaire for Italian Superpower Corporation, Pt. I. 

80 Op. cit. supra, note 173, at 7660-4. 

809 Td., at 7662-3. 
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rant to purchase ten additional shares.** These option warrants 
differed from the usual option warrants in that they were not issued 
by the investment company but were issued by Bankers Trust Com- 
pany as depository for the American sponsors. If the warrants were 
exercised, the proceeds would go to the American sponsors—if they 
expired unused, the shares were to be returned to these sponsors. 
Another 120,000 shares of the nonvoting Class A common stock were 
given with the sale of $6 cumulative preferred stock for $3,000,000 to 
interests affiliated with the sponsors.*1* 

As a consequence the American sponsors received a seven-point 
underwriting spread upon the debentures and 2214% of the common 
stock, including half of the Class B common stock which possessed 
the entire voting power.*2 It was urged that the seven-point spread 
was to cover organization expenses and other costs in connection with 
the original formation of the company.** - 

After operating for slightly more than a year, Italian Superpower 
Corporation decided to raise an additional $2,000,000 for the invest- 
ment company. The method used to raise these additional funds was 
to have the investment company repurchase $2,000,000 of its outstand- 
ing debentures and then sell through the bankers $4,000,000 of de- 
bentures, $2,000,000 of new bonds and the $2,000,000 of repurchased 
bonds.*44 The reasons for the adoption of this procedure of buying 
back $2,000,000 of its debentures for immediate resale were not made 
clear. From the data available concerning the operation of this repur- 
chase and resale account the effect, if not the purpose, was to stabilize 
the market during the period of distribution of the $2,000,000 of the 
new bonds.** 

The actual operation of the account was as follows: On July 5, 1929, 
Italian Superpower Corporation started to buy back its 6% debentures 
and by July 16 had purchased $556,000 face amount of debentures at 
an average price of $7814. Apparently during the same period Field, 
Glore & Co., Ine. and the Banca Commerciale Trust Company had also 
been buying debentures, presumably for the account of the investment 
company or with the understanding that the company would take over 
these debentures. In any case, on the 16th of July 1929, the investment 
company purchased from these two bankers a total of $897,000 face 
amount of debentures at an average price of $80, the highest price paid 
during the operation of the account. From July 5 to July 16, 1929, 
while these purchases were being made, the price of the debentures rose 
from 76 to 79. On July 18, 1929 the American bankers made an 
offering of $4,000,000 of debentures together with certain options 
described below. At the time of this offering Italian Superpower 
Corporation was prepared to issue $2,000,000 of new debentures, but 
had actually repurchased only a total of $1,469,000 of the outstanding 
debentures. Therefore, the sale of debentures represented a short 


310Td., Commission’s Exhibit No. 701. 

311 Op. cit. supra, note 307, Pt. V. 

312 Op. cit. supra, note 173, at 7670, 7705. 

318 Thid. This spread may be compared with the underwriting commission of 5% upon a 
subsequent issue of the same debentures coupled with similar option warrants of Italian 
Superpower Corporation on July 18, 1929. 

314 Td., at 7695-6. 

315Td., at 7700 and op. cit. supra, note 307, Pt. V. 
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position on the part of the investment company of $531,000 which was 
not completely covered until October 15, 1929." 


As a result, Italian Superpower Corporation repurchased $531,000 
face amount of its debentures during the period when the bankers were 
distributing $4,000,000 of its debentures.*!”7 The short position in the 
debentures represented about 18% of the face amount of the offering 
and 16% of the amount actually sold by the investment company. The 
investment company’s activities in repurchasing $2,000,000 of its own 
bonds in order to facilitate the raising of $2,000,000 of new money 
presumably saved the bankers from the necessity of operating an 
account to stabilize the market. Although the selling commission to 
the bankers on this financing was ostensibly only 5%, from the view- 
point of the net increase in assets realized by Italian Superpower Cor- 
poration from this operation the underwriting cost was in fact more 
than 10%. 

When examined about the operation of a stabilization account by 
an investment company in connection with a distribution by bankers 
of an issue of its securities Sidney A. Mitchell testified : *** 


Q. So far as your experience with the American Superpower and the one or 
two other investment trusts you were interested in, and mainly utilities, do you 
know of any instance in which the corporation has maintained a stabilizing 
account? 

A. I don’t know, but the fact I don’t know does not mean at all that they may 
not have done so. 


National Investors Group 


The successive financings occasioned by the formation of the com- 
panies comprising the National Investors group provided compensa- 
tion for distribution in the form of option warrants for the shares of 
the parent company and increasing rates of selling commissions for 
each successive subsidiary company. 

National Investors Corporation was organized on June 16, 1927, 
under the sponsorship of Fred Y. Presley, Guardian Detroit Company 
of Detroit, Mich., and Shawmut Corporation of Boston, Mass. Vot- 
ing control was held by Guardian Detroit Company while Mr. Presley 
exercised complete operating control. Three investment companies, 
known as Second National Investors Corporation, Third National 


316 Derived from supplementary information supplied the Commission for Italian Super- 
power Corporation. 

817 Tbid. 

318 Op. cit. supra, note 29, at 7702. Bonbright & Co., Inc., with which Mr. Mitchell 


had been connected, had floated several hundred millions of dollars of securities. (Id. at 
7703.) Mr. Mitchell urged that Italian Superpower Corporation did not involve itself in 


any risk by reason of the short position which it had taken in its debentures at the time 
of public offering, for the investment company was repurchasing the debentures at 78 at 
a time when it had contracted to deliver them at 86. (Id., at 7697-8.) This calculation, 
however, ignored the fact that the debentures were all repurchased free of warrants or 
other securities and were sold in units with warrants entitling the holder to purchase 15 
shares of Class A, nonvoting common stock for each $1,000 bond. (Ibid.) These warrants 
were similar to those which had been sold with the original $20,250,000 of debentures and 
the early warrants were then selling at between $8 and $12. (Id., at 7699.) Therefore, 
it may reasonably be assumed that the value of the warrants which were added to the 
debentures was 15 times about $10, or about 15 points on a hundred dollars face amount of 
debentures. Thus, at the time the investment company was repurchasing debentures al 
$78, it had contracted to deliver at $86 securities worth roughly 15 points more than 78. 
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Investors Corporation, and Fourth National Investors Corporation, 
were organized with varying capital structures as subsidiaries of 
National Investors Corporation and the combined paid-in capital of 
the group, eliminating cross holdings, was some $48,600,000.°" 

The shares of National Investors Corporation were sold privately by 
the sponsors in return for option warrants, the value of which was 
allegedly unknown at the time.*®? The benefits received by this parent 
company, through its position as a preferred buyer of the shares of 
the subsequent companies, as well as from the equity leverage thereby 
created and extended, naturally accrued in large measure to those 
sponsors through their option warrants. 

The Guardian Detroit Company received the original option war- 
rants for 100,000 shares of common stock of National Investors Cor- 
poration under an agreement contemplating a specified plan of redis- 
tribution of half of them to various of the other sponsors.*** 

In the subsequent history of National Investors Corporation, other 
parties began to participate in the distribution of the affiliated invest- 
ment company securities and in the general sponsoring of the group. 
Some of the options originally distributed were repurchased by Guard- 
ian Detroit Company and reassigned in order to take care of these 
parties.*22 Reassignments of options occurred in connection with Paul 
Cabot, president of State Street Investment Corporation and, at that 
time, also affiliated with Shawmut Association. Shawmut Associa- 
tion had joined the National Investors group shortly before the orig- 
inal distribution of National Investors Corporation units, and had 
agreed to take up about $100,000 of such units and received 19,000 
option warrants. Mr. Cabot, who was to join the National Investors 
Board of Directors at the request of Shawmut Association, refused to 
do so unless he were given 5,000 option warrants. Shawmut finally 
gave up 5,000 of its own option warrants to Mr. Cabot to effect this 
arrangement.*?* The instance of Mr. Cabot, as well as the general 
history of the issuance and redistribution of these warrants, indicates 
the value placed upon them by the insiders. 

The market value of these option warrants increased very rapidly 
with advances in the market price of the common stock of National 
Investors Corporation. Between July 3, 1929, when this common 
stock was first traded on the New York Curb Exchange, and Septem- 
ber 16, 1929, the price rose from 1114 to 39184. This advance in the 
price of the common stock, which substantially exceeded the net asset 


319 Wor details of Sponsorship and capital structures see supra, pp. 887 et seq. 

220 Public Examination, National Investors Corporation, at 4263, 4342. 

8211d., Commission’s Exhibit No. 417. Those warrants for 50,000 shares were subse- 
quently reallocated as follows: 20,000 to Mr. Presley, 19,000 to Shawmut Association, 
5,000 to George Murrane, a member of the firm of Lee Higginson & Co., 5,000 to 8. Sloan 
Colt, a vice president of the Farmers Loan & Trust Company, and 1,000 to James Ss. 
Rattray, who had aided Mr. Presley in the sale of stock. 

The basis for determining this reallocation is illustrated by the case of Mr. Colt, at 
that time vice president of the Farmers Loan & Trust Company. Mr. Presley testified 
that the prestige of the man’s name, as well as the name of the organization with which 
he was associated, was useful to National Investors Corporation. (Id., at 4837.) For in- 
stance, Mr. Colt was instrumental in securing additional bank outlets for the group. (Id., 
at 4268-9.) 

222 Among these parties were Marine Trust Company, Brown Brothers & Company, N. W. 
Harris & Company, and the law firm of Cetton and Franklin. (Id., at 4882-5.) 

323 Op. cit. supra, note 320, at 4383 and Public Examination, State Street Investment 
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value of the common stock,*** may be attributed not only to the genera] 
advances in market prices and premiums which such shares then en- 
joyed, but also to trading activities under the auspices of Guardian 
Detroit Company, facilitated by the relatively small number of such 
shares available for trading.®”® 
Control over the reallocated option warrants was retained b 
Guardian Detroit Company through specific agreements with the 
recipients, limiting the sale or exercise thereof.*** Sales of these war- 
rants by the individual holders were customarily made to Guardian 
Detroit Company for the purposes of redistribution, as aforesaid, or 
as a part of its market sponsorship program,**’ at prices substantially 
below the values indicated by market quotations. However, these 
market quotations must have induced the payment of the substantial 
sums realized for the warrants sold by the sponsors—warrants which 
cost them nothing. S. Sloan Colt “el 4,500 of the 5,000 option war- 
rants allotted to him by reason of his connection with Farmers Loan 
and Trust Company, for a total of $285,000.° Mr. Murane, of Lee, 
Higginson & Co., sold 3,500 of his 5,000 option warrants for a total 
of $414, 850.229 Mr. Presley testified : °° 


Q. Would his services have been worth that in cash? 

A. Certainly at that time we would have never contemplated that would have 
been worth that in cash. 

Q. Well, would you today consider they were worth that in cash? 

A. No; not at all. 


Similarly, Mr. Cabot sold 3,500 of his 5,000 option warrants for 
$355,000 and Mr. Presley sold 3 5000 of his 20 000 option warrants for 
$300, ‘000. Ber 

In the underwriting agreement, National Investors Corporation 
agreed to use its best efforts to secure underwriting business from its 


8t Basing the net assets of National Investors Corporation on the market values of its 
investments, including investments in common stocks of its subsidiary investment com- 
panies, investments in the warrants of Second and Third National Investors Corporation 
valued at the difference between the market value of the stock and the exercise prices, in- 
vestments in the warrants of Fourth National Investors Corporation valued at the sales 
price of $12.50 a share, and assuming the exercise of warrants for 104,869 shares at $10 a 
share, the net asset value of the common stock of National Investors on September 16, 
1929, equaled $91.09. Basing the net assets upon the market values of the miscellaneous 
investments of National Investors Corporation and upon the market values of the under- 
lying assets of the affiliated investment companies, the preferred stock of National In- 
vestors Corporation possessed an asset value of only $89.60 on that date and the common 
stock consequently had a negative asset value. (Op. cit. supra, note 320, at 4350-1.) 

3 The rapid advance in the market price of the common stock of National Investors 
Corporation caused an investigation by the New York Curb Exchange and on August 15 
and September 13, 1929, Mr. Presley assured the exchange that Guardian Detroit Com- 
pany would maintain an orderly market. (Op. cit. supra, note 320, at 4357-8.) An analysis 
of the purchases and sales made under the auspices of Guardian Detroit Company during 
the period July 3 to September 12, 1929, when a total of 10,800 shares were sold while 
only 5,420 shares were bought in 100 share lots, indicates that sales were made at times 
when the market exhibited considerable trading strength and that purchases were so 
timed that they must have assisted in raising the price from 11% to 155. (Derived fom 
supplementary information supplied the Commission for National Investors Corporation.) 

326 Op. cit. supra, note 320, Commission’s Exhibit No. 417, and Public Examination, State 
Street Investment Corporation, CORT Oe s Exhibit No. 310. 

87 Op. cit. supra, note 320, at 4282-5, 4338-42. 

828 Td., at 43388. 

829 Td., at 4340. 

330 Td., at 4341. 

331Td., at 4342-3. 
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imvestment company subsidiaries for Guardian Detroit Company ** 
and increasing remuneration was provided to those underwriters for 
the issues of each new investment company. The gross commission 
on the shares of Second National Investors Corporation was 4% of 
the public offering price, 6% on the shares of Third National In- 
yestors Corporation, and 7.7% on the shares of Fourth National In- 
yestors Corporation.*?2 Mr. Presley testified : 3*4 


Q. What was the justification for this fee amounting to 6.4% of the net 
proceeds to the corporation, in view of those market conditions? 

A. In the first place, the fee of 4% in the Second was probably too small, in 
view of existing circumstances, and it was nothing more nor less than a 
straight promotion, investment trust, to be managed by an absolutely untried 
and unknown management. 

ven when Fourth was formed, the management was untried, and it was semi- 

promotional, and I don’t believe that the underwriters realized that they were 
coing to have as easy a time selling that $27,000,000 as they did. 
j Q. Still, it was an anticipation of an easy time in selling that, that made you 
optimistic enough to have an all-common:-stock picture, which would be offered 
at a total of $26,000,000 to the public. You had never attempted a thing of 
that size prior to that time, had you? 

A. I pushed the underwriters pretty hard to underwrite that issue, and I 
remember that distinctly, and just before the issue was brought out, I think 
that they were extremely worried about their commitment. 

Q. But if it is a fact that it was the best judgment of the underwriters that 
this market could absorb $26,000,000 worth of common stock in this new com- 
pany, which was now to be the fourth of these companies, it would seem that 
they wouldn’t have anticipated any great difficulty in placing the stock, other- 
wise they wouldn’t have made a commitment to underwrite $26,000,000 worth. 

A. The fact of the matter is that they wouldn’t have committed without that 
underwriting fee. 


The close relationship between the investment companies and their 
sponsors outlawed competitive bidding for the underwriting business 
even after two years of operation. Mr. Presley testified : 2 


Q. Did you attempt to place the issue elsewhere? 

A. No; I didn’t. 

Q. Now, Guardian Detroit had preferential right to future financing of these 
companies, under the terms of its contract. 

A. Yes. 

Q. That took the usual form? 

A. Yes. 

Q. They made the future financing on at least the same bases as anybody 
else would take it, that is to be given prior right on the same terms. 

A. Yes. : 

Q. Did you attempt to get better terms from any other underwriter? 

A. We attempted to get better terms from the existing underwriters, and I 
know there was quite a lot of controversy over the fact that there was an in- 
crease in the commissions paid the underwriters, but I don’t recall seeking or 
negotiating with outsiders. 


82 Td., Commission’s Exhibit No. 418, 
83 Op. cit. supra, note 84, Pt. V. 
84Td., at 4813-14. 

> Id., at 4814-15. 
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Q. Did it occur to you to do that, or did you realize that that might haye 
been undesirable from your standpoint at that time? 

A. Well, I just accepted the fact that no other group of underwriters would 
have considered floating a big trust, such as that. 


F. Sales to Preferred or Selected Lists 


Sales to preferred lists or selected persons were in effect forms of 
private distributions at prices more favorable than offered to the 
public in general. This special treatment usually took the form of 
a reduction or total waiver of the sales commission. In some in- 
stances discounts were even greater and constituted in effect a dilution 
of the equity of the public participation.’ Similarly, special terms, 
in the form of credits or options, were sometimes afforded to such 
favored purchasers. 

As has been indicated, about half of the 1,000,000 share issue of 
capital stock offered by The Goldman Sachs Trading Corporation 
was sold to a preferred list of investors (including Goldman Sachs 
& Co., the investment banker sponsor, members, and clients of that 
firm, their families, and associates) who were included in the selling 
group.**? As such participants they paid only the selling group price 
of $102 a share as contrasted with the public offering price of $104 
a share. At least 343,000 of these shares were sold to selling group 
purchasers who were not dealers in securities but who were largely 
banking clients and associates of Goldman Sachs & Co. 

Similarly, Blair & Co., Inc., which underwrote the original block 
of 650,000 shares of Petroleum Corporation of America to net that 
investment company $31 a share, sold 220,600 shares thereof to a 
preferred list of 58 individuals at $31.25 a share, or $2.75 below the 
public offering price.°** 

Although a delay of several months elapsed between the private 
distribution and public offering of the shares of United States & Over- 
seas Corporation, the effect was to give the sponsors a substantially pre- 
ferred position in the purchase of its securities at the expense of the 

ublic investors.2°? This investment company was formed on January 
93, 1929, at which time it issued 200,000 shares of its capital stock to 
its sponsors at $10 a share for a total of $2,000,000.%4° Between April 


336 An instance of such practices was provided by Shawmut Association, organized in 
May 1928 by the National Shawmut Bank of Boston and its security affiliate, Shawmut 
Corporation. Rights to purchase 300,000 shares of the investment trust at $50 a share 
were offered to the stockholders of the National Shawmut Bank while an additional 
20,000 shares were offered to the management of the bank at $51.50 a share. At the 
game time there was a public offering of 80,000 shares at $52.50 a share, including a $1 
loading charge, making a total paid-in capital of $8,150,000. In view of the substantial 
block gold to the stockholders of the bank at $50 a share, $1.50 a share less than was 
realized from the sales to the management and to the public, a substantial dilution 
of their equittes was immediately suffered. (For further details see supra, pp. 915 et seq.) 

37 For further details see supra, pp. 922 et seq. 

838 This group included 41 prominent persons who became directors of the investment 
company while the remaining persons were officers or directors of Blair & Co., Ine. (For 
further details see Ch. II of this part of the report, pp. 227-309.) 

3399 The technique of distribution employed by United States & Overseas Corporation 
was similar to that employed by General Investment Corporation. (For further details 
see Ch. II of this part of the report, pp. 518-27.) 

340 Op. cit. supra, note 234. 
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and June 1929 the sponsors subscribed to another 400,000 shares at the 
game price, providing additional paid-in capital of $4,000,000.341 

In contemplation of a public offering a syndicate composed of the 
then sponsors was formed and acquired 450,000 shares from the invest- 
ment company at $86 a share, adding $16,200,000 to the capital to total 
$92,200,000. ‘This syndicate also acquired from the original sponsors 
at $20 a share 150,000 shares of their holdings, thereby providing a 
100% profit upon an investment held for less than a year.*4? 
After a reclassification of the capital structure into 750,000 shares of 
common stock, including the 600,000 shares held by the syndicate and 
300,000 shares of Class A stock,*** the public offering was made at $35 
a share.?44 

Thus the public contributed $385 a common share and the original 
subscribers contributed $10 a common share to receive an investment 
having a paid-in value of $25.60 a share, attributing only $10 a share 
to the Class A stock held by the sponsors. In other words, the public 
paid $21,000,000 for an interest of $15,360,000 upon a paid-in basis, 
while the sponsors paid $4,500,000 for a $6,840,000 participation, exclu- 
sive of the $1,500,000 profit realized upon the sale of 150,000 shares to 
the syndicate.?#° 


G. Relieving Insiders From Commitments for Security Issues 


The market collapse at the end of 1929 had the effect of transforming: 
seemingly profitable commitments for the purchase of the security 
issues of investment trusts and investment companies into burdensome 
obligations. While the ordinary subscribers could not usually secure 
releases from their obligations, insiders sometimes received more 
generous treatment.**° 


Ungerleider Financial Corporation 


Ungerleider Financial Corporation was mcorporated on May 7%, 
1929,*47 at the instance of Samuel Ungerleider & Company, members 
of the New York Stock Exchange and investment bankers. On May 
8, 1929, Samuel Ungerleider & Company entered into an agreement 
with the investment company to purchase 500,000 shares of its com- 


#17d., Commission’s Exhibits Nos. 3960, 3961. 

“2 Td., Commission’s Exhibits Nos. 8960, 8964, and 3980. 

48 The common stock and the Class A stock were identical except that the common 
stock had a priority upon liquidation to the amount paid in therefor of $25.60 a share 
and the Class A possessed 3314% of the combined voting power of the two classes and 
the right to its paid-in investment upon liquidation before a general distribution of 
assets. (Id., Commission’s Exhibits Nos. 3959, 3960.) 

44Op, cit. supra, note 234, Commission’s Exhibit No. 3980. The underwriting spread 
was $3 a share or $1,800,000. (Id., at 2535.) 

3 Hor a discussion of a selected list in marketing the shares of The United Corporation 
see Report of the Senaté Committee‘on Banking: and: Currency on Stock Exchange Practices, 
73d Cong., Senate Repcrt No. 1455 (1984), at 108 et seq. 

346 See supra, pp. —. For other examples of releases from commitments see Vick Financial 
Corporation, Selected Industries, Inc., and Chatham Phenix Allied Corporation, supra, 
pp. 898, 912, and 882, respectively. 

#7 Op. cit. supra, note 37, Commission's Exhibit No. 1528. It was the intention of 
Samuel Ungerleider & Company that the investment company would engage primarily 
in the underwriting and distribution of securities, activities which had been previously 
engaged in by Samuel Ungerleider & Company only to a limited degree. (Id., at 14879-S0.) 
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mon stock at $50 a share or for a total of $25,000,000.*4* The agree- 
ment provided, however, that if in the opinion of Samuel Unger- 
leider & Company market conditions were unfavorable for the public 
sale of the stock, Samuel Ungerleider & Company could terminate the 
agreement as to 450,000 shares of the stock. In any event, Samuel 
Ungerleider & Company was firmly committed to purchase 50,000 
shares of the investment. company for $2,500,000. 

Samuel Ungerleider & Company entered into an agreement with a 
selling group to offer the 500,000 shares to the public at $52 a share.* 
This agreement provided that shares sold by members of the selling 
group which. were resold by investors on the market and repurchased 
by Samuel Ungerleider & Company could be “put back” to the selling 
group members for resale. 

On May 18, 1929, Samuel Ungerleider & Company and the invest- 
ment company entered into an agreement modifying the agreement 
of May 8, 1929, whereby Samuel Ungerleider & Company undertook 
to use its “best efforts” to market 400,000 shares.?°° In consideration 
of this modification Samuel Ungerleider & Company agreed to pur- 
chase in any event 100,000 shares of the stock. The agreement, which 
was not disclosed to stockholders, also provided that if Samuel 
Ungerleider & Company could succeed in firmly placing with inves- 
tors at least 250,000 shares of its stock, the investment company 
would “cooperate with the selling group” by repurchasing its own 
shares through Samuel Ungerleider & Company at prices not to 
exceed $50 per share. In effect the investment company was com- 
mitted to maintain and stabilize the market price of its own shares 
at or about the offering price of the shares to the public in order to 
enable the selling group to dispose of the shares to the publ. 

Mr. Ungerleider stated that the reason for the change in the under- 
writing arrangement was to guarantee more capital to the investment 
company by increasing the firm commitment of the sponsor.** When. 
examined on the statement in the offering circular that the sponsor, 
Samuel Ungerleider & Company, was purchasing 100,000 shares at 
$50 per share Mr. Ungerleider testified : *° 

A. We started on the premise that we wanted the corporation to have not 
less than $5,000,000 and we would assume the responsibility of either putting 
in $5,000,000 or selling it sufficiently. 

Q. But ordinarily, at this time, when there was a statement made in the 
offering circular, that the sponsors were buying a block of stock, everybody 
assumed that that was a permanent investment that the sponsor was making 
in the investment trust, isn’t that so? 

A. You may assume that. 

Q. The fact of the matter is that Ungerleider & Company did not hold the 
100,000 shares, isn’t that so? 

A. That is right. 

Q. Your maximum permanent investment in Samuel Ungerleider Corpora- 
tion was how much? 

A. Twenty some thousand shares. 


348 Op. cit. supra, note 87, Commission’s Exhibit No. 1530. 

#9 Iq., Commission’s Exhibit No. 1533. Of the $2 gross commission per share, 50 cents 
accrued to Samuel Ungerleider & Company as its banking commission and $1.50 was 
allocated to the dealers as their commissions. 

350 Op. cit. supra, note 87, Commission’s Exhibit No. 1531. 

351 JTd., at 14886. 

#2Td., at 14984-6. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 939 


Under the terms of this contract the total block of 500,000 shares 
of stock was delivered to the sponsor-underwriter by the investment 
company.*°* At December 11, 1929, when the public offering was 
terminated, the sponsors had succeeded in disposing of 435,978 shares, 
netting the investment company $21,798,900.2°4 

However, the investment company repurchased through Samuel 
Ungerleider & Company a total of 222.359 shares of its own stock at 
an average price of $49 per share for a total of $10,992,858.16 in ac- 
cordance with the above agreement.** On these repurchases and re- 
sales to the investment company, the firm of Samuel Ungerleider & 
Company suffered a loss of $281,160.17, having purchased the shares 
at that sum in excess of the price at which the shares were sold to the 
investment company.**° Of the repurchased shares 72,549 shares were 
“put back” to the selling group at $50 per share for a total of 
$3,627,450." Other selling group dealers refused to accept the remain- 
ing 149,810 shares.**s No attempt was made to enforce the obligation 
of the members of the selling group who defaulted. Apparently the 
sponsor did not desire to jeopardize the good will of such dealers who 
might be essential to the possible future underwriting activities of the 
investment company and to the business of the sponsor.®°® The 149.810 
shares repurchased by the investment company at a cost of $7,365,- 
408.16 were retired by the investment company pursuant to the vote 
of a majority of a quorum of its stockholders.?°° The attitude of the 
sponsors of Ungerleider Financial Corporation making these repur- 


chases was discussed in the following testimony of Mr.. Unger- 
leider : °° 


Q. Now, it is true that Ungerleider took the loss, but is there not a fundamental 
principle which transcends the loss that Ungerleider took? Here is the situa- 
tion where a corporation within a short period of time after it was organized, 
and supposed to be a $25,000,000 company finds itself in a position where it has 
got to go out and buy back a block, approximately half of its original issue; isn’t 
that so? 

A. That is what happened. 

* * * * * * * 

Q. And that was all occasioned by the fact that you didn’t want to lose the 
good will of the dealers; isn’t that right? 

A. Yes, sir. 


s8 As money was received by the sponsor-underwriters from the members of the selling 
group, it was deposited in the general account of Samuel Ungerleider & Company instead 
of being held in trust or earmarked for the account of the investment company. (Id., at 
14895-7.) 

%4 Op. cit. supra, note 37, at 14897. 

855 Td., at 14909. The problem is presented whether, in effecting these repurchases in 
connection with which the investment company utilized about $6,000,000 of its capital 
(id. at 14987—9), the provision of the Delaware corporation law forbidding repurchases of 
its own shares with capital funds was not contravened. (General Corporation Law of Dela- 
ware, Revised Code of 1915, as amended, Ch. 65, Art. 1, Sec. 19). On May 8, 1929, the 
directors of the investment company by resolution allocated $40 of the $50 received from 
the sale of each share of stock to capital, and the balance to paid in surplus. (Op. cit. 
supra, note 387, at 14987.) 

858 Op. cit. supra, note 87, at 14996. 

7Td., at 14909. 

8 Td., at 14898. 

389 Td., at 14899. 

360 Id., at 14909. 

361 Td., at 14996-7. 
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Q. There is another aspect to that, Mr. Ungerleider; after all, your name was 
in this corporation; wasn’t that so? 

A. Yes, sir. 

Q. And whether you liked it or not, people would associate the success of the 
investment trust with your ability; isn’t that so? 

A. To some extent that is correct. 

Q. That was a matter of concern to you all of the time; wasn’t that so? 

A. Yes, sir. 


The stockholders also authorized the investment company to repur- 
chase an additional 36,168 shares of its stock in order to bring the 
outstanding shares of the corporation down from a total of 286,168 
shares to an even 250,000 shares. Actually, the investment company 
repurchased an additional 41,768 shares, leaving finally outstanding 
944.400 shares of its stock for which the investment company had 
received a total consideration of $13,205,575.76.°° 

The prospectus indicated that the purchasers of the stock were to 
become stockholders in a $25,000,000 corporation, and a memorandum 
dated October 18, 1929, written by M. J. Hall, an employee of the 
investment company, to Samuel Ungerleider, its president, stated : °° 


Our purpose in withholding the release of the balance sheet, portfolio, income 
account, listing application, and advertising campaign was to permit of a “put 
pack” and redistribution program that would permit of the release of a balance 
sheet showing a total of 500,000 shares actually outstanding. 


The stockholders were never apprised that the failure of the distri- 
bution campaign was the real reason for this reduction in capitaliza- 
bIOMe 

Federated Capital Corporation 


Similarly, the sponsors of Federated Capital Corporation were re- 
leased from taking up the unfulfilled balance of a commitment for 
common shares of that investment company when the market started 
to decline. 

Federated Capital Corporation was organized on April 7, 1927, 
under the laws of Delaware by William J. Thorold, formerly associ- 
ated with investment companies in England.’ On April 22, 1927 
Federated Capital Corporation entered into an agreement with Fed- 
eral Debenture Company, Inc., controlled by Mr. Thorold, providing 
for the purchase by Federal Debenture Company, Inc., of 9,600 shares 
of the investment company’s 6% cumulative preferred stock possessing 
one vote a share, and 6,000 shares of its common stock, also possess- 
ing one vote a share, for a total consideration of $860,000.°°° In 
return for this commitment upon the part of Federal Debenture Com- 
pany, Inc., Federated Capital Corporation granted to Federal De- 
benture Company, Inc. an exclusive sales agency until July 1933 to 
sell the remainder of its authorized preferred and common stock to 
provide a total capital of $10,000,000. Federal Debenture Company, 
Inc. was to pay $25 for each share of preferred stock and $20 for 
each share of the common stock of Federated Capital Corporation less 


362 Td., at 14909-10. 

363 Td., Commission’s Exhibit No. 1536. 

set Td., at 14914-16. 

365 See supra, pp. 896-7. 

866 Op. cit. supra, note 33, Commission’s Exhibit No. 1472. 
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a total selling commission of 10% of the purchase price. Of this 10% 
selling commission Federal Debenture Company was to retain 1%, 
and 9% was to be paid to dealers employed by Federal Debenture 
Company to actually sell the securities. 

The contract did not fix the price at which the securities were to 
be offered to the public. Actually, however, the common stock was 
distributed to the public at market prices which from 1927 to 1929 
were considerably in excess of $20 per share, but remittances were 
made to Federated Capital Corporation of the $20 selling price of 
the common stock less 10% sales commission.*®” On February 25, 
1929, this exclusive agency was canceled and a new one entered into 
with Federated Management Corporation, a successor company also 
controlled by Mr. Thorold.*** This new contract was similar in its 
provisions to the former contract except that the price to be paid 
by Federated Management Corporation to Federated Capital Corpo- 
ration for its common stock were fixed at asset value plus 15% of 
such asset value. 

Neither Federal Debenture Company, Inc., nor Federated Manage- 
ment Corporation actually sold the securities of Federated Capital 
Corporation to the public. Instead a contract *°° was entered into 
by these companies for the distribution of the securities by P. H. 
Whiting & Co., Inc., in return for a commission of 9% of the selling 
price of the shares to the public while a 1% commission was retained 
by the Thorold-controlled companies. This commission, Mr. Thorold 
testified, was paid to his companies, primarily for their assistance in 
preparing the issues and drawing the prospectuses.?”° 

During this same period, on January 18, 1929, Federated Deben- 
ture Company, Inc. and P. H. Whiting & Company, Inc. each agreed 
to take down 12,500 shares of the common stock of Federated Capital 
Corporation (a total of 25,000 shares) at $50 a share? Approxi- 
mately 16,000 shares were taken down under the terms of the agree- 
ment in the months following.’ During the same period the market 
price of the stock steadily advanced, reaching a high of $80 a share 
in October 1929.°° These underwriters shared the profits thereby 
occasioned but after the market decline they were faced with the 
prospect of taking down the balance of their commitment at a loss.” 
However, Federated Capital Corporation was caused to release its 
sponsors from their further obligations under the contract.**® Mr. 
Thorold testified in this connection as follows: 37° 


Q. Well, the situation was that in a rising market you took down the 16,000 
shares and there was a release given to you. Was there any discussion or any 
offer or gesture on your part saying, “Well, this may be a mistake. I am being 
relieved of a $450,000 obligation. I have to take down stock at $50 and the 


market is as low as $18. I think maybe I ought to account for the profits 
I made on this situation.” 


367 Td., at 14495-9. 

868 Td., at 14425-7 and Commission’s Exhibit No. 1495 
3°° Td., Commission’s Exhibit No. 1478. 

3 Td., at 14457. 

31 1d., Commission’s Exhibit No. 1480. 

872 Td., at 14501-2. 

s8Td., at 14504. 

374 Td., at 14502-8. 

3% Td., at 14503-12. 

x6 1d. at 14511-12. 
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A. No, it was regarded as an emergency measure. 

Q. An emergency measure where you stood to lose? 

A. No, an emergency measure having regard to all the facts. The facts were 
we had a large number of brokers committed and our commitment was taken 
on the basis that they would fulfill their commitment. 

Q. You don’t testify that when you made this firm commitment in writing 
in a letter that was a couple of pages long 

A. No, it was not part of the written undertaking, but the general under. 
standing was we were to fulfill commitments from brokers. We were not taking 
a speculation on our own part. 

Q. Iam convinced of that. You were playing it sure, because while the market 
was going up, you took it, and when the market crashed, you asked for an 
extension and got a release. 

A. Well, you have scored on me there. 


The stock of Federated Capital Corporation was continuously 
offered to the public from 1927 to May of 1931 when Atlas Corpora- 
tion acquired control of the company. A total of 122,320 shares of 
the cumulative preferred stock and 218,399 shares of the common 
stock were sold to the public by P. H. Whiting & Company, Inc, 
and its subdealers.*™* On these sales the corporation received a total 
of $6.122.680.37.278 The total selling commissions were $310,291.59 
of which 10% or $31,029 was retained by Mr. Thorold’s companies, Fed. 
eral Debenture Company, Inc. and Federated Management Corpora- 
tion, and the remainder was retained by P. H. Whiting & Company, 
Inc., and its subdealers.279 This was, of course, exclusive of the trad- 
ing profits made possible under the agreement of January 18, 1929, 
previously referred to.°®° 


H. Liquidation of Sponsor’s Initial Investments in Investment 
Companies 


The sponsors of some investment trusts and investment companies 
made substantial investments in their investment companies at the 
times of organization—a fact which was invariably emphasized in the 
offering circulars. However, in some instances these investments were 
not of long duration. The sponsors, either during the distribution 
period or almost immediately thereafter, reduced or liquidated their 
holding at high prices and still retained control of the investment 
companies. ' 

By the operation of a series of trading accounts in both the pub- 
licly offered and privately offered securities, the banker-sponsors of 


377 Charles H. Gleason, vice president of P. H. Whiting & Company, Inc., testified that 
Federated Capital Corporation stock was virtually sold from door to door in small amounts 
by 125 subdealers in small localities (Id., at 14570-1). Few shares of the stock were sold 
in New York City (Ibid.). 

38 Op. cit. supra, note 838. Commission’s Exhibit No. 1476. By May of 1931, the net 
assets of the investment company had depreciated to $2,845,000 (Id., Commission’s Exhibit 
No. 1958). 

879 Op. cit. supra, note 38, Commission’s Exhibits Nos. 1472, 1476, 1495. 

39 In connection with and to facilitate the primary distribution of the stock, P. H. 
Whiting & Company, Inec., maintained an over-the-counter market for the company’s secu- 
rities and continued to do so as long as the shares were being offered (Id., at 14563-4),. 
Federated Management Corporation also engaged in market-supporting operations in Fed- 
erated Capital Corporation’s stock, particularly after the market collapse of October 1929 
(Id., at 14592). 
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Selected Industries, Inc. were enabled to complete the public offering 
as well as to liquidate the major portion of their holdings.** 


United States & Foreign Securities Corporation 


Similarly, the sponsor of United States & Foreign Securities Cor- 
poration caused Dominick & Dominick, investment bankers, to oper- 
ate a trading account in the investment. company’s shares which en- 
abled the sponsor to liquidate its holdings (in part to its customers) 
at substantial profits and without relinquishing control of the invest- 
ment company. 

United States & Foreign Securities Corporation was formed on 
October 9, 1924, under the sponsorship of Dillon, Read & Co., invest- 
ment bankers.**? A public offering was made of 250,000 units con- 
sisting of one share of first preferred stock and one share of common 
stock, for a total of $25,000,000. Allotment certificates were offered 
by Dillon, Read & Co. and associates upon a part-paid basis of 25% in 
cash with the balance subject to call. The underwriters received at 
once a gross commission of 4% of the selling price of the entire offer- 
ing of $25,000,000 or $1,000,000 from the original paid-in subscription 
of $6,250,000. By the terms of the underwriting agreement the in- 
yestment company also agreed to invest some $5,000,000 of its assets in 
certain designated securities.*8? In November 1927, after the fourth 
payment on the allotment certificates became due,’*4 the 250,000 shares 
of common stock sold to the public became available for trading and 
on February 9, 1929, these shares were listed upon the New York Curb 
Exchange. 

In addition, the investment company, as part of the original dis- 
tribution of its capital stock, sold 50,000 shares of second preferred 
stock, together with 750,000 shares of common stock, to Dillon, Read 
& Co. for $5,100,000.28° While it might appear that an underwriting 
commission of only 4% of the offering price was paid, the sponsors 
received 16% of the amcunt paid in on the original subscription 
($1,000,000 of the $6,250,000 so paid) plus three-fourths of the common 
stock at anominal price, and a commitment by the investment company 
as to the investment of $5,000,000 of its assets (an amount approxi- 
mately equal to the amount of capital stock subscribed for by Dillon, 
Read & Co.). The 750,000 shares of common stock which were sold 
to Dillon, Read & Co. were distributed among the directors and 
members of the firm of Dillon, Read & Co.** 

Although the common stock and the second preferred stock ac- 
quired by Dillon, Read & Co. were sold to that firm in one block, 
the contracts indicated an allocation of $5,000,000 for a block of 
50,000 shares of second preferred stock and 250,000 shares of common 
stock and $100,000 for a block of 500,000 shares of common stock.**? 


381 For further details see supra, pp. 912 et seq. 

382 Reply to the Commission’s questionnaire for United States & Foreign Securities Cor- 
poration, Pt. I. 

883 Thid. 

3% Derived from supplementary information supplied the Commission for United States 
& Foreign Securities Corporation. 

385. Op. cit. supra, note 117, at 11721. 

886 Tqd., Commission’s Exhibit No. 1161. 

887 Hearings before the Senate Committee on Banking and Currency, pursuant to S. Res. 
84, 72d Congress, and S. Res. 56 and S. Res. 97, 73d Congress, Pt. 4, pp. 1641-2. 
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Up to the end of 1928 there appeared to be no substantial activity in 
the shares sold to the sponsor, although there were some redistribu. 
tions among the members and associates of the firm of Dillon, Reaq 
& Co, at $10 a share.*8* In the fall of 1928, Dominick & Dominick 
members of the New York Stock Exchange, approached Dillon, Read 
& Co. with the suggestion that they be given options on some of the 
common stock held by that sponsor for the purpose of a secondary 
distribution of that stock.*®° This suggestion was rejected, but after 
negotiations an arrangement was made whereby some of the indi. 
vidual associates of the firm agreed to grant options to Dominick & 
Dominick on a total of 30,000 shares, later raised to 40,000 shares, 
at prices ranging from $47.50 to $55.°°° The market price when the 
options were granted was $54 a share.**' Dominick & Dominick 
claimed that it wanted to be able to sell stock of the investment 
company to its clients, since that firm was convinced that the shares 
were under-valued in the market.*®? The plan was to sell the shares 
at the market price, thereby making a profit for Dominick & Domi. 
nick over the option price, and providing its customers with a secur- 
ity which it was willing to recommend.**? The small floating supply 
of the shares presented an opportunity to enhance the margin of 
profit through market operations. Dillon, Read & Co. agreed to use 
its best efforts to prevent its holdings from coming into the market 
during the life of the options.*®* Once these market operations com- 
menced Dominick & Dominick apparently chose to distribute by 
means of sales upon the exchange rather than by sales to their 
customers. 

Two trading accounts were operated by Dominick & Dominick in 
this stock. The first, which commenced on December 20, 1928, took 
down 25,000 shares under the options, bought and sold a total of 
129,650 shares, compared with a total reported volume in that stock 
on the New York Curb Exchange of 145,800 shares.*°* In other 
words, Dominick & Dominick actually bought or sold about 45% of 
all stock traded during the period. 

The second account was formed to take over the unexercised op- 
tions of the first account, together with options upon additional 
shares.*°° Dillon, Read & Co. took a 25% participation in this sec- 
ond account.??7 On July 5, 1929, or approximately two weeks after 
the account was formed (June 22, 1929), the stock was listed upon 
the New York Stock Exchange. The second account took down 
49,198 shares against the options, the two accounts thus disposing 
of 74,198 shares at an average price of $53.18 a share.*° 

At the time that these accounts were operating, the same group of 
members and associates of Dillon, Read & Co. also made some of 
their holdings of the common stock available for distribution to the 


381d, at 1671, 1685. 
289 Td. at 1642-5. 

300 Thid. 

sTd., at 1654. 
821d. at 1642-5. 

393 [hid. 

341d, at 1646-7. 

5 Td., at 1667. 

26 Td., at 1671. 

397 Thid. 

88 Td, at 1641, 1685. 
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clients of that firm.*°® The reason for this willingness to sell stock 
which had been held almost without change for the preceding four 
ears was attributed to the demand on the part of the customers 
of Dillon, Read & Co. to participate in the common stock of this 
company. That this demand was probably increased by activity 
created in the market by the transactions of the Dominick & Domi- 
nick trading account was admitted by Robert EK. Christie, a member 
of the firm of Dillon, Read & Co.*° 

Dillon, Read & Co. sold for its members and associates 46,354 shares 
of the common stock of United States & Foreign Securities Corpora- 
tion as well as an additional 11,000 shares which were withdrawn 
from the options given to Dominick & Dominick.** As a result 
Dillon, Read & Co. and associates disposed of a total of 120,552 
shares of common stock for proceeds of $6,843,381.4 If it be as- 
sumed that this stock originally cost 20¢ a share (the stated original 
cost of $100,000 for 500,000 shares), then the profit may be calcu- 
lated to have been about $6,820,000. However, without attempting 
to calculate the original cost of the common stock, it is clear that 
Dillon, Read & Co., its members and associates, received $6,843,381 
for a small portion of what had originally cost that firm $5,100,000 
so that they had a profit of $1,748,000 by disposing of 1714% of 
their common stock holdings and, in addition, retained the entire 
issue of second preferred stock at no cost. 


American, British & Continental Corporation 


A secondary distribution program of a part of their holdings of 
- American, British & Continental Corporation was conducted by its 
sponsors. 

American, British & Continental Corporation was organized No- 
vember 18, 1926,4° under the joint sponsorship of the investment 
banking and brokerage houses of Blyth, Witter & Co. (now Blyth & 
Co., Inc.) and J. Henry Schroder Banking Corporation, in associa- 
tion with ten European banking houses.*°* This investment com- 
pany began operations with subscribed capital stock consisting of 
100,000 shares of $6 cumulative first preferred stock, 40,000 shares of 
$6 cumulative second preferred stock, and 400,000 shares of common 
stock for which it ultimately received $18,600,000.4°° The American 
bankers distributed the stock in a manner calculated to make the 


39 Td., at 1686. 

400 Td., at 1692-3. 

41 Td., at 1691-5. 

42 Td., at 1686. 

403 Public Examination, American, British & Continental Corporation, Commission’s 
Exhibit No. 444. 

404Tq., at 4596, 4606, and Commission’s Exhibit No. 450. The Huropean banking insti- 
tutions were Allgemeine Oesterreichische Boden Credit Anstalt, Austria ; Societe Generale 
Belgique, Belgium; Bohemian Union Bank, Czechoslovakia; Banque de L’Union Parisi- 
enne, France; Dresdner Bank, Germany; J. Henry Schroder & Co., Great Britain; Hun- 
garian Commercial Bank of Pest, Hungary; Lippman, Rosenthal & Co., Netherlands ; 
Stockholm Enskilda Bank, Sweden; and Credit Suisse, Switzerland (Id., Commission’s 
Exhibit No. 450). 

45 Op. cit. supra, note 403, at 4604-10, 4618, and Commission’s Exhibit No. 444. The 
common stock possessed the exclusive voting power except after defaults in the payment 
of dividends upon the first preferred stock (Id., at 4010-11 and Commission’s Hxhibit 
— No, 444), 
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investing public put up the bulk of the capital and to retain voting 
control for themselves and their European associates. 

On November 18, 1926, American, British & Continental Corpora. 
tion entered into a contract with Blyth, Witter & Co. and J. Henry 
Schroder Banking Corporation pursuant to which they agreed to offer 
to the public, at $100 per certificate, 100,000 allotment certificates, 
each of which represented one share of first preferred stock and one 
share of common stock.*°° The public subscribed to the entire issue 
for a total of $10,000,000, 50% payable in cash and the balance sub- 
ject to call in two equal installments upon which the distributors 
were paid a commission of $400,000, equivalent to 4% of the total] 
subscribed or 8% of the initial payment. Voting rights attached to 
these certificates to the extent that the sums paid in were equivalent 
to full-paid shares while the conversion of the certificates into shares 
could not be accomplished until a year later, on December 1, 1997, 
Calls were made for the unpaid balances due under these certificates 
on September 1, 1928, and December 1, 1928, and the entire offering 
became fully paid thereafter.*°” 

The American sponsors and their European, associates subscribed +o 
40,000 shares of the second preferred and 300,000 shares of the common 
stock of American, British & Continental Corporation in units of one 
share of second preferred and seven and one-half shares of common 
stock, at $100 per unit, for a total of $4,000,000.4° One-half of this 
issue was taken by the American sponsors and affiliated companies, and 
the balance by the European banking houses.*°° The $4,000,000 invest- 
ment was paid into the investment company without deduction for 
underwriting fees.° These sponsors, by their investment of $4,000.000, 
contributed 29.4% of the total capital of American, British & Conti- 
nental Corporation. However, in purchasing 300,000 shares of com- 
mon stock with the second preferred stock, they acquired 75% of the 
voting power of the company. 

In February 1928, little more than a year after American, British 
& Continental Corporation began operations, it raised additional 
funds through the issuance of debentures, allegedly in order to 
reduce its indebtedness to the banks.*4t American, British & Conti- 
nental Corporation issued $5,000,000 of 5% gold debentures to Blyth, 
Witter & Company and J. Henry Schroder Banking Corporation at 
92, and then in turn offered them to the public at 96.4%? Thus, on Feb- 
ruary 28, 1928, the investment company realized an additional $4,600,- 
000 capital. Added to the $13,600,000 netted on the sale of its pre- 
ferred and common stocks, American, British & Continental Corpora- 
tion raised a total capital of $18,200,000. Of this sum, the bankers 


406 Op. cit. supra, note 403. Commission’s Exhibit No. 446. The offering agreement 
was merely an agency agreement under which the sponsors assumed none of the risks of 
the offering or of the unpaid balances (Ibid.). 

407 Op. cit. supra, note 408, at 4612, and Commission’s Exhibit No. 441. 

408 Td., at 4609. 

4029 Td., Commission’s Exhibit No. 446. The subscribers further agreed not to dispose of 
their holdings of second preferred or common stock without first offering such steck to 
the other subscribers (Ibid.). The common stock was immediately deposited in a voting 
trust and the directors of the investment company, all of whom represented the bankers, 
were voting trustees (Id., Commission’s Exhibit No. 448). 

410 Op. cit. supra, note 408, at 4609-11. 

41 Td., Commission’s Hxhibit No. 450. 

42Td., at 4626, and Commission’s Exhibits Nos. 450, 451. 

43 1d., at 4633. 
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had put up $4,000,000, or 21.9% of the total capital, and at the same 
time obtained 75% of the voting power of the investment company. 

After the public had invested over $14,000,000 in American, British 
& Continental Corporation, the bankers proceeded to recapitalize the 
corporation so as to reduce their own investment without relinquishing 
their position of control. At the same time a further public distribu- 
tion of securities was made. On October 26, 1928, the directors of 
American, British & Continental Corporation, all of whom repre- 
sented the American and European bankers, approved a plan of re- 
capitalization and recommended its adoption by the stockholders.** 
The plan provided that the 40,000 shares of second preferred stock, all 
of which would be offered to the common stockholders outside of the 
be converted into 200,000 shares of common stock.*t®. This increased 
the outstanding common stock to 600,000 shares, of which the sponsors 
would possess 500,000 shares. It was then proposed that an offering 
of 120,000 shares of common stock would be made, 70,000 shares of 
which would be offered to the public at $20 a share and 50,000 shares 
of which would be offered to the common stockholders outside of the 
sponsoring group at $18 a share.**®° These 120,000 shares of common 
stock were to be made available by the sponsors out of the 200,000 
shares received upon the conversion of their second preferred stock.*1” 

Charles R. Blyth, head of Blyth, Witter & Co. at the time of these 
transactions, testified as to the purposes and need for these changes in 
capital structure, as follows: 4 


Q. Will you tell me what the factors were that made you determine to do 
that, and what you did? 

A. We had this situation confronting us. I have a rather clear notion and 
memory of this thing. We had a fairly heavy fixed charge to pay by way of the 
first preferred dividend and the second preferred dividend. Some of the 
directors felt, and quite properly, that it was pretty necessary to have a sub- 
stantially large amount of income-bearing Securities in the portfolio, sufficient to 
carry the charges on the senior securities, on the theory that if we didn’t have 
more flexibility in our corporation, because at that time we hadn’t built up 
enough surplus to really be of any great value, it seemed to us best to do away 
with part of these fixed charges and thereby make the corporation a little 
more elastic to take advantage of what we hoped would be some profitable 
opportunities that weren’t strictly in the way of buying a bond or making a 
straight loan. 

So we determined to convert the second preferred stock, for which $4,000,000 
had been paid, into common stock on the basis of one share of preferred for 
five shares of common. 

Q. That was only two years after you had organized the corporation, was it 
not, Mr. Blyth? 

A. That is correct. 

Q. And it was a short time after you had authorized an issue of debentures? 

A. Yes. 


447d., at 4662. 

457d., at 4654-6, 4673. 

46Td., at 4661. The offering to the common stockholders outside of the sponsoring 
group was made on the basis of one share of new common for every two shares of old 
common held. Since 100,000 shares of common stock had been subscribed for by the 
holders of the first preferred stock, 50,000 shares of the new common were to be issued 
(Ibid.). 

417 Op, cit. supra, note 403, at 4662-4. 

48Td., at 4653-4, 


948 SECURITIES AND EXCHANGE COMMISSION 


Q. So that you must have foreseen what your fixed charges would be? 

A. Well, I think—and this is more from my memory than a positive statement 
of fact—that the thing didn’t begin to develop by way of foreign opportunities 
to the extent we thought they might, and we were following a rather new route 
that hadn’t been gone over before, and it wasn’t unreasonable to find it necessary 
to perhaps change some of our original ideas as to the best way to work this 
organization, and I think to give ourselves greater latitude we determined to 
make that conversion. 


The proposed public sale of a part of the common stock thus re- 
ceived in exchange for the second preferred stock played no imme- 
diate part in the scheme to reduce the fixed charges. Gerald F. Beal, 
vice president of J. Henry Schroder Banking Corporation at the time 
in question, testified as follows with respect to this feature of the 
planes 


Q. What were the factors that made you determine to pass on a part of 
that investment to the public, at the time that 125,000 shares of common were 
offered, in January of 1929? 

A. I think the main factor was that we were very much interested in the 
development of the market for the common stock, and we had felt that over 
a period of time the common stock of this company was going to represent 
a pretty substantial asset value, and we felt that at that time, to get a wider 
distribution of the stock, and establish a real market for it, was of benefit 
to the company. 

Q. In what way, Mr. Beal? 

A. I presume that we envisaged that further amounts of common stock might 
be sold later on. 

Q. And that distribution in 1929 would assure a good distribution at a later 
time? 

A. Exactly. 


This plan to improve the market for the common stock was also 
of benefit to the sponsors, who still possessed a substantial interest in 
such shares. 

On November 19, 1928, a special meeting of the second preferred 
and common stockholders was called to approve the plan. Since 
the bankers held 75% of the Corporation’s outstanding common and 
all of the Second Preferred stock, there could be no doubt as to the 
outcome. The plan was adopted and the charter appropriately 
amended. *?° 

The mechanics of the distribution to the public were carried out 
through buying and selling groups. The European banks deposited 
81,000 shares of common at $17 per share with a buying group com- 
posed solely of Blyth, Witter & Co. and J. Henry Schroder Banking 
Corporation. The buying group then added 39,000 shares and turned 
over to a selling group of 120,000 shares of common stock at $18.50 a 
share. Thus, Blyth, Witter & Co. and J. Henry Schroder Banking 
Corporation received $18.50 per share for their 39,000 shares of new 
common stock and the European wea received $17 per share for 
the balance.*?!, Accordingly, the American and European sponsors 
realized $2,098,500 from the sale of the 120,000 shares, thus reducing 


49 Td., at 4799. 

40 Ibid. The voting trust under which the sponsor’s original 300,000 shares of com- 
mon stock had been deposited was terminated at that time (Id., at 4615). 

#1 Op. cit. supra, note 403, at 4668. 
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their original investment of $4,000,000 by more than half.*?? The 
380,000 shares of common stock retained by them represented 638.3% 
of the voting power.*?8 ; 

The selling group, comprised of the same American sponsors, in 

turn sold to the public at $20 a share the entire 120,000 shares received 
from the buying group, plus an additional 5,000 shares supplied by 
Blyth, Witter & Co. out of other holdings.*** The profit to the selling 
group upon the 120,000 share block therefore represented an additional 
$301,500. 
i There were also sold under the rights issued to the old common- 
stock holders of American, British & Continental Corporation, exclu- 
sive of the sponsoring group, 40,213 shares of common stock at $18 per 
share. ‘These shares, however, did not come from the holdings of the 
sponsors, as originally planned. Instead, Blyth, Witter & Co. and 
J. Henry Schroder Banking Corporation deposited with Chase Na- 
tional Bank of New York 50,000 shares of the old common stock,‘”® 
to be reserved against the exercise of the subscription rights. Blyth, 
Witter & Co. and J. Henry Schroder Banking Corporation then pur- 
chased in the market at a discount 40,213 shares of common stock to 
meet the amount of stock taken down under the rights. This discount 
netted them a profit of approximately $25,000 #76 and at the same time 
permitted the sponsors to inject support into the market.*?” 

There can be little doubt that many investors may have become 
stockholders of American, British & Continental Corporation in re- 
liance on the fact that the sponsors had agreed to risk their own funds 
in the venture.*?* However, two years after the formation of the 
investment company, the sponsors shifted the risk of approximately 
50% of their investment to the public. Moreover, the sponsors ac- 
complished this by selling the stock to the public at two and one-half 
times its cost to them. 

The sponsors originally purchased 40,000 shares of second preferred 
and 300,000 shares of common stock in units of one share of preferred 
and seven and one-half shares of common at $100 per unit. Each 
share of second preferred stock was then converted into five shares of 
common stock, so that the sponsors ultimately received 1214 shares of 
common for $100, or at a cost of $8 per share. The American spon- 
sors thereupon sold 120,000 shares of the stock so received to the public 
at $20 a share when its net asset value was only $6.82 a share.‘?9 
Despite these disparities, Mr. Beal refused to admit that the $20 price 
was unfair or exorbitant under the circumstances.**° While the stock 


“2Td., at 4673. As these 120,000 shares cost the sponsors only $960,000 they realized 
profit thereon of $1,138,500. 
23Td., at 4673-4. 
447d, at 4665. 
#5 These securities were then released from the voting trust (Id., at 4666). 
26 Op. cit. supra, note 403, at 4666. 
“7Jn 1929 the price of this stock declined rather steadily, falling as low as 14% in 
August of that year (Id., at 4679). This decline took place in a period when investment 
trust shares, in general, were participating in the general stock market rise. The Standard 
Statistics monthly average of 18 investment trust company stocks declined from 332 in 
January to 323 in April, but by August was at 407. During this 8-month period, when 
the sponsors were covering part or all of the 40,213 shares they had supplied to share- 
holders, only 50,400 shares were reported sold on the New York Curb Exchange. 

#8 Op. cit. supra, note 403, Commission’s Exhibit No. 447. 

429Td., at 4698. 

420Td., at 4800. 


i) 


950 SECURITIES AND EXCHANGE COMMISSION 


had earnings and leverage which might have given it a market value 
in excess of its net asset value, the fixing of such a price could only be 
a matter of estimate and in this case all the estimating was done by 
those who would get the profit. The natural inclination was there- 
fore to sell the shares at a price as high as the market would bear. 

Furthermore, there was no unequivocal disclosure that the banker. 
sponsors were the owners of the second preferred stock and would sub- 
stantially reduce their investment in American, British & Continental 
Corporation as a result of the redistribution.*** Nor did the offering 
circular disclose the disparities existing between the offering price and 
the cost and liquidating values.**? ; 


General American Investors Company, Inc. 


On January 25, 1927, an investment company known as General 
American Investors Company, Inc., was organized under the joint 
sponsorship of Lehman Brothers and Lazard Fréres, investment bank- 
ers. The public offering consisted of $7,500,000, 25-year 5% deben- 
tures. Each $1,000 debenture carried a warrant for 10 full-paid shares 
of common stock which could not be detached prior to the record date 
for the initial dividend upon the common stock without the consent of 
the board of directors.*** The total selling commission of $225,000 
was deductible from the offering price of $7,500,000 for the de- 
bentures.*** 

At the same time the sponsors agreed to purchase $1,500,000 face 
amount of 6% cumulative preferred stock and 125,000 shares of com- 
mon stock for a total consideration of $1,800,000.**° 

By resolution of the board of directors of General American In- 
vestors Company, Inc., the warrants were declared exercisable on and 
after February 15, 1928, or approximately one year after the public 
offering of the debentures.*¢ Up to that time the sponsors had com- 
plete control over the available supply of common shares and no 
market could exist except as they disposed of their holdings. Even 
after that event the available supply was increased by only three- 
eighths of the total outstanding common stock. 

In the first quarter of 1928 the market price of the stock ranged 
from 5614 to 6834, while the stock had an asset value of $12.15.°% 
While these prices, representing premiums of from 865% to 468%," 
were in part a reflection of the times and of the leverage nature of the 
company’s capital structure, the small floating supply of this stock 
probably contributed to this premium. The market price of this 
stock experienced a gradual rise through May 1929, when the price 


431 Id., Commission’s Exhibit No. 453. It was stated in the offering circular in small 
type that “This offering does not represent new financing on the part of the Corporation,” 
and mention was made that “holders of the Second Preferred Stock have agreed with the 
Corporation to cause this public offering of the Common Stock to be made.” 

432 7d., at 4678. 

433 Op. cit. supra, note 194, at 5726, and Commission’s Hxhibit No. 517. 

4347q., Commission’s Exhibit No. 517. 

“5Tbid. . 

46Tqd., at 5727. 

487 Derived from supplementary information supplied the Commission for General Ameri- 
can Investors Company, Ine. 

438 Reply to the Commission’s questionnaire for General American Investors Company, 
Ine., Pt. II. 
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ranged from 7914 to 88—prices well in excess of the asset value 
throughout that period. 

On May 28, 1929, the preferred stock sold to the sponsors was re- 
tired at par plus accrued dividends.‘ On the same date there was 
declared a 100% common stock dividend, increasing the number of 
outstanding shares from 200,000 to 400,000, and at about the same 
time 400,000 additional shares were offered to stockholders at $15 
a share, without underwriting commission, quadrupling the outstand- 
ing common shares and giving a net increase in equity backing for 
the debentures of approximately $4,250,000.**° 

Although the sponsors of this investment company appear to have 
taken an active part in the market for this common stock after the 
third quarter of 1928, a dominant position was at all times main- 
tained by the sponsors in the common stock.** 

Second General American Investors Company, Inc. was organized 
by Lazard Fréres and Lehman Brothers (the sponsors of General 
American Investors Company) on October 15, 1928, at which time 
these sponsors made a public offering of $10,000,000 6% cumulative 
preferred shares with option warrants for 200,000 shares of common 
stock. These securities were sold at $102.50 per unit—a unit consist- 
ing of one share of preferred stock and option warrants to purchase 
two shares of common stock.*#? The option warrants were exercis- 
able during the period beginning in 1930 and expiring at the end of 
1934, at prices ranging from $10 to $15 a share and were not other- 
wise detachable.‘*? At the same time the sponsors subscribed to 
300,000 common shares at $10 a share, while another 200,000 shares 
were reserved to the common stockholders of the first investment com- 
pany at the same price, giving those sponsors a total of 425,000 shares 
out of the 500,000 shares offered.*** Finally, 25-year options to pur- 
chase 500,000 common shares at prices ranging from $10 to $20 * 
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49 Tbid., and op. cit. supra, note 194, at 5745-7. 
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Ajoooeilt yy ee ee eee 370 DE OAQMO Sul iee erste ate | ese eet ease = owl | eer ee epee 
September 1928._.________-- 3 1,100 68, 857. 50 38, 680 $252, 062. 78 10, 300 
ADE COTO Te 23 aera ar 3, 670 224, 936. 25 18, 620 | 1, 365, 221.18 108, 100 
Mey ROO, NOPD), oe oe eoSacSemosanses 2, 800 213, 742. 50 500 43, 261. 25 31, 600 
AROHA OPO HOVE GUNG. Soe esoe || JUKE AU) | oe ees poe eeoeadl|oeoeseeesedsee|Saobesoe ss 
DUANE OR) crest teart, weinie Pere Rea aye ee 11, 300 875, 248. 75 6, 300 493, 761. 75 29, 000 
Bept.10, 1020) aubserio ponies | eel eecatl atean enogo [ess | eae esms| 
Rotalon yee ase aa ots ears ere 499, 940 $5, 374, 5385. 78 29,100 |$2, 154, 306.96 |----.---.- 


Source: Derived from supplementary information supplied the Commission for General American 
Investors Company, Inc. 
“2 Op. cit. supra, note 194, Commission’s Exhibit No. 525. 


443 Tpid. 

44 Thid. 

45 These prices were allocated to blocks of stock called for by the option warrants as 
contrasted with the time element in the price to be paid under the option warrants pub- 
licly distributed. 
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a share were divided equally between the two sponsors as a form of 
management compensation.**® 

The option warrants attached to the preferred stock offered no 
source of common shares available for trading until the end of 19929 
and thereafter only 220 shares were issued thereunder. Accordingly, 
during the period of the greatest trading and most inflated prices 
only 75,000 common shares were in the hands of the public, while the 
sponsors owned 425,000 shares with option warrants to purchase 
500,000 additional shares. Although the leverage factor in the cap- 
ital structure of this investment company was considerably less than 
originally existed in the first enterprise, the common shares were sub- 
stantially tied up with the sponsors. ° 

The common stock was listed on the New York Curb and trading 
began on October 17, 1928, two days after public offering.**’ During 
the period from original listing to the end of 1928 the stock ranged 
in price from 2414 to 33, while its asset value was only $13.72 at the 
end of 1928.48 The market price was about 240% of asset value or a 
premium of approximately 140%.*#° The market prices of these 
shares thereafter, until the merger on September 5, 1929, were largely 
within the 1928 range and, after the split-up of the shares of the first 
company in May 1929, the quoted prices for the two stocks were sub- 
stantially the same.*°° 

The sponsors were more active in the distribution of their own 
shares in the case of the second company, but most of their sales were 
made off of the exchange.*** Thus, 148,175 shares of the 178,165 
shares of the second company sold by its sponsors in the last quarter 
of 1928 were sold off of the exchange by direct transactions. About 
71,000 of these shares were sold to individual directors of the company, 
and an additional 78,000 shares were sold in large blocks to undesig- 
nated persons.**? Similarly, in the first quarter of 1929, the sponsors 
disposed of 25,500 shares, of the total of 27,325 shares sold by them, 
through private placing.*** These direct transactions were made at 
prices averaging around 16 or 17, as compared with the price of $10 a 


446 Op. cit. supra, note 194, at 5747-50. In this instance the underwriting commission 
was fixed at $175,000 plus selling expenses for the preferred stock, with the limitation 
that the commission, selling expenses and organization expenses should not exceed 
$250,000 (Id., Commission’s Exhibit No. 525). 

“7Td., at 5762. 

448 [pid., and op. cit. supra, note 4387. 

449 Op. cit. supra, note 438, Pt. II. 

450 Op. cit. supra, note 437. 

451 Schedule of purchases and sales by the sponsors of General American Investors Com- 
pany, Inc., in the common stock of the second company (ibid.) : 


Bought Sold 

Total 
tana “Sree peered 

Number Number sales 

of shares Cost ofshares| Proceeds 

ACO 425, 000 |$4, 250, 000. 00 178, 165 |$3, 004, 818. 04 53, 500 
December 1928 subscription Rocosoediaces 4, 400 118, AAO 0E en | ae 
Misr NOY). eco escoccesesesse 6, 325 113, 658. 75 27, 325 747, 073. 76 65, 000 
AUT O20 ase we eta ot eee eee 18, 700 542, 226. 25 11, 100 255, 435. 25 48, 000 
Septem berihsg1 920 meee see eee eee 9, 300 246, 648. 75 6, 00 174, 297. 50 21, 000 


463, 725 | 5, 270,973.75 | 222, 590 | 4, 181, 624.55 |___--__.-- 


452 Op. cit. supra, note 194, at 5763. 
43 Op. cit. supra, note 437. 
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share paid to the investment company. At the same time the pur- 
chasers were getting the stock for at least $8 per share less than the 
market price.**4 

Thereafter, on September 5, 1929, the first investment company was 
merged into the second investment company under the name of Gen- 
eral American Investors Company, Inc.**° The common shares of the 
first Investment company were exchanged, share for share, for the 
stock of the second company, while the debentures of the first invest- 
ment company were assumed by the second company.**° 

The foregoing details, concerning the original placing and redis- 
tribution of the common shares of the two General American Investors 
Companies, indicate the problems presented by the concentration of 
such shares available for trading in the hands of the sponsors, largely 
through the device of unit offerings. There was also a specific agree- 
ment between the sponsors that the common shares held by them in 
either company should not be sold by one sponsor without the consent 
of the other.4°7 This agreement had no application to the sale or 
exercise of their option warrants.*°® While these sponsors apparently 
did not engage in extensive trading activities in these shares, they 
realized considerable profits. Estimating profits on the basis of the 
average cost of securities which were sold during the period, from 
original flotations to September 5, 1929 (the date of the merger be- 
tween the two companies), the sponsors realized in connection with 
the original General American Investors Company, Inc., profits of 
approximately $2,000,000, and in the case of the second company, 
profits of $1,900,000. In addition, the sponsors had unrealized profits 
on September 5, 1929, equivalent to about $6,500,000 in the case of 
the first company and $3,000,000 in the case of the second company. 


Ill. PROBLEMS IN CONNECTION WITH THE REPUR- 
CHASE OF THE SHARES OF CLOSED-END MANAGE. 
MENT INVESTMENT TRUSTS AND INVESTMENT COM- 
PANIES 


A. General Characteristics of Repurchases 


Although a primary objective of sponsors of closed-end manage- 
ment investment trusts and companies was to have these companies 
distribute large quantities of their security issues in order to collect 
extensive funds for their management and control, a variety of circum- 
stances and influences impelled these sponsors to cause these invest- 
ment trusts and companies to repurchase or reacquire large blocks of 
their outstanding securities, thereby reducing the amounts of the funds 
under their supervision. 

During the years 1927 through 1935 closed-end management invest- 
ment companies proper and investment-holding companies repur- 
chased some $534,000,000 of their own outstanding securities of which 
they resold $61,000,000, resulting in net repurchases of about $4°72,- 
000,000. These net repurchases equaled about 12% of the value of 


454 Thid. 

45 Op. cit. supra, note 194, Commission's Exhibit No. 528. 
456 Tbid., and at 5745-6. 

“7Td., at 5764-6. 

458 Thid. 
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total sales of the security issues of these types of investment com- 
panies. These total repurchases included approximately $321,000,000 
of preferred stocks, some $99,000,000 of bonds, together consti. 
iuting about 79% of total repurchases of all classes of securities, 
and $114,000,000 of common stocks. Since the senior securities issued 
were relatively less in dollar volume than common stocks sold, these 
repurchases, as percentages of proceeds from original sales, repre- 
sented 29% of the bonds sold, 25% of the preferred stocks sold, and 
only 5% of common stocks sold. Resales were most concentrated in 
the common stocks. 

The condition of the market during the 1927-1935 period was an 
influential factor in the repurchase operations of closed-end manage- 
ment investment trusts and investment companies in their own securi- 
ties.2 Obviously, repurchase programs during the rising markets of 
1928 and 1929, when such securities frequently sold at market pre- 
miums (at market prices above asset values), were based upon differ- 
ent inducements and justifications from those which prevailed during 
the period of severe market decline of the following years, when such 
securities ordinarily sold at market discounts (at market prices below 
asset values). Thus, repurchases were particularly heavy in the 
period from the end of 1929 through 1932 and approximately one- 
third of total repurchases were effected in the year 1930, alone.* Fur- 
thermore, it was rare that repurchases of securities were effected at 
their call prices.® 

Various explanations and justifications were urged by the managers 
of closed-end management investment trusts and investment com- 
panies for their repurchase operations: to “peg, fix, or stabilize” the 
market during the primary distribution of new issues; to “police” 
and maintain an orderly market in the securities; to supply a better 
market for the security holders who, because of financial conditions 
had to sell their shares—distress selling by security holders; to sim- 
plify or adjust the capital structures; to increase or decrease leverage ; 


17The statistical data contained in this section are derived from Pt. Two (House Doc. 
No. 70, 76th Cong.), Ch. III, pp. 232-41, and are subject to the limitations and conditions 
as therein set forth. These figures may be compared with total repurchases by closed-end 
investment companies proper (exclusive of companies in The Equity Corporation and Atlas 
Corporation groups) of $315,757,000 and total resales of $37,369,000 (Id., Tables 74, 75, 
76, and 77). Such repurchases in this group constituted a net reduction of 16% of total 


security sales (Id., Tables 61 and 64). 
2Wor a further discussion of the effect of market conditions upon repurchases, see id,, 


p. 236. 

8The price fluctuations, premiums, and discounts experienced by security issues of 
closed-end management investment trusts and investment companies are discussed in 
Pt. Two (House Doc. No. 70, 76th Cong.), Ch. IV, pp. 310-24. 

iol Cl, ION, Gelolle Gee 

5 An example of the use of the redemption power was provided by Financial and Indus- 
trial Securities Corporation. A notice was sent to the holders of the 7% preferred stock 
of Financial and Industrial Securities Corporation on December 1, 1928, advising them 
that the 150,104 preferred shares outstanding would be redeemed at $110 a share on 
January 1, 1929, unless converted into common stock by December 10, 1928, on the basis of 
one share of preferred stock for 8 share of common stock (Public Examination, Finan- 
cial and Industrial Securities Corporation, Commission’s Exhibit No. 3008). The over- 
the-counter market price of the common stock was 129-1384 for the month of December 
1928 and holders of the preferred stock were not advised that the asset value of the 
common stock was about half the market price (Id., Commission’s Exhibit No. 3020). 
Holders of 142,62886 preferred shares or 95% of the preferred shares outstanding, con- 
verted them into 128,366 common shares on the basis of this offer (Id., Commission’s 
Exhibit No. 3006). 
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to assist the consummation of mergers and consolidations; to create 
book “profits” by purchasing the securities below asset values; to 
prevent the operation of “touch-off” clauses in debenture agreements ; 
and to reduce interest charges. This section will attempt to explore 
the merit and force of these purposes by discussing actual repur- 
chase operations engaged in by various investment companies. The 
discussion of the problems in connection with the distribution of 
securities of closed-end management investment trusts and investment 
companies contained in the preceding section has already indicated a 
variety of repurchase practices, particularly such repurchases which 
were a part of the distribution plan. 


B. Influencing the Market Through Repurchases 


Although the underlying values of security issues of closed-end 
management investment trusts and investment companies were more 
definitely ascertainable than the net worth of many industrial enter- 
prises, such issues were subject to price variations as was any stock 
or bond seeking a market. As 4 group, investment trust and invest- 
ment company securities led the market both during the rise in 1928 
and 1929 and in the decline of later years.’ 

It will be recalled that management investment companies of the 
closed-end type, unlike fixed trusts or open-end investment com- 


‘The statement of the committee on stock list of the New York Stock Exchange adopted 
April 22, 1931, concerning investment trusts of the Management type included the follow- 
ing (for full text see Pt. Two [House Doc. No. 70, 76th Cong.], Ch. IV, Appendix HE, of 
this report) : 


I. RHACQUISITION OF OUTSTANDING SECURITIES. 

The general question of the propriety of an Investment Trust reacquiring its own 
securities has to be viewed in the light of the capital structure of the company in 
question and of the purpose for which the reacquisition has been undertaken. In 
the matter of capital structure, companies can be divided broadly into two classes: 
Those having prior securities outstanding and those having merely common stock 
outstanding. 

In the case of companies having prior securities outstanding, the reacquisition of 
outstanding bonds appears in general unobjectionable. 

ane reacquisition of outstanding preferred shares would appear to be unobjec- 
tionable: 

(a) for the purpose of retirement ; 
(b) for the purpose of resale under proper provisions to management in connec- 
tion with management plans; 
(c) for the purpose of reissue in connection with Plans of consolidation or 
merger ; : 
provided that in each instance the stock reacquired had been purchased at a fair 
price, and that its reacquisition had not impaired substantially the equity behind 
any outstanding securities senior to it in character. 

The reacquisition of common shares would appear in most cases to be open to the 
objection that it would tend to reduce the equity in back of prior securities upon 
which the holders of these securities are justified in relying. Where common stock is 
reacquired for the purpose of prompt reissue in connection with the acquisition of 
assets, this objection may lose its validity. 

In the case of companies having only common stock outstanding, the reacquisition 
of such stock appears unobjectionable when acquired : 

(a) for the purpose of retirement ; 

(b) for the purpose of resale under proper provisions to management in con- 
nection with management plans; 

(c) for the purpose of reissue in connection with plans of consolidation or 


merger ; 
provided that in each instance the stock reacquired had been purchased by the com- 
pany at not in excess of its asset value as at the date of purchase. 

Nothing in the foregoing is intended in any way to suggest the approval of in- 
Yestment trusts carrying on operations in the nature of trading in their own 
securities. 

In any case where profits result from the purchase and sale by an Investment 


Trust of its own stocks, these profits should be credited directly to capital or capital 
surplus and not to income, 


‘For a full discussion of such market behavior see Pt. Two (House Doe. No. 70, 76th 
Cong.), Ch. IV, pp. 310-24. 
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panies, are under no obligation to redeem their securities. Security 
holders of closed-end investment companies who desired to sell their 
securities ordinarily had to dispose of them in the open market at 
prices which were affected by bona fide supply and demand on the 
part of investors and by market operations by professional traders, 
the investment companies or insiders. Prior to the market collapse 
of 1929, repurchases by investment companies served to aid the sponsor 
in the original distribution of the investment company’s issues, and 
in secondary market operations thereafter, to prepare the market 
for additional financing, to put the price of the security at a level 
with other investment company issues which the sponsors believed 
or stated were comparable issues, to “police” the market or to influ- 
ence security holders to affect exchanges, etc.® 


1. REPURCHASES IN AID OF DISTRIBUTIONS 


If shares similar to the ones being offered for public subscription 
could be purchased in the open market at a discount the offering 
would of course be unsuccessful. However, if the shares were sell- 
ing upon the market at or above the offering price public confidence 
in the issue would be inspired. As a consequence, it was the prac- 
tice of underwriters of closed-end management investment trusts and 
investment companies to engage in market-supporting operations— 
taking down all shares offered at or slightly above the offering price 
and reselling them if and when the market permitted. Investment 
bankers realized the value of maintaining such a market, even during 
the boom days of 1928 and 1929, in aid of their current and future 
distributions. They were also interested in maintaining the appear- 
ance that investment company ventures with which they were pub- 
licly associated were successful. However, these bankers and spon- 
sors were frequently able, by reason of their controlling positions, to 
impose upon closed-end management investment trusts and investment 
companies the burden of maintaining the market for their shares, 
either immediately prior to or during and after distribution was in 
progress, despite the fact that underwriting commissions which they 
received were apparently adequate to cover such operations. 

Illustrations of this practice have been related in the preceding sec- 
tions of this chapter dealing with the distribution of security issues 
of closed-end management investment companies. ‘Thus Ungerleider 
Financial Corporation, organized by the investment banker and 
broker firm of Samuel Ungerleider & Company, undertook, in connec- 
tion with the primary distribution of its securities, that if the sponsor 
permanently placed 250,000 shares the investment company would 
engage in a repurchasing operation in its shares through Samuel 
Ungerleider & Company at prices not to exceed $50ashare. Between 
May 1929 and December 31, 1929, 435,978 shares had been sold, net- 
ting the investment company $21,798,900. During the same period 
a total of 222,359 shares were repurchased by the investment company 
through its sponsor ? at an average cost of $49 a share. Although the 


8 See discussion, id., Ch. III, Sec. VI, 2, pp. 236. 

9For further details see supra, pp. 937-41. 

10 Samuel Ungerleider & Company suffered a loss of about $280,000 in these repurchase 
operations (Public Examination, Ungerleider Financial Corporation, at 14996). 
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selling group had agreed with Samuel Ungerleider & Company to take 
back all such shares repurchased by the investment company, only 
72,549 shares were so resold for the investment company. Additional 
repurchases reduced the size of the investment company to 244,400 
shares, for which the investment company had received $18,205,575.76. 
Rather than “put back” the unsold shares to the members of the sell- 
ing group, with whom Samuel Ungerleider & Company hoped to do 
business in the future, the investment company was permitted to 
diminish its assets, by the repurchase of its shares, to but a little more 
than half of its publicized size. The underwriting commission was 
paid on almost all of the shares included in the original offering—or 
was paid upon almost twice as many shares as the investment company 
ultimately had outstanding at the end of the distribution period. 

Similar, although not so extensive, market support was supplied by 
Iroquois Share Corporation in connection with the distribution of its 
shares. The brokerage firm of O’Brian, Potter & Stafford, who 
organized this investment company on January 14, 1929, proceeded 
to offer the shares of the company largely to its brokerage customers 
at $21.50 a share, which included a loading charge of $1.50 a share— 
almost 7% of the offering price. Concurrently with this offering, the 
sponsor firm engaged in trading operations in the shares, and in 
February 1930 the firm was short 4,900 shares, at an average cost of 
$15.73 a share. At the same time, the investment company had 
acquired 4,800 of its shares by repurchases at an average cost of $14.50 
a share. This treasury stock of the investment company was there- 
upon bought by the sponsor at $15 a share to cover its short position. 
The market price at that time was 17-1714. 

In the case of Italian Superpower Corporation,!* sponsored in Janu- 
ary 1928 by American and Italian groups to raise money primarily 
in the United States for investment in Italian utility shares, the orig- 
inal public distribution consisted of a $20,250,000 debenture issue, with 
certain option warrants and common stock attached. On July 5, 1929, 
the investment company began to repurchase its debentures free of 
stock or warrants, in which operation it was aided by Field, Glore & 
Co., the American sponsors, and Banca Commerciale Trust Company, 
representatives of the Italian sponsors. The market price of the de- 
bentures rose from 76 on July 5 to 79 on July 16, and on July 18, when 
$1,469,000 face amount of debentures had been repurchased, the Amer- 
ican bankers made an offering of $4,000,000 face amount of debentures 
(with certain warrants attached), one-half of which were to be ob- 
tained through this repurchase operation. Accordingly the repur- 
chases continued until October 15, 1929, when this technically short 
position was finally covered. Apparently this procedure relieved the 
bankers from the necessity of conducting any further trading opera- 
tions to support the offering. Furthermore, as in the case of Unger- 
leider Financial Corporation, these sponsors sold and received com- 
missions on twice the amount of securities represented by the net 
contribution to the investment fund. 


See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 203-6, for discussion 
of underwriting compensation. 

” Wor further details see Ch. II of this part of the report, pp. 51-76. 

* For further details, supra, pp. 930 et seq. 
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United States & International Securities Corporation 


The securities of United States & International Securities Corpora- 
tion were distributed by Dillon, Read & Co.,’* investment bankers, 
who sponsored the investment company on October 28, 1928, jointly 
with United States & Foreign Securities Corporation, another invest- 
ment company sponsored by Dillon, Read & Co. four years pre- 
viously.’ 

The capital of United States & International Securities Corpora- 
tion was to be represented by 500,000 shares of first preferred stock, 
100,000 shares of second preferred stock, and 3,000,000 shares of the 
common stock. The 500,000 shares of first preferred stock, 500,000 
shares of common stock and option warrants to purchase 500,000 addi- 
tional shares of common stock were sold by Dillon, Read & Co. to 
the public in the form of part-paid allotment certificates at $100 a 
unit, comprised of one share of first preferred stock, one share of 
common stock, and one option warrant, contemplating a total public 
participation of $50,000,000. Of this total, only 25%, or $12,500,000, 
was paid in at the time of subscription and the balance was subject 
to call in three installments. These units were separable into the 
component shares only when fully paid? The first preferred stock 
and allotment certificates were listed upon the Boston Stock Exchange 
at the time of distribution and on December 11, 1929, the first pre- 
ferred and common stocks were listed upon the New York Curb Kx. 
change, although only about 71,000 shares, or 14%, of the subscribed 
first preferred stock, and a like number, or about 3%, of the subscribed 
common shares, were at that time in the hands of the public and 
available for trading.” 

The second preferred stock and 2,000,000 shares of common stock 
were sold to United States & Foreign Securities Corporation for $10,- 
000,000 resulting in United States & International Securities Corpora- 
tion becoming a subsidiary of United States & Foreign Securities 
Corporation which in turn was controlled by Dillon, Read & Co.” 

As the common stock of United States & International Securities 
Corporation possessed no asset value during the period 1929-1935, 
that investment company was advised by counsel that it could make 
no repurchases of its allotment certificates which included common 
shares.? However, United States & Foreign Securities Corporation 
did not consider itself under any disability to purchase the allotment 
certificates of United States & International Securities Corporation. 
During 1929 and 1930 United States & Foreign Securities Corpora- 
tion purchased 57,700 allotment certificates, paid the unpaid balances, 
and received the component shares.2° The first-preferred shares so 
acquired, together with other first-preferred shares bought upon the 


14 Reply to the Commission’s questionnaire for United States & International Corpora- 
tion, Pt. I. 

15 Reply te the Commission’s questionnaire for United States & Foreign Securities 
Corporation, Pt. I. 

16 Op. cit. supra, note 14, Pt. I (Exhibit D) and Pt. V. 

i71d., Pt. V and derived from supplementary formation supplied the Commission for 
United States & Foreign Securities Corporation. 

18 Public Examination, United States & Foreign Securities Corporation, at 11785-6, and 
op. cit. supra, note 14, Pts. I and V. 

19 Public Examination, United States & Foreign Securities Corporation, at 11941. 

20 Derived from supplementary information supplied the Commission for United States 
& Foreign Securities Corporation. 
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market, were thereupon. sold to United States & International Se- 
curities Corporation for retirement and the common shares so ac- 
quired were sold upon the market.*t However, Ernest B. Tracy, 
president of both investment companies, denied that these repur- 
chases by the parent company and resales to the subsidiary company 
were the result of any agreement between them.?? However, certain 
factors indicate that these repurchases may have been intended to 
create a very definite market reaction as a part of a general program 
of United States & International Securities Corporation. 

The calls for the third and final installments upon the allotment 
certificates were made on March 1 and June 2, 1930, respectively,?* 
and during the year 1930 United States & International Securities 
Corporation repurchased approximately 35% of the total amount of 
first-preferred stock acquired by it throughout the 1929-1935 period.?* 
The market behavior of the first preferred and common stocks of 
United States & International Securities Corporation during that 
year appear to be more than coincidental. The first-preferred stock 
of United States & International Securities Corporation quoted on 
the New York Curb Exchange in February 1930 at 6014, climbed 
to a high for the year of 75 on March 1, 1930, the date of the third 
call. This gain of 25% appeared in a recorded volume of trading of 
only 9,700 shares of the first-preferred stock. However, it is signifi- 
cant that during the first quarter of 1930, 48,990 allotment certificates 
were purchased by United States & Foreign Securities Corporation.?® 

Similarly, the common stock, which sold at 25. a share in January 
1930 reached a high of $8 a common share in April 1930 on a recorded 
volume of 5,300 shares. Again, the repurchase of allotment certifi- 
cates during this period may have played an important part in the 
market rise in these shares. 

Had. the sponsors of United States & International Securities Cor- 
poration been interested only in reducing its capital it could have 
declared the allotment certificates fully paid and thereby avoided the 
hardships and further forfeitures such calls naturally entailed during 
that first depression year. Instead, it adopted the procedure of reduc- 
ing capital by means of repurchases which served to induce the 
payment of calls, thereby increasing the capital. 

However, while unit holders were paying off their subscription obli- 
gations at par, the investment company was repurchasing the first 
preferred stock at substantial discounts. Table 10 discloses the repur- 
chase program of United States & International Securities Corpora- 
tion during the 1929-1935 period : 2 


4 Op. cit. supra, note 19, at 11941-3. The first preferred shares taken down under 
the allotment certificates comprised 94% of the shares acquired through United States 
& Foreign Securities Corporation during 1929 and 1980 (op. cit. supra, note 15, Lt. VLE 
{Table 40—IT].) 

2 Op. cit. supra, note 19, at 11941-3. 

3 Derived from supplementary information supplied the Commission for United States 
& International Securities Corporation. 

*4 See Table 10, infra. 

*> Op. cit. supra, note 20. 

26 Op. cit. supra, note 14, Pts. IV and V. 
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TABLE 10.—Repurchases of first preferred stock by United States & Internationa 
Securities Corporation 


Number of average aeeceeeuice 
of shares verage | yearly 
Year repur- Cost price asset 
chased coverage High ore 
JOQRE eer kek 2h. Sate Ae eae oe eye Ee TN Wopatsy: |S Se ee See sl EEE NE Ee aoe Secon eee aa 
HC Ao teagan Meni A 2s a eo a oe a 5, 563 $369, 682 $66. 45 $146 | $102.00 | $59.00 
HOS QU hin Ve SS t= Some Spa h e  e 85, 990 5, 469, 144 63. 60 108 75. 00 28. 00 
okt e LS 2 Se Be At ee et nme eee oe 71, 500 2, 455, 192 34. 34 76 60. 00 17. 50 
93 0 Ree eee cede eerie = ete re ce oes 39, 000 901, 885 23.18 61 32. 50 9, 25 
DRE ES Ob BS be eee See LES Pe ee 36, 490 1, 848, 730 50. 66 75 65. 00 17.88 
1934) Sree pes er ee eee soe 7, 200 397, 283 55. 18 93 60. 38 39. 88. 
JOSSH ers BC nae el A hh 600 34, 259 57.10 115 80. 75 41.25 
246, 343 | $11, 476, 175 SAGES OR |e eee | aes een eee 


In effect the investment company used approximately one-fourth 
of the net proceeds of $47,166,125 received from the sale of the allot- 
ment certificates to repurchase and retire about one-half of the issue 
of first preferred stock.” 

In view of the negative asset value of the holdings of the sponsors 
during most of this period they had a special interest in securing the 
$12,175,150 of book profits realized upon repurchases of the senior 
issue.22 On the other hand, on July 13, 1929, Dillon, Read & Co. 
and United States & International Securities Corporation became 
equal participants in a railroad joint purchasing account financed 
entirely by the investment company. On November 9, 1929, when 
the account was closed it possessed securities costing $14,261,848.36, 
all of which were subsequently taken down by the investment com- 
pany which found it necessary to borrow $8,950,000 from United 
States & Foreign Securities -Corporation, for said purposes. As 
Dillon, Read & Co. may have desired to retain this position of 
influence in the railroads involved without the risk of further direct 
investment it became necessary for the allotment certificate holders 
to preserve the investment company assets by paying in the balances 
of their subscriptions.”® 


9. REPURCHASES TO AFFECT THE MARKET 


Sponsors sometimes caused their investment companies to engage 
in repurchase operations to stimulate an increase 1n the market 


27 Stockholders received no prior notice of the policy of the management to engage in 
such large scale repurchase operations (op. cit. supra, note 19, at 11754-5). Furthermore, 
from 1931 up to 1935 the first preferred stock was “under water” (Id., at 11944). The 
problem is presented, therefore, whether the repurchases thereof by United States & Inter- 
national Securities Corporation did not violate the law of the State of Maryland, which 
provided as follows (Ch. 480 of the Laws of Maryland, 1931 [Unchanged through 1935]) : 

No such corporation shall purchase any shares of its own stock unless the assets 


of the corporation remaining immediately after such purchase shall be not less than 
the debts of the corporation plus the amount of its issued capital stock, et 


In addition, $553,997 had been paid in upon forfeited certificates (op. cit. supra, 
note 14, Pt. II [Exhibit A,.Schedule 18]). 

29 Op. cit. supra, note 19, at 11879-80, and Commission’s Exhibit No. 1166; op. cit. 
supra, note 15, Pt. Il; and Hearings before the Senate Committee on Banking and Cur- 
rency. pursuant to S. Res. 84, 72d Congress, and S. Res. 56 and S. Res. 97, 73d Congress, 
Pt. 4, at 1747, et seq. 
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rices of their security issues and as a consequence enhance the mar- 
ket values of the sponsors’ own holdings of the investment company 
securities. This objective was especially attainable during the period 
prior to the market collapse in 1929.°° However, the market pre- 
mium often commanded by the equity shares, in which sponsors were 
usually invested, was a definite deterrent to such repurchases by 
reason of the dilution which repurchases by the investment company, 
at prices in excess of asset values, would effect. Such considerations 
apparently did not restrain repurchases by Central States Electric 
Corporation of its issues of convertible preferred stock at prices in 
excess of the call prices of the preferred stocks and the asset values 
of the common shares into which these preferred shares were 
convertible. 

Central States Electric Corporation 


Central States Electric Corporation was organized by Harrison 
Williams in May 1912, under the laws of the State of Virginia.™ 
From its inception the capital structure and offerings of its security 
issues were so patterned that its senior securities were largely in the 
hands of the public who contributed substantially all of the senior 
money, While the common (voting) stock was largely held by that 
sponsor.*? Harrison Williams steadily increased his holdings of 
the common stock of Central States Electric Corporation to the 
point where he held, through his personal holding company, New 
Empire Corporation, more than 95% of the total shares outstanding 
during 1928 and early 1929 and at least 90% in July 1929.°% Mani- 
festly, Mr. Willams was in a position of complete control over the 
investment company’s affairs. 

In order to finance new acquisitions, Central States Electric Corpo- 
ration greatly expanded its capitalization.** Prior to 1928, Central 
States Electric Corporation had raised comparatively small amounts 
of capital through the sale of security issues.*? It was during 1928 
and the earlier half of 1929 that this company engaged in the raising 
of capital through the sale of security issues on a large scale.** The 
capital structure ** of Central States Electric Corporation at the year 
ends 1927, 1928, and 1929 was as follows: * 


80 See Ch. I of this part of the report, pp. 13-16. 

*1 Public Examination, Central States Electric Corporation, at 12256. 

2Td., at 12260-79, 12288-9, 12321-2, 12328-34, and 12477-80. 

83Td., at 12315, and Commission’s Exhibits Nos. 1205 and 1207. 

* Central States Electric Corporation’s initial asset. was a block of the common stock 
of Cleveland Hlectric Dluminating Company which it held until 1922 (Id., at 12289-90 
and 123810-11). TEarly in 1922 it disposed of its holdings in Cleveland Electric Illu- 
minating Company, receiving in return cash and stock of the North American Company 
(Id., at 12290-2, 12301-8, and 12313). From that point forward, Central States Plec- 
iric Corporation maintained an increasing interest in the North American Company (id., 
at 12380-1, 12386, 12398-404, 12415, and 12482-91). 

® For discussion of financing from the formation of Central States Electric Corporation 
in 1912 through 1927, see op. cit. supra, note 81, at 12256—-72, 12278-93, and 12380—403. 

* For financing by Central States Hlectric Corporation over this period see op. cit. supra, 
note 31, Commission’s Exhibit 1233. 

*7 Reply to the Commission’s questionnaire for Central States Electric Corporation, 
Pt. II (Balance Sheet Schedules 16, 18, and 18a). 

* Capitalization of senior securities includes relatively small amounts held in the 
treasury. 
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The issues of preferred stocks offered in 1928 and 1929 were re- 
deemable at $110 a share at any time at the investment company’s 
election and both issues were convertible into common stock on the 
basis of one share of common stock for each $118 in par value of 
the preferred stock.2° However, a 100% stock dividend on April 
25; 1929, to stockholders of record on April 15, 1929, preceded the 
issuance of the 1929 preferred stock on June i, 1929, so that the 
conversion privilege of the 1929 series was only half as attractive 
as the 1928 series.*° 

The common stock of Central States Electric Corporation had an 
exceptional rise in market value during 1928 and the first three-quar- 
ters of 1929. From a total market value of $26,200,000 as of Decem- 
ber 31, 1927, the outstanding common stock of Central States Electric 
Corporation rose to the total market value of $680, 000,000 as of Au- 
gust 30, 1929.1 While several factors, and in particular various 
activities in the underlying securities of the investment company “ 
contributed to this price rise, another essential element was Harrison 
Williams’ trading activities in the small floating supply of this com- 
mon. stock by purchases on and sales off the stock exchange through 
his personally owned North American Securities Company. 

Because of the existence of the convertible feature in the 1928 and 
1929 series of preferred stocks, any rise in the market value of the 
common stock would be followed by a comparable rise in the price of 
the convertible preferred stock. However, the preferred stock at 
times sold at prices below the value of the common stock obtainable 
from conversion of the preferred stock, which was an inducement to 
holders of the preferred stock to convert into common stock. Sub- 
stantial amounts of this preferred stock were converted for the pur- 
pose of taking advantage of this situation, and professional arbitra- 


39 Op. cit. supra, note 31, Commission’s Exhibit No. 1228. 

40 Poor’s Public Utility Section (1929), p. 1694. Also, a 200% common stock dividend 
was paid July 25, 1929, to stock of record July 15, 1929. (Poor’s Government and Munici- 
pal Section, 1930, p. 1088.) 

4 Op. cit. supra, note 31, Commission’s Exhibit No. 1206. 

42 Due to various trading accounts, etc., the common stock of the North American Com- 
pany and: the securities of other companies in the system comprising the portfolio of 
Central States Electric Corporation also reflected sharp rises in market value at this time 
(op. cit. supra, note 31, at 12322-7, 12334-6, 12540-1, 13054-60, and Commission’s 
Exhibit No. 1210). 

8 Op. cit. supra, note 31, Commission’s Exhibit No. 1252. 
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geurs, In particular, were buying this preferred stock below its con- 
version value, selling the common stock short, and using the common 
stock received from the converted preferred stock to cover their short 
positions. The effect of this interest of professional arbitrageurs in 
the market was to depress the market price of the common stock at.a 
time when the purpose of Mr. Williams’ activities in the market was 
to raise the price of the common stock of Central States Electric Cor- 
yoration.** 

Since the market value of the common stock obtainable by conver- 
sion of the preferred stock far exceeded the redemption price of the 
preferred, Mr. Wiliams, who was heavily interested in the common 
stock of Central States Electric Corporation, feared that to call the 
preferred for redemption would precipitate a large amount of con- 
versions. Thus, such a call would depress rather than increase the 
market value of the common stock. It became necessary to devise 
some means to strike a parity between the price of the common and 
the price of the convertible preferred. Mr. Williams testified : * 


Q. And you were trying to prevent those conversions? 

A. We were trying to prevent it from being attractive. There was one phase 
of that which I explained to you before, and that is the question of arbitrage, 
which is the sort of placing we do not like. If the price was below the parity 
the Street would sell the preferred—well, they would arbitrage on it. You can 
figure how that would work out yourself. They would arbitrage on it, which 
would mean the original securities would not get into the hands of the investors; 
they would be forced on the market. 

Q. Let us see what would happen. They would buy the preferred and Sell 
the common short? 

A. Yes; then they would convert and get the common to make delivery. 

Q. So if the preferred stock was out of line with the conversion rights, the 
effect of it would be that the arbitrageurs would buy the preferred stock and 
sell the common short; is that right? 

A. Right. 

Q. So the company took 

A, One reason in keeping the parity there was to prevent that as much as 
possible; to prevent arbitrage. 

Q. The company [Central States Electric Corporation] took steps there to 
buy the preferred stock to prevent this conversion. 

A. That was one of the reasons, I should judge. 

Q. At the time when you took these steps to prevent arbitrageurs selling 
short the common stock, you were making large purchases, weren’t you, in the 
common stock? 

A. I don’t remember. 

Mr. Hiaerns. Yes. 


Accordingly, in early 1929 Central States Electric Corporation 
was caused to enter upon a program of repurchasing its outstanding 
convertible preferred stock at premiums *’ although Mr. Williams 


“4 See discussion, id., at 18123-5 and 13173-4. 

© Both series were convertible at the option of the holders at any time or within 25 
days after notice of-call (Id., Commission's Exhibits Nos. 1228 and 1235). 

“6 Op. cit. supra, note 31, at 18123-5. See also testimony of Mr. Christian Johnson (1d., 
at 138173-4). 

“It was admitted at the public examination that the policy of embarking Central States 
Electric Corporation upon this repurchase program was arrived at by Harrison Williams 
(Id., at 13158). 
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personally was the holder of the large block of its common stock, 
From February 1929 to October 1929 Central States Electric Cor. 
poration purchased a total of 48,280 shares ** of the 1928 series of 
convertible preferred at a cost of $10,037,887, and sold a total of 
25,633 shares for $6,143,454, making net purchases of 22,747 shares 
for $3,894,432, or $171.20 per share. Total purchases by Central 
States Electric Corporation of its 1929 series of convertible preferred 
amounted to 33,400 shares at a cost of $5,840,202, and sales totaled 
4,968 shares for $679,209, making net purchases of 28,433 shares for 
$5,160,994, or $181.52 per share. 

In making these repurchases, which admittedly had the effect of 
sustaining the market value of its common stock,’ Central States 
Electric Corporation was obliged to expend substantial sums in ex. 
cess of not merely the redemption values of all the preferred shares 
repurchased but also in excess of the asset value of the common shares 
which would have been issued had the repurchased shares been con- 
verted into common stock at approximately the same times the re- 
purchases were made. The expenditure of these premiums, of course, 
operated to dilute the investment company’s assets. Over the period 
February to October 1929, the total repurchases by Central States 
Electric Corporation of both series of its outstanding convertible 
preferred stock amounted to 51,179 shares, at a total cost of $9,055,427. 
This sum exceeded the redemption value of the same number of shares 
in the amount of $3,425,787.5! From February to October 1929, Cen- 
tral States Electric Corporation repurchased a net total of 22,747 
shares or 21% of the entire issue *? of the 1928 series of convertible 
preferred stock at a cost of $3,894,482.70.°? Had these same preferred 
shares been converted into common stock at the time they were re- 
purchased, the company would have been required to issue 40,868 com- 
mon shares,*‘ the total asset value of which would have amounted to 
approximately $2,142,494.°° Of the 1929 series of convertible pre- 
ferred stock, the company repurchased over the period a net total of 
28,482 shares or nearly 25% of the entire issue,** at a cost of $5,160,- 


48 For repurchase figures see op. cit. supra, note 31, Commission’s Exhibits Nos. 1253, 
1254, and 1255. 

49Td., at 138116-20, 13131, 13149, and 13160-1. 

50Td., Commission’s Exhibit No. 1255. 

51'The preferred stock was callable at $110 per share (Id., Commission’s Exhibits Nos. 
1228 and 12385). 

52 For amount of total issue see op. cit. supra, note 37, Pt. II] (Balance Sheet, Schedules 
18d and 18e). For number of shares of this issue converted, see ibid. 

53 Op. cit. supra, note 31, Commission’s Exhibit No. 1254. 

54 Bor daily and monthly repurchases of this series of convertible preferred, see id, 
Commission’s Wxhibits Nos. 1253 and 1254, respectively. For alteration of conversion 
basis due to stock dividends, see Moody’s Manual of Investments, Public Utility Securities 
(1929), pp. 990-1, and Poor’s Government and Municipal Section, 1930, p. 1088. 

53 Computed on the basis of the asset value of the common receivable upon conversion at 
approximately the time of the repurchases and adjusted for stock dividends on the com- 
mon. For asset value of the common stock over this period see op. cit. supra, note 31, 
Commission’s Exhibit No. 1206. For total common outstanding see id., Commission’s 
Exhibit No. 1329. The asset value of the common stock used here is the net liquidating 
asset value, based on Central States Electric Corporation’s portfolio securities of affiliated 
companies taken at asset value and its portfolio securities of other companies at market 
value (Id., Commission’s Exhibit No. 1206). If all its portfolio securities had been taken 
at market value, the asset value of the common stock of Central States Electric Corpora- 
tion would have been somewhat increased (Ibid.). 

5% For amount of total issue and number of shares of this series converted into common, 
see op. cit. supra, note 37, Pt. II (Balance Sheet, Schedules 18f and 18g). 
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993.86.°" Had these same shares of preferred stock also been con- — 
verted into common stock at about the same time as their repurchase, 
the company would have been required to issue 63,084 common shares,** 
the total asset value of which would have been $1,584,494.°° The total 
net cost of repurchases was therefore $9,055,427; the approximate net 
total asset value of the 103,947 common shares which would have been 
issued had this same preferred stock been converted into common stock 
rather than repurchased at the time was approximately $3,726,988. 
Thus, the difference between the price paid for the preferred stock 
repurchased and the asset value of the common stock obtainable had 
the same preferred shares been converted amounted to $5,328,439 © 
and the excess price paid for the preferred stock repurchased over its 
call value was $3,425,737.% 

Mr. Williams contended that these repurchases had as their pri- 
mary purpose the retirement of the investment company’s outstand- 
ing capital.°? However, the circumstances of these repurchases may 
indicate that they were effected by Central States Electric Corpora- 
tion to give market support to the common stock, a substantial block 
of which was owned by Harrison Williams. The issuance on June 11, 
1929, in the midst of the répurchase program of new preferred stock 
with its less attractive conversion rights apparently was not incon- 
sistent with that objective“? Furthermore, the two issues of non- 
convertible preferred stock could have been repurchased much more 
cheaply than the prices paid for the convertible preferred shares. 
However, while the 1928 and 1929 series of convertible preferred 
stocks were demanding average prices of $171 and $181 per share, 
respectively,°* the investment company repurchased only 263 shares 
of the 7% nonconvertible preferred stock at $115 a share for a total 
cost of $30,245, and 6,260 shares of the 6% nonconvertible pre- 
ferred stock at $83 a share for a total cost of $520,796.° 

In December 1929, subsequent to the repurchase activity, but prior 
to the retirement of the repurchased preferred stock, Mr. Williams, 


7 Op. cit. supra, note 31, Commission’s Exhibit No. 1254. 

For monthly repurchases see id., Commission’s Exhibit No. 1254. Wor conversion 
basis see id., Commission’s Pxhibit No. 12338. 

°° Also computed on the basis of the asset value of the common stock receivable upon 
conversion at approximately the time of the repurchases and adjusted for the stock divi- 
dends on the common. For further explanation of the basis of this asset value figure, see 
supra, note 55. 

6 See note 55, supra. 

61 See supra, p. 964. 

® Op. cit. supra, note 31, at 13116-19. If such was the purpose, the problem is pre- 
sented whether these repurchases violated section 8781 of the corporation laws of the 
State of Virginia, under which Central States Electric Corporation was incorporated. 
This act provided that reductions of capital could be effected, after acquiring the consent 
of the holders of two-thirds of the voting stock, “by the purchase, at the fair market 
value, not exceeding par, of certain shares for retirement or by retiring shares owned by 
the corporation * * * .” Central States Electric Corporation expended sums repre- 
senting substantial premiums over the par or redemption values of the shares repurchased. 

% The explanation offered was that the investment company needed cash for further 
utility investments (op. cit. supra, note 31, at 13051-3), and that by repurchasing the 
series of 1928 and offering the series of 1929 the conversion rights were thereby made 
smaller (id., at 13140-1). As heavy resales were made when the price of the preferred 
was higher than the relative conversion value they served to reduce the net amount on 
hand and also to show a profit by reducing the cost of the remaining reacquired preferred 
(id., Commission’s Exhibit No. 1352). 

64 Op. cit. supra, note 81, Commission’s Exhibit No. 1255. 


% JTd., Commission’s Exhibit No. 1253. 
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through his wholly-owned New Empire Corporation, made a dona- 
tion to Central States Electric Corporation of 1,718,995 shares of its 
own common stock.*? Mr, Williams attached the following condition 
to this donation: % 


that, to the extent necessary, you will accept the benefits resulting to you from 
our contribution * * * to reimburse you for any loss which you have in- 
curred or may incur by reason of the purchase by you of the 22,767 shares of 
your Optional Division Preferred Stock, Series of 1928, and of 28,482 shares of 
your Optional Dividend Preferred Stock, Series of 1929, heretofore acquired by 
you and now held in your treasury, and that, to the extent necessary, you will 
apply the addition to your capital surplus resulting from our contribution of 
these shares to offset any such loss on your part. 

Apparently Mr. Williams experienced some doubt or misgivings as 
to the use made of the funds of Central States Electric Corporation 
in repurchasing its preferred stock to support the market for its com- 
mon stock in which Mr. Williams was so largely interested. 


3. REPURCHASES TO “PEG” THE MARKET AND FOR 
BOOK PROFITS 


After 1929, when market quotations for the securities of closed-end 
management investment trusts and investment companies experi- 
enced severe declines, and market discounts from asset values of such 
issues were not uncommon,” these companies engaged in substantial 
repurchase operations. As has been indicated,"® these repurchases 
by the investment companies were justified by their sponsors upon 
the grounds: that they were of advantage to security holders by rea- 
son of the orderly markets thereby provided for their securities; that 
in those instances where senior securities were repurchased, the 
amount of outstanding senior capital was reduced, thereby cutting 
down the leverage in the capital structure; and that substantial 
“profits” were made upon such securities repurchased below their 
asset or liquidating values. However, other aspects of these repur- 
chases are also of interest. The “profits” upon repurchases accruing 
to remaining stockholders were obtained at the expense of investors 
who sold their securities to the investment company at market prices 
below asset values. Repurchases of preferred stocks and bonds, which 
were so extensive after 1929 when market discounts became the rule,” 
ordinarily inured mostly to the benefit of common stockholders and 
the sponsors oftentimes were holders of large blocks of these common, 
stocks. In most instances the security holder did not know, at the 
time of sale of his securities, the amount of the discount at which he 
was disposing of his holdings since he was not apprised by the 
investment company of the asset value of his security.” So, too, the 


6 Td., Commission’s Exhibit No. 1207. 

1d., at 138242-71, 13295-306, 13859-67, and Commission’s Exhibits Nos. 1263 and 1264, 

68 See Jetter of transmittal under date of December 6, 1929, from New Empire Corpora- 
tion to Central States Electric Corporation (id., Commission’s Exhibit No. 1263). 

6 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 239-40, and Ch. IV, pp. 320-4, 

7 See: supra,:pp.« 954—5. 

™ Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 236-41, and pp. 236-6, and 
Table 64. 

72 One instance where an effort was made to advise stockliolders of the underlying value 
of their shares was provided by Chain Store Stocks, Inc. A letter dated December 12, 
1929 (Public Examination, Chain Store Stocks, Inc., Commission’s Exhibit No. 1628), 
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security holders were not apprised of the fact that the investment 
companies were engaged in these repurchase operations and in- 
vestors could not determine whether the general public was in the 
market purchasing the securities or whether these purchases were 
effected by the investment company. As a consequence, discounts at 
which these securities were selling—discounts which in some measure 
reflected the confidence of the public in the management of the 
investment company—were lessened or eliminated. In effect, these 
repurchases by the investment companies, without disclosure, cre- 
ated the impression of confidence of security holders in the ability 
and integrity of the management. In that manner the sponsors 
of investment companies were able to use the funds of the invest- 
ment company to bolster their prestige, which might be diminished 
if the securities of the investment companies managed by these 
sponsors were selling at discounts or selling at prices below the secu- 
rities of comparable investment companies. | 

Even more important, however, is the fact that these repurchases 
were justified upon the ground that at the time these securities were 
reacquired they were the “best buys” for the investment companies as 
investments in which the companies could make immediate and sub- 
stantial “profits.” Yet the managements, who were employed by the 
stockholders to safeguard their interests, did not advise liquidating 
shareholders that their securities were selling at discounts, that they 
would lose upon such sale the difference between the asset value and 
the market value (the amount of the discount), and that the com- 
pany itself was repurchasing the securities, which it considered a 
good investment. 

Several illustrations of substantial repurchase operations by invest- 
ment companies will be outlined. 


Tri-Continental Corporation 


On January 1, 1930, Tri-Continental Corporation and Tri- 
Continental Allied Company, Inc., were merged to form the new Tri- 
Continental Corporation with assets of $75,302,000.7* One of the 
security issues of this new company was 6% preferred stock of which 
433,650 shares were outstanding."* From January 1930 until Sep- 
tember 1931, the investment company was actively engaged in repur- 
chasing these preferred shares on the open market through the spon- 


advised stockholders of the asset value of their shares and the list of companies in which 
the assets were invested. This notification was reported in the minutes of the board of 
directors as of December 17, 1929, as follows: 


The Chairman stated that, after consideration of the advisability of the company’s 
trading in its own shares, the officers had determined that it was not advisable for 
the company at this time to engage in such an operation, but they recommended that 
the company purchase a limited number of shares of its stock out of its surplus or net 
profits. He further stated that as the asset value of the shares of stock of the com- 
pany was in excess of the present market value, it was deemed advisable to notify 
stockholders of the company of such asset value, prior to making any purchase, and 
he presented a letter dated December 12, 1929, which had been mailed to the stock- 
holders advising them that, at market prices of December 10, 1929, the net assets 
of the company amounted to the equivalent of $20.73 per share, and setting forth a 
list of the companies in which this company had investments. 


8 Public Examination, Tri-Continental Corporation, at 18551. For discussion of the 
repurchase of 112,000 shares of the preferred stock of Tri-Continental Allied Company, 
Inc., from J. & W. Seligman & Co. for $4,100,000 for the purpose of facilitating the 
merger, see infra, p. 1005. 

7 Public Examination, Tri-Continental Corporation, Commission’s Exhibit No. 2080, 
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sor firm of J. & W. Seligman & Co."* In the course of these opera- 
tions, the investment company acquired a total of 276,233 shares, or 
more than 60% of the total shares originally outstanding, at an aver- 
age cost of $92.18 a share.’° During the same period 108,118 shares 
were resold at an average price of $90.81 a share.’ These repur- 
chases were made on the New York Curb Exchange until March 1930 
and on the New York Stock Exchange thereafter, where they repre- 
sented approximately 85% of all reported transactions in that secur- 
ity.”* From April 1930 through August 1931 the price of this stock 
was maintained at above 90. 

The extent to which these transactions contributed to the pegging 
of this stock at that price level can readily be observed from 
Chart 6, on which are plotted the monthly price range of this 
6% preferred stock of the Tri-Continental Corporation and the 
monthly closing prices of three other comparable investment com- 
pany preferred issues.°° It will be observed that the preferred stocks 
of other investment companies began to decline in October 1980, 
reached a low in December 1980, and after a recovery during a two- 
or three-month period, continued their decline after March 1921, 
However, the preferred stock of Tri-Continental Corporation fluctu- 
ated within the narrow range of 9214-9414, in December 1930 and 
the price range in November was 94-945. In order to achieve this 
stability, however, Tri-Continental Corporation bought 56,310 of 
its preferred shares in December 1930, more than the total volume of 
trading in the stock for the preceding three months or during the 
following eight months.*t Earle Bailie, a partner of J. & W. Selig- 
man & Co. and chairman of the board of directors of Tri-Contin- 
ental Corporation, testified that three reasons impelled this repur- 
chase operation by the investment company : * 


The reasons for this were three. First, there was the desire to place the 
stock in hands that would hold it. Second, there was the desire to have stock 
available for acquisitions. As you know, from the testimony at the private 
hearings, we had in contemplation a very large acquisition in that year, and 
we were trying to acquire a block of preferred stock that we could use for 
exchange. The acquisition finally fell through and the preferred stock, there- 
fore, was left on our shelf. The third reason was that we knew that if we 
did not find a use for the acquired stock we could always retire it at a profit 
to our stockholders, which was actually the case. 


An effort had been made to redistribute a portion of the preferred 
shares repurchased and 50,000 thereof were sold in England while > 


™ Td., Commission’s Exhibit No. 2088. 
7 Thid. 
77 Tbid. 
78 Thid. 
72 Ibid., Mr. Bailie admitted (id., at 18722) that the repurchases of the preferred had a 
substantial effect in maintaining the price of that stock: 
Q. Mr. Bailie, is there any doubt that your repurchases had a very definite pegging 
effect on the price of the preferred stock? 
A. I do not care to use the word ‘“‘pegging,” but it certainly had an effect on the 
price of the preferred, a substantial effect. 
80 Jd., Commission’s Exhibit No. 2087. 
81 Id., Commission’s Pxhibit No. 2088. 
83d, at 18724. 
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15,798 preferred shares were sold in the United States through deal- 
ers? These sales were made at current market prices for which 
J. & W. Seligman & Co. received a commission ranging from $2 to 


CHART 6 
"PEGGING® EFFECT OF REPURCHASES BY TRICONTINENTAL CORP. 
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Source: Public Examination, Tri-Continental Corporation, Commission's 
Exhibit No. 2087. 


$2.50 a share.** The investment company itself sold 21,905 preferred 
shares directly and 20,415 shares were sold on the exchange. During 


8Id., Commission’s Exhibit No. 2088, and derived from supplementary information 
supplied the Commission for Tri-Continental Corporation. 

8Op. cit. supra, note 74, at 18719. About $1 a share was reported to be profit to 
J. & W. Seligman & Co. on these sales (id., at 18718), while Tri-Continental Corporation 
made $50,000 thereon by reason of market variations (id., at 18719-20). 
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September 1931, when the investment company decreased its repur- 
chasing activities, the market price of these preferred shares broke 
from 9114 to 587, although the investment company bought back over 
16,023 shares during this period.*® The price range in this one month 
apparently indicates that the company had failed in its attempt to 
stabilize the market or to place sufficient of the stock in hands which 
would hold it so as to prevent substantial selling of preferred shares 
in periods of declining price levels. The anticipated merger referred 
to by Mr. Bailie in his testimony was never consummated ®* and not 
until December 31, 1930 was another merger plan worked out with 
Wedgwood Investing Corporation by which 27,769 of the preferred 
shares of Tri-Continental Corporation were exchanged for a like 
number of preferred shares of Wedgwood Investing Corporation.*’ 
The preferred shares of Tri-Continental Corporation so exchanged 
had been acquired at an average cost of $94 which served to off-set 
in some measure the unexpected high cost of the common stock 
acquired for the purposes of the acquisition. Nevertheless, by this 
exchange with Wedgwood Investing Corporation, Tri-Continental 
Corporation received $3,067,307 worth of assets at a cost to itself of 
about $3,140,000.** 

Had these repurchases been effected only for the realization of book | 
“profits” this could have been accomplished with a much lower volume 
of repurchases because the larger volume of repurchases pegged the 
price of the securities at a higher level and the securities had to be 
repurchased at these higher levels. As was testified by Mr. Bailie: *° 


Q. Do you contend, Mr. Bailie, that you could not have made substantial 
repurchases and made just as big a book profit by not supporting the market, 
by letting the market take its course? 

A. If you mean, do I think I could have made a million dollars on the retire- 
ment of a smaller block of preferred stock, I could, but I would have left myself 
with $10,000,000 or $12,000,000 more of preferred stock outstanding. With 10 or 
12 million dollars in my portfolio I would have gone down 30 or 40 percent as 
the company’s assets went down in the next few months. Of course, if I had 
been omniscient, I would have cash of 100 percent from the time of the formy- 
tion of the companies until June 6, 1932. At that time I would have bought a 
selected list of securities, such as C. & O. at 9, and I would have done quite right. 


By the retirement of 137,796 shares of treasury stock, representing 
some 50% of the total repurchases, the investment company made a 
book “profit” of some $1,000,000, or approximately $7 a share.*° 


8 Op. cit. supra, note 74, Commission’s Exhibit No. 2088. 

sJd., at 18724. Throughout the period that the acquisition was under consideration, 
series of options on the preferred stock were given to J. & W. Seligman & Co. looking to 
the resale of these shares (id. at 187484). 

8? Derived from supplementary information supplied the Commission for Wedgwood 
Investing Corporation. 

8 Ag originally calculated, the cost to Tri-Continental Corporation was to be some 
$75,000 less than this figure, but it had been compelled to repurchase 27,160 shares of 
its common stock for transfer in this transaction at prices somewhat higher than it had 
criginally calculated (op. cit. supra, note 74, at 18552-7, and derived from supplementary 
information supplied the Commission for Tri-Continental Corporation, Item 8). 

89 Op. cit. supra, note 74, at 187 26-7. 

9 Td., at 18725, and the reply to the Commission’s questionnaire for Tri-Continental 


Corporation, Pt. V. 
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This repurchase policy which entailed the employment of a third 
of the original assets of the investment company in maintaining a 
market in its own preferred stock for almost 20 months, without prior 
approval of or notice to stockholders, and which culminated in the 
retirement of the greater part thereof at a net cost of about $13,000,000, 
or roughly 18% of the original total assets, possessed certain elements 
of benefit to the sponsor. Mr. Bailie testified : 


Q. The only other factor is that this repurchase in such large quantities helped 
the distribution of the securities again, did it not? 

A. Yes, 

Q. And to the extent that J. & W. Seligman & Company was interested in the 
redistribution it would help them; is that not right? 

A. Yes; in various ways. First, they made about $60,000 profit on the total 
transaction in two years, which is about a dollar a share. Second, the fact 
that the stock looked well was obviously an advantage. 

Q. And also the general reputation of having the preferred stock sell above the 
other preferred stocks added to the length of the shadow [of J. & W. Seligman 
Co.]? 

A. That is what I just said. 


In addition, this sponsor of course profited from the brokerage 
commissions paid upon these extensive market operations. 


The Lehman Corporation 


Similarly, The Lehman Corporation engaged in a repurchase pro- 
gram which may have redounded to the benefit of the sponsors, 
Lehman Brothers. 

The Lehman Corporation was formed September 11, 1929 with 
$100,000,000 paid-in capital by Lehman Brothers, an investment 
banker and broker firm whose members were officers and directors of 
the investment company. ‘The sponsor subscribed to 100,000 shares 
of the capital stock of the investment company—the company having 
only one class of securities—at $100 a share and sold 900,000 shares to 
the public at $104 a share to net the investment company $100 per 
share.°° 

During and following the distribution of this common stock, Leh- 
man Brothers operated a so-called “stabilization account” in the shares 
on the New York Curb Exchange.®** This account “went short” the 
stock while the market price of the stock continued to rise to premiums 
of over 25%.°° On September 20, 1929, when the market started to 
decline, the account made its first purchase of 2,500 shares and, by the 
end of 1980, the account had acquired a total long position of 217,000 
shares.°° Only 49,000 of these shares were resold upon the exchange, 
the balance being disposed of off the exchange through dealers.%” 
The purpose and obvious effect of such an account was to raise the 
market price of the shares to what the sponsors considered a “proper 


% Op. cit. supra, note 74, at 18736-7. 

*Td., at 18741-2. 

% Public Examination, The Lehman Corporation, at 5314-5, 5649. 
%Td., at 5600, 5616. 

%1d., at 5616-7. 

%Td., at 5599, 5619. 

7 Td., at 5600. 
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value.” 8 he interest of Lehman Brothers in this market was re- 
vealed by Monroe C. Gutman, a partner of Lehman Brothers and 
vice president of the investment company, when he testified : 


Q. Now, why did you have this stabilization account? 

A. I think you ought to get that picture from the beginning. We weren’t 
used in 1929 to investment trust shares selling at a discount. We were used 
to having them selling at a premium, and if we had had any idea when we 
brought the Lehman Corporation stock out at $104 a share that it was going to 
be selling at a substantial discount from its liquidating value, we would never 
have sold them to the public. 

Q. Why? 

A. Because we didn’t want to have our name on it as sponsoring it, and it 
was a great blow to our pride. 

Q. You have also certain financial responsibilities? 

A. Yes. 

Q. As a firm that you lose prestige, so that at an 80 percent discount you lose 
quite a bit of prestige in the street? 

A. I think the prestige of any banking firm that sponsors an investment trust, 
if it has that investment bear its name, as we did, is very much involved in the 
way that trust is conducted and what happens to it. 

Q. Yes; so that that is not only to the interests of the shareholders but also to 
the interests of the firm to see that it sells not at a discount. 

A. Yes; that is correct. 


Despite these purchases by the Lehman Brothers’ stabilization ac- 
count, the shares of the investment company sold at a discount of 207% 
from asset value as early as November 1929, and the discount increased 
to 50% in 1930.1° From September 30, 1929, through September 30, 
1934, the investment company threw its support into the market by 
repurchasing a total of 337,300 of its common shares at a total cost of 
$17,130,230. In the course of this repurchase program the invest- 
ment company was making repurchases simultaneously with the oper- 
ation of the sponsor’s “stabilization account.” That such purchases, 
which constituted a substantial part of the reported transactions on 
the New York Curb Exchange, must have had a definite strengthening 
effect. on the market price of the stock which Lehman Brothers had 
acquired and was interested in selling was implicit in the further testi- 
mony of Mr. Gutman :?° 


Q. But isn’t it the fact that if you hadn’t had the repurchases by the trust of 
these 92,000 shares during 1930 you would have had a much greater loss in dis- 
posing of your 34,000 shares that you had? 

A. Well, I would say that if the trust had not repurchased shares in 1980 the 
shares would have sold lower, without question ; yes. 

Q. They would have sold lower? 

A. Yes; they would have sold lower, without question. 

Q. So that there is a definite benefit in the stabilization account by the repur- 
chases. 


98Td., at 5601. Lehman Brothers reported a loss of $1,250,000 in the operation (id., at 
5606). 

9 Op. cit. supra, note 93, at 5609-10. 

100 Tq., at 5601. 

11 Reply to the Commission’s questionnaire for The Lehman Corporation, Pt. V. 

1022 Op. cit. supra. note 93, at 5608. 
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A. I would like to put it on a broader basis, because that wasn’t our motive. 
It was a definite benefit to all the shareholders, without question. 

Q. Well, just what do you mean by that? 

A. I mean the shares were worth more because of the corporation’s repurchases. 
They would have sold for much lower if the corporation had not made its 
repurchases. 


Although these market transactions may have accorded liquidating 
stockholders a better price for their shares than would otherwise have 
been available, these stockholders received no intimation that such a 
program was In progress except in the periodic reports where the re- 
purchases already effected were disclosed.°* The discounts from pre- 
vailing net asset values upon the reacquisition of these shares, amount- 
ing to $6,085,000,1°* were obtained for the benefit of the remaining 
stockholders at the expense of their retiring associates. 

The repurchase operation, of course, had the incidental effect of 
shrinking the size of the fund without prior notice to or approval 
by the stockholders. Lehman Brothers, apparently, benefited from 
the market support afforded by these repurchase operations of the 
investment company to the extent that it facilitated the liquidation 
of the holdings of the sponsor’s stabilization account. Furthermore, 
the apparent good performance of the investment company, as re- 
flected in the market behavior and net asset value of its shares, also 
served to preserve the prestige of the sponsor. Mr. Gutman testified 
as follows with respect to the dual interest of sponsors involved in 
this situation :7°° 


Q. Of course, there are certain very obvious dangers, aren’t there, in a firm’s 
peing able to trade in the shares of a corporation’s stock, who also use the 
assets of the trust to repurchase stock over the market? 

Are you familiar with the English practice on that? 

A. No; I am not, sir. 

Q. Well, that, I believe, is taboo in England, just because of the dangers that 
result. 

A. Yes. 

Q. And I take it that you would agree that those dangers are inherent in it? 

A. I would say there are probably dangers. I think that all through our life 
there are a great many dual responsibilities that we face. 

J would like to think it over. You have raised a new problem to me. I 
would think that it is a danger that adequate publicity should cure. 

I should think that if in 19830 Lehman Brothers had stated in their annual 
report that at the same time they stated they were repurchasing stock, that 
ai the same time they were conducting a stabilization operation, no one would 
have been injured. 

Q. It would still have given them an opportunity to use it for their own 
benefit. 

A. I think they would have been subject to a great deal of scrutiny if they 
had. I think no matter how conscientious one might be, if one were of a firm 
of any character—and let us forget the conscience for a moment—— 

Q. Well, let us talk generally. 

A. I think it would have a great restraint. 


103 Tq., at 5345. 
106 Op. cit. supra, note 101, Pts. IV and V. 
10 Op, cit. supra, note 938, at 5611-3. 
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. Well, that is perhaps always the case. 

. But that the possibility of some abuse exists, I must admit. 

. You do agree with that? 

Yes; if it is in the wrong hands. 

_ And in the hands of unscrupulous sponsors, it could be made very profit- 
able through trading in and out, and the chances of anyone discovering it, even 
if you have publicity, depends on how adequate your publicity is. And, sec- 
ondly, it depends on some of the stockholders having intelligence enough to 


QPpore 


read it. 
A. But actually today it would be contrary to the Securities Exchange Act, 


today. So it is really out, as a practical matter. 
Central-Illinois Securities Corporation 


Central-Illinois Securities Corporation, an investment company, 
made available to its sponsor, in the form of a loan, $1,500,000 for 
the purpose of conducting market-supporting operations 1n the secu- 
rities of the investment company ; then repurchased from its sponsor 
the securities so acquired and finally engaged in repurchases on its 
own account for the alleged purpose of creating book profits. 

Central-Illinois Securities Corporation was organized on October 
1, 1929 to supplement the activities of its sponsor, Central-Illinois 
Company, the security affiliate of the former Central Trust Company 
of Illinois. The original paid-in capital of the investment com- 
pany was $15,000,000, of which $3,000,000 was subscribed by Central- 
Tllinois Company for 600,000 shares of common stock and the balance 
was provided by the sale of allotment certificates for 400,000 shares 
of common stock and 400,000 shares of convertible preference stock, 
‘n units of one share of each class at $31.50. The public offering 
was made by the sponsor to the customers and stockholders of the 
bank? The issue was oversubscribed before the offering, and there 
was an independent market bid as high as $42 a unit before the 
securities were issued.*% 

On November 1, 1929, after the break in the stock market and less 
than a month after the units were so oversubscribed, the sponsor 
commenced to repurchase the units for its own account for the pur- 
pose of providing an “orderly” market. By November 138, 1929, the 
sponsor had expended $1,400,000, or a sum approximately equivalent 
to 10% of the original paid-in capital of the investment company.™ 
Philip R. Clarke, former president of the investment company, de- 
scribed these circumstances as follows: *° 


Q. So that in the period from November 1, 1929, to November 18, the securities 
affiliate had purchased $1,400,000 worth of units and that was less than a 
month after the offering of these units to the public; isn’t that so? 


106 Public Examination, Central-Illinois Securities Corporation, at 1848-50, Commission’s 
Exhibit No. 236. 

17 Id., at 2126-7: see also the reply to the Commission’s questionnaire for Central-Ilinois 
Securities Corporation, Pt. V. These allotment certificates, which netted the investment 
company $30 each, were not exchanged for shares until September 30, 1931 (Jbid.). 

108 Op, cit. supra, note 106, at 2127. 

109 Td., at 2043-5. 

10 Td., at 2044. 
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A. Yes. Bear in mind, however, that it was also probably the wildest two 
weeks, so far as prices were concerned, that we have seen in decades, because 
intervening in that period was the crash of the New York Stock market. 


The directors at their first meeting in November 1929 resolved to 
cooperate with the Central-Illinois Company to the extent of making 
available the sum of $1,500,000 as a loan to finance its program of 
purchasing the shares of the investment company.™* At the same 
time the investment company authorized its president to engage in 
similar repurchase operations.’” 

Central-Illinois Company borrowed only $560,811 from the invest- 
ment company for these purposes to April 3, 1930, and all of the units 
so acquired were subsequently redistributed and the loan was re- 
paid.“* Thereafter, the sponsor continued its purchases of the units 
and on January 2, 1931, commenced to offer them in blocks to the 
investment company at a discount from their liquidating value. The 

rocedure adopted in this phase of the program was described in the 
further testimony of Mr. Clarke :** 


In connection with the purchase of the units by Central Illinois Securities, I 
find that I have been in error in one instance, in my recollection, and that is 
that the Central-Illinois Company did not act as agent in those transactions. 

I think, as a matter of fact, it has a different relationship to a matter we 
discussed as to the position of the stockholder, because the Central-Illinois 
Securities Corporation I find never bought any of these units direct from the 
stockholder. The stockholder made his offer in the market and the Central- 
Ilinois Company purchased, and, after accumulating a block of these units, 
would then offer them to the Central-Illinois Securities Corporation, who, in 
their own discretion, would purchase or not purchase. 

In each instance I think they purchased the units offered, because they were 
less than the liquidating value, and by their acquirement the company added 
to its capital. 


It appears, nevertheless, that by the payment of a total of $944,945 
for the repurchase of 40,100 of its units from January 2 to July 21, 
1931,"° when Central-Illinois Company ceased to act as sponsor, the 
investment company paid in excess of current market prices."° 


m1 Jd. at 2045-6. The problem is presented whether this loan, to be secured by the 
investment company securities to be purchased (ibid.) was not in violation of the General 
Corporation Law of Delaware (under whose laws Central-Illinois Securities Corporation 
was incorporated). (Revised Code of 1915, as amended, Ch. 65, Art. 1, Sec. 36.) 

12 Op. cit. supra, note 106, at 2047-8. This power was not exercised (ibid.). 

43 Op. cit. supra, note 106, at 2049, 2052, 2056, 2128. As of December 31, 1929, the 
portfolio of Central-Illinois Securities Corporation listed 9,466 allotment certificates carried 
at $283,976 which were in fact received as collateral for the loan to Central-Illinois Com- 
pany (reply to the Commission’s questionnaire for Central-Illinois Securities Corporation, 
Pt. III, and derived from supplementary information supplied the Commission for Central- 
Illinois Securities Corporation). 

14 Op. cit. supra, note 106, at 2057-8. 

m5 Td., at 2056. 

u6The units or allotment certificates were listed upon the Chicago Stock Exchange 
until September 30, 1931, when they became exchangeable for the component shares. 
(Reply to the Commission’s questionnaire for Central-Illinois Securities Corporation, 
Pt. V [Item 49].) The following table compares the prices paid by the investment com- 
pany to its sponsor with the prices quoted upon the Chicago Stock Exchange in the repur- 
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That these acquisitions must have provided market support is in- 
dicated by the activity during the period from January 1 to July 31, 
1931, on the Chicago Stock Exchange, when approximately 50,000 
units were traded?” It was estimated by Mr. Clarke *** that ap- 
proximately 24,000 units were repurchased by the sponsor and sold 
to the investment company within that period, although some of 
them may have been acquired over the counter. However, these re- 
purchases were declared to have been made for the sole purpose of 
realizing book profits and not for the purpose of stabilizing the 
market,“? Mr. Clarke testifying that he did not think “there is any 
necessity for an investment trust to maintain any stabilizing mar- 
ket.” 22° This attitude contrasts with the resolution of the board of 
directors as a result of which a loan of $1,500,000 was authorized for 
such purposes. 

From the date of organization to December 31, 1935, the invest- 
ment company repurchased a total of 168,402 convertible preference 
shares, which carried as a bonus 90,213 common shares, at a total cost 
of $2,665,689. The repurchases to December 31, 1931 were made 
primarily through Central-Illinois Company while the repurchases 
thereafter were presumably made by the investment company by 
direct market transaction. The book profits derived therefrom, of 


chase of said units (op. cit. supra, note 106, Commission’s Exhibits Nos. 256, 257, 258, 
259) ee 


Purchase Quoted 
price per price per 
share share 


Number of 


Date of repurchase (1931) units 


16, 500 24, 42 2314 


12, 000 24. 76 23) 
4, 600 22. 21 2134 
7, 000 20. 35 20 


147 Op. cit. supra, note 106, at 2059. 

118 [bid. 

n9 Td., at 2039-40. 

20 Td., at 2041. 

121 Repurchases by Central-Illinois Securities Corporation (reply to the Commission’s 
questionnaire for Central-Illinois Securities Corporation, Pt. V): 


Convertible preference stock Common stock 


Number Cost per | Number 
of shares | F0tal cost | “Share | of shares | Cost 
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some $2,000,000, were received at the expense of retiring sharehold- 
ers, as Mr. Clarke testified : 


Q. And that is, when they were making money in that way they were really 
making it at the expense of their stockholders? 

A. Except that the stockholders 

Q. First answer yes or no and then give the exception, if you don’t mind. I 
would like to get that. When investment trusts purchase their own securities 
in a falling market, particularly if they are buying them below the liquidating 
value of the stock, substantially, they are making that money at the expense of 
their retiring shareholders? Isn’t that so? 

A. I presume that would be the final conclusion, although I think that is a 
pretty severe delineation of the situation. The stockholders volunteered the 
securities. 

* * * * * * * 

Q. However, if some arrangement was present whereby a stockholder could 
tender his security back to the Trust and get approximately its liquidating 
value, he might be in a little better position. I am not saying he would. I 
am just thinking out loud. 

A. Yes; but that is too altruistic, however. That would not be possible from 
a practical standpoint.™ 


C. Repurchases From Insiders 


In addition to repurchases of their outstanding security issues on 
the open market, investment companies often reacquired large blocks 
of their securities from “insiders” by private purchases. Although 
many of the repurchases from “insiders” were on a price basis com- 
parable to that prevailing in the open market, there were instances 
where they received premiums over the market price, or received less 
than the market price on large blocks which apparently could not 
have been sold on the market in such volume at the prices paid.1”® 

Of 112 closed-end management investment companies proper studied 
(excluding companies in the Atlas and Equity groups)** 27 com- 
panies reported repurchases from related interests (officers, directors, 
principal stockholders, and their affiliated companies) of their own 
securities. These repurchases amounted to $26,636,000 for the period 
1927-1935, representing more than 8% of the $315,757,000 total re- 
purchases by all closed-end management investment companies proper 
over the same period.??7 Heaviest repurchases from related interests 


1222 Reply to the Commission’s questionnaire fer Central-Illinois Securities Corporation, 
Pts. I, Il, and V. Computed upon the basis of the original stated values. 

13 Op. cit. supra, note 106, at 2040-1. 

124 Compare with the open-end investment companies which continuously offer to purchase 
their shares at the liquidating or net asset values. (See I, supra, pp. 799 et seq.) 

125 Pt, Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 240-1. 

26The figures appearing hereafter are derived from the replies to the Commission’s 
questionnaire filed by the respective companies, Pts. V (Item 54-b) and VII (Item 70, 
Table 32). 

27 Op. cit. supra, note 125, Tables 74, 75, 76, and 77. Total original sales by these 
companies over the period 1927-1935 amounted to $1,694,910,000. (See supra, note 1.) 
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were made in 1930, when they amounted to $16,458,000 or more than 
12% of the total for the year.*** 


1. REPURCHASES FROM INSIDERS AT PRICES BELOW 
ASSET VALUE 


Supporting the market by the repurchase of the security issues of 
closed-end management investment trusts and investment companies 
below asset value upon the open market was usually possible and fre- 
quently indulged in during the severe market declines following 
1929.2° Nevertheless, the type of markets then existing frequently 
prevented the liquidation of sizable blocks of securities without fur- 
ther demoralization or depression of the market prices. During this 
period particularly persons closely connected with the management 
often sold their large holdings of securities of investment trusts and 
investment companies to the issuing companies. ‘These direct repur- 
chases by investment companies were usually justified upon the 
erounds of the book profits which such transactions, made at about 
current market prices, afforded. Seldom was disclosure made to the 
remaining stockholders of the identity of sellers of such securities. 


Allied General Corporation 


An instance where repurchases were to be effected by the investment 
company to assist the dominant persons to pay for the control block 
of stock is presented by Allied General Corporation. Allied General 
Corporation, organized on March 22, 1927 under the name of In- 
suranshares Corporation of New York as an investment banking 
company, had suffered repeated reverses throughout its history. By 
December 31, 1929, the stockholders had contributed $4,456,315, which 
had decreased by 1931 to approximately $1,500,000. On January 7, 
1931, United Founders Corporation became the principal stockholder 
of the company and a recapitalization increased the assets to some 
$3,000,000. Nevertheless, by the next year, 1932, the assets of Allied 
General Corporation were again only about $1,400,000.*°° 

In January 1932 United Founders Corporation held 52% of the 
outstanding capital stock of Allied General Corporation consisting 


128 Repurchases from related interests by closed-end management investmen {companies proper were as 
follows : 


(1) (2) 
Percent 
Year Repurchases : 
Eo OLUE: from related (2) +(1) 
interests 

OO 7:the eae eee et eat ee ite un ete tte ha ee SB C07, COO | seosecosecocel|-ase5ececoss 
11) 53 ane ny ae een eS Cire er tte temeeee eee DTA OOLOY beset Stee aes | ee 
HODOL SE. EES Cie eh Be. eh) ee ee 38, 367, 000 $2, 718, 000 Cos! 
O30 Re SE ee ee no dene cee Oe aes ae eee 135, 314, 000 16, 458 000 12.2 
FL 3 Le eae ae ene ee hee ee eat 61, 315, 000 3, 495, 000 5.7 
1030 gee ee a ook Oh ee a ae co Ree mane 30, 553, 000 981, 000 3.2 
1033: eos eee. eT ae ee. se 14, 032, 000 1, 925, 000 We37/ 
1 OSA RAR aM heat See ee noe Nees a eee eae ae 10, 227, 000 550, 000 5.4 
1935 eer eee ee ein ho ee eee Pee ee eee 19, 603, 000 509, 000 2.6 
SOS Hahn 3 ee es a ee a kar eer 315, 757, 000 26, 636, 000 8.4 


120 See supra, pp. 966 et seq. 
130 For details see Ch. IV of this part of the report, pp. 1349-56. 
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of 19,630 shares of preferred stock, 19,680 shares of Class A stock 
and 100,000 shares of common stock, ‘These holdings, which repre- 
sented a cost of $1,500,000, had an asset value of $740,000. As the pre- 
ferred stock had an asset value of only $37.79 a share and possessed 
first call upon dissolution of $50 a share, the Class A and common 
stocks were without any asset value. In the fall of 1931, Chase Don- 
aldson and a group of his associates *** determined to acquire control 
of Allied General Corporation by purchasing the holdings of United 
Founders Corporation. Prior to January of 1932, this group had 
purchased and exercised option warrants to purchase a total of 
34,163 shares of the common stock of Allied General Corporation. 
These shares, however, had been pledged by the group with the 
Manufacturers Trust Company to secure a loan of $20,000 made by 
the bank to the group to finance the purchase of the shares.%? The 
Donaldson group, after some negotiation with United Founders Cor- 
poration, obtained its agreement to dispose of its holdings in Allied 
General Corporation for a total price of $540,000, being $27.50 per 
share for the 19,630 shares of preferred stock held by United Found- 
ers Corporation.4?* The Class A and common stock interest in Allied 
General Corporation held by United Founders Corporation were to be 
transferred to the syndicate free of charge. As has been indicated, 
these securities had no asset value. Although the price to be paid by 
the Donaldson group for the holdings of the United Founders Corpo- 
ration group in Allied General Corporation was approximately $10 
less than the liquidating value of each share of Allied General Corpo- 
ration preferred stock to be sold by United Founders Corporation, the 
purchase price was much in excess of the then market value of the 
preferred stock, which was then selling in a very inactive market 
on the New York Produce Exchange at $8 a share.*4 The contem- 
plated purchase price to be paid by the Donaldson group was approxi- 
mately $382,785 above the quoted market value of the Allied General 
Corporation preferred shares to be acquired from the United Found- 
ers Corporation group. 

However, Donaldson and his associates were without funds to effect 
the purchase of the United Founders Corporation interest in Allied 
General Corporation. Apparently a bank loan could not be ob- 
tained without the guaranty of a financially responsible individual. 

In December 1932, Chase Donaldson, largely through his half- 
brother, John W. Donaldson,* then a vice president of Atlas Cor- 
poration, enlisted the aid of Atlas Corporation in his plans to acquire 
control of Allied General Corporation. In January 1932, Chase Don- 
aldson and Atlas Corporation reached an oral agreement that 


131 Public Examination, Allied General Corporation, Commission’s Exhibit No. 496. Mr. 
Donaldson’s associates were: Dean J. Almy, Herbert R. Anderson, W. F. Best, R. S. 
Elliott, Jr., Alfred M. Elsesser, Kenneth 8S. Gaston, and Eliot Sharp (ibid.). 

182 Public Examination, Allied General Corporation, at 5191-2. 

133 Td., Commission’s Exhibit No. 494. 

During March of 1932, according to the Bank and Quotation Record, only 200 
shares of the preferred stock of Allied General Corporation were traded on the New York 
Produce Exchange. The market price was $8 a share. No trading in the stock occurred 
in December 1931, or in January and February 1932. 

135 Op. cit. supra, note 132, at 5197. 

336 Td., at 5196, 5201. 

137 Tq., at 5223, 5245-6. 
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Allied General Corporation after its acquisition by the Donaldson 
group would aid Atlas Corporation in its investment company acqul- 
sition program. Allied General Corporation was to receive a commis- 
sion from Atlas Corporation for its services.'** 

Atlas Corporation further agreed to guarantee * a loan to be made 
by the Manufacturers Trust Company to Chase Donaldson and his 
associates in the sum of $560,000, of which $540,000 was to be used to 
purchase the United Founders Corporation’s controlling interest in 
Allied General Corporation and $20,000 was to constitute a renewal 
of the £20,000 loan already made by the bank to the Donaldson group. 
The shares of Allied General Corporation acquired from United 
Founders Corporation were to be pledged with the bank to secure the 
loan. In consideration of its guaranty, Atlas Corporation was to 
receive from the group on repayment of the loan 9,815 shares of the 
Class A stock and 37,500 shares of the common stock of Alhed Gen- 
eral Corporation.“*t These shares, however, were never received by 
Atlas Corporation, which was eventually paid by the Donaldson 
group for its guaranty in another manner. 

However, the problem of the repayment of the loan remained. To 
meet this problem, Chase Donaldson devised a scheme *“* whereby 
the control to be held by Mr. Donaldson over the corporate assets of 
Allied General Corporation was to be utilized to repay the loan. 
Briefly, the Donaldson plan was to reduce, with the stockholders’ ap- 
proval, the capital allocated to the preferred stock of Allied General 
Corporation in order to create a paid-in surplus. With this surplus, 
Mr. Donaldson intended to retire preferred stock of the corporation in 
the ratio of one share to be purchased from himself and his associates 
for each share purchased from the public. The Donaldson group, 
however, was to receive a more favorable price for its shares.“** Fur- 
ther, Mr. Donaldson intended to use the prospective profits to be 
derived by Allied General Corporation and commissions made in 
effectuating exchanges of Atlas Corporation’s securities for the secu- 
rities of its controlled companies to purchase preferred stock, and to 
pay dividends on the preferred and other securities of Allied General 
Corporation. From these dividends and the sale of their preferred 
shares, funds would be available to the Donaldson group with which 
to pay off the loan and they would retain the Class A common stock, 
with its enhanced asset value and voting control. The purchase price 
to be paid Allied General Corporation for its preferred stock securing 
the loan made by Manufacturers Trust Company was to be applied 
by the bank in reduction of the loan. 

This projected method of repayment of the loan was described to 
Atlas Corporation in a memorandum dated January 22, 1932, written 
by Chase Donaldson.** This memorandum states in part: 

188 Tq., Commission’s Exhibit No. 495 and Public Examination, Atlas Corporation, Com- 
mission’s Exhibit No. 2002, at 57. 

189 Op. cit. supra, note 132, Commission’s Exhibit No. 497. 

140 Tq., Commission’s Exhibits Nos. 495 and 497. 

141 Tq., Commission’s Hxhibit No. 497. 

142 See Ch. IV of this part of the report, pp. 1849-56. 

143 Op. cit. supra, note 132, Commission’s Hxhibit No. 494. 


144 See infra. 
45 Op. cit. supra, note 132, Commission’s Exhibit No. 494. 
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As soon as control is acquired, a special stockholders’ meeting would be called 
(February or March) to— 

(a) Restate value of stock from $50 to $5, creating capital surplus. 

(b) Authorize immediate purchase and retirement of 10,000 shares of Pre- 
ferred Stock out of capital surplus so created. 

(c) Authorize purchase and retirement of such additional amounts as 
Executive Committee shall determine, but only out of realized net 
profits after Preferred dividend requirements in any One month. 

Note to Mr. Gibson [president of Manufacturers Trust Company]. These 
plans not to be known to Founders. 

February to March.—Allied General preferred Class A and common stock 
might be listed on the Curb and the company would purchase 10,000 shares of 
preferred of which 

5,000 shares from 


public Average price less 
5,000 shares from than $20 a share 
syndicate 


Syndicate would pay off loan by $125,000 from proceeds (5,000 shares x $25) 
leaving a loan of $435,000 .* * * 

March to June-—Depending upon earnings, it would be the plan of the Syn- 
dicate to apply all net profits each month to the retirement of Preferred Stock. 
With present and projected business (particularly Atlas exchange) it might 
be possible to purchase and retire another 5,000 shares at $25 ($125,000) largely 
from the syndicate account, leaving loan * * * $810,000. 


It will be noted that while the 10,000 shares of preferred stock 
which were to be purchased from the surplus created by the reduc- 
tion of the capital allocable to the preferred stock, were to be acquired 
at an average of less than $20 a share, 5,000 of the shares to be re- 
tired were to be acquired from Mr. Donaldson and his associates at 
$25 a share. In other words, those in control, it was contemplated, 
would receive a higher price for their shares than would be paid for 
the shares held by the public. Further, the retirement of the cor- 
poration’s preferred stock by purchases below the asset value of such 
stock would enhance the asset value of the Class A and common stocks 
held by the Donaldson group. The group would hold the majority 
of these securities which also constituted control of the company. 
Mr. Donaldson testified : 1° 


Q. Substantially, this plan entailed this, did it not, Mr. Donaldson, that if 
you got control of the corporation, Allied General, you were going to use the 
funds of Allied General to pay the loan which enabled you to acquire control 
of the company? 

A. Mr. Schenker, I object to the manner in which the question is put. 

* * % * * * * 

Q. Well then, what particular portion of my question do you object to? 

A. Your question is misleading in this respect, in that it implies that our 
entire design was to take the funds of Allied General, as such, and buy in our 
own stock and pay off the loan. Ags you will see from the tenor of this memo- 
randum it was designed that a part of our stock would be purchased, a part 
of the public stock would be purchased, and the balance of the loan it was 
expected would come from the business earnings of the company in the future 
business conducted. 


“6 Td., at 5207-8. 


i 


Q. Let us see in what respect that question is wrong. You now say at least 
a substantial part of the loan was going to be repaid with the funds you were 
going to get from Allied General Corporation in the purchase of the preferred 
stock. 

A. You pointed out yourself that 5,000 shares times $20 is $100,000. The total 
loan was $560,000. 

Q. That is a pretty substantial amount. 

A. That is all I have to say. 

Q. At least you contemplated $100,000 of that money was going to be used for 
that purpose; isn’t that so? 

A. Yes. May I point out, however, that the price we were discussing pur- 
chasing the stock from ourselves was indicated on no particular basis but $20 
a share, whereas the purchase price was $27.50 and the asset value at the time 
was $37.79. 

Q. Why don’t you follow that right through and give us the market value? 

A. Let me finish what I was saying first. Let me point out that the purchase 
of the stock of the corporation at $20 per share, where there was an asset 
value of $37.79 was working no injustice on the other shareholders of the 
corporation. 

Q. Except this, that in addition to the preferred stock which you were pur- 
chasing you had controlling common stock; isn’t that so? This would leave 
you in control of the company after you retired your own preferred stock and 
the preferred stock that you were buying from the company, isn’t that so? 

A. Well, it is fairly obvious that if you retired all of the preferred stock, 
you would leave the common stock and we would be in control of the common. 
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On January 29, 1932, the transaction between United Founders 
Corporation and the Donaldson group was closed. A loan in the 
sum of $560,000 by the group was procured from the Manufacturers 
Trust Company."*’ In accordance with its agreement, this loan was 
guaranteed by Atlas Corporation.**® 

The connection of Atlas Corporation with the transaction and the 
proposed method by which the Donaldson group intended to repay 
the loan were intentionally concealed from United Founders Cor- 
poration. Mr. Donaldson testified that these facts were concealed 
from United Founders Corporation because of the fact that if 
United Founders Corporation had been aware of Atlas Corpora- 
tion’s connection with the transaction, “they might have tried to 
raise the price on us.” Mr. Donaldson testified : **° 

Q. You say, ‘Note to Mr. Gibson: This plan not to be known to Founders” ; 
why not? 

A. Because Founders did not have any idea how we were financing the acqui- 
sition of this stock, and we didn’t care to have them know. 

Q. There was no moral turpitude involved in your minds, was there? 

A. Not at all, but they might have tried to raise the price on us. 

* * * * * a x 

Q. You said you felt if they [United Founders Corporation] knew the method 
by which you hoped to purchase the stock that they might increase the price? 

A. Perhaps I didn’t make myself clear. This is what was in my mind at 
the time. I felt that if the people in United Founders believed that we had a 


47 Tq., Commission’s Exhibit No. 499. 

U8 Tq., Commission’s Exhibit No. 498. 

149 Td., at 5205-7. 

150 Harvey D. Gibson, the president of the Manufacturers Trust Company (id., at 5205). 
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highly profitable sort of business accruing to us, one or two things might have 
happened; either they wouldn’t have sold to us or they would not have looked 
with any great favor on our doing business with the Atlas Corporation. To put 
it briefly, I was between two fears as to what course to take. It seemed logical 
not to disclose to the Founders group that the Atlas Corporation was guaran- 
teeing the loan, for those two reasons I have stated to you. 

Q. After all, you were an officer of Allied General at that time. 

A, Yes, sir. 

Q. And Founders were stockholders in that corporation, weren’t they? 

A. Yes. 

Q. As stockholders, didn’t you think you owed them any duty as to complete 
disclosure in connection with any transaction you were consummating? 

A. I didn’t think so in this case. 


Promptly on their accession to control of Allied General Corpora- 
tion in February 1932, the Donaldson group proceeded to carry for- 
ward their projected plan for repayment of the borrowed funds 
which they had used to acquire control of Allied General Corpora- 
tion. On February 19, 1932, stockholders were informed by letter ** 
of a meeting to be held on March 8, 1982, to consider a reduction of 
the capital of the corporation allocable to its preferred stock from 
$50 to $10 a share.°? The net capital surplus (after creating a re- 
serve for depreciation in value of portfolio securities) thus to be 
created amounted to approximately $641,000.1°* The letter stated 
that this surplus would be available for retirement of the corpora- 
tion’s preferred shares. Not revealed in the letter, however, was the 
method by which Mr. Donaldson and his associates had acquired 
control of the corporation nor the fact that the preferred shares 
pledged by the group to secure their loan were to be repurchased. 
In fact, a direct inquiry in a letter *** dated February 25, 1982, from 
one Harry Buford, a preferred stockholder, as to whose shares were 
to be repurchased was answered without revealing the fact that the 
controlling group intended to use the surplus to be created to pur- 
chase their own shares as well as the shares held by the public.*® 

On March 8, 1932, the proposed reduction of the capital of the 
corporation allocable to the preferred stock was approved by over 
two-thirds of the stockholders.%* The Donaldson group which held 
in excess of 50% of the shares of each class of the corporation’s se- 
curities voted their stock in favor of the plan. 


151 Op. cit. supra, note 132, Commission’s Hxhibit No. 500. 
152 Thid. 
153 Td., at 5229. 
154 Td., Commission’s Exhibit No. 504-A. Mr. Buford’s letter stated: 
Whose stock and at what prices would be purchased is not intimated. Naturally. 
With reference to the letter, Mr. Donaldson testified (id., at 5243) : 


Q. Of course he [Mr. Buford] evidently didn’t know that it was anticipated that 
at least a portion of the stock owned by the controlling interest of Allied General 
was to be purchased; isn’t that so? 

A. You say of course he didn’t know? 

Q. I mean of course the letter indicates that he didn’t know because he specifically 
asked that question. 

A. He was advised stock was going to be purchased by the corporation but he was 
not advised that any of the stock was going to be purchased from any given individual. 


18 Op. cit. supra, note 132, Commission’s Exhibit No. 504—B. 
156 Td., Commission’s Exhibit No. 504—-E; see also id., Commission’s Exhibits Nos. 
509-F and 509-K. 
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In May and July 1932, Allied General Corporation purchased from 
the Donaldson group 3,500 shares of its preferred stock at a price 
of $15 a share? The market price of these shares on the dates they 
were purchased was approximately $8 per share.'°* The $52,500 thus 
raised by the group was used to reduce the loan at the Manufacturers 
Trust Company.”® The discriminatory nature of these purchases by 
the corporation from the Donaldson group is indicated by the fact 
that from February 1932 to December of the same year, Allied Gen- 
eral Corporation acquired from the public a total of 6,921 shares of 
its preferred stock at an average price of $12.05 per share.’ 

Ultimately, however, the plan for repayment of the loan by the 
Donaldson group became impossible of fulfillment for two reasons. 
First, under the management of Donaldson and his associates, Allied 
General Corporation engaged in extensive short selling of blue chip 
securities? By July of 1932, these short sales had resulted in a 
loss to the corporation of over $500,000, a loss sufficient to erase 
most of the capital surplus which had been created by the reduction 
of the capital allocable to the preferred stock in March of 1982. 
Secondly, in June of 1932, Atlas Corporation determined to make 
exchange offers itself of its securities for the securities of its con- 
trolled companies.*** As a consequence, the expected profits to be 
earned by Allied General Corporation in effectuating Atlas exchanges 
were no longer possible. On December 18, 1932, Atlas Corporation 
paid $50,000 to Allied General Corporation in full settlement of its 
services in aid of the Atlas Corporation exchange program.** 


Sisto Financial Corporation 


Sisto Financial Corporation repurchased its shares from Joseph 
A. Sisto, a member of the sponsoring brokerage firm of J. A. Sisto 
& Co. This investment company was organized on August 10, 1929, 
with one class of capital stock for which it received $5,000,000. By 
the end of 1937 these assets had declined to $307,000.1°%° A part of 
this decline in assets was due to the repurchases by the investment 
company of its own capital stock which possessed asset values rang- 
nen $35.85 at the end of 1929 to a low of $11.30 at the end of 
EBs 


157 Td., Commission’s Exhibits Nos. 509—F and 509-K. 

158 Tbid. 

159 Tbid. 

160 Derived from supplementary information supplied the Commission for Allied Gen- 
eral Corporation. At or about the time that the Donaldson group was purchasing its 
own holdings of the preferred stock of Allied General Corporation at a price of $15 a 
share, Allied General Corporation was offered to exchange some of its portfolio securities 
having a market value of $10 for each share of its preferred stock (id., Commission’s 
Exhibit No. 509-H). 

161 Op. cit. supra, note 132, at 5249-51 and Commission’s Exhibit No. 505. 

162 Td., at 5250-1. 

168 Td., at 5247, 5259-60. 

164 Public. Examination, Atlas Corporation, Commission’s Exhibit No. 2002 (p. 57). 

“16 Reply to the Commission’s questionnaire for Sisto Financial Corporation, Pt. V, and 
derived from supplementary information supplied the Commission for Sisto Financial 
Corporation. 

16 Tbid., and the reply to the Commission’s questionnaire for Sisto Financial Corpora- 
tion, Pt. II. 
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Mr. Sisto dominated and controlled the affairs of Sisto Financial 
Corporation as its president and through the brokerage firm which 
held a management contract with the investment company at all 
times.1°? Self-dealing with directors and the manager was specifi- 
cally authorized by charter provisions if the transactions were fair 
and reasonable.1*® Among such transactions were sales from June 
1930 through May 1934 to the investment company of 38,476 shares 
of its own capital stock by J. A. Sisto & Co. for a total consideration 
of $590,480.1° During that period the shares were listed upon the 
New York Curb Exchange and the sales were apparently consum- 
mated within the range of the quoted market prices.” Thereafter, 
on January 29, 1935, after the stock had been delisted, 2,000 addi- 
tional shares were sold by J. A. Sisto & Co. to the investment com- 
pany for $16,000, or at $8 a share.*” 

On December 14, 1938, charges were filed with the Board of Gov- 
ernors of the New York Stock Exchange against J. A. Sisto alleging, 
among other things, that while the president, a director, and dominat- 
ing and controlling the affairs of Sisto Financial Corporation, he 
bought 2,484 shares of such stock between July 29, 1936, and February 
4, 1937, at an average price of approximately $9.78 a share and 
caused Sisto Financial Corporation to repurchase from him the same 
shares at $23 a share”? It was further charged that Mr. Sisto 
thereafter bought 1,000 shares of Sisto Financial Corporation cap- 
ital stock from Kidder, Peabody & Co. through his brokerage firm 
from June 9 to June 16, 1937, at $1514 a share and resold the same 
to the investment company at $23 a share. On December 28, 1938, 
the Board of Governors of the New York Stock Exchange found 
Mr. Sisto guilty of all charges and expelled him from membership 
in the Exchange.’ 


General Investment Corporation 


The repurchases by General Investment Corporation of its out- 
standing $6 cumulative preferred stock from Wallace Groves is an- 
other example of profits made by insiders on repurchase transac- 
tions, even though those repurchases were effected at prices below 


asset values.2”4 


167 Reply to the Commission’s questionnaire for Sisto Financial Corporation, Pts. I 
and VII. 

168 Td., Pt. I. 

169 Td., Pt. V. 

170 Tbid. 

171 7d., Pt. VII. 

172 It was also charged that certain alterations had been made in the brokerage accounts 
of Mr. Sisto, of his firm and of the investment company; that certain recorded cash 
purchases to the account of the investment company were not bona fide cash transac- 
tions; that records kept of the personal trading of Mr. Sisto, of the trading by the 
brokerage firm and of trading by the investment company did not truly reflect the status 
of the accounts and liabilities incurred; and that the accounts were so altered as to 
cause the profitable transactions to be placed in the trading account of the brokerage 
firm and unprofitable transactions to be placed in Mr. Sisto’s personal account. 

173 Derived from Broker or Dealer Registration file of J. A. Sisto & Co., File No. 8-1. 
It appears that these repurchases may have been at prices below asset values. 

174 For further details, see Ch. II of this part of the report, pp. 350—496. 
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In August 1936, control of General Investment Corporation was 
transferred to International Equities Corporation which was under 
the control of Ernest B. Warriner, who had been associated with 
Wallace Groves in his acquisition of investment trusts in 1931 and 
1939..7%% Wallace Groves and his brother George Groves had lent 
Mr. Warriner the funds to enable him to acquire control of Inter- 
national Equities Corporation, which in turn, as already stated, ac- 
quired control of General Investment Corporation. 

The principal asset of General Investment Corporation, when its 
control passed to International Equities Corporation, consisted of its 
holdings of the notes of Buenos Aires Central Railroad and Termi- 
nal Company which had cost approximately $14,000,000. _Negotia- 
tions had been initiated by General Investment Corporation prior 
to its acquisition by International Equities Corporation for the sale 
of these notes to an agency of the Argentine Government for ap- 
proximately $7,500,000. When Mr. Warriner came into control of 
General Investment Corporation, he and Wallace Groves selected 
Philip DeRonde, an associate of Mr. Groves, to complete the ne- 
gotiation for the sale of these notes. 

Upon the transfer of control of General Investment Corporation 
to International Equities Corporation in 1936,‘ all the officers and 
directors of General Investment. Corporation, including George E. 
Devendorf, who was then president of General Investment. Corpora- 
tion, resigned and were replaced by representatives of Mr. War- 
riner2 Mr. Devendorf, then the largest minority holder in General 
Investment Corporation,!* requested Mr. Warriner to cause General 
Investment Corporation to purchase his holdings of between 9,000 
and 10,000 shares of General Investment Corporation preferred 
stock, on the ground that he was opposed to maintaining a sub- 
stantial interest in the company if he was not to be permitted to 
participate in its management.'*? At the time Mr. Warriner stated 
that he was unwilling to have any of the funds of General Invest- 
ment Corporation devoted to the repurchase of its outstanding pre- 
ferred stock.18 Later, however, in November 1936, Mr. Warriner 
introduced Mr. Devendorf to Mr. Groves as an “unhappy stockhold- 
er” desirous of selling his stock.*? Mr. Groves then indicated that 
he would not buy Mr. Devendorf’s block of preferred stock as long 
as the notes of the Buenos Aires Central Railroad and Terminal 
Company remained a “frozen asset” in General Investment Corpora- 
tion’s portfolio.1* 

Early in December 1936, when the notes of the Buenos Aires Cen- 
tral Railroad and Terminal Company were sold for $5,750,000 cash 
and other consideration, Mr. Groves reopened the subject of pur- 


175 See Ch. II of this part of the report, pp. 181-226. 

176 Wor further details and documentation, see Ch. II of this part of the report, pp. 
181-226. 

177 Public Examination, General Investment Corporation et al., at 15171-2. 

178 Td., at 15175. 

17 Td., at 15184. 

180 Td., at 15181-2. 

181 Td., at 15180. 

182 Td., at 15182 and 20224. 

837d, at 20223-4. 
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chasing Mr. Devendorf’s stock.1** An offer was made whereby Mr. 
Groves, through his personally owned Nassau Securities Company, 
Ltd.,"*° would purchase no less than 17,500 shares of the preferred 
stock of General Investment Corporation at $87.50 per share. 
Payment was to be made on January 25, 1937.87 Mr. Devendorf ac- 
cepted the offer, although the stock at the time had an actual liqui- 
dating value at between $140 and $150 per share.1%* 

Mr. Devendorf and his family owned only 9,000 or 10,000 shares of 
this stock.*° Procuring the names and addresses of the preferred 
stockholders of General Investment Corporation through Mr. War- 
riner,®° Mr. Devendorf sent a copy on January 8, 1937, of Mr. Groves’ 
offer to all the preferred stockholders of General Investment Corpo- 
ration.** General Investment Corporation itself made no attempt 
to repurchase its outstanding $6 preferred stock either on the same 
or better terms than Mr. Groves’ offer, although Mr. Warriner was 
aware of the existence of the Groves’ offer at least 11 days prior to 
its expiration.’ Nor does the record indicate that Mr. Warriner 
advised the stockholders of General Investment Corporation that the 
actual liquidating value of their stock was approximately $150 per 
share as compared with the price of $87.50 offered by Mr. Groves.1®* 
On the contrary, he took steps to cause General Investment Corpo- 
ration both to finance the purchase of this stock by Mr. Groves, and 
then to repurchase the same stock from Mr. Groves at a profit to the 
latter.°* Between January 18 and January 22, 1937, he requested 
each member of the Board of General Investment Corporation to 
approve a repurchase of the Company’s preferred stock from Mr. 
Groves at $102 per share.1®® 

Accordingly, on January 22, 1937, the directors approved the pur- 
chase by General Investment Corporation from Mr. Groves’ personal 
company, Nassau Securities Company, Ltd., of not exceeding 27,000 
shares of its own preferred stock at $102 per share.°° The contract, 
as finally consummated, provided for the purchase from Mr. Groves 
by General Investment Corporation of 24,591 shares of this preferred 
stock at $102 per share,®’ being exactly the number of shares that 
Mr. Groves was able to purchase under his offer at $87.50 per share. 
On January 23, 1987, General Investment Corporation paid $102 per 
share for 20,781 shares of this stock,** and on January 25, 1937, Mr. 


184 Td., at 15182-3. 

185 Td., at 20295. 

186 Td., Commission’s Exhibit No. 1569. 

187 7d., at 15179. 

188 J, e., $115 liquidating preference plus accrued dividends. 
189 Op. cit. supra, note 177, at 15184. 

190 Td., at 15175-6. 

191Td., Commission’s Exhibit No. 1569. 

12 Td., at 20569-70. 

198 Td., at 20656. 

4Td., at 15187—-8, 20533, and Commission’s Exhibit No. 1572. 
195 Td., at 20625-7. 

16 Td., at 15203 and Commission’s HMxhibit No. 1571. 

1% Td., Commission’s Exhibit No. 1571. 

198 Td., Commission’s Exhibit No. 1575. 
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Groves, with a portion of these funds so obtained, in turn paid $87.50 
per share for the same stock.’° 

From this transaction, Mr. Groves made a profit of $800,000 on 
these 20,731 shares of preferred stock which General Investment 
Corporation had purchased on January 23, 1987, at a price of $102 
per share and for which Mr. Groves thereafter, on January 29, 1937, 
made payment at $87.50 per share.” Thus, Mr. Groves profited at 
the expense of General Investment Corporation by use of the invest- 
ment company’s funds without having been required to use any of 
his own money in any step of the transaction.” 


Interstate Equities Corporation 


Interstate Equities Corporation, an investment company of the gen- 
eral management type, was organized under the laws of Delaware on 
July 29, 1929,2 by the investment banking firm of Bancamerica- 
Blair Corporation.”* This investment company raised a total of $25,- 
000,000 2% from the sale to the public through Bancamerica-Blair 
Corporation for $15,000,000 of 250,000 shares of $3.00 cumulative con- 
vertible preferred stock and 250,000 shares of common stock, sold in 
units of one share of common and one share of preferred stock at 
$65 per unit, and the sale of $10,000,000 to the sponsor and an affiliate 
of 1,000,000 shares of common stock at $10 a share. The gross pro- 
ceeds from the sale to the public were $16,250,000 from which was 
paid to Bancamerica-Blair Corporation a selling commission of 
$1,950,000, leaving net proceeds to the investment company from this 
offering of $15,000,000. By June 30, 1932, at the termination of the 
management by Bancamerica-Blair Corporation, the assets of Inter- 
state Equities Corporation had depreciated to $4,457,000. 


199 Td., at 15188-9, 15208, and 20625-6. For the balance of the shares Mr. Groves was 
compelled to pay $100 per share (id. at 15187 and 20522) for which General Investment 
Corporation in turn paid him $102 per share (id., Commission’s Exhibit No. 1576). 

200 Op. cit. supra, note 177, 20525. 

217d., at 20523-6. For further reference to civil action by General Investment Cor- 
poration against Mr. Groves and Mr. Warriner to recover this profit, which was settled by 
the payment of $145,000, and for a description of the indictment charging use of the 
mails to defraud, see Ch. II of this part of the report, pp. 497-628. 

222 Public Examination, Interstate Equities Corporation, Commission’s Exhibit No. 2 

203 Reply to the Commission’s questionnaire for Interstate Equities Corporation, Pt. I. 

204 Op. cit. supra, note 202, at 17. 

25 The following are examples of the losses suffered by Interstate Equities Corporation 
during its management by Bancamerica-Blair Corporation. Purchases aggregating $6,578,- 
036.31, or 31% of the total investments of Interstate Equities Corporation examined by 
the Commission, were made in securities of ten companies, some of the directors of which 
were on the board of Interstate Equities Corporation. Of this amount $3,615,292, or 
41% of the total amount invested in these companies, was lost. In addition, by June 30, 
1932, at the termination of the management by Bancamerica-Blair Corporation, a loss of 
$5,546,354, or 45.4% of the $12,202,231 invested in syndicates, was lost. Interstate 
Equities Corporation participated in some of these syndicates as a result of its affiliation 
with Bancamerica-Blair Corporation. For example, it participated to the extent of 
$2,800,000 in General Foods Corporation syndicate managed by Bancamerica-Blair Cor- 
poration and lost a total of $1,340,564. It invested a total of $508,130 in the General 
Theaters Equipment, Inc., preferred stock as a result of a syndicate managed by the 
Famoth Corporation, a personal holding company of Edward R. Tinker, and which resulted 
in a net loss of $467,890 to Interstate Equities Corporation. Interstate Equities Cor- 
poration lost $793,954 out of a total investment of $825,904 as a participant in a syndi- 
cate headed by Bancamerica-Blair Corporation, formed to get control of Tidewater Asso- 
ciated Oil Co., a company in which officers and directors of Bancamerica-Blair Corporation 
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Of the consideration received for the units sold, $50 per share was 
allocated to the preferred stock and the balance to common stock and 
paid-in surplus.*°* The sponsor’s underwriting commission on the 
issue of the units amounted to $5 per unit,?°” or a total of $1,250,000, 


8% of the total capital contributed by the public. 

Of the 1,000,000 shares of common stock sold to the Bancamerica- 
Blair Corporation, 500,000 shares of this common stock was sold 
directly to this sponsor at $10 per share plus an amount sufficient to 
pay part of the expenses of the organization of Interstate Equities 
Corporation.*** In addition, as will be shown later, Bancamerica- 
Blair Corporation acquired, through the Suffolk Corporation, an- 
other 200,000 shares at the price of $10.15 per share.?% 

Edward R. ‘Tinker, president of Interstate Equities Corporation 21° 
and director of Bancamerica-Blair Corporation, justified the prefer- 
ential treatment accorded the bankers on the ground that it was nec- 
essary to compensate the sponsors for their expenses. Actually, 
however, organizational expenses amounted to $150,000,2" of which 
Bancamerica-Blair Corporation paid only $75,000. Furthermore, as 
has been indicated, the underwriting contract provided that Banc- 
america-Blair Corporation was to pay these organization costs 22 
from the underwriting fee of $1,250,000. 

The remaining 500,000 shares of common stock were sold to Suffolk 
Corporation, whose stockholders consisted for the most part of offi- 


were interested, and to consolidate it with the Sinclair Consolidated Oil Company, for 
which Bancamerica-Blair Corporation was the banker. (For detailed discussion of this 
syndicate see Ch. II of this part of the report, pp. 227-308.) The investment company also 
lost $569,725 out of a total participation of $678,425 in the Rio Grande syndicate, also 
formed by Bancamerica-Blair Corporation apparently to procure the banking business to 
follow from a contemplated merger of Sinclair Oil Company, Tidewater Oil Company, Rio 
Grande Oil Company, and Barnsdall Corporation, all oil companies in which officers and 
directors of Bancamerica-Blair Corporation and/or their affiliated investment company, 
Petroleum Corporation of America, were interested (ibid.). 

On October 7, 1931, Bancamerica-Blair Corporation sold to Wallace Groves 542,517 
shares of the common stock of Interstate Equities Corporation at $1.50 per share for a 
total of $813,775.50. By virtue of this purchase and an additional 100,000 shares pur- 
chased from Hunter Marston, a director of both Interstate Equities Corporation and 
Bancamerica-Blair Corporation, Wallace Groves acquired 46% of the voting stock of 
Interstate Equities Corporation. At this time, the assets of Interstate Equities Corpora- 
tion had depreciated to $8,636,431, a decline of approximately 65% from the amount of 
the funds originally contributed to Interstate Equities Corporation. This value was 
arrived at by taking the company’s investments in stocks and bonds at market or esti- 
mated fair value. By October 20, 1931, $2,448,379 had been returned to stockholders as 
the result of the repurchase of 76,738 shares of preferred stock for which the company 
had originally received $3,836,900. 

or a detailed discussion of the management of Interstate Equities Corporation by 
Wallace Groves, see Ch. II of this part of the report, pp. 181-227, 

206 Op. cit. supra, note 202, Commission’s Exhibit No. 14. 

207 Thid. 

28 Td., Commission’s Exhibit No. 6. The contract also stated that to the extent these 
expenses were paid by the Suffolk Corporation or purchasers from the latter, Bancamerica- 
Blair Corporation was to be relieved from paying the organization’s expenses (id., Exhibit 
No. 6, par. 2). Ultimately half of the expenses were paid by Suffolk Corporation and 
purchasers found by it, so that Bancamerica-Blair paid only $10.15 per share for the 
common stock. 

209 Op. cit. supra, note 202, at 675. 

210 Td., Commission’s Exhibit No. 16. 

21Td., at 674. 

2122 Td., Commission’s Exhibit No. 5. 
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cers, common stockholders, and associates of Blair and Company,’* 
the predecessor of Bancamerica-Blair Corporation, at $10 per share 
plus a pro rata share of the organizational expenses of Interstate 
Equities Corporation. These expenses amounted ultimately to 15 
cents per share.2** Suffolk Corporation in turn distributed this stock 
to a selected or preferred list of investors who acquired the stock at 
about $10.50 per share as compared with the $15 price per share to 
the public. 

The selected or preferred list consisted of the officers and directors 
of Bancamerica-Blair Corporation, Bank of America (at the time 
closely affiliated with Bancamerica-Blair Corporation) ,?*°> and Inter- 
state Equities Corporation. The directors and officers of Bank of 
America 2!° purchased 46,000 shares of the common stock of Interstate 
Equities Corporation. Officers, directors, and employees of Banc- 
america-Blair Corporation and Interstate Equities, through personal 
holding companies, purchased an additional 254,000 shares. 

Bancamerica-Blair Corporation, the sponsor, in addition to the 
500,000 shares of common stock acquired directly from Interstate 
Equities Corporation, purchased 200,000 shares of common stock from 
Suffolk Corporation at $10.15 per share.”*7 Bancamerica-Blair Cor- 
poration subsequently made these 200,000 shares available to dealers 
at $15 per share." 

During the period that Bancamerica-Blair Corporation managed 
Interstate Equities Corporation (1929-1932), the investment com- 
pany repurchased approximately 40% of its outstanding preferred 
stock. Up to June 80, 1932,”° the investment company retired 98,528 
shares out of the 250,000 shares originally outstanding.”° These 
repurchases were made at a total cost of $2,663,991.50™ or at an 
average price of $27.04 per share. 

A substantial part of these repurchases were made during a period 
of declining security prices directly from the sponsor who had a 
substantial block of the preferred stock. From March 5, 1931, to 
May 13, 1931.22? Interstate Equities Corporation repurchased from 
Bancamerica-Blair Corporation, acting for its own account and not 
as brokers, 35,975 shares of its preferred stock for a total price of 
$1,055,787.50, at an average cost of $29.31 per share. Interstate 
Equities Corporation had previously repurchased 5,875 shares of its 
preferred stock directly from Bancamerica-Blair Corporation for 
$984.787.50.22 The total number of shares purchased by the invest- 
ment company from Bancamerica-Blair Corporation totaled 41,850 
shares for an aggregate price of $1,340,575, or an average cost 
of $32.03 per share. The largest purchase occurred on May 18, 1931, 


213Tqd., at 673. 

214 Tq., Commission’s Exhibit No. 91. 
215 7d., at 679. 

216 Tq., Commission’s Hxhibit No. 91. 
2177Td., at 675. 

218Td., at 678. 

219Tq., Commission’s Exhibit No. 15. 
220 Thid. 

221 Tq., Commission’s Exhibit No. 7. 
222Td., at 35. 

23Tqd., Commission’s Exhibit No. 7. 
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when Interstate Equities Corporation bought a block of 30,000 shares 
of its preferred stock from its sponsor for $855, 002% 

Within three months thereafter Interstate Equities Corporation 
began repurchasing its preferred stock in the open market at $10 per 
share.22> Mr. Tinker denied that Bancamerica-Blair Corporation 
caused Interstate Equities Corporation to repurchase its preferred 
stock from its sponsor and so bail out of its long position in a de- 
clining market. However, it is significant that the last repurchase 
from Bancamerica-Blair Corporation on May 13, 1931," aggregated 
30,000 shares for a total of $855,000, and it is questionable whether 
the market would have been able to absorb these 30,000 shares at 
$28.50 per share.”?® Although Mr. Tinker admitted that the direc- 
torates of Bancamerica-Blair Corporation and Interstate Equities 
Corporation were interlocking, he did not perceive any conflict of 
interests engendered by this situation.?” 


2. REPURCHASES FROM INSIDERS AT PRICES ABOVE 
ASSET VALUE 


As has been indicated, in those instances where investment com- 
panies repurchased their outstanding securities from insiders at below 
asset values, the insiders or managements justified these reacquisitions 

upon the grounds that the investment companies realized a profit on 
such repurchases—the difference between the asset values and pur- 
chase prices—or were supplying a more orderly market in rapidly 
declining markets to their investors who were compelled to engage in 
distress ‘selling, However, no such justification could be urged for 
repurchases of outstanding shares at premiums—repurchases at prices 
above asset values. Such repurchases involved the expenditure of a 

greater amount of assets than was represented by the shares acquired 
and reduced the asset value of the remaining shares.?°° 

The number of stockholders who could take advantage of a pro- 
gram of repurchase of outstanding securities at prices above asset 
value by a closed-end management ‘investment company was limited 
by reason of the accelerated drain upon the investment fund. Fur- 
thermore, usually only the insiders who possessed advance notice of 
these repurchase plans could benefit from such operations. Various 
instances of reacquisitions of outstanding securities by investment 
companies at premiums either in the open Y market or by direct nego- 


224 Tpid. 

225 Thid. 

261Td., at 39. 

27Td., Commission’s Exhibit No. 7 

228 Thid. 

29Td., at 40-2 

230 Such repurchases could theoretically be made to the extent of expending all the 
resources of the investment company in acquiring part of its outstanding stock, and the 
remaining stockholders would hold an interest in a corporation possessing assets consist- 
ing only of its own shares. While statutes prohibiting the repurchase of security issues 
from other than surplus are not uncommon (e. g., sec. 664 of the Penal Law of New 
York [Consol. Laws, ¢c. 40]; Gen’l. Corp. Laws of Delaware. Revised Code of 1935, 
Art. 1, see. 19), it has been held in other jurisdictions that repurchased securities re- 
tained as treasury stock do not serve to reduce the capital stock to the prejudice of 
creditors (See Scriggins v. Thomas Dalby Co., 290 Mass. 414, 195 N. E. 749, 1935). For 
a discussion of this problem, see Fletcher, Cyc. of the Law of Private Corps., Vol. II, Ch. 
58, sec. 5148. 
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tiation were developed during the course of the study.”*+ Such re- 
purchases by investment trusts and investment companies afforded 
insiders the opportunity of selling their shares at prices which diluted 
the holdings of remaining shareholders—shareholders to whom such 
insiders frequently stood in some fiduciary capacity. 


Liberty Share Corporation 


Liberty Share Corporation is illustrative of the practices of trad- 
ing by insiders in the securities of the investment companies during 
market supporting operations conducted by the investment company 
and by direct sales to the investment company, sometimes at prices 
above asset value. 

Liberty Share Corporation was formed on April 2, 1929, as a con- 
solidation of three predecessor companies, Liberty Bond and Share 
Corporation (investment affiliate of the Liberty Bank of Buffalo), 
Frontier National Corporation (investment affiliate of the Frontier 
National Bank of Buffalo), and North American Investors Corpora- 
tion.222 The corporation, which became a member of the Buffalo 
Stock Exchange, was organized to underwrite, buy, and sell securities 
and to conduct a general brokerage business.?* The original capital 
of the investment company was $9,718,036, of which $3,195,174 was 
received from the predecessor companies through exchanges and the 
balance of $6,522,862 was received from the stockholders of the prede- 
cessor companies by the exercise of stock subscription rights.?*4 
Additional acquisitions in February 1930 increased the paid-in capi- 
tal to $9,910,800.22° However, as of September 30, 1936, the net worth 
of the investment company was only $710,000.78 A substantial part 
of this decrease in assets resulted from repurchases of the invest- 
ment company’s capital stock. 

Liberty Share Corporation raised its capital by issuing common 
stock at prices ranging from $13.73 to $30 a share, the latter amount 
being the price received under stock subscription rights.787 By Sep- 
tember 1929 the stock was selling at prices in excess of $100 a share,?* 
but during the entire period the net asset value never exceeded $35 
a share.2°® Nevertheless, the investment company undertook to en- 
gage in trading operations in its own shares and at the end of 1929 
had expended the net sum of $3,451,429 for 51,788 shares at an aver- 
age cost of $66.24° Leon G. Ruth, president of Liberty Share Cor- 
poration, when examined as to these repurchases, testified : ?4* 


Q. What justification is there for repurchasing your own stock at a higher 
price than its asset value? 


231 Over-all statistics upon the extent of such repurchases were not available. 

2322 Reply to the Commission’s questionnaire for Liberty Share Corporation, Pt. I. 

233 Public Examination, Liberty Share Corporation, at 8913, 8941. 

234 Op. cit. supra, note 232, Pt. II (Schedules 18 and 19). 

235 Tbid. Exchanges for stock of Great Lakes Share Corporation and Hrie Share Cor- 
poration. 

236 Op. cit. supra, note 233, at 8898. 

237 Op. cit. supra, note 232, Pt. V (Item 40). 

238 Op. cit. supra, note 233, Commission’s Exhibit No. 886. 

239 Td., at 9153. 

240 Op. cit. supra, note 282, Pt. V. The difference between these figures and the figures 
contained in Table 11, infra (derived from Commission’s Exhibits Nos. 886, 887) was 
unexplained. 

241 Op. cit. supra, note 233, at 9153-6. 
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A. The only justification that I can give you is the fact that if we can take 
ourselves back for a moment to the psychology of 1929, I believe that by com- 
parison it will be indicated most companies of similar character—the stocks of 
most companies of similar character were selling from two to three times their 
asset value. 

I think that it was often expressed that companies of that character were 
entitled to sell at between two and three times their asset value. 

Q. But when you buy your own stock, it is different from buying somebody 
else’s stock. 

A. I appreciate that. 

* * * * * * * 

Q. You have heard of cases where repurchases have been made below the 
asset value, because that increases the value of the remaining shares? 

A. That is right. 

% * * * * * % 

Q. So that a repurchase of this sort, above the asset value, at double the asset 
value, decreases the value of the remaining shares. 

A. That is correct. 

Q. So that it really becomes a pure speculation, doesn’t it? 

A. That is correct. 


These trading operations by Liberty Share Corporation resulted 
in an accumulation of its own securities at an average premium of 
100%—acquisition of its own securities at an average price which was 
double the asset value of those securities. In effect, the sponsors 
caused the investment company to pay the premium of 100%, at 
which the public presumably appraised the management. These re- 
purchases unquestionably provided market support for the capital 
stock of the investment company, of which the officers, directors, and 
other insiders took advantage when they disposed of their holdings. 
During the months of September through December 1929, when the 
investment company was most active in the market for its shares,?*? 
the officers and directors also actively traded in such shares and 
almost invariably sold their shares on balance—sold more shares than 
they purchased, thereby reducing, or entirely liquidating, their hold- 
ings of the investment company stock.?*? Not only did these insiders 
dispose of part of their holdings by their sales on balance in the open 
market, but they also sold substantial amounts to the investment 
company by direct transactions with the investment company. Thus, 
on October 4, 1929, the investment company bought 4.406 shares of 
its own stock from Jacob G. Lang, one of the original directors.?4* 
Evidently, in recognition of its large size, the purchase was consum- 
mated at a price from three to four points below the “prevailing” 
market, as indicated by the other transactions of the investment com- 
pany on the same day.*** Many other direct repurchases by the 
investment company of its own stock from insiders were disclosed. 
Direct repurchases from officers and directors at prices above asset 


2 Td., Commission’s Exhibits Nos. 886, 887. 

243 Td., Commission’s Exhibits No. 888. 

244 Td., Commission’s Exhibit No. 886. 

45 Tbid. If it be assumed that Mr. Lang paid the highest original cost of $30 a share 
for this block of stock, the sale price of $80 a share netted him a profit of $220,300 on 
the transaction. 


994 SECURITIES AND EXCHANGE COMMISSION 


value accounted for 62% of total repurchases by the investment com- 
pany of its own securities during December 1929.** 

Table 11 shows the total acquisitions and sales by Liberty Share 
Corporation of its own securities during September 1929 through 
December 1930. 747 


TaBLE 11.—Acquisitions and resales of own securities by Liberty Share 
Corporation, September 1929-—December 1930 


Repurchases 4 Resales 
Period Numb N 
Sanne Price range ieee Price range 
1929 
Septemberse.. sos. = aseees = sete ese wee sores 15, 428 $80 -$107 Up (asl $8014-$105 
O Cho bere aaa enae a ee ee oe Sees 44, 362 52 - 85 15, 209 53 - 88 
INO,.e Ibe Ie ase eee nee ee ons Sane ee reer 18, 082 25 - 63 8, 608 257%- 6414 
ID) OCOD OL eee = a= Ae ae = Seen eae ee 13, 431 3414-45 1, 380 385 - 61.40 
S6s003 Paes S2N948 a | Pee ere 
1930 
Jana yee seas ts eee eee tae $F 1, 858 33 - 36% 10, 165 83844-3714 
TE CIO TUL AT Vase eee ee eee ey Se ee 2, 199 827%%- 41 4, 222 338 - 414% 
IMCS Sa ee ee Sees ea eee ae 2, 907 39 - 49 6, 960 33.83- 4934 
LAND Teena eas Se ee ee ren ee ee ee ee oe 5, 576 4944- 511% 5, 813 4934- 52 
IVA Veba nae nee anes mee ee Seen ee ceed 4, 852 41Y4- 495% 3, 426 4134-52 
JMNGu ete eh SEER CRIES. 0a ea Te Ane 4, 392 8344-45 2, 997 3334- 453% 
Uy ARR oe Sennen ee ne See ea eee 1, 817 8254-3434 2, 527 83l4- 3514 
EAULOUIS be ne Ry ees ee ee er ee 1, 685 29 - 3314 1, 696 29 - 35% 
Septemibensee tee. se se eee Se ee ee ie een ae 20 30 - 30 54 29 - 31 
Octoberesss soe =) ees seek EE 52,401 19 - 26 166 23 - 28% 
INOvemberntey coats sea. ee eres ee eee 5 533 19 - 21% 12 Q1Y4- 24 
ID XESS OS) 55 ae co SS SE CEU SeR Se dee Ce ores 116 15 - 19 3 21144- 28 
23. S08 |leeaceotneoconsse Bj GOS || aossecoocossee 
Peri Odu as. se aerwe Ee Lees ee ee ee 114,609 shares acquired. 70, 754 shares sold. 


« These figures include stock dividends. 
> Acquired substantially by single transaction. 


This table discloses that substantial trading was conducted by the in- 
vestment company until September 1930 by which time it had ac- 
quired a total of 111,539 of its own shares and resold a total of 70,521 
shares. The investment company’s trading in its own shares in 19380 
constituted the major part of the market activity i the stock. For 
the months of June, July, and August, 1930, the total repurchases and 
resales by the investment company exceeded 75% of the total 
volume of trading in the shares on the Buffalo Stock Exchange.” 
In 1930 Liberty Share Corporation succeeded in reducing its net 
holdings by over 9,000 shares and in 1934 it held a balance of 39,785 
shares at a net cost of $2,924,615.2% When these holdings were re- 
tired in the latter year only $87,615 was chargeable to capital and 


26 Ibid. The largest part of this stock was taken back by the officers and directors 
during January and February 1930 (id., Commission’s Exhibit No. 887). 

247 Op. cit. supra, note 205, Commission’s Exhibits Nos. 886, 887. 

248 Td., Commission’s Exhibit No. 889. 

49 Op. cit. supra, note 232, Pt. V. 
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surplus.2°° Thus the original capital received through sales and ex- 
changes of securities in 1929 and 1930 was reduced by nearly 30% 
by these repurchases. 

During 1930 insiders still traded in these shares upon the market 
or directly sold shares to the investment company. ‘These insiders 
were interested in having the market maintained for the purposes 
of selling the shares thereof as well as maintaining the collateral 
value of their holdings which had been hypothecated in margin ac- 
counts in these shares.2** It was during 1929, however, that the di- 
rectors received the premiums over asset value when the investment 
company repurchased its own securities from these insiders.’ 


3, REPURCHASES FROM INSIDERS AT PAR OR ASSET 
VALUES 


In some instances, closed-end investment companies repurchased 
their own securities from insiders at asset value or par value, while 
other shareholders were relegated to the open market to dispose of 
their securities. 


General American Investors Company, Inc. 


In the case of General American Investors Company, Inc., organ- 
ized January 25, 1927, the subscribed capital originally consisted of 
$9,300,000, represented by a $7,500,000 depenture issue, sold to the 
public at par with 75,000 nondetachable common shares, and a 
$1,500,000 preferred stock issue, sold to the sponsors, Lazard Freres 
and Lehman Brothers, with 125,000 common shares for $1,800,000. 
The underwriting commission on the debenture issue was $225,000. 
After organization, the asset value of the common stock continued 
to rise by reason of appreciation in the market value of the port- 


folio securities.?°* 

On May 28, 1929, the investment company retired the preferred 
stock and offered publicly additional common stock to provide a 
common stock backing for the debentures. These sponsors received 
from the investment company $1,500,000 in cash for their 15,000 pre- 
ferred shares then held, an amount equivalent to the par value of the 


20Tbid. The remaining loss had been written off in prior periods. 

21 Op, cit. supra, note 233, at 9175-6. About 83 of the officers and directors of the 
Liberty Share Corporation and of the Liberty Bank of Buffalo had margin accounts with 
the investment company (id., at 8977). A syndicate formed by nine directors of the 
Liberty Share Corporation for the acquisition of stock of the investment company as well 
as other stocks terminated unsuccessfully. Two of the directors failed to cover their 
participations, and as a result the investment company, which had financed these opera- 
tions by bank loans which the banking laws prohibited the participants from making 
either directly or indirectly (id., at 8965 and Commission’s Hxhibit Nos. 873, 874) found 
itself an ultimate participant to the extent of some $600,000 (id., at 8954-65). Liberty 
Share Corporation never disclosed these trading operations in its capital stock in the 
reports to its stockholders (id., at 9032-3) while the annual report for 1930 appraised 
these and other investments at prices exceeding market quotations by a write-up of 
approximately $4,000,000 (id. at 9008-10). The report of the New York State bank 
examiner condemned this statement as ‘“‘very misleading” and its publication as “‘ex- 
tremely reprehensible’ and estimated the company’s losses on margin accounts and de- 
preciation at $1,800,000 (ibid., and Commission’s Exhibit No. 878). 

282 See supra. 

23 Wor further details see supra, pp. 950 et seq. 


996 SECURITIES AND EXCHANGE COMMISSION 


stock.2*4 Repurchases of preferred stock by the investment com- 
pany would necessarily have to be made from the sponsors directly. 
Since the preferred stock was not dealt in on the open market quoted 
prices are not available for these preferred shares. However, the 
price at which these shares were repurchased can be compared with 
the market price at which the company’s debentures—securities which 
had been issued simultaneously with the preferred stock and were 
senior thereto—were selling on the market. During May 1929, the 
market prices for the debentures ranged from 8414-83, representing 
a, discount from the face amount at the time the repurchase of the 
preferred stock was made at par. This repurchase of preferred stock 
from the sponsors in 1929 may be contrasted with subsequent re- 
purchases from the public during the years 1930 through 1933 when 
the investment company acquired upon the open market for re- 
tirement 20,000 preferred shares ?** and $900,000 face amount of de- 
bentures at a total discount of approximately $700,000. 


Old Colony Investment Trust 


A similar repurchase of preferred stock from insiders was made 
by Old Colony Investment Trust, organized on January 14, 1927, 
by Old Colony Corporation, the security affiliate of Old Colony 
Trust Company.?*? The capital of this investment company con- 
sisted of a $5,000,000 face amount noncallable debenture issue, which 
was distributed to the public with 50,000 shares of common stock for 
$4,975,000 °° and 10,000 shares of preferred stock sold to Old Colony 
Corporation with 50,000 shares of common stock for $1,200,000.?* 
Thus, the sponsor obtained 50,000 shares of common stock for an 
investment of $1,200,000 in the preferred stock, whereas the public 
received the remaining 50,000 shares with its investment of $5,000,000 
in the debentures. Payment for this preferred stock was not made 
in cash but by the creation of a credit in favor of the investment 
company in the amount of the purchase price with Old Colony Trust 
Company.”°° 

In anticipation of another debenture issue it was determined to 
retire the preferred stock and to issue additional common stock so 
that the cushion for the debentures would consist of a common stock 
backing.2** Accordingly, the preferred stock held by the sponsor, 


24 Reply to the Commission’s questionnaire for General American Investors Company, 
Inc., Pt. V (Item 54, Table 17). : 

25 This preferred stock had been issued by Second General American Investors Com- 
pany, Inc., which was merged with the first company on September 5, 1929. These pre- 
ferred shares were redeemable at $105. 

256 Op. cit. supra, note 254, Pt. V. This discount was computed upon the original par 
value of the preferred stock of $100. 

27 Public Examination, Old Colony Investment Trust, at 6109-11. 

281Tq., at 6125 and Commission’s Exhibit No. 552. This debenture issue was unsecured 
and had no provision for acceleration of maturity upon default (id., at 6115-9). 

259 Op. cit. supra, note 257, at 6124-5. The preferred stock had a par of $100 and was 
callable at $120 per share (ibid.). 

200Td., at 6135. As this account drew only 2% interest it was transferred to Old Colony 
Corporation at 5% interest. However, as the preferred stock was intended to pay divi- 
dends of 6% per annum the investment trust stood to lose at the rate of 1% per annum 
during the period that the money remained uninvested. 

261 Op. cit. supra, note 257, at 6127-9. 
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Old Colony Corporation, was called or repurchased by the invest- 
ment trust for $1,200,000—the price which the sponsor paid for this 
block of preferred in combination with half of the outstanding 
common stock. As a consequence the sponsor received back its cash 
investment and still retained one-half of the outstanding common 
stock. Additional junior capital of $4,000,000 was thereupon raised 
by rights given to all common-stock holders (including the sponsors) 
to purchase two new common shares at $20 a share for each old 
common share held and the sponsor and the public contributed an 
additional $2,000,000 each. The sponsor therefore retained a 50% 
interest in the entire equity issue, as increased by $2,000,000 of public 
money, with the proceeds received by the sponsor on the preferred 
stock resold to the investment company and an additional investment 
of only $800,000.26? An additional $2,500,000 principal amount of 
debentures was thereupon sold to the public, without any equity 
participation, for $2,425,000.”* 

Thereafter the investment company repurchased its outstanding 
debentures held by the public at the market discounts prevalent 
after 1930. During the period to February 1, 1937, $4,152,900 prin- 
cipal amount of debentures—more than half of the debentures 
issued—were repurchased by the investment company at a net cost 
of $3,387,603.7%4 


D. Repurchases to Remove Opposition to Management 


The poor performance records and large discounts at which the 
securities of many closed-end management investment trusts and in- 
vestment companies were selling encouraged a series of operations 
whereby control of these investment companies was to be acquired by 
new interests.2°° While in many instances, management groups were 
anxious to sever their relations with investment companies, in other 
cases efforts to obtain control of such organizations met with active 
opposition by incumbent managements. Although the existing man- 
agement was usually safe against deposition by proxy fights, the 
insiders would sometimes eliminate opposition groups or persons 
desiring to obtain control by causing the investment company to pur- 
chase the opposition’s holdings of the investment companies’ securities. 


Oils & Industries, Inc. 


This method was employed by Arthur S. Kleeman to retain control 
over Oils & Industries, Inc., formerly known as Oil Shares, Inc.*°* 
On May 16, 1932, Mr. Kleeman, the president and largest stockholder 
of Home & Foreign Securities Corporation, another investment com- 
pany, took over the management of Oils & Industries, Inc. On Au- 


262 Thid. 

263 Id., at 6129, and Commission’s Exhibit No. 553. 

24 Reply to the Commission’s questionnaire for Old Colony Investment spews, Jee JO 
(Exhibit A, Schedule 16), and derived from supplementary information supplied the Com- 
mission for Old Colony Investment Trust. The greatest part of these repurchases was 
made in the year ending February 1, 1937, when $1,450,300 face amount of debentures 
were acquired at a net discount of only $1,758 (ibid.). 

265 See Ch. IV of this part of the report. 

266 For full details, see Ch. II of this part of the report, pp. 94-115. 
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gust 15, 1933, Oils & Industries, Inc., was recapitalized so that only 
one class of stock was outstanding—stock which the company had to 
redeem at 91% of asset value, if tendered in 500-share lots. This 
redemption right was subsequently restricted to 1,000-share lots to be 
redeemed at 95% of asset value. | 

At the instance of Mr. Kleeman, who apparently was desirous of 
cementing his position, David Milton, president of The Equity Cor- 
poration, became, through Group Assets, Inc., the holder of the largest 
block of the stock of Oils & Industries, Inc., controlling approximately 
40% of the voting strength. However, Mr. Milton soon apprised 
Mr. Kleeman of his plan to make an exchange offer to the remaining 
shareholders of Oils & Industries, Inc., with the ultimate expectation 
of taking over control of that investment company. Mr. Kleeman 
forestalled this move by threatening to advise other stockholders to 
redeem their shares and thereby diminish the size of the company. 
On June 8, 1934, Mr. Milton sold Home & Foreign Securities Cor- 
poration, the investment company controlled by Mr. Kleeman, 25,000 
of these shares of Oils & Industries, Inc. for $535,000, an average 
price of $21.41 a share. The asset value at the time was $19.88 and 
no general market for these shares existed. As its total assets of 
Home & Foreign Securities Corporation at that time had declined to 
about $300,000, it had to borrow $360,000 from a bank to effect this 
purchase. Approximately $20,000 was raised by Home & Foreign 
Securities Corporation by the redemption of 1,000 shares of Oils & 
Industries, Inc., but apparently Mr. Kleeman did not wish further to 
impair his voting power by tendering any more of these shares for 
redemption. 

On August 31, 1934, the stockholders of Oils & Industries, Inc., 
approved a recapitalization plan providing for the creation of non- 
voting preferred stock redeemable within three weeks after issue in 
1,000-share lots at 95% of the liquidating value and providing for 
the termination of the redemption rights of the common shares. 
This preferred stock was thereupon issued as a stock dividend—one 
share of new preferred for each share of common stock. Few if any 
of the stockholders of Oils & Industries, Inc., other than Home & 
Foreign Securities Corporation, received sufficient preferred shares 
to be able to take advantage of the redemption right. Only Home & 
Foreign Securities availed itself of the redemption right and with 
the proceeds received thereby paid off the substantial balance of the 
bank loan. At the same time Mr. Kleeman retained common shares 
which constituted voting control over Oils & Industries, Inc. 

Similarly, National Investors Corporation group was caused by the 
management to buy out the holdings of Atlas Corporation. 


National Investors Corporation Group 


On June 16, 1927 National Investors Corporation was formed by 
Fred Y. Presley and financed by Guardian Detroit Company, of 
Detroit, Michigan, a bank security affiliate. The investment company 
possessed original paid-in capital of $4,400,000 which was thereatter 
invested in the equity securities of a series of three subsidiary invest- 
ment companies, known respectively as Second, Third, and Fourth 
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National Investors Corporations, organized in 1928 and 1929 with 
total paid-in capital of $48,000,000.2%7 2% 

In 1931, Floyd B. Odlum, president of Atlas Corporation, became 
interested in acquiring common shares of National Investors’ Cor- 
poration,’®® and, although opposed by the incumbent management 
group who believed that Mr. Odlum intended to acquire control of 
the investment company and then make an offer to exchange Atlas 
Corporation shares for National Investors Corporation shares,?”° 
Atlas Corporation began to acquire the shares of National Investors 
Corporation in the open market.?“ In the late fall of 1931 Atlas 
Corporation had acquired some 75,000 shares of the common stock 
of National Investors’ Corporation with a few thousand option war- 
rants. Mr. Odlum then advised Mr. Presley that he would entertain 
a bid for the shares.” Such acquisitions continued and in 1933, at 
the time of the bank moratorium, a receiver was appointed for the 
Guardian Detroit Company, and that bank affiliate’s holding of 
about 150,000 common shares of National Investors Corporation 
thereby also became available.*"* By this time Atlas Corporation 
owned about 160,000 common shares and 25,000 option warrants of 
National Investors Corporation and its acquisition of the shares 
held by the receiver of Guardian Detroit Company would have 
meant practical control of the investment company by Atlas 
Corporation.** In addition, Atlas Corporation held approximately 
17,000 shares of the preferred stock of Second National Investors 
Corporation, out of 83,000 shares outstanding, and 52,000 common 
shares of Third National Investors Corporation, out of 220,000 shares 
outstanding, as well as a few shares of Fourth National Investors 
Corporation.?” 

The management of National Investors Corporation, apprehensive 
of losing control, made efforts to persuade the receiver of Guardian 
Detroit Company to refrain from selling the shares held by him to 
Atlas Corporation.?”° Failing in this effort, the management group 
was compelled to do business with Mr. Odlum who expressed a will- 
ingness to cooperate if Second and Third National Investors Corpo- 
rations would repurchase his holdings at 90% of their asset values. At 
the same time he offered to sell his holdings of 160,000 shares of Na- 
tional Investors Corporation common stock at $125,000, which was 
below the asset and market values.? Up to this time, National In- 
vestors Corporation had never repurchased any of its outstanding 
securities even though they may have sold at discounts.2 It was 
finally agreed that the acceptance of an offer by Atlas Corporation 


267 268 See supra, pp. 887 et seq. 

269 Public Examination, National Investors Corporation, at 4518. 

270Td., at 4519. 

21 Td.. at 4521. 

272Td., at 4522-3. 

273 Td., at 4525-6. About a third of these 150,000 shares consisted of collateral for 
loans which were under water (ibid.). 

274 Op. cit. supra, note 269, at 4529. 

275 Thid. 

276 Td., at 4526. 

277 Td., at 4530, 4538-9. 

278 Td., at 4484-5. 
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to sell its 17,383 convertible prefered stocks of Second National In- 
vestors Corporation at $49.86, 80% of asset value, and its 52,724 
shares of common stock of Third National Investors Corporation at 
$21.96, 90% of asset value, be submitted to the stockholders of the re- 
spective National Investors investment companies for approval. 
While the letters to stockholders dated May 24, 1933 disclosed that 
these prices were above the market quotations they did not indicate 
the actual spread of $3.23 to $5.36 a preferred share and $2.96 a 
common share.?”” This offer was approved except with respect to the 
holdings of Atlas Corporation of the common stock of National 
Investors Corporation, which were not sold back to that investment 
company. Mr. Presley testified : 7% 


Q. Why didn’t you buy that stock [common stock of National Investors 
Corporation ] ? 

A. Well, I couldn’t buy stock for the National below the market price, and 
as president of Second and Third recommend that they pay above the market. 

Q. You felt that was an impossible bargain to put yourself in? 

A. Exactly. 

Q. Did you feel, on the other hand, that you were free to attempt to place 
that stock elsewhere. 

A. Yes. 

Q. Did you ask for time in which to do that? 

A. Oh, no, because that whole arrangement was vitiated by the fact that I 
asked for a reduction in the price of Second preferred from 90 percent of asSet 
value to 80 percent. 

Q. So that knocked out the plan to offer you 165,000 [shares] at $125,000? 

A. Yes. 

Q. So, after you had [bought] the shares of Second and Third respectively, 
held [by Atlas Corporation], it [Atlas Corporation] still continued to hold the 
common and warrants of National Investors? 

A. That is correct. 


This common stock remained outstanding and apparently influ- 
enced the management group ultimately to effect the merger between 
National Investors Corporation and its three subsidiaries.28* 


E. Repurchases for Readjustment of Leverage and to Prevent 
“Touch-Off” 


1. READJUSTMENT OF LEVERAGE 


All capital appreciation of a leverage investment trust or invest- 
ment company, whose senior issues were fully covered and whose 
fixed charges were earned, accrues to the benefit of the common stock- 
holders. Conversely, depreciation in the value of the total assets 
of a leverage company, including losses upon assets purchased with 
the proceeds of senior securities, 1s first borne by the common stock- 
holders. As a consequence, the asset value of the common stock 
rises or falls faster than the rise or fall respectively of the market 


279 Replies to the Commission’s questionnaire for Second and Third National Investors 
Corporations, Pt. V. 

280 Op. cit. supra, note 269, at 4539. 

281 See Ch. IV of this part of the report, pp. 1460-79. 
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value of the total assets of a leverage investment company.?*? Ac- 
cordingly, during a rising security market a leverage investment 
company might consider it expedient to repurchase its outstanding 
common stocks in order to increase the leverage factor and during a 
declining market might repurchase its outstanding preferred stocks 
or bonds in order to decrease the leverage factor. However, the 
implications of repurchases of its own common stock by a leverage 
company are much more serious than in the case of its repurchases 
of its bonds and preferred stocks. When common stock is repur- 
chased while bonds or preferred stock are outstanding the amount 
of the “cushion” below the senior securities is reduced; that is, there 
is a reduction in the junior money available for the protection of 
senior securities against further market declines, and a weakening 
of the capital structure. As was stated by the New York Stock 
Exchange : 78° 


The reacquisition of common shares would appear in most cases to be open 
to the objection that it would tend to reduce the equity in back of prior 
securities upon which the holders of these securities are justified in relying. 
Where common stock is reacquired for the purpose of prompt re-issue in connec- 
tion with the acquisition of assets, this objection may lose its validity. 


Repurchases of senior securities were especially potent in affecting the 
leverage when they could be made at discounts from asset, or face 
values, as was usually possible during the declining markets following 
1929. 

The leverage structure of Atlas Corporation and its effect on the 
common stock apparently was an important factor in that company’s 
program of acquiring other investment companies. During the 
period of declining security markets following 1929 the emphasis 
was upon reducing the leverage of the Atlas Corporation. However, 
instead of accomplishing the reduction of leverage by repurchases 
of senior securities the investment company adopted the technique 
of issuing additional blocks of its common stock to be used in ex- 
change offers to security holders of other investment companies.2* 

With the return of favorable security markets steps were taken to 
increase the leverage structure of Atlas Corporation. In October 
1936, Atlas Corporation concluded a merger with its subsidiaries, 
creating a total capital of approximately $100,659,000 of which 23% 
was applicable to the new preferred stock and 77% represented the 
common stock equity.’** However, the policy of the management ap- 
parently was to maintain a leverage ratio of 40% preferred stocks 


°2 Wor a discussion of leverage see Pt. One of this report (House Doc. No. 707, 75th 
Cong.), Ch. II, pp. 28-9. See also Ch. I of this part of the report, pp. 12-13. 

*83 Extract from Statement of the Committee on Stock List, New York Stock Exchange, 
concerning Investment Trusts, adopted April 22, 1931. As to the value of the “cushion” 
cf. 29 Columbia Law Review (1939) ; Matter of Dresser, 247 N. Y. 553 (1938) ; 52 Harvard 
Law Review 1331 (1989); dissenting opinion of Commissioner Frank In the Matter of 
North American Company, 8. B. C. Holding Company Act Release No. 1427 (January 30, 
19389). 

*4 Wor details see Ch. IV of this part of the report. Thus, Atlas Corporation’s net 
worth of $13,888,616 as at December 31, 1929, consisting of 64% of preference stock and 
36% of common stock, increased to $76,830,697 as at June 30, 1936, consisting of 17% 
of preference stock and 83% of common stock (op. cit. supra, note 164, Commission’s 
Exhibit No. 1948). 

285 Op. cit. supra, note 164, Commission’s Exhibit No. 1944, 
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and 60% common stocks.2*° When this objective could not be ac- 
complished by exchange programs of common shares of Atlas Cor- 
poration for new preferred shares of Atlas Corporation,”*” Atlas 
Corporation instituted a program of repurchasing its outstanding 
common shares. 

As at January 31, 1937, the capital of Atlas Corporation increased 
to $107,536,303 of which 25% was represented by preferred stock and 
75% was represented by common stock.’** At that time 221,183 com- 
mon shares were held in the treasury and the investment company 
announced that it would continue its repurchase policy.**® As of 
April 30, 1938, the treasury holdings had increased to 742,605 com- 
mon shares, leaving total net worth of $56,565,622, represented 
42% by preferred stock and 58% by common stock.?% 

Capital structures consisting largely of debts and preferred stocks 
were of concern to their managers during periods of severe market 
declines, not only by reason of the leverage factor but also because 
of the drain upon investment funds to meet the senior rights of such 
issues, as the fixed interest and dividend payments. This problem 
of preventing defaults in the bond issues of Standard Investing Cor- 


poration was recognized in the testimony of Ray Morris: ?°? 


Q.* * * The management of Standard Investing Corporation had not 
been particularly successful, isn’t that so? 

A. I think it is a fair statement. We certainly founded the trust at the 
wrong time and we were certainly handicapped in the feeling the necessity of 
selling stocks in the low markets, 1932, to protect our bonds. 

Q. I am curious about that. You said that you had to sell your stocks at 
the lower point of the market to protect your bonds; why was that? 

A. We didn’t have to, but in 1932, at the low point there were certainly some 
weeks there when our bonds were not fully covered with assets, and you 
couldn’t tell how much lower the market was going in those days, and the 
directors thought that they were protecting the bonds by selling stocks and 
holding cash or buying Government bonds or something of the sort, aS a COov- 
erage for the bonds, because they thought that the assets might continue to 
shrink to a point where default on the bonds would be brought about. 


Tri-Continental Corporation met its problems of this character by 
conducting a program of reacquiring its 5% preferred stock from 
April to September 1936 by the repurchase of 16,121 shares and the 
redemption by call of 90,000 shares (at the call price of $110 a 
share).2°? Bank loans totaling $10,000,000 were negotiated with the 
Central Hanover Bank and Guaranty Trust Company, bearing in- 
terest of from 2% to 314% per annum over a five-year period,”** to 
finance this recapitalization. The purposes of retiring such a large 
block of preferred stock included the desire to cut down the high rate 


286 Tq., Commission’s Exhibit No. 1948 (report of January 31, 19387). 

287 Thid. 

288 Tbid. 

289 Thid. 

200 This decrease was due primarily to market declines. 

21 Derived from supplementary information supplied the Commission for Atlas Cor- 
poration. 

22 Op. cit. supra, note 181, at 15243. 

203 Derived from supplementary information supplied the Commission for Tri-Continental 
Corporation. 

24 Tri-Continental Corporation could pay off the loan at any time at its option (ibid.). 
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of senior charges, to improve the common dividend position, and to 
substitute short-term loans for long-term senior capital. 


2, PREVENTING THE OPERATION OF “TOUCH-OFF” 
CLAUSES IN DEBENTURES 


The capital structures of closed-end management investment trusts 
and investment companies sometimes included debenture issues, which 
required that a specified ratio be maintained between the assets of 
the investment company and the principal amount of its debentures 
outstanding. When such provisions were contained in the indenture 
agreements they usually required an asset coverage of 125% or 150%— 
that is, the investment company was required to have $125 or $150 
(depending upon the provision) for every $100 of principal amount 
of debentures outstanding. These provisions are known as the “touch- 
off” clause, for in the event that the prescribed asset coverage was 
not maintained, an event of default could usually be declared and 
the maturities of the debentures accelerated. This impending opera- 
tion of the “touch-off” clause of the indenture agreement, could some- 
times be forestalled by repurchases of the debentures, particularly if 
these obligations could be reacquired at discounts—at market prices 
below the face or principal amount of the debentures. By such reac- 
quisitions the aggregate principal amount of the outstanding deben- 
tures of the investment company was reduced and the amount of total 
assets required was more greatly reduced. The percentage of asset 
coverage of an outstanding debenture issue could thereby be increased 
above the level provided in the “touch-off” clause.?% 

The amount of debentures to be repurchased in a measure depended 
upon the spread between the purchase price and the required asset 
coverage. Accordingly, repurchases at discounts from face or ma- 
turity values hastened the attainment of the desired asset coverage. 
This operation was, in effect, a specialized form of leverage readjust- 
ment. 

Eastern Utilities Investing Corporation 


While the foregoing device to prevent the operation of the “touch- 
off” clause ordinarily involved the direct repurchase of the debentures 
and their subsequent retirement, the same result was obtained by a 
somewhat different technique employed in the case of Eastern Utili- 
ties Investing Corporation. This company was incorporated in 
August 1922 and became an investment company in July 1927 when 
it assumed its present name.”° In July 1925 Associated Gas and 
Electric Company purchased control of the company from H. D. 
Walbridge & Co., Inc., the original sponsor, and has since dominated 
and controlled its policies. 

Among the securities issued by Eastern Utilities Investing Corpora- 
tion was a $35,000,000 debenture issue offered through Harris, Forbes 
& Company and Halsey, Stuart & Company in March 1929. One of 
the protective provisions for these debentures was a “touch-off” clause 
in the trust indenture by which the investment company covenanted 


25 or a further discussion of repurchases to prevent the operation of “touch-off” 
clauses, see Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 237-8. 
206 For further details see Ch. II of this part of the report, pp. 624-775. 
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that it would maintain at all times a ratio of assets to funded debt 
of at least 125% 2" and that if at any time this ratio should fall 
below 125%, the trustee, the New York Trust Company, might de- 
clare the debentures to be in default and take steps to enforce the 
rights of the holders.** However, the trustee was not required to 
take any action if asset coverage fell below 125% unless the holders 
of at least 15% of the face amount of the outstanding debentures 
affirmatively demanded that it do so. 

In 1931, with the general shrinkage in security values, the asset 
coverage for the outstanding debentures of Eastern Utilities Invest- 
ing Corporation fell close to the “touch-off” point.2°° Accordingly, in 
June 1931, Associated Gas and Electric Company through several of 
its subsidiaries, particularly Associated Gas and Electric Securities 
Company and General Finance Corporation, began a series of ex- 
change offers to the holders of the securities of Eastern Utilities 
Investing Corporation, and particularly the debenture holders, de- 
siened to switch them into the security issues of other companies of 
the system. Since the assets could not be increased nor the market 
decline arrested, “the only other possible solution was to decrease the 
amount of outstanding indebtedness in a greater ratio than a decrease 
in assets, in order to retire that indebtedness.” °° 

The intensity of the program to reacquire the debentures of EKast- 
ern Utilities Investing Corporation is revealed by the fact that from 
June 1931 to the end of 1935, at least 20 different offers of exchange 
were sent to the debenture holders and during the last half of 1931 
Associated Gas and Electric Securities Company sent six different 
offering letters. By December 1931, $18,494,000 of the $35,000,000 
principal amount of debentures of Eastern Utilities Investing Cor- 
poration originally issued had been reacquired by Associated Utilities 
Investing Corporation.** These debentures were sold to Eastern 
Utilities Investing Corporation at par.3°* However, these were not 
directly transferred to the issuing company, but to Southern Utilities 
General Corporation, an inactive company which was made a subsidi- 
ary of Eastern Utilities Investing Corporation so that it might act 
as a receptacle for the reacquired debentures. 

On April 12, 1932 Utility Accountants and Tax Consultants ** 
issued a certificate showing that Eastern Utilities Investing Corpo- 
ration had outstanding only $16,506,000 of principal amount of de- 
bentures.2% For the purposes of determining whether the requisite 
asset coverage for the debentures was maintamed, the reacquired de- 
bentures held by Southern Utilities General Corporation were treated 


27 Public Examination, Eastern Utilities Investing Corporation, Commission’s Exhibit 
No. 3771 (Pt. I, Article III, Sec. 14). 

28 Tq. Commission’s Exhibit No. 3771 (Article VI, Sec. 2). 

299 Tpid. 

300 The investment company itself admitted this to be the case in November 1931, when 
it urged this as an inducement to its preferred stockholders under an exchange offer made 
at the time (id., Commission’s Exhibit No. 8772, Item 40). 

301 Testimony of Mr. Stix (in the United States District Court for the District of Delaware, 
In the Matter of Eastern Utilities Investing Corporation, Debtor, No. 1247, in Reorganization 
Tax Proceedings before William Pickett as Special Master, pp. 125, 127-34). 

32 Op. cit. supra, note 297, Commission’s Exhibit No. 3772 (Item 19). 

303 Td., at 25993-4. 

304 A gervice company sponsored by H. C. Hopson. 

305 Op. cit. supra, note 297, Commission’s Exhibit No. 8782 (Item 42). 
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as retired. Based on this alleged amount of debt, the ratio of asset 
coverage was more than 150%.*° 

With further declines in assets during 1932, the reacquisition pro- 
gram by exchange offers was vigorously continued. However, in 
June 1982 the trustee notified the investment company of its default 
in asset coverage on the basis of $35,000,000 in debentures outstand- 
ing.’ Accordingly, the reacquisition program now served the pur- 
pose of mustering enough of the debentures to vote an amendment to 
the trust indenture which would abrogate the “touch-off” clause. 
Such an amendment of the trust indenture required a vote of 85% 
of the outstanding debentures. By February 1988, of the $35,000,000 
originally issued, only $6,135,000 was still outstanding with the public, 
while $18,975,000 of debentures was held by Southern Utilities Gen- 
eral Corporation, the wholly-owned subsidiary of Eastern Utilities 
Investing Corporation, and $10,070,000 of debentures was held by 
Associated Gas and Electric Company and its subsidiaries. The sys- 
tem, therefore, was just short of the required 85%. If the entire 
$35,000,000 was to be considered as outstanding, the system held 
82.5%. If, however, the $18,795,000 held by the issuing company’s 
subsidiary was to be disqualified from voting on the ground that it 
was not outstanding, then the system held only 62%. 

At this point, the investment company urged the trustee to call a 
meeting of debenture holders for the purpose of amending the in- 
denture to eliminate all provisions giving the trustee or debenture 
holders the right to declare a default for any reason except non- 
payment of principal or interest. A meeting was called for June 
21, 1933, when the system had assured itself of control of an adequate 
number of votes to pass the amendment regardless of whether the 
$18,795,000 held by the issuing company’s subsidiary would be 
considered as outstanding debentures, and the amendments were 
adopted.*° 


International Securities Corporation of America, Second International Securi- 
ties Corporation, and United States & British International Company, Ltd. | 


The trustee and holders of debentures issued by International 
Securities Corporation of America, Second International Securities 
Corporation and United States & British International Company, 
Ltd., all companies in the United Founders Corporation group of in- 
vestment companies, were apparently satisfied to permit the violation 
of the provisions of the trust indentures as to asset coverage while 
the investment companies engaged in repurchases which, in two cases, 
did not serve entirely to correct the asset deficiencies. International 
Securities Corporation of America was incorporated in June 1927 


8°6'The books of The New York Trust Company, the trustee, reflected $85,000,000 of 
principal amount of debentures as still outstanding (id., at 23801). 

87 Op. cit. supra, note 279, at 23821-3 and Commission’s Exhibit No. 3782 (Item 58).: 

808 Td., at 23852-7 and Commission’s Exhibit No. 83782 (Item 94). 

809 Upon protest at the meeting, this $18,795,000 was disqualified from voting. Deben- 
tures held by other system companies were allowed to vote, however, and the amendments 
were accordingly made by a vote of a fraction above 85% (id., at 28884-5), It was 
figured that $13,774,250 in principal amount constituted 85% of those entitled to vote. 
The actual vote in favor of the amendments was $13,803,000 in principal amount or 
slightly in excess of 85% (ibid.). 
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after having been operated as a trust,*”° Second International Securi- 
ties Corporation was organized in October 1926,*" and United States 
& British International Company, Ltd., was formed in January 
1928.%12 These three companies were subsidiaries of American 
Founders Corporation which in turn was controlled by United Found- 
ers Corporation.** Each of these investment companies had common 
stock, preferred stock and debentures outstanding at the end of 
1929. At that time International Securities Corporation of America 
possessed assets of some $71,500,000, including proceeds from $82,- 
000,000 face amount of debentures,** Second International Securi- 
ties Corporation possessed assets of some $26,000,000, including pro- 
ceeds from $7,000,000 face amount of debentures,*?® and United States 
& British International Company, Ltd., had assets of approximately 
$18,000,000, including proceeds from $6,000,000 face amount of deben- 
tures.**° All of these debenture issues had been distributed by Harris 
Forbes & Company.*”” 

One of the provisions of the trust indentures under which the de- 
bentures distributed by Harris Forbes & Company were issued was 
that the respective issuing investment companies would maintain at 
all times assets of a fair (market, if available) value of 125% of the 
face amount of debentures outstanding.** It was further provided 
that, in the event this coverage was not maintained, the trustee in 
the particular case might in its discretion, and, upon demand of a 
prescribed percentage of debenture holders in interest, was under 
obligation to serve notice of default on the debtor company and 
demand payment of the face amount of the debentures.* Harris 
Forbes & Company, as distributor of the debentures, was given repre- 
sentation, in the persons of E. C. Granbery and D. C. Wheaton, on 
the boards of the various investment companies, as a protection for 
the interests of the debenture holders, particularly with respect to 
the maintenance of the required 125% asset coverage.®?° 

In 1931 the assets of both International Securities Corporation and 
United States & British International Company, Ltd., fell below the 
125% coverage requirement for debentures outstanding and the fol- 
lowing year there was a similar deficiency in the asset coverage for 
Second International Securities Corporation. The investment com- 
panies thereupon entered upon a program of repurchasing their out- 
standing debentures at discount prices for retirement, in order “to 


810 Public Examination, American General Corporation, et al., Commission’s Exhibit No. 
3401 (G-1). 

311 Td., Commission’s Exhibit No. 3406 (1). 

82 Td., Commission’s Hxhibit No. 3408 (1). 

313 Td., at 22101, 24768-74, and Commission’s Exhibits Nos. 3420 (E-4), 3729, 3731, 
and 3733. 

314 Td., Commission’s Exhibit No. 3402 (p. 169). 

315 Td., Commission’s Exhibit No. 8407 (p. 6). 

316 Td., Commission’s Exhibit No. 3409 (p. 6). 

3177n addition, there were outstanding at the end of November 1929 about $900,000 
secured bonds assumed by International Securities Corporation of America, representing 
the residue of $8,000,000 of such bonds issued by its predecessor trust (id., Commission’s 
Exhibits Nos. 3400 (p. 6) and 8402 (p. 6)). 

318 Td., Commission’s Exhibits Nos. 3401—-D, 3406-D, and 3408-D. 

819 Tbid. 

820 Td., at 25318-20. 
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build up the asset value to try to insure it and bring it back to 
LANG fe 

International Securities Corporation was the heaviest repurchaser 
of its own debentures, as indicated by Table 12: 82 


TABLE 12.—Repurchases and retirement of 5% debentures of International 
Securities Corporation of America 


. Avera: 
6 months ending— Face amount ass east per Discount Rees 
Percent 

TNOWV28S.0 9103 0 een $483, 000 $381, 084 $79 SLOVO 163 | Seen 
IMENT Bily MOBI Scccecece soc cee oe 1, 195, 000 885, 184 74 309, 816 142 
INOWo BO) ICR es ee 2, 918, 000 1, 779, 992 61 1, 138, 008 105 
IMA? Billy WORD sees Se 12, 571, 000 6, 708, 732 53 5, 867, 268 77 
INOWs OU, WOR os ncccsee ete oe 113, 000 46, 096 41 66, 904 97 
MAY 3101033 <tr se yee re hee kee 119, 000 49, 787 42 69, 213 110 
NREL LCR SUSE Sey A ee Setericl latin Sheath as ONG erenngel errs rool ame eee 101 
MGW? Bily MOB oe 11, 000 5, 005 46 5, 995 113 


It is interesting to observe that the asset coverage fell below the 
“touch-off” point toward the end of 1931 and that throughout most 
of 1932 the asset coverage was substantially below even the face 
amount of the debentures outstanding. It was during 1932 that 
over 70% of the repurchases were made, with but nominal repur- 
chases thereafter, although the debentures had not reached the re- 
quired 125% coverage by the end of May 1935.92 

The asset coverage for the debentures of Second International Se- 
curities Corporation fell below 125% only in 1932, when the prin- 
cipal repurchases were effected, and never fell below the face amount 
of the debentures outstanding. Repurchases were effected primarily 
in 1932, as indicated by Table 13: #24 


TABLE 13.—Repurchases and retirement of 5% debentures of Second International 
Securities Corporation 


Average 
6 months ending— Face amount ae oven costs per Discount C ae a 
Percent 
INOVWo 80), WORD). seen scecesnceseseeceenccnee $100, 000 $80, 140 $80 SIOES60G| saan ae 
May oleplogiibesr: 2 ee SEN eee Th eet 196, 000 147, 608 75 48, 392 207 
INIOWs BO, MOB. ccc see ee bene eee 199, 000 127, 070 64 71, 930 146 
IMMER Bll, WOR So cote scence cece cen 2, 569, 000 1, 358, 755 53 1, 210, 245 104 
INIOWo G0); WEP. <b sees oe eseebecosoee se 161, 000 76, 171 47 84, 829 131 


Finally the assets of United States & British International Com- 
pany, Ltd., fell below the 125% coverage in the latter part of 1931, 
were below the face amount of outstanding debentures in 19382, and 


#1 17d., at 25327-28. 

2 Compiled from information contained in id., Commission’s Exhibit No. 8402 (p. 169). 
*3 Op. cit. supra, note 310, Commission’s Exhibit No. 3401 (F-14). 

*°4 Compiled from information contained in id., Commission’s Exhibit No. 3407 (p. 122). 
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had not recovered to 125% coverage at the end of May 1935.°° Re- 
purchases were heaviest during 19382 when asset coverage was below 
the face amount of debentures, accounting for about 77% of all re- 


purchases, and practically ceased thereafter, as indicated by Table 
14; 9°6 


Taste 14.—Repurchases and retirement of 5% debentures of United States 
& British International Company, Ltd. 


Average 
6 months ending— Face amount| , peoetane cost per Discount |, ae 
Percent 
INON/> C05 WORD) pe sec eeaseceHbosessmasasses $149, 000 $117, 755 $79 CL BAS | eecodeas 
IMIR Bil, WR asec cSaessescssseess=see 159, 500 118, 080 74 41, 420 166 
INOW> 80), WOR a ses sece soe oe Sb ecenses S555 425, 500 297, 195 70 128, 305 112 
Miaeiaicicsoe ee aoe ete 2,615,500 | 1, 406, 092 54| 1, 209, 408 92 
INOW BO); WOR ae acca ese eSsseecassS 94, 000 40, 920 44 53, 080 101 
IMIG W? Bil, WCB B o-oo eee seaseedodeaeeseS 70, 500 31, 062 44 39, 438 112 


Over the 1930-1934 period these three investment companies re- 
purchased an aggregate of $24,149,000 face amount of their deben- 
tures at a cost of $13,651,728. Heaviest repurchases by each company 
were in the early part of 1932 when, in two instances, the asset cov- 
erage was substantially below the face amounts of the outstanding 
debenture issues. 

As will be recalled, the trustee appointed under the trust inden- 
tures could, in its discretion, have accelerated the payment of the 
debts represented by the debenture issues. Largely through the efforts 
of Mr. Granbery, who was elected to the boards of directors of these 
investment companies as a safeguard for the debenture holders, it 
was decided to be better management not to enforce the acceleration 
clause22”. Had it been determined otherwise it was Mr. Granbery’s 
opinion that Harris Forbes & Company was in a position to bring 
pressure on the trustee to act as well as to secure the cooperation of 
enough debenture holders to compel the trustee to aC Uscas 

However, Mr. Granbery never had the opportunity, to exercise his 
unbiased judgment in this situation. During the period of these re- 
purchases of debentures Mr. Granbery was a stockholder and director 
of both United Founders Corporation and American Founders Cor- 
poration.**° It was accordingly contrary to his personal interests as 
a stockholder and in conflict with his duties as director of the parent 
companies to have effected liquidations which would have meant the 
sacrifice of the equity securities. This conflicting interest through 
the interlocking directorships was admitted by Mr. Granbery, as 
follows : *°° 


Q. Your situation was that you were also a director of American Founders? 
A. Yes, Sir. 


323 Op. cit. supra, note 310, Commission’s Exhibit No. 3409 (F—-13). 

326 Compiled from information contained in id., Commission’s Exhibit No. 8409 (p. 96). 

227 Op. cit. supra, note 310, at 253820—1. 

228Td., at 25324. 

329 Td., at 25324, 25333. Mr. Granbery held 10,000 shares of United Founders Corpora- 
tion at a cost of about $80,000 in 19382 when the question of asset coverage was most 
pressing. 

330 Op. cit. supra, note 310, at 25324. 
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Q. And as well a director of the United Founders? 

A. Yes, sir. 

Q. And you represented the equity holders there? 

A. Yes, sir. 

Q. As well as representing Harris Forbes? 

A. Yes, sir. 

Q. Now, the interest of the equity holders, I suppose was not to have the 


debentures foreclosed? 
A. Right.** 


F. The Influence of Repurchases Upon Mergers, Consolidations, 
and Acquisitions 


Repurchases of the securities of closed-end management investment 
trusts and investment companies played varied and important parts 
in mergers, consolidations, and acquisitions effected among these com- 
panies. For example, they provided a means for adjusting the cap- 
ital structures of the investment companies involved, for removing 
opposition to the mergers, and even for manipulating the market 
values of the securities involved in the exchange offers.**? 


Tri-Continental Corporation 


Thus, repurchases were employed to facilitate the merger of Tri- 
Continental Corporation and Tri-Continental Allied Co., Inc., two 
investment companies formed successively in 1929 under the sponsor- 
ship of J. & W. Seligman & Co., investment bankers and brokers.*%* 
Each company had received paid-in assets of $50,000,000, represented 
by preferred and common stock issues.*** Each investment company 
also had outstanding a substantial quantity of long-term option 
warrants.?*° 

On December 31, 1929, these two investment companies were 
merged to create a Tri-Continental Corporation possessing combined 
assets of $75,302,000.2°° To work out a plan for exchanging the 
preferred stocks of the two merging companies for shares of the 
preferred stock of the new company upon a share-for-share basis, it 
was considered desirable to build up the asset coverage of the pre- 
ferred stock of Tri-Continental Alled Co., Inc., from 169% to the 
then 181% coverage of the original Tri-Continental Corporation.**7 
Earle Bailie, chairman of the board of ‘directors of Tri-Continental 
Corporation and a member of the sponsor firm, testified : °°* 


Q. It was not necessary, was it, to buy $4,000,000 worth of preferred stock and 
sell it? 


331 Mr. Granbery testified that to remedy such situations and to obviate any possibility 
that a person should have to serve two masters at the same time a person should be 
permitted to be a director of only one investment trust at a time (id., at 253384). 

332 For further discussion and examples see Ch. IV of this part of the report. 

333 Summary statement supplied the Commission for Tri-Continental Corporation and 
Tri-Continental Allied Co., Ine. 

334 Thid. 

335 Thid. 

336 Op. cit. supra, note 74, at 18, 551, and Commission’s Exhibit No. 2080. 

337 Op. cit. supra, note 333 (Hxhibits IJI, A, B). 

838 Op. cit. supra, note 74, at 18, 544-5. 
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A. The consolidation could not have gone through on a basis of equal treat- 
ment for Allied preferred unless the asset value behind the Allied preferred was 
roughly the equivalent of the asset value behind the old Tri-Continental pre- 
ferred, because if you had not had that same asset value the old Tri-Continental 
would have been disadvantaged in getting into a company where its asset value 
would have been lowered by the consolidation. 

Q. That was a question of equalizing the value of the senior securities? 

A. That is right. 


In connection with this merger plan J. & W. Seligman & Co. was 
to sell directly to Tri-Continental Allied Co., Inc. a block of 112,000 
shares of the latter’s preferred stock (with warrants attached) of 
$50 par value, at $37.50 a share and accrued dividends, for retire- 
ment.*°® This repurchase by the investment company, which was 
made below the prevailing market price,**° of course provided J. & W. 
Seligman & Co. with over $4,100,000 of cash. The proposed repur- 
chase from J. & W. Seligman & Co. was disclosed to stockholders of 
both investment companies in the letters dated December 11, 1929, 
soliciting their proxies for the approval of the plan of merger.*** Mr. 
ae testified further as to this repurchase from J. & W. Seligman 
& Co. : 8 


Q. What I was asking is why they had to buy from Seligman instead of 
making a general offer to the other stockholders. Here is $4,000,000 in Decem- 
ber 1929 retired when cash was pretty useful, wasn’t it? 

A. It certainly was to some people. 

Q. What I am asking is why this repurchase of preferred stock should have 
been made solely from Seligman. 

A. We knew nobody else who was willing to sell preferred stock at what I 
believed was ten points below the market. In order to make this transaction 
go through, if we had thought there were any such philanthropists about we 
would have gone to see them. You will realize that the situation was one where 
some of our partners were bitterly opposed to disposing of this stock at this 
price, feeling we were losing a very substantial amount of money when we had 
a preferred stock with an asset value of 150 which you were selling for 75, 
with a eall price of 110. As it turned out, within four months it cost us 
$4,000,000 because the stock had gone up repeatedly in price. That is all hind- 
sight. That is, as we looked at it at the time, we thought it was the proper 
thing to do. We told the stockholders and they thought it was the proper 
thing to do, and while something else might have been done that is what was 
done. Everybody approved of it -and that is what was done. 

Q. But you didn’t make any solicitation of your stockholders? 

A. I have never found it worth while looking for angels in this world, Mr. 
Smith. 

Q. Are you implying that Seligman was an angel here? 

A. I don’t think so. I can see what you think, but I don’t think that way. 
I feel that it is an honest difference of opinion. 

Q. I am trying not to say what I am thinking. 


839 Op. cit. supra, note 335, Hxhibits III, A, B. J. & W. Seligman & Co. also surrendered 
a block of option warrants issued by Tri-Continental Corporation (ibid.). 

340 Op. cit. supra, note 74, at 18546. 

341 Op. cit. supra, note 333, Exhibits III, A, B. 

8422 Op. cit. supra, note 74, at 18545-7. 
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A. What you would like to say but are too kind to say is that it was an 
advantage to Seligman to get $4,000,000 out of the sale. 
Q. In December 1929? 
A. I get your point perfectly and I have answered you to the best of my 
ability. 
The Goldman Sachs Trading Corporation 


Another example of extensive repurchase activities undertaken in 
connection with a merger or consolidation is afforded by the com- 
bination in February 1929 of The Goldman Sachs Trading Corpora- 
tion and Financial and Industrial Securities Corporation2# On 
February 3, 1929, the managements of The Goldman Sachs Trading 
Corporation and Financial and Industrial Securities Corporation 
concluded negotiations for a sale of all the assets of Financial and 
Industrial Securities Corporation to The Goldman Sachs Trading 
Corporation, which was to be submitted to a vote of the stockholders 
of Financial and Industrial Securities Corporation on February 21, 
1929. ‘The agreement provided that The Goldman Sachs Trading 
Corporation would increase its existing 1,125,000 shares, by the dec- 
laration of a 100% stock dividend, to 2,250,000 shares and would 
issue an additional 2,250,000 shares of its stock to the holders of the 
1,700,000 shares of the stock of Financial and Industrial Securities. 
In other words, each share of stock of Financial and Industrial Se- 
curities Corporation would be exchangeable for 1114, shares of the 
new stock of The Goldman Sachs Trading Corporation.**4 

On February 2, 1929, the market price of the existing stock of The 
Goldman Sachs Trading Corporation was $136.50.4° After the dec- 
laration of the 100% stock dividend contemplated by the merger 
plan,** the stock of The Goldman Sachs Trading Corporation would 
presumably have a market price of $68.25 a share, or one-half of its 
existing value. On this basis 1114, shares of such stock would have 
a total market value of approximately $91. However, on February 
2, 1929, each share of the stock of Financial and Industrial Securities 
Corporation had a market value of $140 a share. As a consequence, 
unless the market price of the stock of The Goldman Sachs Trading 
Corporation increased substantially between February 2, 1929 and the 
meeting of the stockholders of Financial and Industrial Securities 
Corporation on February 21, 1929, acceptance of the terms of the 
merger would entail a large loss in market values on the part of 
the stockholders of Financial and Industrial Securities Corporation. 

On February 4, 1929, The Trading Corporation commenced to 
purchase its own stock on the New York Curb Exchange,*** and be- 


“8 A more detailed discussion of the repurchase activities engaged in by The Goldman 
Sachs Trading Corporation in connection with its absorption of the assets of Financial 
and Industrial Securities Corporation, is contained in Ch. IV of this part of the report, 
pp. 1522 et seq. 

544 Public Examination, The Goldman Sachs Trading Corporation, at 16126, et seq.; 
Commission’s Exhibits Nos. 1679, 1680, and 1681. 

345 Td., at 16137 and Commission’s Exhibit No. 1665. 

346 The 100% stock dividend in reality merely constituted a 2 for 1 split-up of the stock 
of The Goldman Sachs Trading Corporation. 

7 Until February 7, 1929, trading was confined to the existing stock of the trading 
corporation and the figures used in the text are those for the old stock. Thereafter the 
figures used in the text refer to the stock of the trading corporation outstanding after 
declaration of the 100% stock dividend on shares on February 7, 1929, and the issuance, 
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tween the 4th and ‘7th, inclusive, of February 1929, this investment 
company purchased 174,400 shares at progressively higher prices at 
a total cost of approximately $33,350,000 and sold only 4,500 shares 
for total proceeds of approximately $975,000.* Its purchases con- 
stituted over 60% of the total trading on the New York Curb Ex- 
change in that stock in those four days,**° and undoubtedly con- 
tributed to the sharp rise in its market price. The market price 
of the stock rose from $136.50 per share on February 2, 1929,*** a price 
30% in excess of its asset value,**? to $222.50 per share on February 7, 
1929, a price equivalent to twice its asset value.** 

The market price for the existing shares of the stock of The Gold- 
man Sachs Trading Corporation established on February 7, 1929, 
after giving effect to the declaration of a 100% stock dividend, was 
equivalent to the market value of the stock of Financial and Indus- 
trial Securities Corporation, on the basis of the terms for the ex- 
change of the securities of the two companies contemplated by the 
plan for their combination.*** On February 21, 1929, the stock- 
holders of Financial and Industrial Securities Corporation approved 
the sale of, this company’s assets to The Goldman Sachs Trading Cor- 
poration. 

By March 14, 1929, when The Goldman Sachs Trading Corpora- 
tion’s market activities in its own stock had terminated, it had accu- 
mulated 560,724 shares of its own stock,*** or 12.5% of its then out- 
standing shares *** at a cost of $57,021,936.°" More importantly, the 
cost of these shares exceeded their asset value by approximately 
$93,000,000. As Mr. Catchings conceded, this $23,000,000 valuation 
in excess of the actual asset value of the treasury shares represented 
only a self-appraisal by Goldman Sachs & Company of the value 
of its management ability. Mr. Catchings testified : °° 


A. Your question as I understand it is what does that $23,000,000 represent 
to me. I say that represents to me that part of the market price of the stock 
or the cost * * * which was in addition to the asset value and that it was 


on February 21, 1929, of 2,250,000 shares to the stockholders of Financial and Industrial 
Securities Corporation. 

348 Op. cit. supra, note 344, at 16140-4, and Commission’s Exhibit No. 1665. On Feb- 
ruary 4, 5, 6, and 7, The Goldman Sachs Trading Corporation stock closed at new high 
prices which were made by its purchases on each of these days. The closing prices for 
the stock on these days were 178, 17954, 187%, and 221, respectively (id., at 1614852 
and Commission’s Exhibit No. 1665). 

349 Op. cit. supra, note 344, at 16141—3. 

350 Td., at 16128—34. 

3117d., at 16137 and Commission’s Exhibit No. 1665. 

3592 Td., at 16157. 

358 Tq. at 16141-4 and Commission’s Exhibit No. 1665. 

34 After giving effect to the declaration of the 100% stock dividend, the stock of The 
Goldman Sachs Trading Corporation would have a market price of $111.25 a share, 
equivalent to one-half of its previous market value. Stockholders of Financial and In- 
dustrial Securities Corporation would receive 1114, of such shares haying a marked 
value of approximately $148 for each share of their own stock which on February 7, 
1929, had a market value of approximately $148. 

35 Op. cit. supra, note 344, at 16221-3. Of this block 98,000 shares were included in 
the assets of the Financial and Industrial Securities Corporation which were acquired 
by The Goldman Sachs Trading Corporation on February 21, 1929 (id., at 16217 and 
Commission’s Exhibit No. 1683). 

356 Op. cit. supra, note 344, at 16221. 

357 Td., at 16221-3. 

358 Td., at 16231-5. 
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part of the total market price of the stock. It could be used in sale or ex- 
changed for property. 

Q. You bought that stock? 

A. You know perfectly well what it is, it is a premium on asset value. 

Q. Now that premium is attributable to, or is paid for, management. 

A. It is paid for the possibility of making money. 

* * * * * * * 

Q. So you are not disputing that the ultimate management is the biggest 
single factor in the premium aspect. 

A. Not bigger than business conditions, but I will say it is a great element. 

Q. So that as a necessary conclusion to that statement it seems to me that 
Goldman Sachs & Company was paying $23,000,000 premium for its own manage- 
ment; isn’t that so? 

* * * * % * % 

A. Twenty-three million dollars premium on the stock, a considerable part 
of which was predicated on management of the corporation by Goldman Sachs 
& Company. That is correct. 

* Ba BY ok 3 * 
Q. I can see, Mr. Catchings, where a person making an investment—invest- 
ment to my mind denotes investing in the other person’s ability—but I have 
difficulty in visualizing a corporation paying a $23,000,000 premium on its own 
management. 

A. I don’t think you have much difficulty with that if you take into con- 
sideration the fact that the stock was actually used to acquire property from 
other people and actually sold for cash. I grant you it would be a silly thing 
to pay that premium for the stock and then retire it. I don’t see any reason 
to do that, but to pay the premium for the stock and then use that stock to buy 
other property, or to sell it for cash, I don’t think anything is wrong. 

Q. At the time you had that position you had no assurance that you could 
dispose of that stock? 

A. We had only a business expectation that we could be able to do it. 

Q. So that at that physical point of time the situation was that you had a 
block of your own stock upon which you paid a premium of $23,000,000, which 
represented substantially your own management; isn’t that so? 

A. We have covered that point before. I say partially so.*° 


Moreover, Mr. Catchings conceded that at the time the investment 
company was accumulating the shares of its own stock he had no con- 
crete plan for their disposition : *°° 


Q. Now, did you contemplate when you started this program of purchasing 
your stock that you would wind up with a position aggregating $46,000,000 of 
your own stock in addition to the $10,000,000 that you were going to find in the 
portfolio of Financial and Industrial Securities Corporation? 

A. No. 

Q. Were you a little shocked when you found yourself with $56,000,000 of 
your own stock at 100-percent premium within two months after you started 


business? 


359 The purchases by The Goldman Sachs Trading Corporation of its own stock at prices 
above the asset value of such stock is one of the few instances of this practice which 
the Commission’s study disclosed (id., at 16235-6). In April 1929 the New York Curb 
Exchange amended its regulations for the listing of the securities of investment com- 
panies to require that listed investment companies agree not to effect repurchases of their 
own securities at prices higher than the asset value of such securities. See Pt. Two of 
this Report (House Doe. No. 70, 76th Cong.), Ch. IV, Appendix F. 

360 Op. cit. supra, note 344, at 16249-51. 
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A. I wasn’t shocked. 

Q. Were you a little upset about your condition about finding the corpora- 
tion that was in business three months * * * owning $56,000,000 of its own 
stock, for which it paid a premium of $23,000,000? You weren’t concerned 
about that at all? 

A. I wasn’t concerned in the sense of having anxiety about it. As a result 
of acquiring the stock, I had then to dispose of the stock by selling it and by 
getting assets in order to complete the transaction and make money on it. 

Q. Now, before you started purchasing the stock, had you made any arrange- 
ments with respect to how you were going to dispose of this block of stock that 
you knew you would have to wind up with? 

A. No. 

* * * * * * bo 

Q. You had no specific instance in mind where you contemplated that you 
were going to exchange $57,000,000 for somebody else’s property, did you? 

A. No; we didn’t know at the beginning that we were going to get that 
much stock. 


The stockholders of The Goldman Sachs Trading Corporation 
never became aware of the substantial repurchases of its own stock 
which the company had made in connection with its acquisition of 
the assets of Financial and Industrial Securities Corporation. By 
September 1929, prior to the publication of any financial report to 
its stockholders, The Goldman Sachs Trading Corporation had suc- 
ceeded in selling or exchanging for other securities all of its holdings 
of its own stock. Substantial losses were suffered by the investment 
company on the securities which it had acquired in exchange for its 
own repurchased stock.** 

In some instances the investment companies were caused to effect 
substantial repurchases of their securities to remove opposition to 
mergers or consolidations. For example, Chicago Investors’ Corpora- 
tion was an investment company organized on August 3, 1927, and at 
June 30, 1931, possessed net assets of $6,816,316, represented by 146,018 
shares of convertible preference stock and 450,000 shares of common 
stock.*°? In July 1931, Field, Glore & Co., the principal sponsor of 
the investment company, sold 100,000 shares of its holdings of this 
common stock to Atlas Corporation at $4 a share, with the consent 
of the management of Chicago Investors’ Corporation.?® 

Although this acquisition by Atlas Corporation was thought to be 
merely for investment purposes,*** it subsequently appeared that 
Atlas Corporation was seeking to obtain control.*** Thereafter, Atlas 
Corporation acquired 32,700 preference shares, which possessed one 
vote a share, at an average cost of $23.50 a share *°° and owned or con- 
trolled 150,000 common shares at an average cost of $3.50 a share.*°7 


' 361 For details of the disposition made of these shares see Ch. IV of this part of the 
report, pp. 15238 et seq. 

882 Reply to the Commission’s questionnaire for The Chicago Corporation, Pt. I. 

363 Public Examination, The Chicago Corporation, at 9789-90. At that time the com- 
mon stock, which possessed no asset value (op. cit. supra, note 362, Pt. II), was selling 
at $2 a share. 

364 Public Hxamination, The Chicago Corporation, at 9791. 

365 Td., at 9791-2. 

366 Derived from supplementary information supplied the Commission for The Chicago 
Corporation. 

367 Thid. 
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In the summer of 1932 the directors of Chicago Investors’ Corpora- 
tion became aware of these additional acquisitions and a “standstill” 
agreement was reached with Floyd Odlum, president of Atlas Cor- 
poration. This agreement provided that Atlas Corporation would 
refrain from purchasing additional shares of Chicago Investors’ Cor- 
poration pending the formulation of an exchange offer of Atlas Cor- 
poration shares for Chicago Investors’ Corporation shares, which 
offer was to be submitted to the directors of Chicago Investors’ Cor- 
poration.*’* In the meantime, a merger proposal between Chicago 
Investors’ Corporation and Continental Chicago Corporation upon a 
share-for-share basis was developed. This merger was expected 
to effect a reduction in the percentage cost of operation of Chi- 
cago Investors Corporation, then estimated to amount to 2% 
of its then assets of $3,000,000, and also would protect the man- 
agement against any threat to their control.*°° However, Atlas 
Corporation was in a position to block the merger, and over- 
tures were thereupon made to it to declare its terms. In September 
1932 Mr. Odlum advised the board of directors of Chicago Investors’ 
Corporation that he was unwilling to remain in a large minority 
position and that the “standstill” agreement was terminated. He 
thereupon submitted proposals containing the three alternatives of an 
exchange offer, a purchase offer, and an offer to sell his preference 
stock at $30 a share (the approximate asset value) and to participate 
with his common stock in the proposed merger (by exchange of 
stock) with Continental Chicago Corporation.’ A compromise was 
finally reached whereby Chicago Investors’ Corporation repurchased 
the 82,700 preference shares held by Mr. Odlum for $23 a share, the 
approximate cost, at which time the market price was $16-$17.50 a 
share. The merger was effected with Continental Chicago Cor- 
poration on December 20, 1932, by the creation of The Chicago Cor- 
poration, and Atlas Corporation received less than 5% of the common 
stock of the new company in exchange for its holdings.37? The re- 
maining preference stockholders of Chicago Investors’ Corporation 
received preference stock of the new company having a market value 
equivalent to the market value of their old shares, $17 per share. 


868 Tbid. 

369 Ibid. 

370 Tbid. 

371 Tbid. 

872 Op. cit. supra, note 364, Commission’s Exhibit No. 928; see alse op. cit. supra, note 
362, Pt. I. 


Chapter IV 


PROBLEMS IN CONNECTION WITH SHIFTS IN 
CONTROL, MERGERS, AND CONSOLIDATIONS 
OF INVESTMENT COMPANIES 


I. INTRODUCTION 


This chapter will deal only with shifts in control of, exchange offers 
for the securities of, and the dissolution, merger, consolidation, or sale 
of, the assets of management investment companies. The switching 
of certificate holders in fixed and semifixed investment trusts and in 
installment investment plans from one trust to another by means of 
exchange offers and the shifts in control of depositor or sponsor cor- 
porations are discussed in the Commission’s supplemental reports, 
namely, Fixed and Semifixed Investment Trusts, and Companies 
Sponsoring Installment Investment Plans. 

The crash in the securities markets in 1929 and the resultant sharp 
losses suffered by investment companies created public disfavor of 
such companies and their managements. This reaction was reflected 
in the market prices of investment company securities which began to 
sell at substantial discounts from their asset values. As has been 


1 Floyd B. Odlum, the president of Atlas Corporation, which, from 1980 to 1936, acquired 
control of and ultimately assimilated the assets of 19 investment companies, testified (Public 
Examination, Atlas Corporation, at 17719-21) : 


* * * T had seen a considerable amount of the development that took place dur- 
ing that period, and by “that period” I mean ’28 and ’29, in the organization of 
investment trusts. I had followed their respective careers very closely through the ’29 
period, and I had seen what happened to them in the latter part of 1929. I knew that 
the situation in the investment trust field stood at that time about as follows: The 
senior securities of the investment trusts were selling at very heavy discounts below 
their face value even though they were covered by assets. The low-priced leverage 
stocks of investment trusts were either—or, rather, were selling at premiums over 
their asset value still; that is, where they had very small or no asset value. * * * 
The securities of those companies had fallen from an extravagant [market] premium 
over their asset values to these discounts. Their managements were paralyzed; they 
were stunned, so to speak. They didn’t know where they were going. They had taken 
and bought securities in their portfolios at 1929 levels, and it is human nature when 
you buy a thing high that you still think you are going to make a profit if you hang 
on to it, and they wouldn’t let go, and the market was carrying them still further 
and further down. 

On the other hand, the stockholders of those companies were very indisposed toward 
the respective managements. They were sore and added to that the fact that the 
securities were practically in investment companies what we term “green goods.” 
They were unrefined and unsalable. There was no particular market for them. 

Now, that was the thing that I knew generally and which I checked and found to 
be the fact specifically in a great number of cases. ‘You take, by and large, the fact 
that securities of investment trusts were selling at that time at about 35 to 40 per cent 
below the value of the assets behind their securities. Now, that will vary as to com- 
panies, because you sometimes have that premium on the common and’ discount on 
the preferred, but, roughly, I would say about 35 per cent would be a fair figure. 


The figures stated by Mr, Odlum are in accord with the results of the Commission’s 
statistical studies of investment trusts and investment companies. See the discussion of 
the premium and discounts at which common stocks of leverage and nonleverage investment 
companies sold in the market during the period from 1929 to 1936, in Part Two (House 
Doc. No. 70, 76th Cong.), Ch. IV. See also the testimony of Ralph W. Simonds, a director 
and vice president of Yosemite Holding Corporation at its inception (Public Examination, 
The Equity Corporation, at 1487-9). 
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indicated elsewhere in this report,’ the majority of investment com- 
panies had been formed by investment bankers and securities brokers. 
With the collapse in the market value of securities, their interest in 
their companies had to a large extent diminished. The utility of their 
investment companies as a source of underwriting and brokerage com- 
missions had substantially decreased. Their security interest in their 
investment companies had lost all, or almost all, asset value and had 
diminished substantially in market value. The value of option war- 
rants to purchase stock of their investment companies which they had 
received as management or underwriting compensation had also be- 
come worthless. The management contracts which they had entered 
into with their investment companies had become of little value, and 
the poor performance of these companies had reflected seriously upon 
their prestige and reputations as financial experts. In sum, the mana- 
gers of investment companies were burdened with the responsibilities 
of management, but the emoluments of such management had substan- 
tially diminished. As a consequence, many managers of investment 
companies were desirous of severing their connections with their in- 
vestment companies.® 

An era of transfers of control and acquisition and amalgamation of 
investment companies ensued.* From 1929 to 1935, exchange offers 
of securities of closed-end management investment companies either 
in connection with a merger, consolidation, or dissolution of another 
such company or as a preliminary thereto totaled $830,756,000 on the 
basis of the value of the acquired securities recorded on the books of 
the acquiring companies. The dollar value of securities issued by way 
of exchange offers constituted approximately 25% of the total of 


Part Two (House Doc. No. 70, 76th Cong.), Ch. II, Table 25. In Ch. I of this part of 
the report it was said: 


In particular, houses of issue, brokers, and security dealers sponsored and undertook 
the distribution of the securities of investment company after investment company, 
these types of sponsorship accounting on the basis of assets for over 60% of manage- 
ment investment companies proper in 1929. 


3 Philip L. Carret, the president and a director of American, British & Continental Cor- 
poration, testified with reference to the sale of control of that company by J. Henry 
Schroder Banking Corporation and Blyth & Company to Atlas Corporation on January 9, 
1932 (Public Examination, American, British & Continental Corporation, at 4777) : 


Q. Have you any distinct recollection as to what the primary reason was for selling 
wae control dot American, British & Continental orporation] at the end of 
A. I have no knowledge of any reason. 
Did you have an opinion? 
I might make a guess. 
What is your guess? 
My guess is that the banking sponsors were tired of seeing the market go down. 
and that they were glad to get rid of it, perhaps? 
es 


OPOporo 


; Was the feeling of despondency pretty general, that the situation was beyond 
rescue? 


A. There was a despondency in Wall Street. Let us put it that way. 


‘Offers to purchase control were even advertised in newspapers, For example, one 
advertisement stated (The New York Times, February 28, 1936, p. 38): 


WANTED. * * * THE CONTROL OF AN INVESTMENT TRUST OR A COMMERCIAL 
FINANCING COMPANY. 


One of our clients, a large investment banking firm, is interested in acquiring the 
controlling interest in an established licensed investment trust of management type— 

or a commercial financing company, etc. i, 
Joseph Meyer, Jr., one of the sponsors and managers of Oil Shares, Inc., the control of 
which was, as will be indicated later, shifted to a group of individuals with unfortunate 
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$3,109,594,000 of closed-end investment companies securities (includ- 
ing investment-holding companies) issued between 1929 and 1935.5 In 
many cases, mergers and consolidations were undoubtedly dictated 
solely by the necessity for further economies in operation and manage- 
ment which were required by the depression. In other cases, however, 
the shifts in control and the amalgamation of investment companies 
were inspired by motives of pecuniary gain to the vendors of control 
which were not necessarily consonant with the interest of the public 


investors. ae 
Companies were formed after the crash of the securities markets of 


October 1929 for the express purpose of absorbing other investment 
companies.° So widespread were the operations of those seeking con- 


consequences to its stockholders, testified before the Commission (Public Examination, Oils 
& Industries, Inc., at 14175-6) : 


A. There were so many things going on during that period [1929-1933]. 

Q. Well, what things were going on? ; 

A. I mean lots of trades and a lot of acquisitions of trusts; the bigger trusts buying 
the smaller trusts and all that. 

Q. You mean there came a period of American financial history where these invest- 
ment trusts were being sold like chattels; isn’t that so? 

A. Well, they were being absorbed. 

Q. They were just being sold like chattels without particular consideration? The 
inside management groups were just transferring their control to other interests. We 
al! know that substantially that is what transpired. That is all through that era 
there. 

A. Well, I don’t know if I want to put it that way. All I will say is that the 
smaller trusts were being absorbed by the larger trusts. We all know that, and you 
know how it is. A good contact man * * * might come in and try to sell the 
Equitable Building, although he has no right to sell the Equitable Building, and all 
that sort of thing was going on. 

Q. Everybody was ready to buy and ready to sell investment trusts? 

A. In those periods they would sell you anything you would take. 

See also Part Two (House Doc. No. 70, 76th Cong.), Ch. II, Table 16, for the number 
of investment trusts and investment companies organized and becoming inactive annually 
from 1927 to 1936. 

5 Part Two (House Doc. No. 70, 76th Cong.), Ch. III, Table 62. 

6 One of such companies was The Equity Corporation, whose activities will be described 
infra, pp. 1039-52. Another of such companies was Yosemite Holding Corporation, organ- 
ized in Delaware on November 8, 1929, under the sponsorship of Baker, Simonds & Com- 
pany and the Fidelity Trust Company of Detroit. (Public Examination, The Equity Cor- 
poration at 1367 and Commission’s Exhibit No. 188.) During the management of the 
company by these sponsors it negotiated for control of 14 investment companies—American 
Bankers Investment Company, American Shares, Inc., Alexander Hamilton Shares Corp., 
Atlantic Midland Corporation, Atlantic and Pacific International Corporation, Berner Smith 
Company of Buffalo, Chippewa Share Corporation, Detroit Bond’ and Share Corporation, 
F. L. Andrews Investment Trust, Iroquois Share Corporation, New Jersey Bond & Share 
Trading Corporation, Genesee National Corporation, Select Investors, Inc. (id., at 1490—5 )— 
but actually absorbed only Union Investors, Inc. (See infra, pp. 1296-1302.) Con- 
trol of Yosemite Holding Corporation itself was acquired in 1931 by Wallace Groves. (See 
Ch, II, of this part of the report, pp. 181-227, and infra, pp. 1034-7.) Control of Yosemite 
Holding Corporation was thereafter acquired in 1932 by The Equity Corporation, which 
eventually absorbed its assets. (See the Commission’s Report on the Study and Investiga- 
tion of the Work, Activities, Personnel, and Functions of Protective and Reorganization 
Committees, Part VII, p. 199.) 

Ralph W. Simonds, a partner in Baker, Simonds & Company and a director and vice 
president of Yosemite Holding Corporation at its inception, described the factors which 
fostered the possibility of acquiring and amalgamating investment companies after 1929, as 
follows (Public Examination, The Equity Corporation, at 13638, 1365-6) : 


A. * * ¥* The crash had come and most of us were of the opinion that we had 
seen the worst, and at the same time it was a difficult time to raise money for a trust 
or holding company. It was a difficult time to raise money through the sale of original 
capital, and the idea was brought to me—I can’t tell exactly where it came from— 
that it was an excellent time to form a holding company to acquire trusts, and through 
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trol of investment companies that some managements adopted measures 
to strengthen their domination of the policies of their companies." 


A. Purposes of Acquisition of Control of Investment Companies 


According to some sponsors, the transfer of control of and the 
merger or consolidation of investment companies in many cases may 
have been motivated by the necessity for effectuating reductions in 
operating and management costs.° In numerous other cases, however, 


the leverage feature that people who would buy into the equity would profit as the 
depression was cured. 
* * * * * * * 

Q. You made the observation that it came back to you that this was a propitious 
time to acquire investment trusts. What created that situation ? 

A. Just what do you mean by that question? Do you mean what created it in my 
mind, or what brought about the actual fact? 

4 a What prought about the situation that made it easy to acquire investment 
rusts ? 

A. It wasn’t easy * * * trusts were available and a good many of them had 
dissension in their management and it was possible to work out deals to acquire them, 
but it was not easy at all. And there was great competition to acquire them. 

Q. In connection with the acquisition of these leverage trusts, the only way in which 
a trust acquiring another trust with a leverage factor could hope to make any profit 
or have gain was at the expense of the senior security holders; isn’t that so? 

A. I wouldn’t necessarily say that, because the senior security holder has a prefer- 
ence. He takes a limited return on his capital and foregoes profits for that Senior 
position and the safety factor, so I wouldn’t say it was at his expense. 

Q. But wasn’t the technique this: After you, the investment trust, had control of 
the voting stock of a leverage trust, the technique was to acquire the senior securities 
Bales than, their liquidating value. Be 

. Yes 5 


The character of many of the “deals worked out” with the managements of acquired 
investment companies will be described infra, pp. 1078-1357. 

™Thus, in October of 1931, J. & W. Seligman & Company, the sponsors of Tri-Continental 
Corporation, an investment company possessing or managing pursuant to contracts with 
other companies, gross assets then totaling approximately $100,000,000, obtained, with the 
consent of the corporation’s stockholders, a contract to manage the corporation and an 
amendment to the corporation’s charter providing for the classification of directors by 
period of tenure of office and permitting the election of various directors for varying terms 
in excess of one year. (Reply to the Commission’s questionnaire for Tri-Continental Cor- 
poration, Pt. IV, Exhibit IV, 17-G.) The purpose of these moves was to discourage any 
attempt hy others to secure control of Tri-Continental Corporation by the purchase in the 
open market of its equity securities. On this point Harle Bailie, the chairman of the board 
of directors of Tri-Continental Corporation and a partner in J. & W. Seligman & Company, 
testified (Public Examination, Tri-Continental Corporation, at 18645-7) : 


Q. Why was the first management contract between Tri-Continental and Seligman 
initiated 2 years after the corporations were started? That was in 1931, wasn’t it? 

A. Yes. ‘The reason was, at that time, as you will remember from looking at the 
market prices of the securities and as you will remember from the general market 
conditions, investment company equity securities were selling at very low prices, and 
there were several groups of capitalists or investors, describe them as you will, who 
were busily acquiring the equity securities of investment companies in order to take 
over their managements and in order to build up other companies. With the interest 
we had in Tri-Continental because of our sponsorship and with the feeling of responsi- 
bility we had, we wished to ask the stockholders whether or not they wanted to have 
a definite management contract with us which would prevent that happening to Tri- 
Continental. We submitted the management contract and it was approved. 

a * * * * * BS 


Q. It [the management contract] ran until 1947, when it was to be terminated by 
either party on a certain amount of notice ; is that correct ? 

A. Exactly. 

Q. So that would give you a certain amount of security to the management, 
wouldn’t it? 

A. Correct. 

Q. Secondly, you arranged to put—— 

A. (Interposing.) We classified directors. 

v abe Stes ore of directors prevented a sudden change; isn’t that right? 

. Exactly. 

Ai Os 28) ot new person acquiring the stock of Tri-Continental and removing all 
irectors? 

A. The purpose of that transaction was to make it unattractive to the person 
acquiring it. 


8 This motive was, according to the testimony of Harle Bailie, chairman of the board of 
directors of Tri-Continental Corporation, the underlying factor in the absorption by Tri- 
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motives perhaps less compatible with the interests of the stockholders 
existed. The aggregate market values of shares in investment com- 
panies following the close of 1929 was approximately 35% less than 
the actual value of the assets of these companies. In this situa- 
tion a profit equivalent to the difference between the market and 
asset values of investment company shares would be made by acquir- 
ing the outstanding shares of investment companies for a considera- 
tion equivalent to or less than their market value. Moreover, the 
acquiring corporation could pay such consideration for the shares 
and assets of an acquired company not in currency but in stock cer- 
tificates printed and issued by the acquiring corporation. By the 
utilization of the legal processes of dissolution, merger, or consolida- 
tion, the purchasing corporation could realize the actual asset value 
of the shares acquired.® 

Other “objectives” of acquisition, however, could be obtained by 
much simpler techniques. Profits could be made by persons by the 
simple procedure of acquiring control of several investment companies 
and thereafter selling one of the controlled investment companies to 
another at a profit.1? Other individuals, also attracted by the essential 
liquidity of the assets of investment companies and the virtual absence 
or ineffectiveness of any legal supervision of their activities," ac- 


Continental Corporation in the period between 1929 and 1986 of the assets of Tri-Conti- 
nental Allied Co., Inc., Wedgwood Investing Corporation, Investors Equity Company, Inc., 
and Graymur Corporation, and in its acquisition of control of or a substantial voting infliu- 
ence in Selected Industries, Inc., Broad Street Management Corporation, Capital Adminis- 
tration Company, Ltd., Broad Street Investing Co., Inc., and Blue Ridge Corporation. All 
of these latter companies were managed by Tri-Continental Corporation pursuant to the 
terms of management contracts, and the effect of the acquisitions was to lower the cost of 
management of the entire group of assets under the control of Tri-Continental Corporation 
(Public Examination, Tri-Continental Corporation, at 18565, 18583). See also supple- 
mentary information furnished the Commission by Tri-Continental Corporation, Item XXIII, 
which states: 

The present Tri-Continental Corporation has from the beginning been. committed to 
the policy of maintaining an adequate staff for administration and investment re 
search, * * * The rapidity and seriousness of the decline in security values during 
that period [1930-1931] only served to emphasize the necessity for adequate research 
facilities. At the same time the shrinkage in value of assets in the portfolio made the 
burden of carrying a large and competent staff increasingly heavy. The management 
saw the opportunity to reduce this burden and to make possible continuance and fur- 
ther development of the research staff by (a) acquiring additional assets so that the 
cost of management might be spread over a larger base and (b) by selling investment 
service to others. 

®The expansion and growth of Atlas Corporation and The Equity Corporation are illus- 
trative of this method of amalgamation of investment companies. These corporations and 
their subsidiaries alone represented ultimately an amalgamation occurring between 1929 
and 1936 of approximately 44 investment companies. See infra, pp. 1039-72. 

In Part Two (House Doc. No. 70, 76th Cong.), Ch. III pp. 209-11, in discussing the 
amount of securities issued by Atlas Corporation and The Equity Corporation in connection 
with their acquisition of control of investment companies, it was said: 

The companies in the Atlas Corporation and The Equity Corporation groups issued 
securities amounting to $529,000,000 for exchanges in connection with acquisitions 
during the 1927-1935 decade, or 61% of the total value of all securities so issued. 
The value of securities issued by all closed-end management companies proper and 
investment-holding companies by this method was 21% of the total value of all secu- 
rities sold and exchanged by such company during the years from 1927 to 1935. The 
value of the securities so exchanged by companies in the Atlas and_ The Equity Corpo- 
ration groups was over 34% of the total value of all securities sold and exchanged by 
these companies. 

10 This essentially was the procedure adopted by both Wallace Groves and Donald P. 
Kenyon, whose activities in the amalgamation of investment companies have already been 
described in detail in Ch. II of this part of the report, pp. 227-308 and pp. 309-50. 

11 See Ch. I of this part of the report. pp. 1-31. 
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quired control of such companies for the purpose of diverting their 
assets to their own purpose.” 

Of course, the incumbent managements of investment companies 
might constitute an obstacle to the acquisition of the assets or shares 
of their investment companies. These dominant persons, as the fidu- 
ciaries of their stockholders 1* who had already suffered large losses 
under their managements, might have refused to “sell their stock- 
holders down the river” or at least might have protected the rights 
of the public investor after the sale of control to others. However, 
as has been indicated, existing managements were desirous of severing 
their connection with their investment companies. Apparently, for a 
consideration, some of these managers were induced to forego their 
fiduciary duties to their stockholders and either to cooperate actively 
with the acquirer in the effectuation of his objectives or at least to 
refrain from opposing those activities of the new management which 
would result in loss to the stockholders of the acquired company. In 
practically no instance of disposition of control did the retiring 
managements insist on the maintenance of the existing investment 
policies of their companies or retain a membership on the directorates 
of the companies for the purpose of protecting the interest of public 
stockholders.° Usually, only a cursory investigation of the integrity, 
responsibility, and ability of the new management was made by retir- 
ing managements who had been well compensated for their transfer of 
control and management. Nor did the retiring managements re- 
quire the purchasers of their shares to make an offer to purchase the 
securities of minority stockholders on terms equal to those accorded 
the management. 

Moreover, in many cases, a dissolution of the investment companies 
rather than a shift in control would have prevented the losses which 
frequently resulted from the self-dealing acts of the new controlling 
eroup. Similarly, in many cases a dissolution rather than a shift in 
control of their companies would have resulted in the stockholders 
receiving as the distributive portion of their companies’ assets, 
amounts which, if then invested in the securities of the acquiring 


12 The activities of the organizers of Fiscal Management Co., Ltd., and of Northern Fiscal 
Corporation, which will be briefly described infra, pp. 1072-8, are illustrative of this abuse. 
See also Ch. II of this part of the report, pp. 350-496. 

18 Many sponsors and managers of investment companies conceded that their sponsoring, 
their managing of the assets, their presence on the directorates, and their public distribu- 
tion of the securities of investment companies created a “fiduciary” relationship between 
themselves and the stockholders. See the testimony of Robert Schaffner of A. G. Becker & 
Co., Inc., the chairman of the board of directors of National Securities Investment Com- 
pany, infra, pp. 1113-14; Gerald Beal, of J. Henry Schroder Banking Corporation, the 
president of Continental Securities Corporation (Public Examination, First Income Trading 
Corporation et al., at 421-5 and 431-8) ; and C. K. Reynolds, president of Reynolds In- 
vesting Company, Inc. (id. at 1151-4). For a detailed discussion of the losses suffered by 
the security holders of Continental Securities Corporation and of Reynolds Investing Com- 
pany, Inc., as the result of the transfer of the control of such corporations to Fiscal 
Management Company, Ltd. and its organizers, see infra, pp. 1072-8, and Ch. II of this 
part of the report, pp. 350-496. 

14 Public Examination, First Income Trading Corporation et al., at 417. 

15 See the cases discussed infra, pp. 1085-1357, and see also Ch. II of this part of the 
report, pp. 350-496, for details of the activities of the Fiscal Management and Northern 
Fiscal groups, and the same chapter, pp. 497-623, which relate to the management of 
General Investment Corporation by Ernest B. Warriner. 

16 The methods adopted to secure the support of existing managements will be more fully 
described infra, pp. 1085-1357. 
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corporation, would have resulted in greater gains to stockholders 
than may have eventually accrued to them by the exchange of their 
shares for those of the acquiring corporation. For several reasons, 
however, the alternative of dissolution rather than a shift in control 
to another corporation or individual was not offered to the stock- 
holders. First, the acquiring individuals made it more pecuniarily 
attractive for sponsors and managers to shift control rather than 
dissolve the companies. Second, preferred stockholders in leverage 
investment companies, because of their companies’ capital structures 
as set up by the sponsors, were unable to realize their preference in 
assets. The common shares of leverage investment companies usually 
possessed no asset value after 1929. Sponsors and managers who 
were holders of large blocks of these common stocks and therefore 
had the power to decide upon a dissolution of the investment company 
would have received nothing in the event of a dissolution. The 
alternative of selling their common stock, worthless in asset value 
but valuable as controlling the corporate assets belonging to senior 
security holders, was obviously more attractive. Third, the associa- 
tion of the management of an investment company with an invest- 
ment banking or brokerage house or with a commercial bank weighed 
heavily against a dissolution. The winding up of an investment 
company sponsored by such institutions would at once have reflected 
upon their prestige and reputation.” 

Although the majority of amalgamations of investment companies 
occurred in an era of depressed securities prices, the methods and 
techniques for acquiring control of investment companies are equally 
workable at any time.’ j 


7Thus, Samuel Ungerleider, whose brokerage firm, Samuel Ungerleider & Company, 
managed and controlled the Ungerleider Financial Corporation before its acquisition by 
Atlas Corporation, testified before the Commission (Public Examination, Ungerleider Finan- 
cial Corporation, at 15003—4) ;: 


© 


. Your name was still in the corporation ? 
Yes, sir. 
; That was a matter still of importance to you? 

es. 

Did you give any thought to the dissolution of the investment trust at that time? 
. We had some conversation along that line. 

And what persuaded you not to do it? 

. We didn’t think it was an opportune time. We had hopes there would be an 
improvement in market conditions and our portfolio would increase, and we were 
anxious not to see our stockholders lose any money. 

Q. Of course, if the Ungerleider Financial Corporation dissolved, it might be a 
sombre reflection—J mean it wouldn’t be a very pleasant thing for Ungerleider & 
Co. to dissolve their investment trust. It might be some implication that they had 
not successfully managed the Financial Corporation ; isn’t that so? 

A. That may be. It is natural that people do not like to start something and 
wind it up without success. 

. Of course, that has some significance—it might indicate some of the possible 
disadvantages of the association (between a brokerage house and an investment com- 
pany) of such character, where there might be some implication where a certain 
course of conduct is followed. The fact is, June 30, 1930, the liquidating value was 
$49.52, so that if the trust were liquidated at that time, the stockholders would 
almost have gotten their money back; isn’t that so? 

A. If it could have been liquidated. 

Q. In this particular case, there were no complications were there, because the invest- 
ment company hid only one class of stock? 

A. That is right. 


18 The activities of Donald P. Kenyon in the acquisition of control of investment com- 
panies, which are discussed in Ch. II of this part of the report, pp. 309-349, occurred in 
1935 and 1936, a period of rising securities prices; and the activities of Fiscal Management 
Company, Ltd., Northern Fiscal Corporation, and their organizers, which are fully described 
in Ch. IT of this part of the report, pp. 350-496, and are briefly discussed infra, pp. 1072— 
8, occurred in 1937 and 1938. 
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B. Effects on Stockholders of Acquired Companies 


The succession of an unscrupulous management to control of an 
investment company was almost immediately followed by a course 
of dealing between the new management and the company which 
resulted in a waste and conversion of the corporate assets to the 
advantage and profit of the new management and to the damage and 
loss of the public stockholders who were powerless to prevent such 
activities. In many cases, the public investors were not even aware 
that the control of their company had been transferred. In other 
cases the acquisition of control of an investment company did not 
have for its purpose the waste and dissipation of the corporate assets 
but represented an integral procedural step in a process of voluntary 
reorganization by which the rights and privileges and the participat- 
ing interest of the acquired company’s stockholders in the assets of 
their company were to be substantially modified. Briefly, this latter 
procedure of acquisition and absorption encompassed the following 
steps: (a) the acquisition from the sponsors and managers of control 
and management of the company desired in a transaction almost 
invariably not fully disclosed to the stockholders of the acquired 
company prior to its consummation; (b) the purchase of the shares 
of the investment company held by the public at prices less than the 
asset value of such shares; (c) the acquisition of additional shares 
held by the public by means of exchange offers of the acquiring 
corporation’s securities the asset value of which was less than the asset 
value of the securities received. Occasionally control of the investment 
company was also acquired by means of an exchange offer following 
a preliminary agreement by the acquirer with the sponsors and man- 
agers of the acquired company which assured to the acquirer the aid 
of these individuals in inducing acceptance of the exchange offers; 
(d) ultimately, the acquiring corporation realized its asset gains by 
absorbing the assets of the acquired companies by dissolution or 
consolidation. Fundamentally, therefore, the acquisition of their 
investment companies involved an immediate further loss of asset 
values to stockholders of acquired companies. 


1. UNDISCLOSED SHIFTS IN MANAGEMENT AND INVEST- 
MENT POLICIES 


Control of investment companies’ funds was shifted to new man- 
agers without the consent of the public stockholders and in many cases 
without their prior knowledge. New managements often unscrupu- 
lously wasted the assets of these investment companies or converted 
these assets to their own benefit with attendant losses to the stock- 
holders. Apparently the incumbent managements completely dis- 
regarded the fact that the public may have invested in a particular 
investment company on the basis of its estimate of the integrity, re- 
sponsibility, and investment abilities of the original management of 
such companies.2° Nevertheless, without the prior knowledge or con- 


19 The necessity for the acquisition of control as a preliminary step in the reorganiza- 
tion process will be described infra, pp. 1080-5. 

2 Harle Bailie, the chairman of the board of directors of Tri-Continental Corporation, 
indicated that a transfer of management without previously informing the stockholders 
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sent of the stockholders, shifts in the management personnel and in 
the investment policies of investment companies were of frequent 


occurrence." ra 
In fact, frequently associated with the process of acquisition and 
amalgamation of investment companies was the use of a controlled 


of the personnel of the new management and its investment intentions may be inequitable. 
He testified (Public Examination, Tri-Continental Corporation, at 188745) : 


Q. You say, “how will they justify to the stockholders of these companies this 
sell ‘down the river’ by a governmental body which does not consult their wishes 
and does not guarantee the success of the management which must replace the present 
officers and directors?” I am interested in this “selling down the river.” We have 
a different phrase for an analogous situation, and that is the business of “trafficking” 
in investment trusts. 

A. Yes; and I have tried to cover that by saying I do not think management should 
be able to be transferred. 

Q. There is no reference in your memorandum [Mr. Bailie’s recommendations with 
reference to regulation of investment companies] to shifts in control? 

A. Then limit it at this point. I puzzled a great deal over the practical method 
of working out what I am going to say. But I think before a group of stockholders 
have a wholesale shift in directors or management that they should be consulted in a 
meeting and should know who their new managers are. You will realize that comes 
under one of my suggestions that the new directors and their affiliations and past 
connections have to be outlined and sent out. 

x * * * * * ES 

Q. I think you concurred in the idea that the most important element, of course, is 
management. That is all there is. 

A. Exactly. When a man buys an existing management he certainly ought to know 
who the new management is and should be consulted before it goes in. 


Recently in Oil Shares, Inc. v. Kahn, 94 F. (2d) 751 (C. C. A. 3rd 1938), the court, at least 
inferentially, suggested that the control of an investment company is akin to a power in 
trust for the benefit of the company’s stockholders. In this case the management, without 
consulting or obtaining the prior consent of the stockholders, had transferred control of an 
investment company to an unscrupulous group of individuals who thereafter converted a 
substantial portion of the company’s assets to their own use. (See infra, pp. 1293-6 for a 
description of the transfer of control of Oils & Industries, Inc., and Ch. II of this part of the 
report, pp. 94-115, for a detailed discussion of Oils & Industries, Inc.) In its opinion the 
court said: 

The individual members of the old board are not before us and we have no thought 
of criticising them unheard, but no one more than they now realize the serious mis- 
take they made. Reference to the date of this transaction would in itself soften 
criticism of what any board of directors did whose corporation was in dire need of 
funds to be supplied by fresh capital. Overeagerness to get the money would blind 
them to the need of looking closely into the source of its supply. Nonetheless any 
board which did what this board did would be taking upon itself a grave responsibility. 
The assets of their corporation belonged to the then stockholders. What the board did 
was to turn over these assets to the control of a new board without asking for the sanc- 
tion of the stockholders to whom the assets belonged. Nothing would excuse them for 
taking this responsibility upon themselves except to have what was done turn out 
well. If it turned out otherwise, as here, they could not escape deserved criticism. 
Good intentions would not avail them as a defense. 

21 The history of Interstate Equities Corporation is illustrative of the rapidity with which 
shifts in the management of investment companies occurred. Interstate Equities Corpora- 
tion had been incorporated in 1929 under the sponsorship of the investment banking house 
of Bancamerica Blair Corporation (Public Examination, The Equity Corporation, at 11 and 
Commission’s Exhibits Nos. 1 and 2). Edward R. Tinker had been the first president of the 
company. Under the management of Bancamerica Blair Corporation, Interstate Equities 
Corporation had invested in diversified securities and had participated in the underwriting 
of security issues (id., at 13). In 1931 Wallace Groves acquired contro] of Interstate 
Equities Corporation and caused it to trade actively in portfolio securities. (See Ch. II, 
of this part of the report, pp. 181-226.) In December 1932 Interstate Equities Corporation 
became a subsidiary of The Equity Corporation, then controlled by Wallace Groves. In May 
1933 David Milton became president of The Equity Corporation, and, as will be indicated 
later, the investment policy of Interstate Equities Corporation was radically altered. Its 
funds became the medium of further expansion by The Equity Corporation and its diversi- 
fied portfolio of securities was replaced by large holdings in a few insurance and invest- 
ment companies, control of which The Equity Corporation was desirous of acquiring. (See 
infra, pp. 1043-6.) 

The reaction of stockholders to these rapid shifts in the management personnel of their 
company may be depicted in a letter dated July 10, 1933, to David M. Milton, the president 
of The Equity Corporation, by a stockholder of Interstate Equities Corporation. The 
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company to acquire securities of other companies eventually to be 
absorbed by the controlling corporation or individual. To accomplish 
this end, in many cases the acquired companies, while under the man- 
agement of the acquiring corporation, without the prior knowledge or 
consent of the stockholders of the acquired company, liquidated their 
portfolios of diversified securities and concentrated their investments 
in the securities of other investment companies eventually assimilated 
by the controlling corporation.*? 

Thus, following the undisclosed shift in control of their companies, 
minority stockholders often found themselves interested in companies 
which no longer invested in diversified securities but which were asso- 
ciated with the acquiring corporation in obtaining control of other 
investment companies. Investment companies which formerly were 
not operated under management contracts, now were administered 
under management contracts by the terms of which the controlling 
corporation received annual compensation based on a percentage of 
the assets of the managed company.” A stockholder, dissatisfied with 
the change in policy, had no alternative but to sell his stock in the 
market at prices less than their actual value in assets. And the 
acquiring corporation, in the then condition of securities markets, was 
usually the only market bidder for his shares. As such sole bidder, the 


stockholder’s letter states (Public Examination, The Equity Corporation, Commission’s 
Exhibit No. 1036) : 
As an Interstate stockholder, I have been Tinkerized * * * Then we were 
Groved * * * and now Milton controlled * * *. 
Our Tinker was financially heralded in the ‘“‘Who is Who” but since his downfall 
* * * we know not in what experienced or inexperienced hands we were or are in. 
Why not be frank and give us some idea of what you hope to do for us if we exchange 
our securities. 

22 xamples of this type of change in the investment policies of investment companies 
appear infra, pp. 1043-6 and 1059-64. The acquisition of investment companies by Hen- 
derson Brothers, of Boston, is illustrative of the use of this procedure as a device by which 
control of large aggregates of investment company assets can be acquired with a compara- 
tively insignificant investment. From July 1 1934 to March 1937 Henderson Brothers, who 
previously had been engaged primarily in the retail distribution of radios, refrgerators, and 
washing machines, acquired control of six investment companies by the purchase from 
the managements of such companies of their control holdings of common stocks with nega- 
tive asset values. The investment companies so acquired were Beacon Participations, Inc., 
Atlantie Securities Corporation of Boston, Allied International Investing Corporation, 
Standard Investing Corporation, International Equities Corporation, and General Invest- 
ment Corporation. In addition, a 26% interest in the control stock of Utility Equities 
Corporation was also acquired. However, control of these companies whose total assets 
approximated $35,000,000 was obtained by Henderson Brothers at a maximum Personal 
expenditure of approximately $80,000. Control of most of the companies was acquired by 
the use of the assets of previously acquired companies to purchase control of additional 
companies. On the other hand, stockholders of the acquired companies, without their 
prior knowledge and consent, had become investors in companies whose diversified port- 
folio of marketable securities had been substantially liquidated to derive funds for the pur- 
chase of large blocks of the negative asset value equity securities of other investment com- 
panes. (Public Examination, General Investment Corporation, at 15312, et seq.) 

23 Of the 21 investment companies acquired by Atlas Corporation 11 companies (All 
American General Corporation, Exide Securities Corporation, Aviation Securities Corpora- 
tion, National Securities Investment Co., Atlantic Securities Corporation, Chain Store 
Stocks, Inc., General Empire Corporation, American Investors, Inc., Shenandoah Corp., Se- 
curities Allied Corp., and Blue Ridge Corporation) had never, prior to their acquisition of 
their control by Atlas Corporation, been operated under management contracts providing 
for cash compensation for management (excluding expenses). These companies com- 
pensated Atlas Corporation annually at the rate of % of 1% of the value of their assets. 
As of December 31, 1935, a total of $1,854,548.41 had been paid by these and other invest- 
ment companies as management fees to Atlas Corporation. (Public Examination, Atlas 
Corporation, Commission’s Exhibit No. 2001, p. 3.) 
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acquiring corporation usually fixed a market price less than the lqui- 
dating value of the security but greater than the existing market prices 
of comparable securities.2* ‘That the market value of their shares was 
higher than the market values of comparable securities may have been 
an inducement to stockholders of acquired companies to sell their 
shares. 


29. INEQUITABLE TECHNIQUES IN INDUCING | EX- 
CHANGES OF SECURITIES AND ACCEPTANCE OF 
MERGERS AND CONSOLIDATIONS 


Strong pressures, which in many cases they were powerless to resist, 
were exerted upon stockholders to accept exchange offers. Sources 
of independent, unbiased advice on the merits of the exchange offers 
were practically foreclosed to stockholders as part of the technique of 
inducement of exchanges. The original sponsors and managers of the 
companies, in whom the stockholders presumably had confidence, were 
apparently induced by special treatment or other undisclosed pe- 
cuniary considerations, to recommend and solicit exchanges. In addi- 
tion to this assistance from the original sponsors, the acquiring com- 
panies also used the services of a large number of security dealers 
who were paid on a commission basis. The salesmen employed by 
these dealers were supplied with stockholders’ lists to enable them to 
solicit investors personally to make exchanges. Other brokers, deal- 
ers, and commercial banks, whom stockholders might consult as to the 
merits of exchanges, were offered commissions to recommend ex- 
changes. The exchange offers did not disclose to the stockholders the 
payment of such commissions. 

Trequently, written offers of exchanges distributed to the stock- 
holders contained misleading financial or other information or omitted 
to include material facts with reference to the exchanges. And with- 
out the knowledge of exchanging stockholders, the market prices of 
the securities which were the subject of the exchange offers were some- 
times “stabilized” during the pendency of the exchange offers. 

Moreover, to await the eventual dissolution or consolidation of the 
investment company, as an alternative to acceptance of exchange 
offers, might be disadvantageous to the stockholder. On liquidation 
or consolidation the assets of the investment company might consist 
largely of securities of as yet unabsorbed investment companies con- 
trolled by the acquiring corporation. Such securities might be valued 
at their market value for distributive purposes on liquidation or in 
computing the appraisal value of their shares in the case of a con- 
solidation. Actually such securities had asset values greater than 
their market values. The participation in the ultimate realization of 
these asset values by the stockholders could only be accomplished with 
certainty by their becoming stockholders of the controlling cor- 
poration. 

Similar tactics were utilized to induce acceptance of the terms for 
mergers, consolidations, and sales of all the assets of investment com- 
panies to other companies. In many cases, as a result of previous 
purchases and exchange offers, the controlling corporations held the 


24See infra, pp. 1374-83. 
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number of the shares of the controlled companies required by state 

laws for the approval of their merger or consolidation with their 

parent company or with other companies. Furthermore, in the face 

of the superior financial resources of the management, augmented by 

its ability to use the corporate funds to aid its plans, and its control 

over the stockholders’ lists and the proxy machinery, individual stock- 

holders normally were unable to resist plans for mergers, consolida- 

tions, or sales of their corporation’s assets proposed by the manage- 

ment. Legal remedies, where available, are costly and usually beyond 

the means of the average stockholder. The privilege sometimes ac- 

corded by state laws to stockholders dissenting from a plan of merger 

and consolidation to obtain in cash an appraised value of their secu- 

rities involves also an expensive and technical procedure. The exist- 

ence of the privilege may not be known to the average stockholder. 

Moreover, in many states, stockholders are denied the privilege of 
obtaining an appraised value of their shares. Some states which 
provide for an appraisal of the shares of stockholders in the event of 
an amalgamation of the assets of their company with other companies, 
may restrict the exercise of this appraisal right to a merger or con- 
solidation but not to the sale of the entire assets of a corporation.” 
The management usually has the sole power to select the statutory 
procedure to be used to effectuate its purpose. 

Acceptance of the exchange offers or the terms of mergers and 
consolidations immediately effected a change and modification of the 
previous status of the stockholder. Usually a large portion of the 
asset value of his shares immediately accrued to existing stockholders 
of the controlling company. Stockholders whose companies’ invest- 
ment policies had been limited to investment in diversified securities 
became stockholders of companies then principally engaged in ac- 
quiring other investment companies or of companies with a policy of 
investment for the purpose of control of industrial or other corpora- 
tions. Preferred stockholders in acquired companies usually became 
common stockholders of the acquiring corporation, or received pre- 
ferred stock having substantially different preferential rights. Divi- 
dend arrearages on their stock were eliminated as the result of the 
exchanges. Stockholders holding common stock without asset value 
in leverage companies usually became only warrant holders of the 
acquiring corporation. Stockholders of nonleverage companies be- 
came stockholders in companies with leverage capital structures. 
Stockholders in corporations organized under so-called “strict” incor- 
poration laws became stockholders of corporations incorporated under 
the “flexible” incorporation laws of Maryland and Delaware. Certifi- 
cate holders of the “Massachusetts” type of investment trust became 
stockholders of corporate investment companies. Stockholders in 
open-end investment companies became stockholders of closed-end in- 
vestment companies.” 


2 See infra, pp. 1421-3, and the Commission’s Report on the Study and Investigation of 
Work, Activities, Personnel, and Functions of Protective and Reorganization Committees, 
Part VII, p. 590, et seq. 

% Jackson & Curtis Investment Associates, an “open-end” investment company, was 
acquired by Atlas Corporation, a closed-end investment company (Public Examination, Atlas 
Corporation, Commission’s Exhibit No. 2001, p. 101). 
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C. Nonregulation of Shifts in Control, Exchange Offers, 
Mergers, and Consolidations 


Throughout these entire processes of acquisition and reorganiza- 
tion and their attendant readjustment of shareholders’ rights, no 
independent body existed with authority to supervise, regulate, or 
pass upon the fairness of changes in control, exchange offers, mergers, 
consolidations, and sales of the entire assets of investment compa- 
nies. The shift in control was a private negotiation between the 
acquiring corporation or individual and the retiring management 
or sponsors of the acquired company.** 


27 A controlling stockholder may transfer his shares to others at will, and even against 
the wishes of the minority stockholders, so long as the transfer is not part of a scheme to 
defraud minority stockholders. See 13 Fletcher, Cyclopedia of Corporations, § 5805; Cf. 
Barnes v. Brown, 80 N. Y. 527 (1880). However, contracts by which directors, or minority 
stockholders, and possibly even majority stockholders (Fennessy Vv. Ross, 5 App. Div. 342, 
39 N. Y. Supp. 323 [1st Dept. 1896]), expressly agree as an incident to the sale of their 
shares or otherwise, to transfer the offices and directorships of a corporation to others, 
that is, to “barter away” the offices of the companies and representation on their boards of 
directors, are illegal as against public policy. Fennessy v. Ross, 90 Hun. 298, 35 N. Y. 
Supp. 868 (Gen. T. 1st Dept. 1895) ; Cf. McClure v. Law, 161 N. Y. 78, 55 N. BE. 388 (1899). 

Formerly no obligation rested upon the controlling stockholder to reveal to the minority 
stockholders his intent to, or the fact of, a transfer of his control to others. However, by 
Section 16 (a) of the Securities Exchange Act of 1934 the beneficial owners of more than 
10% of any class of the equity securities of corporations which are registered on national 
securities exchanges, as well as the officers and directors of such companies, are required to 
report any changes in the ownership of their holdings of such equity securities to this Com- 
mission and to the exchange on which the securities are listed within 10 days after any 
change in ownership occurs. These changes in ownership are published monthly by the 
Commission. However, a disclosure of the price paid to these individuals for any of their 
equity securities is not required by the section, a fact which is clearly of importance to other 
stockholders who thereafter may be solicited by the purchaser of the controlling block of 
securities to exchange or sell their shares to him at a price less than that paid for the 
controlling block of shares. See infra, pp. 1092-1357 and note 72, p. 1093. Furthermore, 
the provisions of Section 16 (a) of the Act do not apply to the transfer of beneficial own- 
ership of securities which are not listed on national gecurities exchanges. The great 
majority of existing investment companies do not have securities listed on natonal securi- 
ties exchanges. See Part Two (House Doc. No. 70, 76th Cong.), Ch. IV, Table 86, of this 
report. Finally, Section 16 (a) does not apply to a transfer of control which is based not 
on stock ownership but on other devices, such as management contracts. 

Where the controlling stockholder has an actual majority of the voting stock, the minority 
stockholders will ordinarily be powerless to dislodge the management to whom the shares 
have been transferred. However, actual control of an investment company may exist where 
the controlling group holds less than a majority of the voting stock, or even ho!ds none of 
the stock but exercises control by means of a management contract or other control device. 
See Part Two (House Doc. No. 70, 76th Cong.), Ch. V, pp. 361-459. In these cases actual 
control is maintained by the management’s domination of the proxy machinery. Of course, 
in these situations the actual majority stockholders, who are usually widely dispersed 
geographically and are normally the individual owners of only small blocks of stock (ibid.), 
have the theoretical power at an annual or special meeting to depose a new board of 
directors to whom control has been transferred after the preceding stockholders’ meeting. 
Nevertheless, the existing directors of a corporation have the power under the general 
incorporation laws of most states (see, e. g., Del. Rev. Code (19385), c¢. 65, § 80) in the 
interim between stockholders’ meetings to turn over their management to others by merely 
electing the new management as their successors and resigning. By the date of the next 
annual or special stockholders’ meeting to elect directors the new management may have con- 
verted to its own use, or otherwise wasted, a substantial portion of the company’s assets. 
Compare the cases described infra, pp. 1092-1357, particularly Oils & Industries, Inc., 
Insuranshares Corporation of Delaware, and the companies acquired by the Fiscal Manage- 
ment group and Northern Fiscal group. Significantly, state laws with reference to other 
financial institutions, such as banks, restrict the power of the boards of directors to fill 
vacancies caused by the resignation of one or more of their number during the interim 
between stockholders’ meetings. For example, the New York Banking law provides that 
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Such shifts in control were usually advantageous to the retiring 
managers. Consequently, minority stockholders of these companies 
were represented in the shift of control to the acquiring individual 
only by sponsors and managers who may have been pecuniarily inter- 
ested in aiding, or at least not opposing, the objectives of the acquir- 
ing corporation or individual.”® 


bank directors may replace only one-third of their number during the interim between stock- 
holders’ meetings and further provides that the state banking superintendent must be 
informed of the resignation of a director within 10 days after it occurs, together with the 
name and occupation of the director elected by the board to replace the retiring director 
(Consolidated Laws of New York (Cahill, 1980), Ch. 8, §§ 126, 127). 

28 When examined upon the obligation owed by the acquiring corporation to the stock- 
holders of the company to be acquired, Mr. Odlum, the president of the Atlas Corporation, 
a company which to a substantial degree engaged in a policy of acquisition of other invest- 
ment companies, testified (Public Examination, Atlas Corporation, at 17750, et seq.) : 


Q. Throughout your entire acquisition campaign did you feel that you, who were 
contemplating acquiring control of the situation, owed any duty to the stockholders 
of ee trusts whose stock you were seeking to acquire? 

. Yes. 

Q. What did you conceive your obligation to be under those circumstances? 

A. My obligation after I came into a dominant position in their company was an 
obligation to make a fair trade. 

Q. What did you conceive your obligation, if any, to be to the stockholders before 
you came into control of the company? 

A. I had no obligation to them. 

x * * e %* * % 


Q. Is that predicated upon the assumption that you were dealing at arm’s-length 
with these people? 

A. At that moment or up to that moment I was. 

Q. I know that this may be a difficult question to answer, Mr. Odlum, but at what 
point of time would you say that you felt that this obligation was imposed upon you? 

A. When I took over the management of the companies. 

Q. Would you say that it accrued to you after you acquired the initial block of stock 
from the insiders or the sponsors, even though it did not constitute a majority of the 
outstanding stock? 

A. If I owned a block of stock that was in no way a dominating or controlling 
block and had nothing to do with the management, I would have no more duty to 
them than every one has the duty to his fellowmen to try and do the right thing under 
the circumstances, just as you and I have a duty to each other right at this minute. 
A Q. When you say ‘‘take over the management,’ you mean ‘‘went on the board of 

irectors’’? 

A. If we went on the board of directors, that very fact would carry with it some 
responsibility. You can’t answer this thing by any definite line of demarcation. but 
everything that you do carries with it some degree of responsibility. Our responsi- 
bility, if I became a director of the company, I had a responsibility as a director. 
From a standpoint of Atlas, it certainly had a responsibility from the time it either 
dominated or took over the control of the management, particularly from the latter 

ate. 

Q. Then I suppose that the converse of that situation is correct. and it may not be 
the precise converse, but up to the time that you went on the board of directors and 
took over contro}, the obligation of the sponsors or prior management persisted up to 
that point, is that correct? 

A. Well, it is hard to answer that, in that way. Certainly the prior sponsors had 
a certain obligation in the situation, depending upon the circumstances and facts 
pur rounding that at the time, and I don’t believe that you can make a general rule 
on that. 

Q. It seems to me, at least that after you had acquired a block of stock. a block of 
the controlling interest, from the jnsiders or sponsors or managers, no matter how 
you want to designate them, e * who was there looking after the other stock- 
holders of the other corporations? 

A. The board of directors. 

Q. But it was usual in each one of the acquisition cases, and I think it was the 
invariable rule, and you can check that when we take the specific cases, that the indi- 
viduals whom you just characterized as the board of directors were the very individuals 
with whom you had made the initial transaction where you acquired a ho'ding in the 
corporation ; isnt’s that so? * * * They had gotten what they considered the fair 
price or the adequate price for their holdings, so that they had no pecuniary interest 
with respect to the future conduct of the investment trust to be acquired. Now, you 
were doing your job for your stockholders, and these individuals had done their job 
for themselves. but what body was there which was competent or comparable or suf- 
ficiently familiar with the situation to look after the inarticulate and impotent 
minorities ? 

A. Well, every company has a board of directors at any specific time, and that board 
of directors at that specific time is the elected body by the stockholders to direct 
and supervise the affairs of the company. How far they must divide their attention 
between saying, “I am jooking after the company as a whole,” and saying, “I am looking 
after or I am here to look after a particular group of my stockholders ag against any 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1031 


Once having obtained control of an investment company, the “fair- 
ness of the trade” *® which the acquiring corporation was willing to 
make with the minority stockholders of the company to be acquired 
was entirely in the power of the acquiring corporation. The con- 
trolling group was in a position to determine both the price it was 
willing to pay for the securities of the acquired companies and the 
terms of the exchange offers to be made to their securityholders. 
By fixing the market price slightly in excess of the market price of 
comparable securities, it would induce sales of the acquired com- 
panies’ securities to itself. The controlling company became sub- 
stantially the only bidder for the securities. If its bidding caused a 
rise in the value of the securities, it would withdraw its bids until 
the market price had receded to the desired level. Of course, the 
stockholders had the privilege of refusing to accept the offers, and 
in the case of a merger or consolidation, of exercising an appraisal 
right, if granted to him by statute and if the existence of the right 
was known to him. . 

In the following section the history, activities, and techniques of 
the more active acquirers of investment companies will be described. 
Succeeding sections will discuss, specifically, the methods by which 
control of investment companies and the support or acquiescence 
of the existing management to the plans of the acquirer were ob- 
tained, the techniques and strategies devised to induce acceptance of 
exchange offers, and the control by the management of the absorp- 
tion processes of dissolution, merger, and consolidation. 


II. HISTORY AND ACTIVITIES OF MAJOR ACQUIRERS 


The history of the acquisition activities of Wallace Groves, The 
Equity Corporation, Atlas Corporation, and the organizers of Fiscal 
Management Company, Ltd., depicts graphically the consequences to 
the stockholders of companies in which they achieved a dominant 
interest. Although others were engaged in similar activities, the 
methods and techniques used by these individuals and corporations 
will furnish the bulk of the material which forms the subject matter 
of this chapter. 

A. Wallace Groves 


The pyramiding by Wallace Groves of a group of investment com- 
panies—Yosemite Holding Corporation, Chain & General Equities, 
Inc., and Interstate Equities Corporation—has already been de- 


other group of my _ stockholders,” I wouldn’t undertake to say in general terms. I 
think that it depends upon specific facts. 

Q. Let us be candid about this, Mr. Odlum. When these arrangements were made— 
we will take them up individually—they were made under such terms and conditions 
which, shall I say * * * were certainly not unfavorable to these individuals; 
isn’t that so? 

A. I think you are not talking about boards of directors; I think that you are talking 
about somebody else. 

). We ave talking about the individuals who either had the controlling blocks ag 
managers or who were the sponsors, but the dominant personalities in the picture any- 
way ; isn’t that so? 

A. Yis; if you will follow through the approaches and the negotiations that we had. 
J think that you will find that in very few cases did we deal with the board of 
directors, or did they have anything to do with the negotiations; there might hare 
been a man on the board who had some stock, but it certainly wasn’t the negotiations 
in the average case with directors. I doubt if in many cases the directors even knew 
about the negotiations until it was closed, and some I know didn’t. 


*° See testimony of Mr. Odlum, op. cit., supra, note 28. 
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scribed in detail elsewhere in this report.t At this point, however, 
the profits made by Mr. Groves in the process of amalgamating these 
investment companies and the concomitant losses suffered by the 
stockholders as a result of the passage of control of their corporations 
to Mr. Groves will be briefly discussed. 

In September 1931, when Mr. Groves contracted to acquire con- 
trol of these three hitherto independent investment companies, their 
ageregate assets totaled approximately $12,000,000. The major por- 
tion of these assets consisted largely of diversified, readily market- 
able securities of industrial companies. All three investment com- 
panies had capital structures consisting of preferred and common 
stocks. But the total assets of the companies were at most sufficient 
to cover the liquidating value of their outstanding preferred stocks 
so that their common stocks possessed little or no asset value. These 
common stocks, in fact, had only a nominal market value. Never- 
theless, Mr. Groves agreed to purchase a controlling block of the 
common stock of each of these companies. 

From Bancamerica-Blair Corporation, the sponsors and managers 
of Interstate Equities Corporation and Hunter Marston, a director 
of Interstate Equities Corporation, Mr. Groves purchased 642,517 
shares of the common stock of Interstate Equities Corporation.? Mr. 
Groves apparently did not have the funds necessary to pay for this 
block of stock. In order to complete the transaction he borrowed 
the necessary funds from Franklin Plan Corporation, an industrial 
banking corporation controlled by his brother, George Groves. The 
total purchase price of $963,755.50 paid by Mr. Groves was $687,493.19 
above the asset value of these shares.‘ Bancamerica-Blair Corpora- 
tion and Hunter Marston thus terminated their relationship with 
Interstate Equities Corporation on these favorable terms. Minority 
common stockholders were not given an opportunity to dispose of 
their shares to equal advantage. In fact, neither the minority com- 
mon stockholders nor the preferred stockholders (who were the real 
“owners” of the assets of the corporation) were informed of the shift 
in the management of their corporation until after the event. 

The common stock of Interstate Equities Corporation acquired by 
Mr. Groves, although it had only a nominal asset value, represented 
working control of the corporation which was immediately useful 
to Mr. Groves. He had, in the meantime, become obligated to pur- 
chase approximately 467,938 shares of the common stock of Chain & 
General Equities, Inc., or 72% of the total outstanding voting power, 


1For a detailed discussion of the activities of Wallace Groves in acquiring control of 
investment companies, see Ch. II of this part of the report, pp. 181-226. 

2 Public Examination, The Equity Corporation, at 81, and Commission’s Exhibit No. 10, 
pars. 1 and 2. Mr. Groves agreed to make a down payment of $150,000 on a block of 
542.517 shares of common stock of Interstate Equities Corporation, purchased at $1.50 
a share and to pay the balance in installments on October 2, 5 and 8, 1931 (ibid., id, at 86-7 
and Commission’s Exhibit No. 94). 

3 Public Examination, The Equity Corporation, at 297, and Commission’s Exhibit No. 34, 
pars. 1, 2, 3, 11. 

4 According to the company’s own figures, the Interstate Equities Corporation common 
stock had a net asset value of 43¢ per share as of November 13, 1931. The 642,517 shares 
which Mr. Groves was purchasing possessed an aggregate net asset value of $276,282.31. 
On this basis, therefore, Mr. Groves was paying a premium of $687,493.19 over asset value, 
or a premium of 249% (id., Commission’s Exhibits Nos. 16, UN. 
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for a total price of $935,876.5 Mr. Groves was apparently without 
personal funds with which to complete this purchase. Interstate 
Equities Corporation which he controlled loaned to him the money 
needed to complete his purchase of control of Chain & General 
Equities, Inc. The approximately one million dollars loaned to Mr. 
Groves by Interstate Equities Corporation was secured only by the 
stock of Chain & General Equities, Inc., which had an asset value 
of only 39¢ per share * and had an aggregate market value of approxi- 
mately one-half of the amount of the loan.* Interstate Equities Cor- 
poration had borrowed the funds it had loaned to Mr. Groves from a 
bank and had secured such loan by the pledge of “blue chip” securities 
in its portfolio.® | 
Mr. Groves immediately placed his own nominees upon the board 
of directors of Chain & General Equities, Inc.!° Despite the fact 


5Op. cit. supra, note 1. The agreement between Mr. Groves and the investment com- 
pany (i. e., Chain & General Equities, Inc.) dated September 23, 1931, provided that the 
authorized number of shares of common stock of the company was to be increased and that 
470,400 of such shares were to be offered to the company’s stockholders at $2 per share 
(op. cit. supra, note 3, Commission’s Exhibit No. 8, par. 7). Mr. Groves undertook to 
purchase on November 4, 1931, at this price all unsubscribed shares plus any additional 
shares necessary to give him 51% of the total outstanding voting power (id., Commis- 
sion’s Wxhibit No. 8, par. 8). Only 2,462 shares of the new issue of common stock were 
taken down by the Chain & General Equities, Inc., stockholders, and Mr. Groves was 
therefore able to purchase 467,938 shares for a total price of $935,876. 

® Op. cit. supra, note 3, at 118. On the morning of November 4, 1931, Interstate Equi- 
ties Corporation agreed to purchase from Mr. Groves 469,698 shares of Chain & General 
Equities, Inc., common stock at $2.00 per share for a total of $939,396. This was the 
identical block of Chain & General Equities, Inc., stock which Mr. Groves was obligated 
to buy from Chain & General Equities, Inc. (id., Commission’s Exhibits Nos. 8 tl). De 
livery to Interstate Equities Corporation was made at 15 Exchange Place, Jersey City, 
New Jersey, at 11 a. m., the exact time and place at which he was to pick up the block of 
Chain & General Equities, Inc., common stock from Chain & General Equities, Inc. Mr. 
Groves agreed to repurchase from Interstate Equities Corporation these shares of Chain 
& General Equities, Inc. stock within 10 days for $940,479.92 (id., Commission’s Exhibit 
No. 11). Although this transaction took the form of a purchase and repurchase agree- 
ment, in effect Interstate Equities Corporation was making a loan to Mr. Groves with 
the Chain & General Equities, Inc., stock as collateral (id., at 118). 

™The common stock of Chain & General Equities, Inc., had no asset value, and the 
25,583 outstanding shares of the company’s $100 par value preferred stock were “under 
water’ to the extent of $22.53 per share plus accrued dividends of slightly more than 
$4.58 per share or a total of $692,249.20, as of September 30, 1931. Therefore, $692,- 
249.20 of the $935,876 which Mr. Groves agreed to pay into the treasury of Chain & 
General Equities, Inc., would have to be allocated to the preferred stock before the com- 
mon stock would possess any asset value (id., Commission’s Exhibit No. 9). The balance 
of $243,626.80 allocable to the 627,000 shares of common stock which would be outstanding 
after Mr. Groves met his commitment would give the common stock an asset value of 
approxiately 39¢ per share (id., at 75-7 and Commission’s Exhibit No. 9). 

5Id., Commission’s Exhibit No. 8, par. 19. The over-the-counter market prices for the 
month-ends of October and November 1931, respectively, were: 


Bid Ask 
C0 Pa ee A I rr Bate SI re $1 $13, 
IN OV CTND CI mene ee meee ee tere NM ee es PE ees OEE ERRATA 14%, 2 Z 


Bank and Quotation Record, November 6, 1931, p. 82; December 4, 1931, p. 82. 


® Op. cit. supra, note 3, at 95 and Commission’s Exhibit No. 13. 

10 'These persons included Wallace Groves himself, Paul H. Byer, Walter S. Mack, Jr., and 
Frederick Fisher (id., Commission’s Exhibit No. 9; and derived from supplementary infor- 
mation supplied the Commission by The Equity Corporation). These persons were placed on 
the board of directors of Chain & General Equities, Inc. even before Mr. Groves had advanced 
any money on the contract. Subsequently, 6 other directors (Clifford B. Ewart, Wilfred 8. 
Robinson, Ernest B. Warriner, Waverly Rogerson, William A. Brophy, and Samuel C. 
Taylor), who were nominees of Wallace Groves, were elected to the board of directors of 
this investment company. 
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that the passage of control of Chain & General Equities, Inc., to Mr. 
Groves had been conditioned upon an agreement on the part of Mr. 
Groves to maintain the corporation as a diversified investment trust," 
Mr. Groves, with the approval of his own board of directors immedi- 
ately “unloaded” #* upon Chain & General Equities, Inc., all of his 
holdings (642,517 shares) of the common stock of Interstate Equities 
Corporation. Mr. Groves was paid $1,825,034 for the Interstate 
Equities Corporation shares by Chain & General Equities, Inc., or 
$9.06 a share for stock which had cost him $1.50 a share. On the 
transaction Mr. Groves realized a net profit of $271,069.72." 

Chain & General Equities, Inc., thus acquired a controlling block 
of the common stock of Interstate Equities Corporation at a cost which 
was the equivalent of 45% of its then total assets." The common 
stock of Interstate Equities Corporation had, as has been stated, lit- 
tle or no asset value %° and had a market value of approximately $650,- 
000.1® In other words, the shares were purchased by Chain & General 
Equities, Inc., at a price equivalent to approximately twice their 
market. value. 

The funds obtained by Mr. Groves by his sale of the common stock of 
Interstate Equities Corporation to Chain & General Equities, Inc., en- 
abled him to meet certain personal loans which he had incurred in con- 
nection with his acquisition of control of these investment companies.”* 
Mr. Groves was also enabled by this sale to meet his contractual obliga- 
tion to purchase from Yosemite Holding Corporation a controlling 
block of its common stock.18 Ultimately, Mr. Groves acquired 327.532 
shares of the common stock of Yosemite Holding Corporation at a 


11 Op. cit. supra, note 3, Commission’s Exhibit No. 8, par. 19. 

122Td., Commission’s Exhibit No. 12. 

13 The block of stock of Interstate Equities Corporation had cost Mr. Groves $963,775.50, 
together with fees, commissions, and expenses aggregating $90,188.78. (Derived from sup- 
plementary information supplied the Commission for The Hquity Corporation.) In dis- 
cussing the effect of this transaction in Ch. II of this part of the report, pp. 181-226, it is 
stated : 

The net effect of these transactions was that almost simultaneously with the pay- 
ment by Wallace Groves of approximately $936 000 (funds which he “borrowed” from 
Interstate Equities Corporation) to Chain & General Equities. Inc., for the block of 
Chain & General Equities, Inc., stock (the block which had been “hypothecated’”’ by 
Mr. Groves ag collateral for the loan to him from Interstate Equities Corporation), Mr. 
Groves sold to Chain & General Equities, Inc.. his block of Interstate Equities Cor- 
poration stock for $1,325,034. As a consequence, Mr. Groves almost immediately re- 
ceived back from Chain & General Equities, Inc., not only the aproximately $936 000 
in cash that he had paid that company but approximately $400,000 in cash in 
addition. 

144 Op. cit. supra, note 3, at 99-100 and Commission’s Exhibits Nos. 8 and 9. 

18 According to the figures of Interstate Equities Corporation, the common stock had a 
net asset value of 43¢, so that this block of 642,517 shares of the company had an asset 
value of $276,282.31 (id., Commission’s Exhibits Nos. 16, 17). However, an independent 
audit by Bayer & Clauson, certified public accountants, as of October 20, 1931, stated that 
the asset value of the Interstate Equities Corporation common stock was minus 11¢ per 
share (id., Commission’s Exhibit No. 18). 

16 The market value of the common stock of Interstate Equities Corporation at this time 
was high, 114; low, %; last, %. 

17Wor a detailed discussion of the personal loans made by Mr. Groves in this connection, 
see Ch, II of this part of the report, pp. 181-226. 

18QOn October 7, 1931, Wallace Groves had agreed to purchase directly from Yosemite 
Holding Corporation 282,500 shares of its authorized but unissued common stock at $1 per 
share for a total of $282,500 (op. cit. supra, note 38, Commission’s Exhibit No. 28, par 2). 
The agreement required an immediate payment of $5,000 and the payment of the balance 
on November 2, 1931 (id., Commission’s Exhibit No. 28, par. 3), when the directors and 
officers of Yosemite Holding Corporation and at least a majority of the directors of its 
subsidiary investment company, Joint Investors, Inc., were to resign and the nominees of Mr. 


iL nee 
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cost of approximately $400,000.° Following this acquisition of con- 
trol of Yosemite Holding Corporation, Mr. Groves caused his nomi- 
nees upon the board of directors of that corporation 7° to ratify sales 
by him to Yosemite Holding Corporation of the Chain & General 
Equities, Inc., common stock which secured the loan to him made by 
Interstate Equities Corporation.*! Eventually Yosemite Holding 
Corporation acquired from or through Wallace Groves a total of 320,- 
907 shares of the common stock of Chain & General Equities, Inc., at 
a cost of approximately $765,000.22, In order to provide Yosemite 
Holding Corporation with some of the funds to effect these purchases 
from Mr. Groves, Granger Trading Corporation’s assets were acquired 
by Yosemite Holding Corporation in a transaction which will be re- 


Groves were to be elected to the vacancies created (Id., Commission’s Exhibit No. 28, par. 1 
(g) and par. 2). Although the amount of stock to be purchased by Mr. Groves directly 
from Yosemite Holding Corporation constituted only 43% of Yosemite Holding Corpora- 
tion’s voting stock, it was sufficient to give him working control of the company (id., Com- 
mission's Exhibits Nos. 28, par. 1 (a), and 185). This was particularly’ so in view of the 
fact that Joint Investor’s, Inc., controlled by Yosemite Holding Corporation, in turn held 
50,000 shares of Yosemite Holding Corporation common stock or over 7% of the voting 
power of this company. (Yosemite Holding Corporation held 20,000 shares of the Class A 
stock and 20,000 shares of the Class B stock of Joint Investors, Inc., representing 41% of 
the voting power of Joint Investors, Inc. [id., at 738 and Commission’s Exhibits Nos, 28, par. 
1 (b), and 208; Moody’s Manual of Investments, Banks, etc., 1932, p. 2212].) On the same 
day, October 7, 1931, Mr. Groves had agreed to purchase from Baker, Simonds and Company, 
one of the sponsors of Yosemite Holding Corporation, 254,394 warrants to subscribe to 
Yosemite Holding Corporation common stock at 20¢ per warrant for an aggregate of 
$50,878.80 (op. cit., supra, note 38, at 242-5). Payment for these warrants, which were 
valueless, was not to be made until November 5, 1931. (Since the Yosemite Holding Cor- 
poration common stock had an asset value at the time of 17¢ per share, the warrants were 
valueless [id., Commission’s Exhibits Nos. 28 and 125].) 

19 Mr. Groves’ original commitment was to purchase 282,500 shares from Yosemite Hold- 
ing Corporation for a total of $282,500. On November 6, 1931, he acquired an additional 
10,000 shares for $10,000 and by December 2, 1932, he had acquired an additional 35,032 
shares in the market and from the company itself. (Derived from supplementary informa- 
tion supplied the Commission for Yosemite Holding Corporation ; and op. cit. supra, note 3, 
at 253.) 

20 Mr. Groves caused the resignation of 8 directors of the 14 members of the board, and 
their vacancies were filled by Wallace Groves, Clifford B. Ewart, Wilfred S. Robinson, 
Ernest B. Warriner, William A. Brophy, Samuel C. Taylor, Albert A. Sommerwerck, and 
Franklin W. Ryan. (Derived from supplementary information supplied the Commission 
for Yosemite Holding Corporation.) All of these men with the exception of Messrs. 
Sommerwerck and Ryan had been elected directors of Chain & General Equities, Inc., the 
day before (op. cit. supra, note 10). : 

21Qn November 11, 1981, the new board of directors of Yosemite Holding Corporation 
approved a contract between Yosemite Holding Corporation and Mr. Groves whereby the in- 
vestment company was to purchase 231,158 shares of the common stock of Chain & General 
Equities, Inc., or about half of Mr. Groves’ obligation to Interstate Equities Corporation to 
repurchase the 467,938 shares of Chain & General common stock at $2.38 per share, for a 
total of $550,000 (op. cit. supra, note 38, Commissioner's Exhibit No. 32). In addition, 
Yosemite Holding Corporation (or Joint Investors, Inc., its controlled company) was granted 
an option on an additional 125,000 shares of the common stock of Chain & General Equities, 
Inc., exercisable at the same price until February 1, 1932 (ibid.). 

22 Yosemite Holding Corporation was caused to purchase 89,749 shares of Chain & Gen- 
eral Equities, Inc. common stock, at $2.40 per share, from Franklin Plan Corporation (id., 
Commission’s Exhibit No. 33) to which company, in the meantime, Wallace Groves had 
caused the sale of 236,780 shares of the common stock of Chain & General Equities, Ine. 
at $2.40 per share with an agreement that Wallace Groves would repurchase these shares 
of stock at cost within 90 days (id., at 268, 271, 789, and Commission’s Exhibits Nos. 19 and 
33). On the sale of the Chain & General Equities, Inc., stock to Yosemite Holding 
Corporation and Franklin Plan Corporation, Mr. Groves made a gross profit of $182,396, that 
is, $87,684 on stock sold to Yosemite Holding Corporation and $94,712 on stock sold to 
Yranklin Plan Corporation (id., at 267 and Commission’s Exhibits Nos. 8, 11, 13). 
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lated in more detail later in this chapter.2* On these sales by Mr. 
Groves of Chain & General Equities, Inc., stock to Yosemite Holding 
Corporation, Mr. Groves realized profits of approximately $88,000.** 

However, Yosemite Holding Corporation, in order to complete these 
purchases of Chain & General Equities, Inc., common stock, was re- 
quired to liquidate in excess of 80% of its portfolio of diversified 
securities.2° In one day, securities which had cost Yosemite Holding 
Corporation and Union Investors, Inc., another controlled subsid- 
iary,2° $508,750.59 were liquidated for proceeds of $321,138.10, or at a 
loss to the stockholders of $187,612.49.27 In place of its former port- 
folio of diversified marketable securities, the greater part of Yosemite 
Holding Corporation’s assets were represented by its holdings of 
Chain & General Equities, Inc., common stock ** which had virtually 
no asset value 2° and had a quoted market value equivalent to approx1- 
mately one-half of the cost of the stock to Yosemite Holding Corpo- 
ration.*° 

At the conclusion of Mr. Groves’ transactions with these corpora- 
tions, he personally owned 327,532 shares of the common stock of 
Yosemite Holding Corporation, acquired at a cost to him of $400,- 
000.2: Yosemite Holding Corporation controlled Chain & General 
Equities, Inc., which in turn controlled Interstate Equities Corpora- 
tion. In creating this system of companies under his control, Mr. 
Groves, as a result of his self-dealing with these companies, had 
derived a profit of $450,000. Thus, in effect, the net cost to Mr. 
Groves of the acquisition of control of Yosemite Holding Corpora- 
tion, carrying with it control of Chain & General Equities, Inc., and 
Interstate Equities Corporation, was nominal, but, as a result 
thereof, Mr. Groves had placed himself in absolute control of ap- 
proximately $12,000,000 of assets.® In reality these assets were allo- 


23 See infra, pp. 1302-3 and 1480-5. 

24 See note 1, supra. 

2 Op. cit. supra, note 3, at 791-7. 

261d., Commission’s Exhibit No. 28. Union Investors, Inc., was a wholly-owned sub- 
sidiary investment company of Yosemite Holding Corporation and was jJater merged with 
Yosemite Holding Corporation (id., at 799). 

27Td., at 798-800 and Commission’s Exhibit No. 106. Securities costing Yosemite Holding 
Corporation $269,011.85 had been sold for $150,028.15, a loss of $118,988.70. Securities 
costing Union Investors, Inc., $239,788.74 had been sold for $171,114.95, a loss of 
$68,623.79 (Ibid.). 

28 When questioned on this phase of his dealings with Yosemite Holding Corporation, Mr. 
Groves testified (id., at 796—7) : 

Q. Now, isn’t it a fact that x * * “they? [the board of directors of Yosemite 
Holding Corporation] sold every single security that they had _in the portfolio except 
the Joint Investors stock that they owned and the Chain & General stock that they 
owned in order for them to raise the cash to buy from you the Chain & General 
stock? 

A. They sold the greater portion of them. 

/* * * Didn’t “they” clean out the portfolio to buy the Chain & General stock 
from you? 

A. i told you they sold a good deal of it, or most all of it. I don’t know about it. 

Q. So that on December 31, 1931, they only had Joint Investors stock and Chain 
& General stock, every share of which came from you, itsn’t that so, Mr, Groves? 

A. Yes. 

2 See note 7, supra. 

80 See note 8, supra, for market quotations of common stock of Chain & General Equities, 
Ine. 

81 See Ch. II of this part of the report Appendix B, p. 781-2. 

82 Net assets of Interstate Equities Corporation were $8,636,431.40 (op. cit. supra, note 3, 
Commission’s Exhibit No. 18). Net assets of Chain & General Equities, Inc., were $1,978,- 
077.09 (id., Commission’s Exhibit No. 9). Net assets of Yosemite Holding Corporation 
were $1,057,677.65 (id., Commission’s Exhibits Nos. 28, 31). Net assets of Granger Trading 
Corporation were $199,112.68 (id., Commission’s Exhibit No. 108). 
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cable only to preferred stockholders of these companies since the 
total assets of the companies were less in amount than the liquidating 
value of their outstanding preferred stocks. 

In December 1932, Mr. Groves was instrumental in the creation of 
The Equity Corporation.** In exchange for his controlling holdings 
of Yosemite Holding Corporation common stock (which, as has been 
related, also represented control of Chain & General Equities, Inc., 
and of Interstate Equities Corporation), Mr. Groves acquired a con- 
trolling block, or 1,150,000 shares of the common stock of The Equity 
Corporation.®> In May of 1933, Mr. Groves sold his holdings of The 
Equity Corporation common stock to David Milton and his asso- 
ciates for $1,050,000,°° the entire amount of which represented a 
profit to Mr. Groves. 

In contrast to Mr. Groves’ profits as the result of his self-dealing 
with the assets of these companies, the preferred stockholders of 
these companies suffered severe losses. Yosemite Holding Corpora- 
tion, prior to the shift in its control to Mr. Groves, had net. assets 
of $313,960,37 and possessed a portfolio of diversified securities hav- 
ing a market value of $400,000, equivalent to about 95% of the com- 
pany’s gross assets which at this time were $425,736.29.°° The assets 
of the company were sufficient to pay each holder of preferred stock 
the $51 per share to which such share was, by the company’s charter, 
entitled to receive in the event of its liquidation.®® At the conclu- 
sion of Mr. Groves’ stewardship of the corporation, almost all of the 
company’s assets had been frozen into its holdings of the commom 
stock of Chain & General Equities, Inc., which it had acquired from: 
Mr. Groves.*° As at December 31, 1933, the net assets of Yosemite 
Holding Corporation had declined to only $3,138.60, evaluating its: 
investment in Chain & General Equities, Inc., at its liquidating 


33 See supra. 

3¢The Equity Corporation was organized on December 7, 1932, by Mr. Groves and Chase 
Donaldson under the laws of Delaware as an investment company of the general manage- 
ment type (op. cit. supra, note 3, Commission’s Exhibit No. 33). Mr. Donaldson and his 
associates, including Herbert R. Anderson, W. F. Best, R. S. Elliot, Jr., Alfred M. Elsesser, 
Kenneth 8. Gaston, and Hliot Sharp (Public Examination, Allied General Corporation, at 
5296; op. cit. supra, note 3, Commission’s Exhibits Nos. 495 and 496), at this time con- 
trolled Allied General Corporation, a company then engaged primarily in the distribution of 
securities (op. cit. supra, note 3, at 7830, 7848, 7852). Wallace Groves at this time con- 
trolled Yosemite Holding Corporation through a personal holding company, Compania Mon- 
tana (Public Examination, Phoenix Securities Corporation, at 6036-40). 

% On December 9, 1932, two days after the organization of The Equity Corporation, Mr. 
Groves and Mr. Donaldson and his associates turned into the new corporation their control 
holdings of Yosemite Holding Corporation and Allied General Corporation, respectively, in 
return for 1,650,000 shares of The Equity Corporation common stock. In addition, $50,000) 
in cash was supplied The Equity Corporation in return for 50,000 shares of The Equity 
Corporation common stock. Out of the 1,700,000 shares thus issued, constituting all of 
The Equity Corporation’s then outstanding stock, Mr. Groves received 1,150,000 shares for 
his control holdings of Yosemite Holding Corporation stock and Chase Donaldson and his. 
associates received 500,000 shares for the Allied General Corporation holdings and 50,000 
shares for the cash. See Ch. II of this part of the report, pp. 181-226. 

86 Op. cit. supra, note 3, Commission’s Exhibit No. 837. 

*Td., at 1867 and Commission’s Exhibits Nos. 28, 37. 

38 Td., Commission’s Exhibits Nos. 28, 185. 

There were outstanding 4,822 shares of preferred stock (id. Commission’s Exhibit No. 
31). The outstanding common stock of Yosemite Holding Corporation at this time had am 
asset value of approximately 17 cents per share (ibid.). 

40 See supra, pp. 1035-6. 
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value.*t The company virtually had no portfolio of marketable 
securities and the asset value of its outstanding preferred stock had 
declined to 48 cents a share.” 

Similar losses were suffered by the preferred stockholders of Chain 
& General Equities, Inc. Asa result of the purchase by Chain & Gen- 
eral Equities, Inc., of Mr. Groves’ holdings of the common stock of 
Interstate Equities Corporation, the liquidity of Chain & General 
Equities, Inc.’s, assets had virtually disappeared. As at September 30, 
1931, the company had net assets (at market or estimated fair value) 
of $1,978,077.09, of which $1,917,547.99, or 97%, was invested in a 
diversified list of marketable securities.“@ As at June 30, 1933, how~ 
ever, the net assets of Chain & General Equities, Inc., had decreased| 
to $1,272,942.20, of which only $511,858.13, or 407%, were invested in 
diversified securities.* Over 60% of the company’s assets were in- 
vested in the common stock of Interstate Equities Corporation, which 
had an asset value of $494,827, but which had originally cost Chain & 
General Equities, Inc., $1,690,986.22.° This shift in the investment 
policy of Chain & General Equities, Inc., was accompanied by a de- 
cline in the asset value of the outstanding preferred stock of the com- 
pany. As at September 30, 1931, the preferred stock with a par value 
of $100 per share had a net asset value of $77.47 per share before the 
deduction of accrued and unpaid dividends of $4.58 per share.** By 
June 30, 1933, the asset value of the preferred stock of Chain & Gen- 
eral Equities, Inc., had shrunk to $69 a share ** before the deduction 
of unpaid accrued dividends of $18.8714 per share. 

Even this asset value was never realized by the bulk of the preferred 
stockholders of Chain & General Equities, Inc. The Equity Corpora- 


4 Op. cit. supra, note 3, Commission’s Exhibit No. 843 and derived from supplementary 
information supplied the Commission for The Equity Corporation. 

“bid. A letter written on July 27, 1932, by Edward R. Tinker, the first president of 
Interstate Hquities Corporation, to Wallace Groves states with reference to the practice of 
using the assets of acquired investment companies to purchase controlling blocks of the 
negative asset' value common stocks of other investment companies at prices in excess of 
the market value of such stocks (Public Examination, Interstate Equities Corporation, 
Commission’s Exhibit No. 24): 


* * x The premium that is being paid for control of investment trusts today is 


based on the same theory as the man who ina panic pays a premium for gold with the 
return to normalcy, this premium will rapidly disappear. ‘Therefore from any view- 
point it is a transitory condition and is not the viewpoint upon which one should base 
the operation of an investment trust, and this is particularly so inasmuch as in the 
operation of this premium for control theory a minority or preferred stock interest 
receives in practice no benefit of the premium. 

In my own judgment, it is only a question of time when any policy which might 
imply the handling of preferred stockholders’ and minority stockholders’ funds, based 
on the above-mentioned theory of premium for control, will be exposed to the merciless 
criticism of public investigation * * *. 


43 Op. cit. supra, note 8, Commission’s Exhibit No. 9. 

“Td., Commission’s Exhibit No. 285-L. In the valuation of total assets, investments in 
securities were taken at market or estimated fair value. The investments in the common 
and preferred stocks of Interstate Equities Corporation were taken at asset value, $494,827. 
During the period from October 1, 1931, through June 30, 1933, there was returned to 
Chain & General Equities, Inc., preferred stockholders $172,482.25 by the repurchase of 
7,083 shares of Chain & General Equities, Inc., preferred stock, which had originally been 
issued for $708,300 (id., Commission’s Exhibits Nos. 9, 19, 235-K, 2385-L, 843). 

45 Id., Commission’s Exhibit No. 235—-L. 

461d., Commission’s Exhibit No. 9. 

471d., Commission’s Exhibits Nos. 843, 235-L. In making this computation, Chain & 
General Equities, Inc.’s holdings of the preferred and common stock of Interstate Equities 
Corporation were figured at liquidating value (ibid.). 
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tion, which acquired control of the company in December of 1982, 
almost immediately entered upon a campaign to acquire the preferred 
stock of the company through the medium of exchange offers of The 
Equity Corporation’s securities having an asset value substantially 
less than the asset value of the Chain & General Equities, Inc., pre- 
ferred stock. The stockholders of Chain & General Equities, Inc., who 
accepted these exchange offers or who accepted The Equity Corpora- 
tion’s securities issued on the merger of their company with The 
Equity Corporation suffered aggregate losses in asset value of approxi- 
mately $263,521.17.* 

The investment policy of Interstate Equities Corporation was not 
altered by Mr. Groves until the sale of his controlling shares in The 
Equity Corporation to David M. Milton. The very process of the 
passage of control of The Equity Corporation to Mr. Milton involved 
a sharp change in the investment policies of Interstate Equities Cor- 
poration. As will be seen later, the acquisition of additional invest- 
ment companies by The Equity Corporation in the course of its pro- 
gram of acquiring investment companies under the management of 
Mr. Milton was financed to a large extent by Interstate Equities Cor- 
poration.*® Eventually Interstate Equities Corporation, through the 
technique of the exchange offer and the legal process of merger was 
absorbed by The Equity Corporation.®® The acceptance of the ex- 
change offers resulted in an aggregate loss in asset value to the pre- 
ferred stockholders of Interstate Equities Corporation of approxi- 
mately $293,603.54 


B. The Equity Corporation 


The Equity Corporation was organized on December 7, 1932, under 
the laws of the State of Delaware as an investment company of the 
general management type.*? The company was sponsored jointly 
by Wallace Groves, Chase Donaldson, Kenneth Gaston, and others.” 

The authorized capital stock of The Equity Corporation at the 
time of incorporation consisted of a convertible preferred stock 
entitled on liquidation of the company to a preference in assets to 
the extent of $50 per share, entitled to cumulative dividends of $3 


48 See the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees, Part VII, p. 208 
(note 27). 

49 See infra, pp. 1043-6. 

50 Op. cit., supra, note 3, Commission’s Exhibit No. 838. 

51 Op. cit., supra, note 48. 

52 Op cit., supra, note 8, Commission’s Exhibit No. 831. From the outset it was the 
purpose of the sponsors of The Equity Corporation to cause the company not only to 
function as an investment medium, but also to engage in the acquisition of control of 
other investment companies and to merge these companies with The Equity Corporation. 
Chase Donaldson testified (id., at 7858-9) : 


.* * * What did you hope to accomplish, and what were the plans of Mr. 
Groves and yourself when you had these discussions which finally culminated in the 
formation of The Equity Corporation? 

A. Well, in December of 1932 the situation still existed in a substantial number of 
management investment company stocks where they were selling at discounts from 
their asset value or where the leverage factor might prove interesting in the event of 
a recovery; and our company, Allied General, had not only been familiar with the 
experience of the United Founders group but the experience of the Atlas Corporation, 
and we had made very exhaustive studies and, I think, perhaps were considered au- 
thorities on leverage and management investment companies. 

We thought over a period of two or three years, granted industrial recovery, that 
the purchase or acquisition of common or preferred stocks at discounts, and that 


1040 SECURITIES AND EXCHANGE COMMISSION 


per annum and convertible at any time into 10 shares of common 
stock; and a common stock. Both the preferred and common stock 
had voting rights.** 

As of June 30, 1937, there were outstanding 269,467.8 shares of 
the preferred stock and 4,828,589224, shares of the common stock of 
The Equity Corporation.°° 

On December 9, 19382, two days after the organization of The 
Equity Corporation, Messrs. Groves and Donaldson and his asso- 
ciates turned in to the Equity Corporation their control holdings of 
Yosemite Holding Corporation, an investment trust holding com- 
pany,°* and Allied General Corporation, respectively, in return for 
1,650,000 shares of The Equity Corporation common stock.®’ An 
affiliated company supplied The Equity Corporation with $50,000 
in cash.*® The aggregate asset values of the securities acquired by 
The Equity Corporation from Mr. Groves and Mr. Donaldson 


levers ee stock, even though a premium should be paid for it, would ultimately result in 
a profit. 


I felt * * * speaking now for myself and not for Mr. Groves—that there was 
an opportunity to build a financial institution which would be the same sort of an 
Institution as insurance companies, and that we would be able to administer the funds 
of a substantial number of investors and provide them, not with dozens of illiquid 
markets of their securities, but with one or two securities. 

I further felt that the operating expenses of individual companies still at that time 
were very high with respect to the assets that were managed, perhaps because of the 
fact that they were individual companies. 

And I felt that The Equity as a vehicle could reduce the operating expenses, could 
provide investors with a more ready market for their securities, and could secure 
enough talent to administer these combined funds on an institutional rather than on 
a haphazard basis. 

53 Public Examination, Allied General Corporation, at 5296, and Commission’s Exhibits 
Nos. 495, 496. 

54 Op. cit. supra, note 3, Commission’s Hxhibit No. 715. 

55 Annual Report, The Equity Corporation (1987). None of the preferred and only about 
200,000 shares of the common had been issued for cash. The Corporation received 
$242,511.25 for this common stock. The preferred stock and the remainder of the common 
stock issued subsequent to the original issuance of 1,700,000 shares to the Groves and Donald- 
son interests when the company was first organized had been issued pursuant to the 
exchange offers and statutory mergers of other companies into The Equity Corporation (op. 
cit. supra, note 8, at 8346-50, and Commission’s Wxhibit No. 997A). 

56 Mr. Groves controlled Yosemite Holding Corporation through a personal holding com- 
pany, Compania Montana, a Panama corporation. By November 16, 1931, Mr. Groves had 
acquired 292,500 shares of Yosemite Holding Corporation common stock for $292,500. 
Commission fees, and other expenses increased the cost to $363,356.29. On December 15, 
1931, Mr. Groves sold these shares for $150,000 to Wagegro Corporation, a Delaware Cor- 
poration controlled by Mr. Groves. The sale, admittedly made to establish a loss for tax- 
avoidance purposes, offset the net profit which Mr. Groves had realized on November 4, 1931, 
from the sale of 642,517 shares of the common stock of Interstate Equities Corporation to 
Chain & General Equities, Inc. Shortly thereafter Wagegro Corporation sold the Yosemite 
Holding Corporation common stock to Compania Montana, a Panama corporation wholly 
owned by Mr. Groves (Public Examination, Phoenix Securities Corporation at 6036-40). 

Between November 16, 1931, and December 9, 1932, Mr. Groves or his affiliated com- 
panies purchased from Yosemite Holding Corporation and in the open market additional 
shares of the common stock of Yosemite Holding Corporation until their total holdings 
aggregated 327,532 shares, representing 50.1% of the voting power of the company (op. 
cit. supra, note 3, at 285, and Commission’s Exhibits Nos. 185, 766 (p. 10) and 843; and 
derived from supplementary information supplied the Commission for The Equity Corpora- 
tion). 

57 Wallace Groves received 1,150,000 shares and Chase Donaldson and his associates 
received 500,000 shares of the common stock of The Equity Corporation. (See Ch. II of 
this part of the report, pp. 181-226.) ; 

58In return for this $50,000 in cash, Chase Donaldson and his associates received 50,000 
shares of the common stock of The Equity Corporation. 
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amounted to approximately $250,000,°* so that The Equity Corpora- 
tion began operations with assets of $300,000. The gross assets sub- 
ject to the control of The Equity Corporation, however, amounted 
to approximately $6,500,000, represented chiefly by the assets of 
Interstate Equities Corporation and Chain & General Equities, Inc., 
the two investment companies controlled by Yosemite Holding Cor- 
poration.*°° In return for these assets, The Equity Corporation issued 
1,700,000 shares of its common stock, of which 1,150,000 shares, rep- 
resenting control, went to Mr. Groves.°* 

The avowed purpose for the formation of The Equity Corpora- 
tion was the eventual acquisition by the legal processes of dissolu- 
tion, merger, or consolidation of the assets of its subsidiaries and otf 
other investment companies. 

In May 1988, six months after the formation of The Equity Cor- 
poration, David M. Milton, then a partner in the New York law 
firm of Satterlee and Canfield, concluded negotiations with Mr. 
Groves for the purchase of 1,000,000 shares of the common. stock 
of The Equity Corporation for $900,000, and an option to purchase 
an additional 50,000 shares for $150,000.%° 


59'™he Allied General Corporation stock turned in to The Hquity Corporation had an 
asset value of about $250,000. The Yosemite Holding Corporation stock had no asset value. 
Thus on formation The Equity Corporation’s total assets, on the basis of liquidating value, 
were worth about $300,000. Yosemite Holding Corporation, however, had voting control 
of Chain & General Equities, Inc., which in turn had voting control of Interstate Hquities 
Corporation. ‘The gross assets of these companies, together with the gross assets of Allied 
General Corporation aggregating approximately $6,500,000, were thus brought under the 
control of The Equity Corporation (op. cit. supra, note 3, at 7849-50, 11983—6, 1198991, 
and Commission’s Hxhibits Nos. 766, 831, 1178). 

60 Id., at 7849-50, 11953-6, 11989-91, and Commission’s Exhibits Nos. 766, 831, 1173. 

61 See note 57, supra, 

62 Statements of this purpose of organizing The Equity Corporation were embodied in the 
circulars sent to prospective stockholders. The following are examples: “The Equity Cor- 
poration was incorporated * * * to acquire the securities and facilitate the consoli- 
dation of other investment companies” (op. cit. supra, note 8, Commission’s Exhibit No. 
1173, circular dated December 30, 1932) ; “The Equity Corporation * * * was incorpo- 
rated * * * to provide for the * * * acquisition and consolidation of existing 
investment companies” (reply to the Commission’s questionnaire for The Hquity Corpora- 
tion, Pt. 1, Exhibit K—2, circular dated March 14, 1932) ; ‘One objective of its incorpora- 
tion was to bring about the consolidation of several other investment trusts into one 
corporation or into a coordinated, controlled group—an objective gradually being reached” 
(id., Exhibit K—8, circular dated April 21, 1933). 

®& Op. cit. supra, note 3, Commission’s Hxhibit No. 718. The contract for the purchase of 
this common stock of The Equity Corporation was made between Compania Montana, the 
personal holding company of Mr. Groves, and Oceanic Life Insurance Co., Ltd., a company 
indirectly controlled by Mr. Milton and Mr. Huntington by virtue of their indirect control 
of Consolidated Funds Corporation of New York, which corporation had a controlling inter- 
est in Underwriters Equities, Inc. The latter corporation, in turn, was the owner of 442 
shares out of a total authorized issue of 500 shares of the Oceanic Underwriters Equities, 
Inc., to which it had subscribed under contract of May 17, 1933. Underwriters Equities, 
Inc., had agreed to pay $700,000 to the Oceanic Life Insurance Co. for those 442 shares, 
but as of May 19, 1933, had not done so. 

On May 19, 1933, Underwriters Equities, Inc., entered into a contract with Interstate 
Equities Corporation whereby the latter contracted to purchase 56,410 shares of the capital 
stock of American Colony Insurance Co. at $12 a share and 41,601.7 shares of the capital 
stock of Colonial States Fire Insurance Co. at $5.24 per share, representing a total purchase 
price of $894,912.90. The stock holdings in those two insurance companies had previously 
comprised substantially all of the assets of Underwriters Equities, Inc. On May 26, 1933, 
one week after Interstate Equities Corporation had bought these insurance stocks from 
Underwriters Equities, Inc., the latter corporation transferred $700,000 of the $894,912.90 
it had received from Interstate Equities Corporation to Oceanic Life Insurance Co., Ltd., 
as payment for the Oceanic Life Insurance Co., Ltd., stock for which it had subscribed on 
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Because Mr. Milton was either unwilling or unable to advance the 
necessary cash, Mr. Groves and he devised a plan whereby Interstate 
Equities Corporation, the subsidiary of The Equity Corporation, 
was to supply the funds needed by Mr. Milton to purchase control 
of The Equity Corporation from Mr. Groves.** It was contemplated 
that Interstate Equities Corporation would purchase from Under- 
writers Equities, Inc., a company controlled by Mr. Milton and his 
associates, 56,410 shares of American Colony Insurance Company at 
$12 a share and 41,601.7 shares of the capital stock of Colonial 
States Fire Insurance Company at $5.24 per share, representing a 
total purchase price of $894,812.90.°° With this money the Milton 
interests would be able and did make the payment of $900,000 to 
Mr. Groves.*° 

These blocks of stock of the two insurance companies which were 
to be sold to Interstate Equities Corporation had been accumulated 
by Underwriters Equities, Inc., to a substantial extent by the use 
of the funds of Atlantic and Pacific International Corporation, an 
investment company, control of which had been acquired by Mr. 
Milton and Mr. Huntington in August of 1932 without the expendi- 
ture of any of their own funds.** The personal investment of Messrs. 


May 17, 1933. At approximately the same time Underwriters Equities, Inc., acquired the 
remaining 58 shares of the capital stock of Oceanic Life Insurance Co., Ltd., in exchange 
for 500 shares of stock of the American Colony Insurance Co., valued at $5,010. It should 
be noted that while these remaining 58 shares of Oceanic Life Insurance Co., Ltd. stock 
were purchased for $5,010, or $86.38 per share, Underwriters Equities, Inc. at approxi- 
mately the same time had subscribed for 442 shares of Oceanic Life Insurance Co., Ltd. stock 
for $700,000, or what amounted to $1,583.71 a share. The discrepancy in these purchase 
prices for the same stock is not explained. The monies and securities thus received from 
Underwriters Equities, Inc. in payment for ixs stock represented at that point all the 
assets of the Oceanic Life Insurance Co., Ltd. On May 26, 1933, the same day on which 
the transfer of $700,000 from Underwriters Equities, Inc., to Oceanic Life Insurance Co., 
Ltd., took place, the latter company purchased from Compania Montana, wholly owned 
by Wallace Groves, 1,000,000 shares of common stock of The Equity Corporation for $900,000, 
of which $700,000 was paid in cash and the balance of $200,000 by delivery of a note of 
Oceanic Life Insurance Co., Ltd., secured by a pledge of 200,000 shares of the stock pur- 
chased. In the Matter of The Equity Corporation, 2 S. BH. C. 675 (1987). 

64 Mr. Milton testified that one of the conditions of his purchase of The Equity Corpora- 
tion stock from Mr. Groves was that Interstate Equities Corporation purchase the insurance 
stock from the Milton interests. Mr. Milton claimed that the reason for the purchase was 
that the insurance stocks were a “very valuable’ investment over which the new manage- 
ment wished The Equity Corporation to secure control (op. cit. supra, note 3, at 7906). Mr. 
Milton denied, however, that at the time he sold the insurance stocks to Interstate Equities 
Corporation he had committed himself to Mr. Groves to use the proceeds of that sale to buy 
Mr. Groves’ interest in The Equity Corporation (id., at 7917). Nevertheless, on May 19, 
1933, the day on which Interstate Equities Corporation purchased the insurance stocks from 
Underwriters Equities, Inc., and a week before Mr. Groves actually transferred control to 
the Milton interests, Mr. Groves knew that Mr. Milton was “going to buy him out.” (See 
minutes of the meeting of directors of Interstate Equities Corporation held on May 19, 
1933; id., Commission’s Exhibit No. 110.) 

6 See note 63, supra. 

66 Ibid. Mr. Milton testified on this phase of the transaction as follows (op. cit. supra, 
note 31, at 7905-6) : 


.* * * the situation was that on May 19, 1933, Underwriters Equities sells 
to Interstate Equities. at the time Wallace Groves indirectly controls that company 
thie nine hundred thousand dollars worth of insurance stock. and one week later 
it takes the money it got for the insurance stocks and buys a million dollars worth of 
stock of Equity Corporation from Mr. Wallace Groves? Isn’t that so? 

A. That is correct, 

Q. * * * The cash that was used by this interest to get control of The Equity 
compe ron was money that came from a subsidiary of The Equity Corporation? Isn’t 
that so? 

A. JI think that is correct. 


87 See infra, pp. 1120-388. 
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Milton and Huntington and their families in the insurance companies 
stock held by Underwriters Equities, Inc., did not exceed $175,000.°* 
On this investment of $175,000 the Milton and Huntington interests 
were enabled to acquire and maintain control of The “Equity Cor- 
poration whose gross assets by December 31, 1935, according to 
statements included in the annual report for that year, had. in- 
creased to $24,710,048.27.°° The gross assets subject to the control 
of The Equity Corporation as at December 31, 1935, were approxi- 
mately $205,000,000.”° 


1. CHANGE IN INVESTMENT POLICIES OF INTERSTATE 
EQUITIES CORPORATION 


It will be remembered that Interstate Equities Corporation had 
not been changed by Mr. Groves in its operation as a diversified in- 
vestment company. The contemplated purchase of the insurance 
stocks by Interstate Equities Corporation ran counter to the invest- 
ment policy to which it had previously adhered. On December 22, 
1932, in its report to the stockholders, the management had emphasized 
that Inter state Equities Corporation would invest the major portion 
of its assets in stocks chosen from an “Approved List” and that not 
more than 10% of its net assets was to be invested in any stock on the 
“List,” and that no more than 10% of the outstanding capital stock 
of any company on the “List” would be purchased.” Funds not em- 
ployed in purchasing securities on the “List” could be invested in 

“securities of investment companies, whether or not for the purpose 
of obtaining control.” 7 

The investment in the securities of the insurance companies would 

have constituted a threefold violation of Interstate Equities Corpo- 

ration’s investment policy. First, the purchase price of approxi- 
mately $900,000 represented more ‘than 10% of Interstate Equities 
Corporation’s net assets, since its gross assets as of June 30, 1933, 
totaled only $6,340,426.30.72 Second, the 56,862 shares of American 
Colony Insurance Company and the "40, 700 shares of Colonial States 
Fire Insurance Company to be purchased represented 75% and 66%, 
respectively, of the outstanding capital stocks of those companies.” 
Finally, the stocks of the insurance companies were admittedly not 
on the “A pproved List.” 7® The purchase would be permissible only 
if that portion of the company’s policy allowing investments in secu- 
rities of “investment companies,” even for the purpose of obtaining 
control, could be construed to cover investments in insurance 
companies. 

On May 19, 1933, a special meeting of the directors of Interstate 
Equities Corporation was apparently “called to devise some construc- 


68 Ibid. 

6 Op. cit. supra, note 3, Commission’s Hxhibit No. 850. 

7 Td., Commission’s Exhibits Nos. 850, 862; Report of American General Corporation for 
the period ended December 31, 1935. These assets were comprised of the funds of 14 invest- 
ment companies and 7 insurance companies. 

7 Op. cit. supra, note 8, Commission’s Ixhibit No. 719. 

72 Tpid. 

73 Td., Commission’s Exhibit No. 722. 

74 Tpid. 

%® Ibid. 
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tion of the restrictions on the company’s investment policy to permit 
the Milton interests to sell the insurance companies to the investment 
company upon the ground that the insurance companies which had 
reinsured their risks were in effect investment companies.”* The 
board of directors approved the purchase of $900,000 worth of stocks 
of the insurance companies, and announced the prospective sale of 
Mr. Groves’ holdings of the common stock of The Equity Corporation 
to the Milton interests.” 

The new management, representing the Milton interests, imme- 
diately proceeded to modify the investment policy of Interstate 
Equities Corporation, and stated in its report to stockholders of 
June 1933: 78 


The Board of Directors deemed it desirable to interpret and modify by 
restatement the first paragraph of Investment Policy Resolutions reported to 
you under date of January 19, 1933, so that it shall read as follows: 

“The Corporation shall maintain a General Investment Portfolio which shall 
consist of common stocks selected from an Approved List of Common Stocks 
as revised from time to time by the Board of Directors, of preferred stocks, 
bonds, and/or cash; no investment of any portion of the assets of the corporation 
may at any time be made in any security or property other than securities 
eligible for the General Investment Portfolio, unless at the time of such invest- 
ment, the General Investment Portfolio shall include not less than fifty-one 
percent (51%) of the Corporation’s assets (exclusive of investments in com- 
panies controlled directly or indirectly by the Corporation and/or its subsidiary 
and/or affiliated companies) taken at market value, or in the absence thereof, 
at estimated fair value.” 

The effect of this modification was to exempt from the requirement 
of making investments in conformity with the “Approved List,” any 
“Investments in companies controlled directly or indirectly by the 
Corporation and/or its subsidiary and/or affiliated companies.” 7° 
The new policy forbade investments in securities not on the “Approved 
List,” unless the general investment portfolio comprised at least 51% 
of the total assets of Interstate Equities Corporation. However, in 
determining the ratio of the value of the securities in the general in- 
vestment portfolio to the company’s total assets, investments in con- 
trolled, subsidiary, or affiliated companies were not to be considered. 
Thus, it was entirely possible, within the new investment policy, to 
invest all, or the major part of, Interstate Equities Corporation’s 
assets in controlled companies, before purchasing securities on the “Ap- 
proved List.” Interstate Equities Corporation was now in a position 
to abandon its function as a medium through which the small in- 
vestor could acquire an interest in a widely diversified list of secu- 
rities and become a vehicle for the expansion of its parent, The 
Equity Corporation, through the acquisition of controlling or sub- 
stantial interests in other companies. 

The first step in that direction, the acquisition of control of Ameri- 
can Colony Insurance Company and Colonial States Fire Insurance 
Company on May 19, 1933, for almost $900,000, has already been in- 
dicated.®° Five weeks later, on July 1, 1933, Interstate Equities Cor- 


76 Td., at 7940 and Commission’s Hxhibit No. 110. 
™Td., Commission’s Exhibit No. 110. 

738 1Id., Commission’s Exhibit No. 722. 

79 Ibid. 

89 See supra, pp. 1042-3. 
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poration accepted a $500,000 participation in a syndicate, headed by 
The Equity Corporation, looking toward the acquisition of a “sub- 
stantial interest” in the United ounders Corporation, the top hold- 
ing company in another system of investment trusts and investment 
companies.*! The acquisition by The Equity Corporation of control 
of United Founders Corporation will be related in detail later in this 
chapter.’* Two months later, on September 5, 1933, The Equity Cor- 
poration caused Interstate Equities Corporation to make a still larger 
investment in another insurance company. The Equity Corpora- 
tion headed a syndicate formed to create a corporation, General 
American Life Insurance Company, to acquire and manage the assets 
of Missouri State Life Insurance Company.®? Interstate Equities 
Corporation advanced $1,500,000 out of total participations aggregat- 
ing $1,750,000.* 

The change in the investment policy of Interstate Equities Cor- 
poration had transformed the investment company from an organiza- 
tion engaged primarily in investment and reinvestment in a list of 
varied securities into a company engaged in the acquisition of sub- 
stantial or controlling stocks of other corporations. Concentration 
of investments had taken the place of diversification. On March 31, 
1933, approximately seven weeks before the Milton interests attained 
control of Interstate Equities Corporation, the trust had $3,724,054 
out of total gross assets of $4,844,802.42, or 85.7% of its assets, 
invested in diversified securities and cash.2® Only $597,750, or 
14.3% of its total gross assets, was invested in a single specialized 
situation.®*° By the end of September 1933, after four months under 
the new management, Interstate Equities Corporation had $2,451,- 
239.23 out of total gross assets of $5,995,255.89, or only 40.9% in 
diversified securities and cash, while $3,333,963.24, or 55.6% of the 
trust’s total gross assets, was invested in four specialized situations.*’ 

In the process of transformation, Interstate Equities Corporation 
was compelled to liquidate a large portion of its portfolio to obtain 
the cash necessary to meet its $1,500,000 participation in the General 
American Life Insurance Company Syndicate. On this point, Mr. 
Milton testified as follows: * 


A. On September 5, they [Interstate Equities Corporation] had $298,000 in 
cash, so they had to raise an additional $1,210,000 to meet this commitment. 
Q. You did sell, as far as this transaction is concerned, $1,300,000 of your 


marketable securities. 
A. Approximately for that purpose. 


It is apparent that The Equity Corporation, in causing the invest- 
ment policy of Interstate Equities Corporation to be changed, desired 


81 Op. cit. supra, note 3, Commission’s Exhibit No. 804. 

82 See infra, pp. 1138-42. 

83 Op. cit. supra, note 8, Commission’s Exhibit No. 723. 

84 Tbid. 

8 TId., Commission’s Exhibit No. 720. 

56 This investment was in Distributors Group, Ine. (Ibid.) 

87Id., Commission’s Exhibit No. 723. The specialized situations were (1) an invest- 
ment of $418,425 in Distributors Group, Inc., (2) a participation of $515,489 in United 
Founders Corporation Syndicate (8) an investment of $900,049 in controlled insurance 
companies, and (4) a participation of $1,500,000 in the General American Life Insurance 
Company syndicate. 

88 Td., at 7967-8. 
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to employ the approximately $6,000,000 of assets of Interstate Equi- 
ties Corporation * to facilitate its own expansion program. The 
Equity Corporation itself lacked the funds necessary to carry on 
such a campaign. On June 30, 1933, The Equity Corporation, on an 
unconsolidated basis, possessed assets of approximately $170,000 and 
owned no securities other than the capital stocks of its controlled 
companies.” Although Mr. Milton conceded that the funds of Inter- 
state Equities Corporation were utilized in carrying out the expan- 
sion program of The Equity Corporation, he refused to admit that 
he had deliberately purchased control of The Equity Corporation 
with a view to obtaining control of Interstate Equities Corporation’s 
assets for that purpose. Mr. Milton testified: 


Q. I am trying to find out where you hoped to get the money, to effect this 
[expansion program]? 

A. The investments were made by Interstate. 

Q. So that when you bought The Hquity Corporation from the Wallace Groves 
interests you intended to use the money of the subsidiary in connection with 
this campaign; isn’t that so? 

A. There was no intention at the time of making some of these investments. 

Q. But you ultimately did make them. 

A. That is a different story. 

Q. Of course, Mr. Milton, doesn’t it become apparent that one of the reasons 
that the $1,000,000 was paid for the Equity Corporation’s stock was that you 
could take the Interstate Equity’s money and put them into those situations, 
and it gave you control of that $6,000,000 ; isn’t that so? 

A. That isn’t the purpose. 

Q. It is just a fortuitous circumstance that after you got control that all of 
the money for the big transactions of The Equity Corporation came out of 
Interstate Equities and not one nickel came out of The Equity Corporation? 

A. It is not a fortuitous circumstance. 


Ultimately, the preferred stockholders of Interstate Equities Cor- 
poration (who were the real “owners” of its assets since the preferred 
stock was “under water” and the assets were insufficient to cover the 
liquidating value of the preferred stock), as the result of their accept- 
ance of the exchange offers of The Equity Corporation and the merger 
of their corporation with The Equity Corporation, suffered an 
ageregate loss in asset values of $1,350,522. 

As has been indicated, The Equity Corporation was designed from 
its inception to function not only as an investment medium but as a 
vehicle for the acquisition and consolidation of its existing subsid- 
iaries and of other investment companies.°? Under the management 
of Mr. Milton the corporation underwent a period of rapid growth, 
its gross assets increasing within three years from $311,926.35 to 
$24,710,048.27.94 Similarly, the gross assets subject to its control 
mounted from $6,225,789.66 to $205,000,000.°%° This growth repre- 


89 Td., Commission’s Hxhibit No. 722. 

%1d., at 7963. 

%211d., at 7964. 

9 See the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees, Part VII, p. 206; 
and op. cit. supra, note 3, Commission’s Exhibit No. 775. ; 

93 See note 62, supra. 

* Op. cit. supra, note 8, Commission’s Exhibits Nos. 845, 850. 

9 Id., Commission’s Exhibits Nos. 845, 850, 862. 
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sented for the most part the absorption of the bulk of the assets of 
seventeen publicly held companies,** in addition to the four invest- 
ment companies under the control of The Equity Corporation at the 
time of its organization.®’ Reflecting this development was the in- 
crease in The “Equity Corporation’s outstanding capital stock. In- 
cluding the initial issue of 1,700,000 shares of common stock, there 
were outstanding, at, December il, 1935, 274,365.4 shares of preferred 
stock and 4,959 8852%e shares of common stock.®® 

The erowth of The Equity Corporation was marked by the mak- 
ing of approximately 50 exchange offers to the security holders of 
13 of these 21 companies.” Mergers accounted for the absorption 
by The Equity Corporation or by its controlled subsidiaries of the 
assets of nine of these 21 companies;7°° four companies were dis- 
solved ; *°* and eight more were consolidated into a subsidiary of The 


Equity Corporation.’ 

The procedure by which the development of The Equity Corpora- 
tion was accomplished involved basically three steps. First, The 
Equity Corporation would acquire voting, or at least working control 
of the company ultimately to be absorbed.1°? This step would be fol- 


These companies included the following 11 investment companies: American, British 
& Continental Corporation, American and Continental Corporation, American Founders 
Corporation, American & General Securities Corporation, Hastern Shares Corporation, 
International Securities Corporation of America, Reliance International Corporation, Re- 
liance Management Corporation, Second International Securities Corporation, United 
Founders Corporation, United States & British International Company, Ltd.; and the fol- 
lowing 6 insurance companies: American Colony Insurance Company, American Merchant: 
Marine Insurance Company, Colonial States Fire Insurance Company (old), General Alli- 
ance Corporation, Majestic Fire Insurance Company, North Star Insurance Company (id.,, 
Commission’s Exhibit No. 796). 

These 4 companies were: Allied General Corporation, Chain & General Equities, 
Inc., Interstate Equities Corporation, and Yosemite Holding Corporation (id., Commission’s 
Exhibit No. 845). 

9 Td., Commission’s Exhibit No. 850. 

9 Td., Commission’s Exhibits Nos. 889 and 840. This total includes the offers made to the 
stockholders of Colonial States Fire Insurance Company and Majestic Fire Insurance Com- 
pany of New York after they had been merged, by successive steps, into American Colony 
Insurance Company. The exchange offer made to stockholders of Oceanic Fire Insurance 
Company of New York which had been merged into American Colony Insurance Company 
in 1931 before The Equity Corporation had been organized, has not been included (ibid.). 

100 These companies were Chain & General Equities, Inc., Interstate Equities Corporation, 
Reliance International Corporation, American, British & Continental Corporation, Majestic 
Fire Insurance Company, Colonial States Fire Insurance Company (old), American Merchant 
Marine Insurance Company, American Colony Insurance Company, and North Star Insur- 
ance Company (Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees, Part VII, p. 205). 

11 These 4 companies were: Yosemite Holding Corporation, Eastern Shares Corporation, 
Allied General Corporation and General Alliance Corporation (ibid.). 

12 These 8 companies were United Founders Corporation, American Founders Corporation, 
American and Continental Corporation, American & General Securities Corporation, Inter- 
national Securities Corporation, Second International Securities Corporation, United States 
& British International Company, Ltd., and Reliance Management Corporation (ibid., and 
op. cit. supra, note 3, Commission’s Exhibits Nos. 796, 812, 821, 838, 1183). 

103 Hor example, The Equity Corporation owned directly securities representing 50.5% of 
the voting power of Yosemite Holding Corporation (op. cit. supra, note 8, Commission’s: 
Exhibit No. 843, and the reply to the Commission’s questionnaire for Yosemite Holding 
Corporation, Pt. I, Exhibits A. B.) ; 52% of the voting power of Allied General Corporation. 
(op. cit. supra, note 8, Commission’s Exhibit No. 843, and the reply to the Commissgion’s 
questionnaire for Allied General Corporation, Pt. I, Exhibits A, B); 58.9% of the voting 
power of Kastern Shares Corporation (op. cit. supra, note 3, Commission’s Exhibits Nos. 
1138. 128, 784—A, 843) ; and 426%, of the voting power for gencral corporate purposes of 
Reliance International Corporation (id., Commission’s Exhibits Nos. 143, 843. The pre- 
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lowed in almost all instances by an exchange offer of securities of 
The Equity Corporation for securities of the other company. In this 
manner, The Equity Corporation would usually acquire sufficient 
stock, when coupled with its original holdings, to enable it to effect 
a dissolution, merger or consolidation of the controlled company. 
Finally, The Equity Corporation would complete the absorption of 
the assets of its subsidiaries by effecting their dissolution or their 
merger or consolidation with itself, 

The Equity Corporation’s technique of obtaining control of other 
companies was characterized by the fact that in all instances the 
original control block was purchased either directly from the man- 
agement or from a large institutional holder. In no case was such 
control block acquired by purchase of the small holdings of the in- 
vesting public. Thus, in July 1983, The Equity Corporation pur- 
chased approximately 39% of the voting power of the United Found- 
ers Corporation, an investment trust controlling several other in- 
vestment companies, directly from its sponsors, Louis H. Seagrave, 
Christopher F. Coombs and Frank B. Erwin.™ Similarly, The Equity 
Corporation purchased control of Reliance International Corpora- 
tion ?® and American, British and Continental Corporation from 
Atlas Corporation, an investment company which was the largest 
single holder of the securities of the two trusts. 

In purchasing control of a company from its existing management, 
The Equity Corporation frequently would pay substantial premiums 
to obtain a position of dominance. For example, to acquire 89% of 
the voting stock of United Founders Corporation, possessing an 
aggregate asset value of approximately $1,000,000,"°° The Equity Cor- 
poration paid the sponsors of United Founders Corporation $954,000 
in cash and 260,150 shares of its common stock, having a market 


ferred stock of Reliance International Corporation had the right to elect a majority of 
the board of directors. The Equity Corporation owned directly 31.6% of this stock. The 
Equity Corporation owned directly 45.6% of the company’s outstanding common stock. 
This, together with its holdings of preferred stock, gave The Equity Corporation 42.6% of 
the general voting power. In addition, it held indirectly 7.7% of the common stock. This 
represented an additional 6% of the voting power in the company. Thus The Equity 
Corporation’s control of the general voting power, measured by the total of its direct and 
indirect holdings of preferred and common stock, represented 48.6% of the total. Similarly, 
at the same time, The Equity Corporation held indirectly 50.1% of the voting power of 
Chain & General Equities, Inc. (id., Commission’s Exhibit No. 843, and the reply to the 
Commission's questionnaire for Chain & General Equities, Inc., Pt. I, Exhibits JX, 133) 8 
51.8% of the voting power of Interstate Equities Corporation (op. cit. supra, note 3, Com- 
mission’s Exhibits Nos. 2 and 843); 37% of the voting power of United Founders Cor- 
poration (id., Commission’s Exhibit No. 843, and the reply to the Commission’s question- 
naire for United Founders Corporation, Pt. I, Exhibits A, B); 77.1% of the voting power 
of American Founders Corporation (op. cit. supra, note 3, Commission’s Exhibit No. 8438, 
and the reply to the Commission’s questionnaire for American Founders Corporation, Pt. I, 
Exhibits A, B); and 55.9% of the voting power of America and Continental Corporation 
(op. cit. supra, note 3, Commission’s Exhibit No. 848, and the reply to the Commission’s 
questionnaire for American and Continental Corporation, Pt. I, Exbibits A, B). 

104 This transaction will be discussed in detail later in this chapter. (See infra, pp. 
1138-42.) 

105 See the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees (1938), Part VII, 
pp. 224-8. 

106 The Equity Corporation acquired two-thirds of the Class A stock of United Founders 
Corporation, which had an asset value of $30,000 (op. cit. supra, note 3, at 8584-8, and 
Commission’s Exhibit No. 797), and 635,000 shares of the common stock of United Founders 
Corporation, which bad an asset value of $1.59 per share (id., Commission’s Exhibit No. 
797). 
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value of $520,300.17 The asset losses suffered in the purchase of 
control were to be retrieved out of the gains made by The Equity Cor- 
poration on its purchases or exchange offers for the securities of the 
acquired company held by the public. 

Also characteristic of ‘The Equity Corporation’s campaign of ac- 
quisition was the frequent use of the funds of the subsidiaries to 
finance its acquisitions of control. In July 1933, control of United 
Founders Cerporation was acquired by a syndicate composed of, and 
financed by, subsidiaries of The Equity Corporation.“* Again, in 
September 1933, The Equity Corporation formed a syndicate known 
as General American Life Insurance Corporation to take over the 
assets of the Missouri State Life Insurance Company As has been 
indicated, Interstate Equities Corporation, controlled by The Equity 
Corporation, advanced $1,500,000 out of total participations agere- 
gating $1,750,000."° On other occasions The Equity Corporation 
would finance its acquisitions through bank loans. These loans, 
however, would ultimately be repaid out of assets of subsidiaries 


07 Td., at 8637. The common stock of The Kquity Corporation had a market value of 
approximately $2 per share (id., at 8637-8), so that the total market value of the block 
of this common stock transferred to the sponsors of United Founders Corporation was 
$520,800. 

18 Td., Commission’s Exhibit No. 804, and the reply to the Commission’s questionnaire for 
The Wquity Corporation, Pt. I, Exhibit J3. 

109 Op. cit supra, note 3, Commission’s Exhibit No. 721. 

110 Thid. 

"The Equity Corporation, during the period from December 1933 to March 1935, made 
extensive bank loans, aggregating approximately $3,300,000 (op. cit. supra, note 3, at 
8463-4, 8498). The proceeds of $2,280,000 of these loans were used to finance the initial 
purchase of the stock of Reliance International Corporation (id., Commission’s Exhibit No. 
780. The Equity Corporation pledged portfolio securities which at their asset value were 
worth $8,673,449.13. On the same basis of evaluation, The Equity Corporation's total hold- 
ings of securities were worth $8,827,822.61). When examined with respect to these loans, 
Mr. Milton testified (id., at 8463—4, 8498) : 


.* * * The first transaction in connection with your acquisition of control of 
Reliance International was the purchase from Atlag Corporation and National Securi- 
ties Investment Company, on December 7, 1934, of Class A stock for cash, 275,194 
shares of Class A Reliance International Corporation, and 37.288 shares of the pre: 
ferred. and for that you paid $1,912,922 in cash to the Atlas; isn’t that so? 

A. That is right. 

Q. Where did you get the money ? 

A. We borrowed it. 

Q. How much did you borrow ? 

A. That was $2,280,000 at the end of the year. 


* % co * * * 


Q. Now, in March, or from December 1934, when you had that loan of $2,280,000, 
to March 25, 1935, that loan was increased to $3,300,000; isn’t that so? 

A. That is approximately right. I will make a correction if it isn’t right? 

Q. And an additional $1,000,000 was used for what purpose; do you recall? Was 
that used to purchase additional Interstate stock? 

A. Reliance, I believe, to a great extent. I think some Interstate, maybe. 

* * * * * * 

Q. And you had to put up some collateral to secure that loan, didn’t you? 

A. Yes, indeed. 

Q. That is, The Equity Corporation did? 

A. That is right. 


* * * * * * * 
? eA virtually, The Equity Corporation hypothecated every security in its port- 
O110 ! 
A. Substantially. 
*K * * * * * * 


.* * * So that you hypothecated the entire Equity Corporation and its in- 
terests in all of its subsidiaries to raise approximately two and a quarter million 
dollars, so that you could buy this investment trust from the Atlas [Corporation] 
interests ; isn’t that so? 

A. Yes; substantially so; but I wish to point out that the loan was amply covered 
by this collateral, and it would have made very little difference whether we collater- 
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absorbed by The Equity Corporation through merger.’* Thus, The 
Equity Corporation’s expansion program would be fed continually 
by the assets of the companies acquired. 

After consummating the initial step of acquiring voting or work- 
ing control, The Equity Corporation would consolidate its position 
by means of exchanges of its securities for securities held by stock- 
holders of its subsidiaries until sufficient additional stock had been 
acquired to enable The Equity Corporation to absorb the assets of 
those companies by dissolution, merger, or consolidation.™* 

The Equity Corporation, the dominant company in its system of 
investment companies, set the terms, favorable to itself, on which the 
exchange programs were to be carried out. Various devices were 


alized the loan in a smaller amount, because The Equity Corporation, of course, would 
have been liable to the full extent of the loan in any event. 
Q. You didn’t give the bank anything that they weren’t asking for, Mr. Milton, did 
ou 
% A. We told them that we would give them anything that they would like to have. 
Q. And they asked for the whole Equity Corporation, subsidiaries and all, and 
United Founders Corporation ; isn’t that so? 
‘A. I don’t remember whether they asked for it, but we put it up and they got it. 


12On March 25, 1935, The Hquity Corporation caused to be merged into it two of its 
controlled companies, Chain & General Equities, Inc., and Interstate Equities Corporation. 
Part of the assets “flowing” into The Equity Corporation as a result of the merger was used 
to reduce the outstanding loan. Mtr. Milton testified (id., at 8499-8500) : 


Q. Now, you had this $3,300,000 in loans by The Equity Corporation, that is the top 
holding company, and then on March 25, 1935, when you merged the Chain & General 
Bquities, Inc., and Interstate Equities Corporation into The Equity Corporation, you 
came into some cash, did you not? 


A. The merged company naturally was in a liquid position. Generally, as a result of 
a merger, there was cash; that is right. 


Q. And then you used $2,000,000 of that cash to pay off part of the $3,300,000 on 
the loan, isn’t that so? 

A. Out of the liquid position, the loan was paid off, is that right? The liquid posi- 
tion of the merged corporation was used to pay off the loan. 

Q. That is $2.000,000 of it. 

A. That is right. 


The $1,300,000 balance of the loan, together with an additional $700,000 borrowed to enable 
The Equity Corporation to increase its interest in Reliance International Corporation, was 
paid off in the same manner. On September 6, 1936, Reliance International Corporation and 
American, British & Continental Corporation were merged into The Equity Corporation. 
Part of the assets acquired by The Equity Corporation on the merger were used in final 
settlement of the loan. Mr. Milton testified (id., at 8501-2) : 

Q. Now, you still had $1,300,000 that you owed the banks, isn’t that so? 

A. That is right. 

Q. And then from March 25, 1935, to September 6, 1935, those loans increased from 

$1,300,000 to $2,000,000, isn’t that so? 
A. Ig that figure taken as of the time prior to the merger, and I don’t have that 


Bene and if you want to introduce it subject to correction, I am perfectly willing that 
you do so. 


Q. Now, what did you use that additional $700,000 for during that period from 
March 25 to September 6, 1985? 


A. Mostly for the purchase of Reliance, I believe. 


. Q. And then you remember on September 6 there was another merger between Re- 
liance International and American, British & Continental Corporation? 
A. Two streams flowing together. 


Q. But these were golden streams with the money flowing into Equity, isn’t that so? 
A. They were money and securities. 


; Q. That is right; and after the two streams met and flowed into Equity, then you 
00 


A. Flowed into the continuing company. 


ane And then you had $2,000,000 with which you paid off all of the loans, isn’t 
at so? 


A. I think so. 

Q. And_there is another instance where you borrowed $700,000 and used it to buy 
Reliance International Corporation stock, and then had it flow into the continuing 
company, and got the cash, and paid off. 

A. As a result of the merger. 


Q. And paid off the loan which you used to help you acquire control of Reliance 
International, isn’t that so? 


A. Yes; and the resulting merged company paid off the loan. 
113 For detailed discussion of these methods used by The Equity Corporation, see the Com- 
mission’s Report on the Study and Investigation of the Work, Activities, Personnel, and 
Functions of Protective and Reorganization Committees, Part VII, p. 229, et seq. 
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employed to induce stockholders to accept the exchange offers. The 
Equity Corporation made extensive use of its numerous business 
contacts with banks, brokerage firms, trust companies and other con- 
cerns to bring pressure upon individual stockholders to accept the 
exchanges." 

The services of a nation-wide dealer organization were employed. 
Equally significant in the success of the program was the careful 
use made of the solicitation literature. The employment of imade- 
quate financial statements and the failure to make full disclosure of 
significant aspects of The Equity Corporation characterized the 
solicitation campaign. Inertia and lack of enthusiasm on the part 
of stockholders were met with “awakening” and “pressure” devices 
designed to speed up consummation of the exchange programs.1* 

Almost 50 exchange offers were made to the stockholders of 14 
companies in the period from March 15, 1933, to May 20, 1935; 1° in 
all but two instances The Equity Corporation induced the exchange 
of stock sufficient, when added to its existing holdings, to enable The 
Equity Corporation to effect, alone, a dissolution, merger or consoli- 
dation of the acquired company under the appropriate state laws." 

The final step in The Equity Corporation’s expansion program 
consisted of the absorption of the assets of its subsidiaries directly 
into itself by means of dissolutions and mergers, or indirectly into 
a controlled company through a consolidation.“8 By the device of 
merger or consolidation, numerous stockholders who had refused 
voluntarily to accept The Equity Corporation’s exchange offers were 

made stockholders of The Equity Corporation by operation of law, 
unless these stockholders exercised their statutory right of appraisal. 
Large amounts of assets that would have gone to these investors 
upon dissolution of their companies were, instead, brought under The 
Equity Corporation’s control. In most cases, these shifts were 
accomplished at the dictation of the common stockholders, who pos- 
sessed the necessary voting power but who had little or no equity in 
the companies to be merged or consolidated. The largest common 
stockholder in all these instances was The Equity Corporation.1?° 

These reorganizations represented the will of dominant persons in 
The Equity Corporation. Through control of the directorates of 
its subsidiary companies, the management of The Equity Corpora- 
tion could determine if and when the corporate existence of these 
subsidiaries should be terminated. In the same way, the terms of 
the merger or consolidation agreements were fixed by The Equity 
Corporation. Similarly, stockholder approval of the dissolutions, 


114 Thid; see also infra, pp. 1868 and 1371. 

115 Tbid. 

116 Op. cit. supra, note 3, Commission’s Exhibits Nos. 839 and 840. 

17 Op. cit. supra, note 113, p. 293. 

18Td., pp. 294-836. 

119 Td., pp. 809-11. 

20'The percentage of the total outstanding votes represented by the holdings of Mr. 
Milton and Mr. Huntington declined steadily until by September 20, 1935, they controlled 
only about 20% of the voting power of The Equity Corporation (op. cit. supra, note 8, 
Commission’s Exhibits Nos. 773, 832 (pp. 12-13) and Securities Registration Statement, 
The Equity Corporation, post-effective amendment filed July 14, 1937, Item 26). This 
holding apparently represented effective working control, however, for no other single 
interest held a block of comparable size. (Reports filed with this Commission by the 
corporation and stockholders indicate that no one except the dominant management group 
owned beneficially 10% or more of any class of equity securities at the time stated.) 
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1052 SECURITIES AND EXCHANGE COMMISSION 


mergers and consolidations was merely a formality. In almost all 
cases The Equity Corporation itself controlled sufficient percentages 
of the votes to effect the type of reorganization determined upon, 
irrespective of the wishes of the public investors.*** In one instance 
where The Equity Corporation did not possess sufficient votes under 
the applicable state law, it caused its subsidiaries to amend their 
charters so as to circumvent the statutory obstructions to the imposi- 
tion of The Equity Corporation’s plan upon public holders of the 
senior securities and common stock of these companies.1” 


2, ASSET LOSSES SUFFERED BY STOCKHOLDERS OF 
ACQUIRED COMPANIES 


The methods of reorganization engaged in by The Equity Corpora- 
tion worked drastic changes in the rights and privileges of security 
holders. Thus, preferred stockholders who accepted exchange offers 
and agreements of merger or consolidation proposed by The Equity 
Corporation surrendered securities possessing preferences on lqui- 
dation of approximately $8,400,000, more than the preferences of the 
securities received.!? Similarly, those preferred stockholders whose 
securities were acquired by The Equity Corporation by exchange 
offer, merger, or consolidation, suffered a loss in net asset values of 
approximately $2,000,000.%* 

These alterations of the rights, privileges, and asset values of mi- 
nority stockholders may have been accompanied by some advantages 
to these stockholders. Minority stockholders may have been benefited 
by the simplification of corporate structures incident to the reorgani- 
zations effected by The Equity Corporation, and the stock of The 
Equity Corporation which they obtained may have possessed a mar- 
ketability superior to that of their former holdings. However, these 
alterations of the rights, privileges, and asset values of the securities 
of minority stockholders effected by The Equity Corporation are in- 
dicative of the powers which dominant groups can assume over the 
investments of other people without control or regulation of any kind. 


C. Atlas Corporation 


Atlas Corporation represents the outgrowth of a small company 
known as United States Company formed in 1923 by Floyd B. 


121QOp. cit. supra, note 113, pp. 294-315. : 

122 See infra, pp. 1485-99, for a discussion of the consolidation of the companies in the 
“Rounders group” into American General Corporation. 

123 Op. cit. supra, note 8, Commission’s Exhibit No. 775. The value in liquidation of 
shares exchanged and shares surrendered was $20,109,034. The value in liquidation of 
the preferred stock of The Equity Corporation issued in exchange for these shares was 
$11,763,486.50 (ibid.). 

“4Td., Commission’s Exhibits Nos. 767, 768, 770, 772, 773, 774, 775, 840, 845, 846, 847, 
848, and the reply to the Commission’s questionnaire for The Equity Corporation, Pt. I, 
Exhibit J9. The approximate net asset value of shares exchanged and shares surrendered 
on merger was $14,066,913. The approximate net asset value of shares of The Hquity 
Corporation issued in exchange for these shares was $11,858,575 (ibid.). 
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Odlum ”> (who was to become the “dominating influence” ?*° in Atlas 
Corporation), George H. Howard and the wives of these two men. 
The company was formed primarily as a hobby, “to set aside a cer- 
tain amount of funds to see what could be done.” ¥* The initial 
capital of the United States Company consisted of $40,000 contrib- 
uted in equal sums of $10,000 by each of the four incorporators.”* 
Each of the incorporators received 2,500 shares of the common stock 
of the company.”® In 1924, L. Boyd Hatch, Mr. Odlum’s brother-in- 
law, became associated with United States Company. Later, other 
friends of the incorporators were permitted to become subscribers to 
the stock of United States Company. 

In August of 1928, United States Company had net assets of ap- 
proximately $600,000,°° of which $300,000 represented contributed 
capital +** and $300,000 represented appreciation in the value of the 
company’s investment portfolio. 

On August 3, 1928, Mr. Odlum and his associates caused to be in- 
corporated, under the laws of Canada, an investment company, Atlas 
Utilities Investors Company, Ltd.,1°? with an authorized capitali- 
zation of 10,000 shares of $100 par value preferred stock and 200,000 
shares of no par value common stock.1** By an exchange offer ** of 
its shares the Canadian company acquired, in August of 1928, all 
of the outstanding securities of United States Company and thus 
became possessed of approximately $600,000 in net assets. Addi- 
tional capital of approximately $3,000,000 1*° was raised by the Cana- 
dian company by private sales of its securities to friends of its found- 
ers and by the exercise of option warrants. Mr. Odlum and Mr. 
Howard, their wives, and Mr. Hatch held a total of 41,000 shares of 
the Canadian company’s common stock which had been acquired by 
them under the terms of the Canadian company’s exchange offer for 
the securities of United States Company and option warrants to 
purchase at any time 47,000 shares of the common stock of Atlas 
Utilities Investors Company, Ltd.% On July 11, 1929, another 


2° Derived from supplementary information supplied the Commission for Atlas Corpora- 
tion. In 1923 Floyd B. Odlum was a vice president of the Hlectric Bond and Share 
Company and of American & Foreign Power Company, an affiliated company (Public Ex- 
amination, Atlas Corporation, at 17521). From 1926 to 1931, Mr. Odium spent most of 
his time abroad acquiring public utility properties for American & Foreign Power Com- 
pany. In 1931 Mr. Odlum severed his relationships with Electric Bond and Share Com- 
pany and American & Foreign Power Company to devote his full time to his duties as the 
president and a director of Atlas Corporation (ibid.). 

In 1923, George H. Howard was associated as an attorney with the New York law firm 
of Simpson, Thatcher and Bartlett, who were counsel for Electric Bond and Share Company 
and American & Foreign Power Company. From 1929 to 1935, Mr. Howard was a 
director of Atlas Corporation (id., Commission’s Exhibit No. 2002) and from 1929 to 
April 1940 has been the president and a director of The United Corporation. 

126 Public Examination, Atlas Corporation, at 17519-22. 

27 Id., at 17523. 

8 Td., at 17524. 

129 Thid. 

130 Td., Commission’s Exhibit No. 1938. 

1Td., Commission’s Exhibit No. 1932. 

182 Td., Commission’s Exhibit No. 19381. 

433 Td., Commission’s Exhibit No. 1982. 

134 Thid. 

135 Jd., Commission’s Exhibit No. 1934. 

186Td., at 17533. The securities and option warrants issued were divided as follows: 
10,000 shares of common stock and 10,000 option warrants to Floyd B. Odlum; 10,000 shares 
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investment company, Atlas Corporation, was incorporated in Dela- 
ware #87 with an authorized capitalization of 100,000 shares of pre- 
ferred stock (none of which was ever issued), 200,000 shares of pref- 
erence stock having one vote per share and entitled on liquidation to 
a preference in assets to the extent of $50 per share and accrued 
unpaid dividends, and 1,200,000 shares of common stock, all of no 
par value.4*® On July 18, 1929, a so-called copartnership comprised 
of Floyd B. Odlum, Mrs. Odlum, George H. Howard, Mrs. Howard, 
and L. Boyd Hatch, transferred securities having a value of $3,035,- 
000 8° to Atlas Corporation in consideration of the issuance to the 
copartnership by the corporation of 300,000 shares of its common 
stock and perpetual option warrants to purchase 50,000 shares of the 
corporation’s common stock at $25 per share. Included in the 
securities so delivered to Atlas Corporation by the copartnership 
were the 41,000 shares of the common stock of the Canadian company 
which the copartners had received in exchange for their United 
States Company stock.1** Three of the copartners, Messrs. Odlum, 
Hatch, and Howard, became directors of Atlas Corporation. The 
other two directors on the board of five were E. K. Hall and Reeve 
Schley, both of whom were stockholders of the Canadian company. 

The copartnership further agreed to use its best efforts to obtain 
purchasers for 150,000 units of Atlas Corporation’s securities at a 
price of $58 per unit, each unit to consist of one share of preference 
stock entitled to one vote per share for all corporate purposes and to 
a preference of $50 per share on liquidation of the corporation, one 
share of common stock and one perpetual option warrant to purchase 
one share of the corporation’s common stock at a price of $25 per 
share.‘ Pursuant to this agreement, the copartnership, prior to the 
close of 1929, succeeded in selling 154,721 of these units of the corpora- 
tion’s securities at $58 per unit, netting the corporation $8,973,818. 
The units were sold privately by the copartnership and no commission 
was retained by the copartnership. In addition to the $58 units, the 
corporation also sold privately at $10 per unit, units consisting of one 
share of its common stock and a perpetual option warrant to pur- 
chase 1/6th of a share of its common stock at a price of $25 per 
share.* Of these units 54,100 were sold prior to December 31, 1929, 
netting the corporation $541,000. Thus, the total cash derived by 


of common stock and 10,000 option warrants to Mrs. F. B. Odlum; 10,000 shares of common 
stock and 10,000 option warrants to George H. Howard ; 10,000 shares of common stock and 
10,000 option warrants to Mrs. G. H. Howard; 1,000 shares of common stock and 7,000 
eption warrants to L. Boyd Hatch. 

137 Td., Commission’s Hxhibit No. 1942. 

138 Thid. 

139 Td., Commission’s Exhibit No. 1957. 

140 Td., Commission’s Exhibit No. 1985. The 300,000 shares of common stock and the 
50,000 warrants were divided as follows among the members of the copartnership: L. Boyd 
Hatch, 15,690 shares of common and 2,615 warrants; George H. Howard, 80,655 shares of 
common and 13,4421% warrants; Blizabeth S. Howard, 61,500 shares of common and 10,250 
warrants; Hortense B. Odlum, 61,500 shares of common and 10,250 warrants; Floyd B. 
Odlum, 80,655 shares of common and 18,4421 warrants (id., Commission’s Exhibit No. 2002, 
(p. 80).) 

41 See supra, p. 10538. 

12 Op. cit. supra, note 126, Commission’s Exhibit No. 1943. 

143 Thid. 

44Td., Commission’s Exhibit No. 1935. 

1445 7q., Commission’s Exhibit No. 1960. 

146 Thid. 
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Atlas Corporation in 1929 from the sale of its $58 and $10 units was 
$9,514,818. 

On October 1, 1929, an exchange offer by Atlas Corporation of its 
securities for the common stock of the Canadian company was made."** 
As a result primarily of this exchange offer, Atlas Corporation ac- 
quired all of the outstanding common stock of the Canadian com- 
pany,'** which, however, was not immediately dissolved but was con- 
tinued as a subsidiary of Atlas Corporation until October 1936,!4° 
when it was dissolved as a step in the final simplification of the Atlas 
Corporation system. of investment companies. 

By the close of 1929, Atlas Corporation had acquired by sale or ex- 
change of its securities, by its transaction with the copartnership, and 
by its absorption of the Canadian company, assets having an actual 
value of approximately $17,000,000.1°° Of this amount of assets, ap- 
proximately $12,000,000 represented contributed capital and paid-in 
surplus.*+ Investments of the company were primarily concentrated 
in the common stocks of utility operating and holding companies, 
particularly those of the Electric Bond and Share Company and its 
subsidiaries.1* The effect of the stock market collapse of 1929 was to 
reduce the assets of the corporation to $13,460,000, a decline of 21% 
of its actual contributed capital.%* The so-called “spring rally” of 
1930 restored Atlas Corporation to its approximate original asset, posi- 
tion, but by this time Mr. Odlum had lost faith in the possibility of an 
immediate substantial rise in the market price of securities.54 At 
this time the policy of the corporation to devote itself to the absorp- 
tion of other investment trusts and investment companies was 
formulated.?°° 


147 Jd., Commission’s Exhibit No. 1986. 

48The asset value of the Canadian company’s common stock was approximately $55 per 
share (derived from supplementary information supplied the Commission for Atlas Corpora- 
tion), whereas the asset value of Atlas Corporation common stock was approximately $10.37 
per share (ibid.). The four shares of Atlas Corporation common stock issued in considera- 
tion for one share of the common stock of the Canadian company had, therefore, an asset 
value of $41.48. The Canadian company’s common stockholders in making this exchange 
thus suffered a loss in assets of approximately $14 per share which was compensated some- 
what by the receipt of option warrants of Atlas Corporation and by the fact that Atlas 
Corporation’s common stock had a substantially higher ‘leverage’ than did the Canadian 
company’s stock. 

149 Op. cit. supra, note 126, at 17553. 

OGL, ae Niel, 

So Td at AiO2: 

GL, ae Ue eile 

153 Tpid. 

154 Tq., at 17719. 

155 Mr. Odlum testified (id., at 17719-21) : 

A. * * * When we got to April 1930 we had again pulled it up so that from the 
organization of the company to April 1930 we had suffered no losses. But we were in a 
period of falling prices. We didn’t know how long that period was going to last or 
or how far it was going to go. We sensed that perhaps it might last for a considerable 
period of time. We were just organized about six months. We could turn our capital 
back to our shareholders without loss, or we could carry on. If we turned to carry on 
as a straight investment company, so to speak, we would be a victim of the general 
market conditions if they continued downward. Therefore we searched for some way 
so that we could do better at least than market averages if the market should fall 
further and so that we would do better than market averages if the market continued 
as it was, and we would be rather fully invested if the market should turn upward 
overnight. 

* * * * * 5 * 

If we could get in and get control of those companies at a figure which was some- 
thing above this 35 or 40% discount, but at some discount so that in effect we would 
share with those old shareholders a part of the spread between the asset values and the 
market values of their securities, we would in effect have that protection, let it be 10 
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During 1930, Mr. Odlum’s investigation of investment companies 
had led to the discovery that the market value of investment company 
securities was at least 85% less than the actual value of the assets 
owned by the holders of such securities.°° The opportunity thus pre- 
sented to acquire the portfolios of diversified securities of other in- 
vestment companies at a total price less than their actual value was 
the fundamental purpose of the Atlas Corporation’s campaign to ac- 
quire control of, and to amalgamate with itself, the assets of other 
investment companies.%* Subsidiary advantages also accrued to 
Atlas Corporation and its sponsors. To the extent of the differential 
between the cost of the securities of investment companies acquired by 
Atlas Corporation and its actual value, Atlas Corporation was pro- 
vided with a “cushion” against further depreciation in the market 
value of securities. And through the medium of its exchange offers 
Atlas Corporation was enabled to distribute its own securities for the 
securities of other companies having asset values in excess of the asset 
and market value of its own securities.t°* In substance, a means was 
thereby found to raise additional capital in a period when the sale of 
Atlas Corporation’s own securities by normal methods was virtually 
impossible.?°° 

On October 31, 1931, Mr. Odlum entered into a contract 1° to manage 
the expansion program of Atlas Corporation. By the terms of this 
contract Mr. Odlum agreed to devote his full time to the active man- 
agement of Atlas Corporation for a period of one year.1% As com- 
pensation Mr. Odlum was to receive a sum equal to 6/10 of 1% of the 
consolidated net assets of the corporation as at the date of the termina- 


or 15 per cent of that discount, if you please, against a further fall in the market. We 
would be fully invested if the market should rise, and we would have that spread also, 
if the market just remained constant. And we would at the same time be giving those 
other people several things that they didn’t have. In the first place we would be giving 
them marketability that they didn’t have. In the second place we would be giving 
them management which they didn’t have, at least I don’t mean that as a eriticism of 
the old management. The managements had gone dead and weren’t doing anything 
about it all. And we were in the field; we were interested; we were trying to make 
good on the thing and we were active. Therefore, we added to what they had: (1) mar- 
ket value; (2) portfolio management; and (3) an opportunity to at least take a chance 
of going forward, rather than sit and watch a thing coming down on them. 

That is the genesis of the adoption of the program or the policy of acquiring invest- 
ment trusts. But I say it was a phase because the minute we had acquired these trusts, 
the minute the market had gone through the depression period and we had accumulated 
those trusts, we were back again without any subsidiaries, without anything except our 
own portfolio, to manage which would be a consolidation of our original portfolio plus 
what we acquired, and we would have as our shareholders our original shareholders plus 
these other fellows we had brought in 


156 Op. cit. supra, note 126, at 17719—21. 
187 Tbid. 
158 See infra, pp. 1070; 1400-8. 
159 Mr. Odlum testified (op. cit. supra, note 126, at 17724) : 
Q. I think you will agree that in this demoralized period you couldn’t sell investment 
trust securities? 
A. Yes; but at a very great sacrifice. 
Q. So that if it was a question of raising additional capital to start this campaign 


by selling new Atlas stock, that would be futile; isn’t that so? You couldn’t float or 
soll arvis block of Atlas stock on a public offering at that time. 
. No. 


Mr. Odlum further testified in this connection (id., at 17834) : 


A. * * * Many people interpreted our program in the investment trust field 
as an effort on our part to gather together capital. We had no idea nor any desire 
to gather capital. 

Q. But you don’t deny that was the consequence of your program? 

A. The consequence of our program was to build our capital up from about $17,000,- 
000 to somewhere around $100,000,000, and in fact * * * it built up at one 
period to $140,000,000, and we have been constantly cutting it down ever since, because 
it wasn’t capital we wanted. 


160 Tq., Commission’s Exhibit No. 1964. 
161 Tpid. 
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tion of the contract less a sum equal to all operating expenses.'°? In 
other words, if the operating expenses of the corporation exceeded 6/10 
of 1% of the consolidated net assets of the corporation, Mr. Odlum 
would receive no compensation, Mr. Odlum also agreed to subscribe 
for 200,000 shares of the corporation’s common stock and 200,000 of 
its warrants at a price of $6.50 for a unit consisting of one share of 
common stock and one warrant,'® or a total price for the 200,000 units 
of $1,300,000.1°* ‘The then market value of each of these units was $6; 
the asset value of each of the units was then $3.95. Mr. Odlum, how- 
ever, had the right under the terms of the contract to cancel his sub- 
scription, if as at November 31, 1934, the Dow-Jones 30 common stock 
industrial average or an equivalent index was more than 35% below the 
level of such average as at July 31, 1931.2 

Up to October 1931 (the time of the maturing of the management 
agreement between Mr. Odlum and Atlas Corporation), Mr. Odlum 
had received no compensation in any form from Atlas Corporation or 
any of its predecessor companies. During this period up to 1981, the 
Atlas Corporation had acquired control of the following investment 
companies: All America General Corporation, with assets of $3,149,- 
700; Exide Securities Corporation, with assets of $5,837,900; Power 
& Light Securities Trust, with assets of $3,014,300; Selected Stocks, 
Ine., with assets of $596,100; Iroquois Share Corporation, with assets 
of $1,441,400; Federated Capital Corporation, with assets of $2,845,000; 
Jackson & Curtis Investment Associates, with assets of $1,039,600; 
Sterling Securities Corporation, with assets of $16,764,800; Chatham 
Phenix Allied Corporation, with assets of $29,412,700; Chain Store 
Stocks, Inc., with assets of $3,407,200; and National Securities Invest- 
ment Company, with assets of $11,243,300.1% Total assets of all invest- 
ment companies, control of which was acquired by Atlas Corporation 
prior to its execution of its management contract with Mr. Odlum, 
were approximately $78,752,100. However, in several of these com- 
panies, sufficient stock control to effect their dissolution or merger with 
Atlas Corporation had not yet been obtained, and negotiations for the 
acquisition of control of additional companies by Atlas Corporation 
were in progress at the date of the corporation’s contract with Mr. 
Odlum.'*? The objective of the contract was to insure his services for 


162 Thid. 163 Tbid. 164 Ibid. 165 Tbid. 

166 Td., Commission’s Hxhibit No. 1958. 

107 As at December 31, 1931, Atlas Corporation and its subsidiaries had the following 
interest in the companies then controlled by the Atlas Corporation group of companies: 


Percent of securities of each class 


Name of company: owned by Atlas Corporation 
Seennibes AMeG Comoormnoms= 5 ee SS 40. 48 
PANTING GLAS tL Dp © 1510. Ore cits, 10 eee a en gp URE EE aC NE 92.47 
All American General Corporation______________ pS oe eRe hs ew 68. 42 
Clagnin Storms Sioeksy, W@W ees 66. 06 
Wingsalaiclene ininaimnenrml ComoorniOm— 5655 ees 82. 02 
(Chevaereeyll Teoma Wee COON ETON a gs 74. 05 
National Securities Investment Company: 

APPT CL Tee @ C1 ee ae ss a ee wre ate te eae emt dee wee ee ee 26. 59 

Commons sae eis tae eee ae ee eee 66. 34 
Sterling Securities Corporation: 

Lst preterred==— = 2 eieee _ Set Se ee ea ey ee TE See allay, el 

S12 Opreterred =. eae eae hs Sea ee as Sees ee ne oe 6. 46 

(CTE SA a a re mee LA ae ede ena OT er erm eee eer 14. 88 

GLAS SR ere See na nen ae eee ie ee RE Ae ee 70. 638 
AVIA EIONME Se CULIGLES I COLD Oraiti One eee een annnnn ne nny US a 50. 42 
Federated Capital Corporation: 

Pretente dS ss = see ee oe ee eee eae ee ee 82. 65 

Comm (na: 222222 SaaS ee eee ee eee 13. 29 


Securities Allied Corporation, in which the Atlas Corporation group had only a 40.48% 
interest, controlled, either itself or through controlled companies, all of the Atlas Cor- 
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the furtherance and consummation of the corporation’s acquisition 
program. Mr. Odlum testified that he had no belief that the market 
would rise substantially during the period of the corporation’s ex- 
pansion program.*®® Consequently the purpose of the management 
contract was apparently to compensate Mr. Odlum for any increase 
in the consolidated assets of the corporation which would result from 
his efforts to acquire control of other investment companies.** It is 
evident also that, as a result of his management contract. and his stock 
purchase agreement, Mr. Odlum had a direct pecuniary interest in the 
exchange offers of securities made by Atlas Corporation for the securt- 
ties of its subsidiaries from the point of view of both increase in total 
assets and maximum profit to Atlas Corporation. 

On October 31, 1932, the date of the expiration of the original man- 
agement contract with Mr. Odlum, the contract was by agreement 
modified and extended to April 30, 1933,17° because “events of the past 
year have prevented the consummation within the year of the expan- 
sion and consolidation program which was in our minds when the 
agreement of October 31, 1931, was made.”** Mr. Odlum agreed to 
make his purchase of the 200,000 units of Atlas Corporation securities 
unconditional, and further agreed that this management compensa- 
tion under the contract for its entire term, past and future, was not to 
exceed $300,000, with the proviso, however, that in any event he was 
to receive for his services a minimum of $150,000. Mr. Odlum, on the 
termination of his management contract, received $300,000, the full 
compensation to which he was entitled by its terms.17? The gains made 
by Mr. Odlum on his purchase of the 200,000 units of Atlas Corpora- 
tion securities will be indicated later. 

Prior to May 1930, the portfolio of Atlas Corporation consisted 
predominantly of utility securities.17* As at May 31, 1930, the cor- 
poration’s portfolio at cost totaled $11,231,846.77, of which $6,248,380, 
or 57.7% of the total portfolio, was invested in the securities of public 
utility companies.1* In May 1930, the corporation commenced its 
program to acquire other investment companies and thereafter re- 
duced gradually its portfolio of marketable securities to provide funds 
for this program. At December 31, 1930, the company’s portfolio of 
securities at cost totaled $7,208,651.89, of which $3,910,026.45, or 54.28% 
of the total, was represented by public utility securities. However, 
by April 1931 the corporation had transformed its entire portfolio, at 
a realized loss of approximately $6,000,000,17° to investments only in 
the securities of other investment companies. 


poration group holdings in Allied Atlas Corporation, All American General Corporation, 
Chain Store Stocks, Inc., Ungerleider Financial Corporation, National Securities Invest- 
ment Company, and Aviation Securities Corporation. The $1.20 preference, the Class A 
and Class B common stocks of Sterling Securities Corporation had no asset value as at 
December 31, 1931. Atlas Corporation’s main interest was, therefore, in the preferred 
stock which it was mainly engaged in acquiring (id., Commission’s Hxhibit No. 2001). 

168 See note 155, supra. 

169 Op. cit. supra, note 126, at 17733-5. 

170 Td., at 17736 and Commission’s Exhibit No. 1964. 

171 Jd., Commission’s Exhibit No. 1964. 

172 7d., at 177388. 

173 Td., Commission’s Exhibit No. 2002, p. 48. 

174 Thid. 

1% Thid. 

16 Td., Commission’s Exhibit No. 2002, p. 49. Of this $6,000,000, $3,700,000 were net 
losses on intercompany transactions (ibid.). 
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1. CHANGE IN INVESTMENT POLICIES. OF COMPANIES 
ACQUIRED BY ATLAS CORPORATION 


Further funds were provided for a continuance of the Atlas Cor- 
poration’s program of acquisition by the companies acquired by Atlas 
Corporation. With few exceptions, as control of each of the 22 com- 
panies ultimately absorbed by Atlas Corporation was acquired, their 
diversified portfolios were liquidated and the funds so derived were 
used to acquire from Atlas Corporation itself and its existing sub- 
sidiaries or in the open market the securities of other investment com- 
panies control of which Atlas Corporation was then in the process 
of acquiring. Mr. Odlum testified to this process as follows: 17 


Q. Well, as I read these reports it seems to me that the technique was, first, 
to find the situation where you could buy the securities at these discounts, isn’t 
that so? 

A. Buy for cash. 

Q. And in these substantial companies where you didn’t have the requisite cash 
to buy the entire control of the situation you bought a substantial position in the 
trust and then made the exchange offer, isn’t that so? 

A. In every case we bought all that we could for cash. I don’t mean limited 
by our cash resources, I mean that we bought every share that we could for cash 
and preferred to buy for cash than to issue stock for it. 

Q. But a substantial part was acquired by the issuance of stock. 

A. The majority was acquired through purchase for cash. 

Q. And the cash came not only from Atlas, but came from the subsidiaries. 

A. As we acquired some of these subsidiaries they became partners with us 
and their capital was used. 

Q. But when you say that you bought for cash, you don’t mean that the Atlas 
Corporation used its own cash, but it used the cash of the companies which it had 
acquired control of either by purchasing their securities for cash or upon the 
exchange program. 

A. But it wasn’t because we had acquired control of them, it was because they 
were under our management and joined the same program that we were in for 
the same objectives. 

Q. Iam not unmindful of that, but I am trying to see what the technique was, 
and where the money came from and how these various companies were acquired. 
In many instances, Atlas Corporation used its own cash and in many other 
instances it used the cash of companies which it controlled, no, in almost: 

A. No; that is an incorrect statement, that “it used’’—but “they” used. 

Q. They used? 

AupY¥es) 1% .*) * 


The extent to which the diversified portfolios of marketable securi- 
ties held by the companies acquired by Atlas Corporation prior to 
the shift in their control to Atlas Corporation were replaced by the 
securities of investment companies which were eventually absorbed 
by Atlas Corporation is indicated by Table 15.178 


Ww7Td., at 17727-9. 
178 Td., Commission’s Exhibit No. 2039. 
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Taste 15.—Investments. in affiliates by investment companies in the Atlas Cor- 
poration group, 1930-35 year-ends 


1930 1931 
Investments in Investments in 
Date of affiliates affiliates 
Investment company re site pss = corel 
control pert ae portfolio. a 
Amount of. Amount | of 
port- port- 
folio folio 
Atlas Utilities & Investors 

Coy Vetdiea-2-4e= =e sae ee July 18,1929 | $3,695,817) $204,175) 0.5} $3, 114, 096)$2, 860, 865) 91.9 
All American General Corp_.-| June 30,1980 | 1, 287, 624|_-.--.---__|------ 1, 469, 027) 1,440,000) 98.3 
Exide Securities Corp. (later 

Allied Atlas Corp.)_-..------| Aug. 31, 1930 2, 941, 170 108, 075 0.4 3, 145, 312] 2,705, 036) 86.0 
Power & Light Securities 

ARTIS Ge ai eee = eee eee Beads Heb ye 28 0193s | aaa |e (Oy ee228038 9184 | Reese eee 
Selected Stocks, Inc____------- IMiGGe, BIL MOR | socencecssl|s-sesconece (¢) @ 218, 637| 2 199,975) 91.5 
Ungerleider Financial Corp. 

(ater The Financial Corp.)-| Apr. 30,1931 |-------.---|-----------|------ 1, 540, 411 165,000) 10.7 
Iroquois Share Corp_-_---------}----- ORES ee ee Mee eee ese eee (4) CRS CW osccsence|lscecos 
Federated Capital Corp_------ IMMER) TG, WOR eas cccseeca||-Soecsaenq||so5cec 1 BIG OW le acccesnesllescccs 
General Empire Corp--------- Huns WTB |essssccccosllsssessasece|lssaas= 2,933,061) 884,472) 30.2 
Jackson & Curtis Investment 

SSO C Rap eae aes ee Uelyy Bi, UCB | ssasesneao||saccscssece (¢) 6 Tl, (Oi IFS ssccossemelleossas 
Sterling Securities Corp_------|----- AG SS Ae Baer setae | eee. Sees heen 7,516, 241) 102,623} 1.4 
Chatham Phenix Allied Corp 

(later Sec. Allied Corp.) _---- Aw, BWR leenacaoscsellaasocsosete|[cosose: 14, 664, 890] 7,725,902) 52.7 
Chain Store Stocks, Inc_-_----- Sot WG, HORI tres osocanisosecesoSaellsesse= 1, 265, 554) 873, 250) 69.0 
National Securities Invest- 

TANGY CW. saeco -ansoonaneneee ego 625.0103 Iie | een ee ferre ereeee ol pene 4,976, 193] 1,385,106) 27.8 
Aviation Securities Corp-_----- Deer sSU OST |e ae we ce ars [ee a I, Pall, MO osssssecs|=assess 
Atlantic Securities Corp-_------ IN, BO; WEB, | acscccarces| posse esenas||sossesfbospenaceocd|leoscassecs|lseacne 
Goldman Sachs ‘Trading 

Corp., The (ater Pacific 

iN astermaC ony) ssaaeeee ae Sool! AQOR, IW TWOBE secs osco ace lleseosscecsa| bosesd|lecosecepeces |assecsseoel|>osass 
Blue RidgeiCorp_-- ee AG CS, WOES |lSssoceceusc|lescossscccc||eosess||peececesease||Ssesedosan|>asse 
Shenandoah Corp_-_--.--------- AS ts BR IOEB |ooscccseseel | Saececeseda||sassaa|aececase b26 | nonasasacs||eaesec 
American Investors, Inc_-_---- Anwns SO), NOES Noececesssns||s= bY Bide | Coen ae eee | oats sesc| oo scine 
JMNGIASE CORD Mat ie Peat = eee pee OE EE 14, 282, 464) 10, 853, 065) 76.0) 13, 711,587) 9,996,319| 73.0 

AO talleet ae eee ee |e ee eee 22, 207, 076| 11,160,315} 50.7) 48,171, 251/18, 142, 255) 42.2 


a Market values; other values are book. 


b Merged June 3, 1931. 

e Liquidated Aug. 18, 1931. 
4 Liquidated Aug. 28, 1931. 
¢ Liquidated Aug. 31, 1931. 
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"TABLE 15.—Investments in affiliates by investment companies in the Atlas Cor- 
poration group, 1930-85 year-ends—Continued 


1932 1933 
Investments in Investments in 
Date of affiliates affiliates 
Investment company acoso ml ai ane 
Tota Total 
control 5 Per- ; Per- 
portfolio aaa portfolio cent 
Amount of Amount | of 
port- port- 
folio folio 


Atlas Utilities & Investors 

OOo, JORG. capo ceseenes July 18,1929 | $2,116,535] $2,106, 254] 99.5] $3, 391, 566 $3, 253, 819} 96.0 
All American General Corp.--] June 30,1930 | 1,591,527} 1,549,527] 97.3/¢f1, 608, 835} © 930,048] 57.8 
Exide Securities Corp. (later 


Allied Atlasi@orps) se eee Aug. 31, 1930 3, 120, 064) 3,046,177] 97. 6/4 9 3, 805, 192/43, 701, 833] 97.3 
Power & Light Securities ; 

(RRUS Gas ee eee Se eae ee Hie Demet Onl OS it wears Stl a eee pare otal OREM eee a Se eon) en ar ee |e 
Selected Stocks, Inc_______-_-- ViareSI OSes Bes eae es ee eMe Ame iN alleen Oss A ened || eee cee | See ees 


Ungerleider Financial Corp. 
(later The Financial Corp.)_} Apr. 30, 1931 38, 951, 794) 2,797,610} 70. 8}¢ * 4, 364, 737/48, 795,919} 87.0 


UROCOD Sens CORD. ccscsssal|+ Oia oo o6 sl be ccenacasal possosceeae |seccuelloaccesnacseolleonoecemsellsocces 
KederatediCapitali@onpres-=-- | Miay 169193I | 2025272|Beeeee uae see ee 2, 682, 231) 298,532) 10.9 
‘General Empire Corp_______-- June 1,19381 2, 339, 311} 1, 500, 188} 64. 0) #3, 690, 156) 22, 641, 279| 71.6 
Jackson & Curtis Investment 

ASSO Ciao a am ae aha ee me uiliygeST LO 3 1h ee erk Sere ene al ene A Ree ARE ol Le ees a nl cpa 
Sterling Securities Corp______- SEEn(O(0) See 6, 892, 784 175, 450 2.5] 15, 682, 578 28, 602 0.2 
Chatham Phenix Allied Corp. 

(ater Sec. Allied Corp.)__._- Aug. 5,1931 | 16, 559, 604} 18,716,510} 82. 8}4/19, 421, 848|214,871,951| 76.6 
Chain Store Stocks, Inc______- Sept. 16,1931 | 1, 522, 412 868, 961] 57. 0/2 * 2, 126, 043)21, 195, 221] 56.2 
National Securities Invest- 

DRAM CO). ssa recoee cece scnone Sept. 25,1931 | 5,461,150] 2, 752,966} 50.4] 4, 156, 268) 1,481,812] 35.6 
Aviation Securities Corp____-- Dee. 31,1931 BOP (BE es ceeneas|looosne a1], 587,049] ¢ 344,120] 21.7 
Atlantic Securities Corp____._- Apr. 30,1932 | 2,283,441! 2, 245, 384) 98. 4)4¢™2, 039, 713/41, 912, 914] 93.7 


Goldman Sachs ‘Trading 
Corp., The (ater Pacific 


Hasterni@onps) see seeee eae FADE BU pLOS Sia aeee See ee | eee ee me A 31, 537, 765] 9, 508, 366] 30.2 
Blue Ridge Corp____-_-___-___- TAD To 20 {L938 30 eater eee Oe ee eee Oe ANS 902 (4 eee ee | 
Shenandoah Corp________-___- ADH cOn 19330 | eee. seen |e Smee Seen eR, 13, 741, 805] 6, 232, 666] 45.4 
American Investors, Inc____-_- qwnOYS. BIO), CER | es ee neal acooanecaclaosoce 17.934, 338 Ramee» eels | Wee are 
INAS! Onp eee eee ewe. SES ae eae eee 25, 580, 604] 20, 867,257} 81.6] 47, 446, 660/42, 859, 489] 90.3 

MO tale as -e Lae See. Vee ce || ee ee eee 72, 974, 190) 51, 626, 287] 70.8} 168, 472, 488/63, 658, 288} 37.8 


a Market values; other values are book. 
J Liquidated Dec. 20, 1933. 

9 Liquidated June 6, 1933. 

* Liquidated Nov. 4, 1983. 

¢ Liquidated June 21, 1933. 

i Liquidated Dec. 8, 1933. 

k Liquidated Nov. 24, 1933. 
'Liquidated Nov. 13, 1933. 

m Liquidated Dec. 30, 1933. 
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TABLE 15.—Investments in affiliates by investment companies in the Atlas Cor- 
poration group, 1930-85 year-ends—Continued 


1934 1935 
Investments in Investments in , 
Date of affiliates affiliates 

Investment company pun ee ace SNE | ti alae RS 
control pane nee ‘aati Be 

Amount of Amount | of 
port- port- 

folio folio 

Atlas Utilities & Investors 

Corse (dee Sees ee Fae July 18,1929 |$10, 428, 708/$10, 306, 273] 98. 8/$14, 664, 904 |$12,316,305) 84.1 
JN Ascemtonin Cloner! Cono..-|) Uwsee 80), IER eee essa) bee secesccallseteesllsoceceoasocallesooneaasellbeceos 
Exide Securities Corp., (later 

Allied Atlas Corp.)__-------- PAT Se 311930): See ee | ee Oe ee eee eee ese ee = 
Power & Light Securities 

SRRUS Gee ee eee rae eee a TC Deep 28 yal GSU: |e ces eae | ee eee (ere ee | ee ee ee es seep n= 
Selected Stocks, Inc.____------ Maree S193 lees anes ce oak fe Re ee | ese 
Ungerleider Financial Corp. 

Gaig?e Do Intaxeneell Coro)! Aor, 20, 1ORIL |e ec caleeecseteeces eanoee| Lo oacecsoccalleorosoccealleceems 
Iroquois Share Corp___--_-----]----- 1G aie See ope ||P he Pepe || na dh |e ies talk Ree || Se Ret PE, 
Federated Capital Corp__----- May 16,1931 | 2, 638, 362 Bia), AU 183, By CeO, G7 CSN cece tecona|eseces 
General Empire Corp__-_------ TUNE OSI Sawe ee Ae SLE ES CREE |. eee S| See a eee 
Jackson & Curtis Investment 

ESS 0 Cee eee eee Jrliye eS 11 OSU | eae Soe |e eee a | Re eee ere Pee oe 
Sterling Securities Corp-_-_---- be ON see ee 14, 676, 379 39,327) 0.3) 18, 500, 239 67,929) 0.4 
Chatham Phenix Allied Corp. 

Geiss Seo, Alliecl Coiros)--.6-|| Aw, MBL | sece ete cal ese cesncesalleecets||socoposeeese||Secensoccs||zeouse 
Chain Store Stocks, Inc______- SepewlGsiosi! | Pees wee | Saas ee ae aces ae Ree Serene ees 
National Securities Invest- 

WOANPLOOS | ea seeaseoeseese Sept. 25, 1931 2,961,434) 1,675,146) 56. 6\¢ @ 6, 715, 980/21, 708, 837 25.4 
Aviation Securities Corp_--_--- DEC ASIS193T) | MER Eee sai SE Ee 2 oe ee eee eevee ne ee eae 
Atlantic Securities Corp_.-.--- INGO) Gy BAU ORS BY ee cape oe lee eee pe eo Sea ees ees Sets 
Goldman Sachs ‘Trading 

Corp., The (later Pacific 

Eastern Corp.)_-----_- Sees Apr. 17,1933 | 33, 294,216) 8,108,847} 24.4] 41, 789, 069/18, 772, 186} 33.0 
BluckRidge\© orp esses ese ANG, AH, WCRR | BO, CO, C283) ss cince cecal aeoces (?) @)  Ieesecs 
Shenandoah'i@orpse_-22_22___- Apr. 26,1933 | 10,491,433) 3,737,528) 35.6] 26, 566, 281! 1, 221, 023 4.6 
American Investors, Inc__---_- eine) BO MES | CO KAS GG neces eee ece Gara 8685192 | ae nena ees 
SAIEIESH Ones Su NOt RNS Aah cs DO 53, 687, 009) 49, 812, 748] 92.8] 71,014, 359/54, 243, 607| 76.4 

TG talaees. SSR P et eet ee ke 170, 771, 763] 74, 030, 588] 48.5) 172, 584, 853/81, 621,051} 47.3 
| 


a Market values; other values are book. 


n Liquidated July 27, 1935. 
o Liquidated July 25, 1935. 
p Sold November 1935. 

« Liquidated July 18, 1935. 


Stockholders (other than officers, directors, sponsors, managers, 
and principal stockholders) of acquired companies were not consulted 
prior to the substantial change in the investment policies of their com- 
panies by Atlas Corporation; they were informed of the change only 
after it had occurred.17? The change in policy was a result only of 
the agreement of Atlas Corporation and the previous managers of the 
companies acquired by Atlas Corporation,'®° who, as will be described, 


179 Td., at 18235; see also infra, Sec. III. 


180 See infra, Sec. III. 
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had usually ceded their control to Atlas Corporation on terms advan- 
tageous to themselves.1** 

It will be observed from the schedule that to a substantial degree 
the assets of virtually all of the investment companies acquired prior 
to 1933 were invested, like the assets of the Atlas Corporation, in 
the purchase of securities of other investment companies. Com- 
panies, the control of which was acquired by Atlas Corporation in 
1933, did not make this type of investment for the reason that their 
acquisition terminated the Atlas Corporation program.*? 

The record indicates that the experience of the stockholders of the 
companies acquired by Atlas Corporation after they joined with the 
Atlas Corporation as “partners” +** in its acquisition program, was 
comparatively better than would have been the case had the original 
portfolios of the acquired companies been retained or if their assets 
had been reinvested in the securities which form the basis for the 
calculation of the commonly known stock market averages.1** 

The Atlas Corporation and its stockholders benefited by these 
acquisitions to a far greater extent than minority stockholders of the 
acquired companies who did not become stockholders of the Atlas 
Corporation. On the dissolution of their companies by Atlas Cor- 
poration, minority stockholders were given the option to take their 
distributive share of their companies’ assets either in cash or in kind 
in portfolio securities.1* To a substantial extent these portfolio 
securities were the securities of other investment companies controlled 
by Atlas Corporation. The market prices of these securities of other 
investment companies were substantially under the control of Atlas 
Corporation,’** and the asset values of such securities, most of which 
accrued to Atlas Corporation as liquidating dividends on the dissolu- 
tion of its subsidiaries, were far in excess of their market values.187 
Ultimately, these asset values were, of course, realized by Atlas Cor- 
poration and perhaps by those minority stockholders of the dissolved 
companies who elected to take their distributive share of their com- 
panies’ assets in kind." However, the letters offering minority 
stockholders of dissolving corporations controlled by Atlas Corpora- 
tion the opportunity to receive the portfolio securities of their com- 
panies in kind, did not point out the difference between the asset 
values and the market values of the Atlas Corporation controlled 


181 Ibid. 

12 The $9,508,366.50 which the schedule discloses The Goldman Sachs Trading Corporation 
had invested in an affiliate, was its investment in Shenandoah Corporation, which was made 
in 1929, prior to the acquisition of control of The Goldman Sachs Trading Corporation by 
Atlas Corporation. Similarly, the investment of $6,232,666.64 in affiliates by Shenandoah 
Corporation constituted an investment in Blue Ridge Corporation, which was made in 1929, 
prior to the acquisition of Shenandoah Corporation by Atlas Corporation. 

183 See note 177. supra. 

48: Op. cit. supra, note 126, Commission’s Exhibits Nos. 2004 and 2033. Officials of Atlas 
Corporation maintain that the acquired companies did hetter in the aggregate by $19,000,000 
than the general market averages and $32,000,000 better than they would have done if they 
had kept the portfolios they had when they passed under the management of Atlas Corpo- 
ration. Stated percentage-wise, this management performance was approximately 8% 
better than the general market and 15% better than it would have been with retention of 
acquired portfolios. 

18 See infra, pp. 1446-57. 

186 Thid. 

187 Thid. 

188 Thid. 
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investment company securities in the portfolios of the dissolving 
companies.'*® The great number of minority stockholders elected to 
receive their distributive share of the assets of their companies in 
cash.¥°° The cash distributive shares of the assets of the investment 
companies dissolved by Atlas Corporation were usually calculated 
on the basis of the market value of the assets of the dissolving 
companies.**? 

In the course of its program, Atlas Corporation acquired control 
of 21 investment companies. Of these 21 companies, control of two 1” 
was sold by Atlas Corporation at a profit, 16 were dissolved,'** and 
three were consolidated with Atlas Corporation on October 29, 
1936.% Table 161% indicates the companies acquired, the names of 
their sponsors, the total assets of the companies at the date Atlas 
Corporation acquired control, and their eventual disposition by Atlas 
Corporation : 
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Taste 16.—Investment trusts and investment companies acquired by Atlas 


6, 


Corporation 
Approximate 
Date control assets at | 
Investment company Name of sponsor ae Se is Disposition 
ration Atlas Cor- 
poration 
ea Widloreinc a= ===—s=—== Iepoyeel Ce WWITGU, oc ce Mar. 27, 1930 $500,000 | Dissolved Mar. 27, 
1930. 
2. All America General | Starring & Co____------. June 30, 1930 38, 149,700 | Dissolved Dec. 30, 
Corporation. 1933. 
3. Exide Securities Cor- | Electric Storage Battery | Aug. 31,1930 5, 887,900 | Dissolved June 6, 
poration (Allied Co. 1933. 
Atlas Corporation). 
4. Power & Light Secu- | Hale Waters & Co------ Feb. 28, 1931 3,014,300 | Dissolved June 1, 
rities Trust. 1931. 
5. Selected Stocks, Inc_..| Quaw & Foley--__------- Mar. 31, 1931 596,100 | Dissolved Aug. 17, 
1931. ‘ 
6. Ungerleider Financial | S. Ungerleider & Co__--| Apr. 30, 1931 9,088, 700 | Dissolved Nov. 6, 
Corporation (The 1933. 
Financial Corpora- 
poration). 
7. Iroquois Share Corpo- ; O’Brian, Potter & Staf- |___-- On céesce 1,441,400 | Dissolved Aug. 17, 
ration. ford. 1931. 
8. Federated Capital Cor-| (Federated Debenture | May 16,1931 2,845,100 | Dissolved July 27, 
poration. Co., P. H. Whiting 1935. 
Co.). 
9. General Empire Cor- | Hemphill Noyes Co----- June 1,193] 2, 300,000 | Dissolved June 21, 
poration. 1932. 
10. Jackson & Curtis In- | Jackson & Curtis___.---| July 31, 1931 1,039,600 | Dissolved Aug. 17, 
vestment Associates. 1931. 
11. Sterling Securities Cor-| Insuranshares Corpora- |_---- CWaceaace 16, 764, 800 | Consolidated Oct. 29, 
poration. tion of New York, et 1936. 
al. 
12. Chatham Phenix Al- | Chatham Phenix Cor- | Aug. 15,1931 29, 412,700 | Dissolved Dec. 
lied Corporation poration. 1981. 
(See. Allied Corpo- 
ration). 
189 Thid. 
199 Thid. 
191 Thid. 
192 Op. cit. supra, note 126, Commission’s Exhibits Nos. 1958, 2001. 
193 Tbid. 
194 Thid. 


195 [q., Commission’s Exhibit No. 1958. 
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TABLE 16.—IJ/nvestment trusts and investment companies acquired by Atlas 


Corporation—Continued 


Approximate 
Date control F assets at 
+ acquired by ate of acqui- a sas 
Investment company Name of sponsor Atlas Corpo- sition by Disposition 
ration Atlas Cor- 
poration 


13. Chain Store Stocks, | (Shields & OCo., E. | Sept. 16,1931 $3, 407, 200 | Dissolved Nov. 24, 
Imes Naumburg & Co., F. 1933. 

S. Smithers & Co.). 

14. National Securities In- | (A. G. Becker & Co., | Sept. 25, 1931 11, 243,300 | Dissolved July 25, 
vestment Co. George Pick & Co.). 1935. 

15. Aviation Securities | (Field Glore & Co., | Dee. 31,1931 1, 715, 200 | Disso!tved Nov. 3, 


Corporation. James C. Willson & 1933. 
Co., Mander Invest- 
ment Co.). 

16. American, British & | Blyth & Co-____________- Jan. 6,1932 6,177,100 | Sold to Equity Cor- 
Continental Corpo- poration, 1934. 
ration. 

17. Atlantic Securities | (A. Iselin & Co., F. S. | Apr. 30, 1932 1, 927,100 | Dissolved Dec. 30, 
Corporation. Smithers & Co.). 1933. 

18 The Goldman Sachs | Goldman, Sachs & Co_._| Apr. 17, 1933 20, 004, 800 | Consolidated Oct. 29, 
Trading Corporation 1936. 

(Pacific Eastern Cor- 
poration). 

19. Shenandoah Corpora- | (The Goldman Sachs |} Apr. 26, 1933 7, 772, 700 Do. 
tion. Trading Corporation, 


Central States Elec- 

| tric Corporation). 

20. Blue Ridge Corpora- | Shenandoah Corpora- | Apr. 25, 1933 38, 351,200 | Sold to American 
tion. tion. Cities Power & 

Light Corporation, 

et al., Nov. 14, 1935. 

21. American Investors, | Tucker, Anthony & Co__| June 30, 1933 5, 720,100 | Dissolved July 16, 
Inc. 1985. 


The assets of these companies as of the dates that Atlas Corpora- 
tion succeeded to their control totaled approximately $172,000,000.1°%° 


2. ASSET LOSSES SUFFERED BY STOCKHOLDERS OF 
ACQUIRED COMPANIES 


The financial history of these investment companies prior to their 
acquisition by Atlas Corporation is illustrative of the general ex- 
perience of most investment companies formed prior to the 1929 
securities market collapse. Al of the investment companies acquired 
by Atlas Corporation were formed between 1926 and 1929.*°7 A total 
of approximately $783,000,000 was contributed by the public and 
sponsors to these companies, of which $24,000,000, or 8% of this total 
gross contribution, was retained by the sponsors as selling commis- 
sions. A total of approximately $159,000,000 was returned to the 
stockholders of these companies, prior to their acquisition by Atlas 


19% Td., Commission’s Exhibits Nos. 1958, 20038. 
197 Td., Commission’s Exhibit No. 2008. 
198 Thid. 
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Corporation, by way of repurchases of their own outstanding securi- 
ties and as dividends and interest, paid largely from unearned sur- 
plus.° Of the approximately $600,000,000 remaining with these 
companies as net contributions made by their security holders, ap- 
proximately $420,000,000 (realized and unrealized) had been lost by 
these investment companies 2° prior to their acquisition by Atlas 
Corporation. Expressed in percentages, this loss was approximately 
70% of the net capital investment in the companies after payment of 
underwriting commissions, repurchases of their own outstanding 
securities, and the payment of dividends and interest.? Mr. Odlum 
testified that the losses suffered by these companies prior to Atlas 
Corporation’s acquisition of their control was approximately $42,000,- 
000 greater than would have been suffered if these companies had 
invested only in the 90 common stocks included in the Standard Sta- 
tistics Company index.?°? 

Although large losses were suffered by the stockholders of these 
companies, it is doubtful that the net loss suffered by the sponsors 
of these companies as a class was substantial. It is probable that the 
capital contributions of the sponsors themselves to these companies 
did not exceed the underwriting, brokerage, and other commissions 
derived by the sponsors from these companies.?* In addition, the 
spouscr? usually held control of the company either by the owner- 
ship of a controlling block of its securities or by means of manage- 
ment contracts and option warrants. In other cases, control existed 
because of the general inertia of the public stockholders. The “con- 
trol,” whatever its source, had the pecuniary characteristic of sala- 
bility at attractive prices. The purchase of the “control,” coupled 
with an assurance of the continuance of the principal emolument of 
the previous connection of the sponsor with the company—brokerage 
commissions—would enable Atlas Corporation to secure the active 
aid or passive acquiescence of the former sponsors in further acquisi- 
tion by the Atlas Corporation, by purchases or exchange offers, of 
additional shares of the acquired company’s securities. 

The techniques and strategies used by Atlas Corporation in acquir- 
ing control of other investment companies and in acquiring the shares 
of such companies by purchase, or by an exchange offer, of its own 
securities, will be discussed in later parts of this chapter.°* How- 
ever, it may be stated that in the course of its acquisition program, 
Atlas Corporation purchased common and preferred stocks of its 
acquired companies from sponsors, directors, and others affiliated with 
the management of such companies for a total consideration of $20,- 
651,457.07.2°° This sum was $7,044,544.33 in excess of the market value 
of the securities at the date they were purchased ?°° and $461,297.09 
in excess of the asset values of the securities at the date they were 
acquired.” In addition, Atlas Corporation paid the sum of $732. 


199 Tbid. 

200 Thid. 

201 Tbid. 

2022 Td., at 12090. 

203 Sea the cases discussed in Sec. III, infra. 

204 See Secs. III and IV, infra. 

205 Op. cit. supra, note 126, Commission’s Exhibit No. 1966. 
206 Tbid. 

207 Tbid. 
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895 2° for option warrants held by sponsors, directors, and managers 
of its acquired companies—warrants which apparently then had no 
actual or potential value. In some cases the purchase of these war- 
rants was conditioned upon the agreement of the sellers to recom- 
mend to the stockholders of their companies acceptance of exchange 
offers of the securities of Atlas Corporation for the securities of the 
companies controlled by the sellers of the warrants.?°® Usually the 
warrants when acquired were charged off as worthless on the books of 
Atlas Corporation or on the books of the acquired companies to which 
they were transferred by Atlas Corporation.” 

Atlas Corporation also purchased one management contract and 
caused one of the investment companies which it acquired to pur- 
chase another management contract. The total consideration paid for 
these two management contracts was $160,000.24. Finally, the Atlas 
Corporation paid cash commissions of $200,370 to influential directors 
and officers of an investment company to recommend exchange offers 
made by Atlas Corporation for the securities of their company.?” 

In nearly every case the consideration paid by Atlas Corporation 
for the shares and warrants of the sponsors, managers, and directors 
of the companies acquired by Atlas Corporation, substantially ex- 
ceeded the consideration which Atlas Corporation paid either in cash 
or in its own securities for the shares of its acquired companies held 
by the public.?*® 

Mr. Odlum denied that the considerations to insiders for their 
holdings of the shares or warrants of the companies acquired and 
absorbed by Atlas Corporation were paid as an inducement to the 
sellers to aid Atlas Corporation in the effectuation of its subsequent 
exchange offer of its securities for the securities of such companies 
or in its purchase of their securities. He stated that the purchases 


208 Td., Commission’s Exhibit No. 1967. 

209 See infra, pp. 1247-58. In the case of Iroquois Share Corporation, O’Brien, Potter 
& Company, the original sponsors of that company, and Walter F. Stafford, the company’s 
president, were offered warrants of Atias Corporation having a market value of $50,000 in 
exchange for Iroquois Share Corporation warrants having no market value, provided the 
holders of 51% of the stock of Iroquois Share Corporation accepted an exchange offer of 
Atlas Corporation’s securities for such stock. Clearly, this offer of Atlas Corporation’s 
warrants would be a powerful inducement to the sponsors and the preSident of Iroquois 
Share Corporation to recommend to its stockholders acceptance of Atlas Corporation’s 
exchange offer. In fact, Walter F. Stafford recommended that the stockholders of Iroquois 
Share Corporation accept Atlas Corporation’s exchange offer. (See Ch. II of this part of 
the report, pp. 51-75.) 

210 See infra, pp. 1268 and 1276. 

211 As a condition precedent to its agreement to make an exchange offer of its shares for 
the shares of Iroquois Share Corporation, Atlas Corporation required Iroquois Share Corpo- 
ration to purchase the contract to manage Iroquois Share Corporation, held by one Walter 
F. Stafford. Iroquois Share Corporation paid $75,000 to acquire Mr. Stafford’s contract. 
(See Ch. II of this part of the report, pp. 51-75.) Atlas Corporation itself purchased for 
$85,000 from Federated Management Company that company’s contract to manage Federated 
Capital Corporation. 

22 Op. cit. supra, note 126, Commssion’s Exhibit No. 1967; see also the discussion of All 
American General Corporation, infra, pp. 1324-88. 

213 See the cases of National Securities Investment Company, Atlantic Securities Corpora- 
tion, Sterling Securities Corporation, Ungerleider Financial Corporation, and Chatham 
Phenix Allied Corporation, discussed infra, pp. 1094, 1247, 1162, 1230 and 1142, 
respectively. 
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were made only for the purpose of acquiring control of the companies 
involved : *** 


Q. I am just wondering, Mr. Odlum, why you take such meticulous care to 
eliminate the inference that these purchases of common stock above asset value 
and above market value and option warrants which were not even remotely exer- 
cisable, management contracts which weren’t paying, and brokerage business 
and cash payments, have absolutely no connection with any intent on the part of 
Atlas Corporation to have these individuals help Atlas Corporation in its 
exchanges. 

A. Well, I take care to do that simply because in principle the idea of acquir- 
ing all these blocks was to further our program of getting control of the stock 
and getting control of the management, of the portfolio. Now, I have readily 
admitted to you this morning that in the case of All American General that we 
did pay cash to get people who were in the management, who were on the 
board of directors of the company, whose stock we were trying to acquire, to 
actively go out and do footwork for us. * * * But the fundamental [idea] 
was that we weren’t buying help, we were buying stock, and in a way whereby 
we would not be blocked with big blocks out against us, and we had to have 
the management in order to complete our program. 


Mr. Odlum further testified : ?*° 


Q. And you say that the option warrants were never purchased with the 
intent of persuading the influential insiders to assist actively the Atlas Corpo- 
ration in their exchange program. 

A. I would say that the major reasons and objectives in buying option war- 
rants were to get the control and dominating influence out of the management 
and let us get in. If it had an incidental effect of making them mentally hos- 
pitable with us, all well and good, and I certainly would not throw it down 
for that reason. 


However, nearly all of the “insiders” in the companies acquired by 
Atlas Corporation, in consideration of commissions or other pecu- 
niary benefits, did in fact actively assist Atlas Corporation in the 
effectuation of its exchange offers of its securities for the securities 
of its subsidiary companies.”° 

As a result of its expansion program, Atlas Corporation’s initial 
assets of approximately $17,000,000 were increased to approximately 
$106,589,000 as at February 28, 1937.717 As at December 31, 1935, 
the corporation had issued a total of 295,249 shares of its preference 
stock, 4,259,616 shares of its common stock, and perpetual option war- 
rants to purchase 1,681,072 shares of its common stock at a price of 
$95 a share.2*® Total capital raised by the issuance of these securities, 
after giving effect to the retirement of repurchased securities, was 
approximately $64,000,000.2% As at December 31, 1935, Atlas Cor- 
poration had issued, by way of exchange offer of its securities for the 
securities of other investment companies, a total of: (a) 195,412 
shares of its preference stock, of which 121,035 shares were of original 
issue, and 74,377 shares had been outstanding and repurchased and re- 


214 Op. cit. supra, note 126, at 17782-3. 

215 1d., at 17795. 

216 See Secs. III and IV, infra. 

217 Op. cit. supra, note 126, Commission’s Exhibit No. 1989. 
218 Td., Commission’s Exhibit No. 1957. 

219 Thid. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1069 


issued; and (b) 3,186,391 shares of its common stock, of which 2,932,- 
700 shares were of original issue and 253,691 shares had been repur- 
chased and reissued.?*° Actually, therefore, if repurchased and re- 
issued shares are included, approximately 66% of the total preference 
stock issued by the corporation was issued by way of exchange for 
the securities of other investment companies.?+_ The securities issued 
in exchange for the securities of other investment companies ac- 
counted for approximately $42,000,000 of the total capital and surplus 
of $63,798,353.89 which had been contributed to the company as con- 
sideration for the issuance of all of its securities as at December 31, 
1935.77? In other words, approximately 67% of the total capital 
and surplus contributed to the company as at December 81, 1935, was 
raised by the issuance of the company’s securities for the securities 
of other investment companies. 

On October 29, 1936, the acquisition program of Atlas Corporation 
was finally wound up by the consolidation of Atlas Corporation with 
its then existing investment company subsidiaries, Pacific Eastern 
Corporation, Shenandoah Corporation and Sterling Securities Corpo- 
ration.”* The consolidation resulted in the acquisition by Atlas 
Corporation of the assets formerly allocable to the minority stock- 
holders of these subsidiaries.?** Such assets totaled approximately 
$20,682,000,? and the minority stockholders of these subsidiaries were 
paid for these assets with 209,455 shares of the consolidated Atlas 
Corporation’s preferred stock and 548,595 shares of its common 
stock.??° The effect of the consolidation was to increase the capital 
and surplus contributed to the enterprise to approximately $83,- 
000,000, of which approximately $62,000,000, or 75%, of the total 
capital and surplus of the corporation, was the result of its program 
of investment company acquisitions.”?* 

That the expansion program of Atlas Corporation was advanta- 
geous to its organizers, who were the arbiters of the conduct of the 
program and of the extent to which such program was to readjust 
and realize the rights and values of minority stockholders of acquired 
companies, is evident from the fact that the 800,000 shares which 
they had acquired at the inception of the corporation increased in 
asset value from $8.55 8 on March 31, 1930, a month prior to the 
inception of the company’s expansion program, to $20.53 per share 
as of February 28, 1937.7 The total asset gain on the original 
300,000 shares held by the sponsors of the corporation was $3,594,- 


220Td., Commission’s Hxhibit No. 1957. 

»211d., Commission’s Exhibit No. 1960. 

227Td., Commission’s Exhibits Nos. 1957, 1989. 

223 Td., Commission’s Hxhibit No. 1944. 

224 Td., Commission’s Exhibit No. 1989. 

225 Thid. 

26 Derived from supplemental information supplied the Commission for Atlas Corporation. 

227 Op. cit. supra, note 126, Commission’s Exhibit No. 1989. 

228 Tbid. ' 

9 Tbid. From March 31, 1930, to February 28, 1937, the corporation had a gross increase 
in assets over contributed capital of approximately $67,606,000, a per share gross asset 
increase of $16.90. However, over the same period the company expended a total of 
$21,268,000 in the payment of taxes, expenses, and dividends totaling $5,400,000 on the 
company’s preferred stock and $6,000,000 upon the company’s common stock. (Ibid.) 
These deductions reduced the company’s net gains from March 31, 1930, to February 28, 
1937, to $46,338,000. These disbursements reduced the gross asset value increase of $16.90 
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000.7°° In addition, the 200,000 units of common stock purchased 
by Mr. Odlum, pursuant to the terms of his management contract 
with the corporation, at a total price of $1,800,000, if they were 
retained by Mr. Odlum, had a total asset value as of February 28, 
1987, of approximately $4,106,000.2* The market value of the 200,000 
units as of the same date was approximately $4,200,000.?*" 

In contrast to these gains by the sponsors of Atlas Corporation, 
stockholders of acquired companies who disposed of their shares to 
Atlas Corporation directly, or who sold their shares below asset value 
to their own companies during their management by Atlas Corpora- 
tion, suffered losses measured by the difference between the asset value 
of their shares and the price which they received for the shares of 
approximately $7,365,000.28? Stockholders of acquired companies who 
exchanged their shares for Atlas Corporation shares suffered a loss 
in asset value because of the fact that the Atlas Corporation shares 
received in exchange invariably had a lower asset value than the asset 
values of the shares transferred to Atlas Corporation. However, the 
market value of the Atlas Corporation securities offered in exchange 
usually exceeded the market value of the securities of the other invest- 
ment securities. The aggregate loss sustained by exchanging stock- 
holders was approximately $12,812,000,?** measured, as of the date of 
the exchange, by the difference between the asset value of the shares 
exchanged by stockholders of acquired companies and the market 
value of the Atlas Corporation securities received on the exchanges. 

However, this loss in asset values was to some extent retrieved by 
exchange stockholders, since by becoming common stockholders in 
Atlas Corporation they shared in the gains to Atlas Corporation made 
on the subsequent exchange offers—gains made by virtue of the losses 
in assets suffered by stockholders of acquired companies who subse- 
quently exchanged their shares for Atlas Corporation shares. Those 
stockholders of acquired companies who accepted the earlier exchange 
offers of Atlas Corporation benefited from gains made by Atlas Corpo- 
ration on its succeeding exchange offers. 


per share of Atlas Corporation common stock by approximately $4.92. The sources of the 
gross increase in assets of $67,606,000 were as follows: 


Gross inerease in 
asset value per 
common share from 
Mar. 31, 1930 


acquired companies_____ See RE en ee ee ee ee ee ee $38. 20 
Increase from cash purchases at a discount from asset values of securities of 
CU COMUUSOls, (ONY ONO ey ee es eee 1, 24 
Increase from purchase by acquired companies of their own shares________ . 60 
ingrease from purchase by Atlas Corporation of its own securities below asset 
1V, LU Ce = Sie i ee ee Se ee ee ee ne . 80 
Increase from conversion of Atlas Corporation common stock into preferred 
SlOCksingO ctobervoiO36= === ewes Be eae es Ee A eb re 23 
Increase from interest and dividend received on securities____________ ¥ tl, 703 
Increase from management fees paid by acquired companies to Atlas Cor- 
DOTS GO De ees ee Se ea See eae een eerie Heh Beis » 52 
Profit on sale of Blue Ridge Corporation shares in November 1935___________ . 80 
Realized and unrealized profits on “special situations” invested in by Atla 
Corporation: 22s S ee Ss ee ee ee eee = i, Se 
VEXOSPUA RONDO) NOY DKON 0 pt 6. 44 
hae. ie 16.90 
230 Td., Commission’s Exhibit No. 1989. $ 
°31 Thid. 
232 Thid. 
233 Thid. 
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The record indicates that approximately 85% of the total gains 
derived by Atlas Corporation as the result of its expansion program 
accrued to stockholders of acquired companies who had exchanged 
their securities for Atlas Corporation securities, and 15% of these 
gains accrued to the original stockholders of Atlas Corporation.?** 

Manifestly, stockholders accepting the exchange offers underwent 
a readjustment of their rights and status. Immediate losses in asset 
value were suffered; preferred stockholders of acquired companies 
became common stockholders of Atlas Corporation or became pre- 
ferred stockholders of Atlas Corporation with rights and privileges 
different from those previously possessed. Common stockholders of 
acquired companies may have become preferred stockholders of Atlas 
Corporation or warrant holders of Atlas Corporation. These impor- 
tant changes were effected without any regulation or supervision of 
any governmental agency.”° Mr. Odlum testified that in his opinion 
the Atlas Corporation acquisition program was beneficial to the stock- 
holders of the investment companies acquired by the Atlas Corpora- 
tion for the reasons that (a) stockholders who sold their shares for 
cash to Atlas Corporation obtained a price which, although less than 
the asset value of the shares, was in excess of market value of these 
shares or comparable investment company shares; (b) stockholders 
who exchanged their shares received Atlas Corporation securities 
which had a better marketability than the shares of the acquired com- 
panies and received a participation in a larger, more active, and better 
managed investment company.?37 

However, Mr. Odlum, when examined on this exchange program, 
testified : 258 


* * * TI would like to add this for the record—that it is a poor man who 
doesn’t gain knowledge as he grows older. I am some seven years older today 
than I was when we started this investment trust acquisition program, and there 
were many things that we did in the way of technique, mechanics, and methods 
that today, based on experience, I would probably not do the same way. That 
goes even to fundamentals, and purely from the standpoint of the good to my 
own stockholders I think I gave more effort to the process of acquisition of trusts 
than should have been given for the profits obtained. The same effort devoted 
to standard methods of operation would have given as good, if not better, results. 


When examined on the economic function of this expansion program 
of Atlas Corporation, Mr. Odlum testified : 22° 


Q. As far as any economic function is concerned, if we were to take a broad 
view of it, you became a distributor of wealth in this country and took so much 
money from A and gave it to his * * * fellow stockholder B; isn’t that so? 

A. Well, we tried to give it to our original stockholders, and it worked out 
that they were only able to keep about 15%. 

Q. No money was made. It was just taken from Peter and given to Paul? 

A. J am not saying any economic function was served by any investment trust. 

Q. You are not the only one who has expressed that skepticism or doubt. 


5 Td., at 18080. 

236 For a discussion of the techniques used by Atlas Corporation and others to acquire and 
absorb the assets of investment companies, see infra, Secs. III and IV 

*37 Op. cit. supra, nate 126, at 17719, 17721-2. 

28Td., at 18262. 

29Td., at 18030. 
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A. Yes. 

Q. That exchange program did not raise new capital, did not put new money 
in pathological situations; isn’t that so? 

A. That is true. 

* * * % E * * 

Q. But as far as making any contribution to the wealth of the nation, that is 
not exemplified by a broad exchange program, because all you did (and you were 
the arbiter as to how it was done) was to take it from Paul and give it to Peter, 
and in the transaction the original stockholder, yourself and colleagues, got their 
compensation for doing that in the form of 15%. 

A. I was trying to make money for my stockholders in a fair way, and they 
hung on to a little of it. 

Q. That is in the nature of an exchange. In the case of repurchases at a dis- 
count certainly the same argument is applicable? 

A. I don’t believe there was any economic function served in any of them. 

Q. * * * in the exchange program, at least the individual became a stock- 
holder of Atlas and got his pari passu share of the increment; isn’t that so? 

* * * * * * * 

And in the case of purchases at a discount that was not even true, because when 
you purchased the stock of the preferred stockholder of National Securities 
Investment Company he did not even become a stockholder of Atlas, so that he 
did not get any share in the gain to Atlas. 

A. No; we just gave him a better market than he would have had otherwise. 

Q. Of course, in this better market situation, Mr. Odlum, he may have held 
his preferred stock if it wasn’t for the fact the sponsor was actively soliciting his 
preferred stock and telling him to sell it, and you might conceive of situations 
where individuals relied upon their sponsors, officers, and directors, and people 
who originally sold the stock and took their advice? 

A. Yes; he may have kept the preferred stock, and if he had kept the pre- 
ferred stock he would be in exactly the position we were; and some did keep it, 
and they got exactly what we got. 


D. Fiscal Management and Northern Fiscal Groups *° 
1. ACTIVITIES OF FISCAL MANAGEMENT GROUP 


In August 1937, a group of individuals, including Philip A. Frear, 
George H. Clayton, Jr., Vincent Ferretti, and others (working 
through a personal holding company known as the Fiscal Manage- 
ment Company, Ltd.), hereafter referred to as the Fiscal Manage- 
ment group, devised a plan whereby they could obtain control of 
various investment companies without the expenditure of any of their 
own funds. In essence, their scheme was to contract to buy a con- 
trolling block of stock of an investment company; to pay for this 
block of stock with funds borrowed on the portfolio securities of the 
very investment company to be acquired; to take control of the in- 
vestment company and immediately liquidate the portfolio securities 
in order to raise the cash needed to pay off the loan; to transfer the 
controlling block of stock to the Fiscal Management Company, Ltd., 
their personal holding company; to reimburse the investment com- 


240 A more detailed description of the activities of these groups in the acquisition of control 
of investment companies, together with the appropriate references to the record, is contained 
in Ch. II of this part of the report, pp. 350-496. 
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pany for its portfolio securities sold by transferring to the invest- 
ment companies preferred stock of the Fiscal Management Company, 
Ltd., and other securities of doubtful value; and to take in connection 
with these transactions substantial commissions and profits. Having 
once acquired control of an investment company the group used the 
funds of this company to acquire control of other investment com- 
panies. As a result of these transactions, these individuals, besides 
taking substantial commissions and profits, obtained control of a top 
company of a pyramided system of investment companies without 
the investment by them of any funds. 

The first investment company to be acquired by the Fiscal Man- 
agement group was First Income Trading Corporation, which had 
total assets of approximately $540,000. On August 5, 1937, Harold 
B. Grow, Albert S. Wicks, and their associates contracted to sell all 
of their Class A management stock (the sole voting stock) of First 
Income Trading Corporation which they had acquired at a nominal 
cost. The Fiscal Management group borrowed $110,000, the pur- 
chase price of the control stock of First Income Trading Corporation, 
from the brokerage firm of Paine, Webber & Company, members of 
the New York Stock Exchange, and turned over to that firm port- 
folio securities of the investment company which had cost $182,500. 
Paine, Webber & Company sold these securities in the market for 
$152,000, deducted its advance of $110,000, and turned over the $42,000 
balance of the proceeds to the members of the Fiscal Management 
group, who retained this balance as their “commissions” or “profit” 
on the deal. The group then transferred the control block of stock 
to their personal holding company, Fiscal Management Company, 
Ltd., a Canadian corporation, and received 1,825 shares of $100 pref- 
erence stock and 19,995 shares of common stock (all the outstanding 
common) of Fiscal Management Company, Ltd. The portfolio secu- 
rities of First Income Trading Corporation sold by the group were 
replaced with the 1,825 shares of the preferred stock of Fiscal Man- 
agement Company, Ltd., which then had as its only asset the Class A 
management stock of First Income Trading Corporation. As a result 
of these transactions, the members of the group made a “profit” of 
$42,000 and acquired indirect control of First Income Trading Cor- 
poration through their control of Fiscal Management Company, Ltd., 
which controlled First Income Trading Corporation. The remaining 
portfolio securities of First Income Trading Corporation were subse- 
quently liquidated by the group and the funds derived were used: 
(a) to purchase securities of Barkley-Grow Aircraft Corporation, a 
company with which Mr. Grow was associated; (b) to make personal 
advances to Messrs. Grow and Wicks; (c) to make loans to associates 
of the members of the Fiscal Management group; and (d) to pur- 
chase from Mr. Clayton and others securities of dubious value. Sub- 
sequently, First Income Trading Corporation was taken over by the 
Michigan State Securities Commission for liquidation. 

The second investment company to be acquired by the Fiscal Man- 
agement group was Continental Securities Corporation. On October 
25, 1937, J. Henry Schroder Banking Corporation, the sponsor, man- 
ager, distributor of the securities of, and owner of approximately 
26,000 shares, or 44%, of the outstanding common stock of Conti- 
nental Securities Corporation, contracted to sell this stock plus an 
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additional 3,000 shares, at $20 a share for a total of $580,000, osten- 
sibly to one Alexander Beverly, a member of the Fiscal Management 
group. The net capital contributed to Continental Securities Corpo- 
ration, during the management period of J. Henry Schroder Banking 
Corporation, after giving effect to repurchases and dividends, 
amounted to $6,000,000, whereas the net assets at October 1937 
amounted to $3,800,000. At the time of sale the common stock, which 
had originally cost J. Henry Schroder Banking Corporation $430,000, 
had a negative asset value, and all of the assets of the Continental 
Securities Corporation “belonged” to the holders of its debentures 
and preferred stock. The Fiscal Management group borrowed the 
$580,000, the purchase price of the control block of Continental Securi- 
ties Corporation, from Paine, Webber & Company and turned over 
to that firm the portfolio securities of the investment company. 
Paine, Webber & Company sold portfolio securities with a market 
value of $850,000; deducted its advance of $580,000; turned over ap- 
proximately $114,000 to members of the Fiscal Management group, 
which they retained as their “commission”; and turned over the 
balance of $156,000 to Continental Securities Corporation. The 
eroup then transferred this control stock of Continental Securities 
Corporation to Fiscal Management Company, Ltd., and received 7,000 
shares of that company’s preferred stock. The portfolio securities of 
Continental Securities Corporation sold by the group were replaced 
with 7,000 shares of the $100 preference stock of Fiscal Management 
Company, Litd., which then had as its only assets the Class A manage- 
ment stock of First Income Trading Corporation (with a nominal 
asset value) and the control stock of Continental Securities Corpora- 
tion (with a negative asset value). As a result of these transactions, 
the members of the group not only made a “profit” of $114,000 but 
acquired indirect control of Continental Securities Corporation 
through Fiscal Management Company, Ltd. The remaining port- 
folio securities of Continental Securities Corporation were subse- 
quently liquidated and the proceeds used: (a) in an attempt to 
purchase collateral notes of the South American Utilities Corporation, 
a venture with which Alexander Beverly was associated; (b) to make 
personal advances to the New York Stock Exchange brokerage firm 
of Prentice & Brady, which was associated with the Fiscal Manage- 
ment group; (c) to make loans to members and associates of the 
eroup; (d) to purchase control of Corporate Administration, Inc., 
which controlled Administered Fund Second, Inc., an open-end 
investment company; and (e) to purchase control of Reynolds Invest- 
ing Company, Inc., another investment company. In March 1938, 
proceedings were instituted to reorganize the Continental Securities 
Corporation under Section 77-B of the Bankruptcy Act. 

The third company to be acquired by the Fiscal Management group 
was Corporate Administration, Inc. In November 1937, Gilbert 
Ottley and Robert Strange, who had organized Corporate Adminis- 
tration, Inc., which in turn had sponsored, managed, and distributed 
the securities of Administered Fund Second, Inc., an open-end invest- 
ment company, contracted to sell to the Fiscal Management group for 
$250,000 the entire common stock of Corporate Administration, Inc. 
The only asset of Corporate Administration, Inc., was its manage- 
ment and distributing contract with Administered Fund Second, Inc., 
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upon which contract Mr. Strange and Mr. Ottley had up to that time 
sustained substantial losses. The Fiscal Management group caused 
Continental Securities Corporation, which the group controlled, to 
acquire this control stock of Corporate Administration, Inc., for 
$354,000, of which amount $250,000 was paid to Mr. Ottley and Mr. 
Strange, and the balance was retained by the members of the group 
as “commissions” or “profits” on the deal. The assets of Administered 
Fund Second, Inc., which was controlled by Corporate Administra- 
tion, Inc., were not disturbed by the Fiscal Management group, appar- 
ently because of the charter restrictions relating to the investment 
policy of Administered Fund Second, Inc. In August 1937, the con- 
trol block of stock of Corporate Administration, Inc., was sold by 
the trustee in reorganization of Continental Securities Corporation 
for $5,000, or at a loss of $349,000 to Continental Securities 
Corporation. 

The fourth investment company to be acquired by the Fiscal Man- 
agement group was Reynolds Investing Company, Inc. On December 
31, 1937, the C. K. Reynolds family, who had sponsored, distributed the 
securities of, managed, and controlled the Reynolds Investing Com- 
pany, Inc., contracted to sell approximately one million shares, a con- 
trolling block, of the common stock of that company for approximately 
$2,100,000 to Sartell Prentice, a partner in the brokerage firm of Pren- 
tice & Brady. The net capital contributed to Reynolds Investing 
Company, Inc., after deductions for repurchases and dividends, dur- 
ing the management period of the Reynolds family, amounted to 
approximately $12,000,000, while assets amounted to $5,000,000 
at December 1937. At the time of sale the common stock, which 
had originally cost the Reynolds family approximately $1,000,- 
000, had an asset value of 4 cents a share, or a total asset value of only 
approximately $40,000. Sartell Prentice was, in fact, however, only 
the ostensible purchaser, since the Fiscal Management group was caus- 
ing Continental Securities Corporation, which the group controlled, 
to purchase control of Reynolds Investing Company, Inc. Conti- 
nental Securities Corporation paid on this contract a total of $1,900,- 
000 with the proceeds derived from the liquidation of its portfolio 
securities. The balance of approximately $200,000 was furnished by 
First Income Trading Corporation, controlled by the group. Approx- 
imately $900,000 of the funds needed by Continental Securities Corpo- 
ration was raised by its sale of its block of 8,825 shares of preferred 
stock of Fiscal Management Company, Ltd., to Reynolds Investing 
Company, Inc. In May 1988 the debenture holders of Reynolds In- 
vesting Company, Inc., instituted proceedings for the reorganization 
of that company under Section 77 B of the Bankruptcy Act. 


2. ACTIVITIES OF NORTHERN FISCAL GROUP 


Commencing in December 1937, a group of individuals (working 
through their personal holding company known as the Northern Fiscal 
Corporation, Ltd.) started an independent program similar to that 
used by the Fiscal Management group to acquire control of various 
investment companies. This group, hereinafter referred to as the 
Northern Fiscal group, included 8. Leo Solomont, Ralph H. Robb, and 
Thomas W. Morris, who had been associated with the Fiscal Manage- 
ment group in their acquisition activities. 
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The first investment company acquired by the Northern Fiscal group 
was Insuranshares Corporation of Delaware.?4* On December 21, 
1937, Harry M. Blair, chairman of the board of directors of Insuran- 
shares Corporation of Delaware, contracted to sell 78,260 shares of the 
common stock of Insuranshares Corporation of Delaware to the North- 
ern Fiscal group for a total of $310,000. The net capital contributed 
to Insuranshares Corporation of Delaware had depreciated under va- 
rious managements from approximately $14,000,000 to $800,000, the 
result of the dissipation of its assets by a group which had acquired 
control of the investment company in 1932 by methods almost identical 
with those used by the Northern Fiscal group. The Northern Fiscal 
group borrowed the $310,000, the purchase price of the stock of In- 
suranshares Corporation of Delaware, from the brokerage firm of 
Paine, Webber & Company and turned over to that firm portfolio se- 
curities of the investment company with a market value of $500,000. 
Paine, Webber & Company sold these securities, deducted its advance 
of $310,000, and turned over a balance of $152,000 to the members of 
the group. The group then transferred the stock of Insuranshares 
Corporation of Delaware to their personal holding company, the 
Northern Fiscal Corporation, Ltd., a Canadian corporation specifically 
organized in connection with the group’s acquisition program, and 
received 5,000 shares of $100 preference stock of Northern Fiscal Cor- 
poration, Ltd. The portfolio securities of Insuranshares Corporation 
of Delaware sold by the group were replaced with the 5,000 shares of 
the preferred stock of the Northern Fiscal Corporation, Ltd., which 
then had among its assets the block of stock of Insuranshares Corpo- 
ration of Delaware. In June 1938 Insuranshares Corporation of 
Delaware was placed in receivership. 

The second investment company acquired by the Northern Fiscal 
group was Bond and Share Trading Corporation. In January 1938, 
Frank B. Erwin and William A. Gutekunst, who had sponsored and 
managed Bond and Share Trading Corporation, contracted to sell to 
Insuranshares Corporation of Delaware blocks of Class A stock and 
Class B stock of Bond and Share Trading Corporation, representing 
a controlling interest in that investment company, for a total consid- 
eration of $153,000. The net contributed capital of Bond and Share 
Trading Corporation had depreciated during the management period 
of Mr. Erwin and Mr. Gutekunst from $313,000 to $232,000. Although 
the contract was signed by Insuranshares Corporation of Delaware, 
the Northern Fiscal Corporation, Ltd., paid for the stock with its 
uncertified check of $131,000, drawn to the order of Insuranshares 
Corporation of Delaware, and $22,000 in cash. This uncertified check 
was endorsed by Insuranshares Corporation of Delaware to Mr. Gute- 
kunst and his associates, who in turn endorsed the check to Bond and 
Share Trading Corporation. For this endorsement Mr. Erwin and 
Mr. Gutekunst received from Bond and Share Trading Corporation 
about half the portfolio securities of Bond and Share Trading Cor- 
poration, valued at $131,000. -As a result of these transactions, Mr. 
Erwin and Mr. Gutekunst were paid for the control stock of Bond 
and Share Trading Corporation by the delivery to them of over one- 
half the portfolio securities of Bond and Share Trading Corporation. 


241 Mor a more detailed description of the acquisition of Insuranshares Corporation of 
Delaware by the Northern Fiscal group see infra, pp. 1225-30. 
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The group transferred the control block of stock of Bond and Share 
Trading Corporation to Northern Fiscal Corporation, Ltd., in satis- 
faction of the debt created by the issuance of the $131,000 check by 
Northern Fiscal Corporation, Ltd. Bond and Share Trading Cor- 
poration then transferred the $131,000 check which it received for the 
more than one-half of its portfolio securities transferred to Mr. Erwin 
and Mr. Gutekunst, plus $44,000 in cash, to Insuranshares Corporation 
of Delaware in consideration of the transfer to Bond and Share 'Trad- 
ing Corporation by Insuranshares Corporation of Delaware of 1,750 
shares of the $100 preferred stock of Northern Fiscal Corporation, Ltd. 
Insuranshares Corporation of Delaware then transferred the $131,000 
eneck and the $44,000 in cash to Northern Fiscal Corporation, Ltd. 
in consideration of the transfer to Insuranshares Corporation of 
Delaware of the control block of stock of Bond and Share Trading 
Corporation. As a result of these transactions Northern Fiscal Cor- 
poration, Ltd., not only received back its $181,000 check but also 
$44,000 in cash derived originally by Bond and Share Trading Cor- 
poration from the liquidation of its portfolio securities; and Bond 
and Share Trading Corporation was controlled by Insuranshares Cor- 
poration of Delaware, which in turn was controlled by Northern Fiscal 
Corporation, Ltd. Bond and Share Trading Corporation, in lieu of 
approximately three-fourths of its original portfolio, had 1,750 shares 
of the preferred stock of Northern Fiscal Corporation, Ltd. 

The last investment company to be acquired by the Northern Fiscal 
group was Burco, Inc. On March 3, 1938, Carroll E. Gray, Jr., who 
owned 36,000 shares, or 88%, of the outstanding common stock of 
Burco, Inc., contracted to sell this block of stock to the Northern Fiscal 
group for a total of $340,000. The assets of Burco, Inc., had depreci- 
ated from the time of its organization from approximately $2,300,000 
to $1,250,000. At the time of sale this block of common stock, which 
had originally cost Mr. Gray $158,000, had a negative asset value, and 
all of the assets of Burco, Inc., “belonged” to the holders of its pre- 
ferred stock. The Northern Fiscal group borrowed $290,000 from 
Paine, Webber & Company, supplying $50,000 of their own funds, to 
pay the purchase price of the block of Burco, Inc., stock, and turned 
over portfolio securities of Burco, Inc., with a market value of $750,000. 
Paine, Webber & Company sold part of these securities, deducted its 
advance of $290,000, and turned over the balance of the cash and the 
unsold portfolio securities to Burco, Inc., which in turn transferred 
them to one Howard F. Hansell, Jr., a member of the Northern Fiscal 
group, who had in the meantime sold to Burco, Inc., for $750,000, 
25,000 shares of the common stock of Insuranshares Corporation of 
Delaware and 325,000 shares of the common stock of Delta Oil Com- 
pany, Ltd., which were of doubtful value. In June 1938, Burco, Inc., 
was placed in receivership.?# 


242 Various criminal proceedings which were instituted in connection with the activities 
of the Fiscal Management group and Northern Fiscal group are: indictments by the Grand 
Jury, County of New York, of Messrs. Frear, Ferretti, Clayton, Solomont, Robb, and Morris 
for grand larceny (all of these defendants, except Mr. Robb, who pleaded guilty, were 
acquitted on June 9, 1939) and indictments by the Federal Grand Jury for the Southern 
District of New York of members of the Fiscal Management group and Northern Fiscal 
group and various others, including Stephen Paine, as alleged participants in a conspiracy 
to use the mails to defraud. Stephen Paine and the members of the Northern Fiscal group 
were convicted. The indictment against the members of the Fiscal Management group is 
still pending. 
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Ill. ACQUISITION OF CONTROL AND MANAGEMENT 
SUPPORT 


A. Payment of Finder’s Fees 


The “finding” of investment companies susceptible of acquisition 
was, of course, the first task which confronted the acquiring corpora- 
tions. However, so pronounced was the bartering of control of invest- 
ment companies after 1929 that certain individuals were regularly 
engaged in the business of acting as brokers in the sale of control of 
investment companies. Morton H. Fry, the president of Overseas 
Securities Co., Inc., testified, in connection with the attempt of the 
Fiscal Management group to acquire control of his investment com- 
pany in the latter part of 1937, that he was so frequently approached 
by “finders” that he “finally began to feel as though I ought to have a 
bodyguard.” Lansing McVickar, an employee of Burr & Co., Inc., 
a New York investment banking firm, who acted as the “finder” of 
Continental Securities Corporation for the Fiscal Management group 
in September 1987, testified that he began to specialize in “finding” 
investment companies in 1937,? and further testified : ° 


Q. But it seems to me from all of the testimony that about this time the finan- 
cial district evidently was swarming with people who were finders looking for 
investment trusts, to buy and sell; is not that so? 

A. Yes; I believe that is true. 


The majority of companies acquired by Atlas Corporation were 
“found” by “self-constituted” finders “who made it their job” for a 
commission to bring together Atlas Corporation and sponsors desirous 
of transferring control of their investment companies. Mr. Odlum 
testified : + 


Q. * * * Did you have finders to go out to find the investment trusts that you 
ultimately acquired? 

A. We didn’t have finders. They were self-constituted finders in the majority 
of cases. In a few of the cases the investment trusts came to us by way of their 
sponsors. In a few of the cases we, through our own organization, went out to 
establish the contact. In the majority of cases some third party who was making 
it his job to try to earn a commission brought the thing in to us after having 
established such contact with the other side as led him to believe that he controlled 
the business.°® 


Atlas Corporation paid a total in “finder’s” fees of approximately 
$1,407,900. The largest single fee was $100,000 paid to E. F. Hutton 


1 Public Examination, First Income Trading Corporation et al., at 439. 
27Td., at 937-8. 

Side yat.939> q 

4Public Examination, Atlas Corporation, at 17786-8. 

5 Mr. Odlum also testified (ibid.) : 


In the following companies they [the sponsors or managers] came to us: All America 
General: Allied Atlas; National Securities Investment ; Widlor; Power & Light Securi- 
ties: Selected Stocks; and Walhardt. In the following companies the matter was 
handled by an intermediary: American, British & Continental; Atlantic Securities ; 
Aviation Securities; Chain Store Stocks; Federated Capital; General Empire; Iroquois 
Share; Jackson & Curtis; Sterling Securities and Ungerleider. 

* a * * * * * 

The following companies have no classification: American Investors; Blue Ridge; 
Pacific Eastern; Shenandoah * * *, 


6 Public Examination, Atlas Corporation, at 17793 and Commission’s Exhibit No. 1909. 
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& Co. for its services in bringing together the officers of Atlas Cor- 
poration and the management of Chatham Phenix Allied Corporation,’ 
of which EK. F. Hutton was a director.2 David G. Baird, a partner of 
Marsh & McLennan, insurance brokers, received approximately $70,000 
in fees for his aid in “finding” Chain Store Stocks, Inc., and Chatham 
Phenix Allied Corporation.® D. M.S. Hegarty, of Hegarty & Conroy, 
New York brokers, received total “finder’s” fees of $59,878 for his 
services in connection with the acquisition by Atlas Corporation of con- 
trol of Atlantic Securities Corporation, Chain Store Stocks, Inc., Gen- 
eral Empire Corporation, Iroquois Share Corporation, and Jackson & 
Curtis Investment Associates.?° 

Similarly The Equity Corporation paid to Distributors Group, Inc., 
of which Chase Donaldson was president, a fee of $62,500 for its serv- 
ices in inducing Atlas Corporation to transfer its interest in Reliance 
International Corporation to The Equity Corporation;™ a fee of 
$25,000 to Distributors Group, Inc., for its services in connection with 
the transfer of control of American, British & Continental Corpora- 
tion by Atlas Corporation to The Equity Corporation; 1? and a finder’s 
fee of $25,000 to Allied-Distributors, Inc., a company controlled by 
Chase Donaldson (who was then a director of The Equity Corpora- 
tion), for its services in connection with the acquisition of control by 
The Equity Corporation of Eastern Shares Corporation.” 

The sum of $102,703 was paid as finder’s fees in connection with the 
acquisition of control by Fiscal Management Company, Ltd. of First 
Income Trading Corporation, Continental Securities Corporation, 
Corporate Administration, Inc. (which controlled Administered 


7Id., Commission’s Exhibit No. 1969. 

8 Public Examination, Chatham Phenix Allied Corporation, Commission’s Exhibit No. 1589. 

*Mr. Baird received $59,046.25 as a “finder’s” fee for bringing Chatham Phenix Allied 
Corporation to Atlas Corporation, and $10,000 for Chain Store Stocks, Inc. (Public Exam- 
ination, Atlas Corporation, Commission’s Exhibit No. 1969). 

10 Mr. Hegarty received $15,000 on the Atlantic Securities Corporation transaction, $4,500 
on Chain Store Stocks, Inc., $8,378 on General Empire Corporation, $27,000 on Iroquois 
Share Corporation, and $5,000 on Jackson & Curtis Investment Associates (Public Examina- 
tion, Atlas Corporation, at 17788-90). 

11 Public Examination, The Equity Corporation, Commission’s Exhibit No. 793 (annual 
report to stockholders of Distributors Group, Inc., December 31, 1934). Chase Donaldson 
testified that this figure was based on the price at which Reliance International Corporation 
was selling on the market, that is $2.50 per share (id., at 8489). Chase Donaldson received 
initially, as commission for the Reliance International Corporation transaction, 25,000 
shares of the Class A stock of Reliance International Corporation for which he paid only 
$1,000, which covered the amount of the transfer tax (id., at 8481). In January 1935 these 
shares were sold to Group Assets, Inc., a company which owned stock beneficially for The 
Equity Corporation (id., at 8484), for $55,000, and in consideration for which they pur- 
chased 40,000 shares of the common stock of The Hquity Corporation. On June 10, 19385, 
Distributors Group, Inc., repurchased from Group Assets, Inc., the 25,000 shares of Reliance 
International Corporation Class A stock and sold Group Assets, Inc., 40,000 Shares of the com- 
mon stock of The Equity Corporation for $55,000. On the same day Distributors Group, 
Inc., exchanged the 25,000 shares of the Reliance International Corporation Class A stock 
for 25,000 shares of the common stock of The Equity Corporation and received, in addition, 
a commission of $22,500 fr m The Equity Corporation for the American, British & Con- 
tinental Corporation transaction (id., at 8490), for which Distributors Group, Inc., was 
given an option and did finally purchase 15,000 shares of the common stock of The Equity 
Corporation. As a result, Chase Donaldson testified that he derived as his commission on 
the Reliance International Corporation and American, British & Continental Corporation 
deal a commission of a total of 40,000 shares of common stock of The Equity Corporation 
(id., at 8495). 

% Public Examination, The Equity Corporation, at 8494; see also note 11, supra. 

8 Public Examination, The Equity Corporation, Commission’s Exhibit No. 790, p. 23. 
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Fund, Second, Inc.), and Reynolds Investing Company, Inc. Lansing 
McVickar and Burr & Co., Inc., jointly received $37,703 ** for their 
services in connection with the group’s acquisition of control of Con- 
tinental Securities Corporation. Franklyn E. Mayer and Thomas D. 
Conroy jointly received $20,000 ** for their services in connection with 
the acquisition of control of Corporate Administration, Inc., which 
controlled Administered Fund, Second, Inc. Mr. Conroy, Mr. Mayer, 
and others received $40,000 *¢ as “finder’s” fees in connection with the 
acquisition of Reynolds Investing Company, Inc., by the group. 

Similarly, the Northern Fiscal group, headed by Messrs. Robb, 
Morris, and Solomont, who, as has been already indicated, acquired 
control, through Northern Fiscal Corporation, Ltd., of Insuranshares 
Corporation of Delaware, Bond and Share T rading Corporation, and 
Burco, Inc., paid as “finder’s” fees a total of $20,000 ™ to Francis X. 
Mancuso and Lorimer Davidson, jointly, for their services in connec- 
tion with the acquisition of control of Insuranshares Corporation of 
Delaware and Bond and Share Trading Corporation. For their serv- 
ices in “finding” Burco, Inc., Lansing McVickar was paid $11,000*° 
and Lorimer Davidson $6,800.*° 

Ultimately, these “finder’s fees” paid by acquiring corporations or 
individuals were recouped out of the profits derived in the acquisi- 
tion by purchase or exchange offers of the securities of acquired com- 
panies for a consideration less than the actual asset value of such 
securities, as was the case in Atlas Corporation and The Equity Cor- 
poration, or from profits derived by self-dealing with the assets of 
the acquired companies, as in the case of the group of investment 
companies acquired by the Fiscal Management group. In other 
words, the “finder’s fees” and other costs of acquisition were ulti- 
mately in effect paid by stockholders of acquired companies. 


B. Necessity for Support of Management and Control of 
Companies To Be Acquired 


Control of the investment company to be acquired was a necessary 
prerequisite to the successful consummation of the purpose of the 
acquiring corporation or individual, whether such purpose was to 
deal with the corporate assets directly for the acquirer’s own benefit 
or to acquire the securities of the company at discounts from their 
actual asset value, either by purchase or by an exchange offer. In 
the latter case, control of the management of the corporation would 
give the purchaser, or prospective purchaser, supervision of the ac- 
quired investment company’s portfolio, and thereby enable it to pro- 
tect its gains in asset values on subsequent purchases or exchange 
offers for the securities of the controlled company. A drop in port- 
folio values might erase the asset gains on exchange offers for, or 
market purchase of, the securities of controlled companies.”° Fur- 


14 Public Examination, First Income Trading Corporation, et al., at 936. 

15Tq., at 1291-2. 

16Td., at 1380-1. 

17Td., at 799-800. 

18 Jd., at 948. 

19Id., at 810. 

20 As Mr. Odlum, the president of Atlas Corporation, testified (op. cit. supra, note 4, at 
11722-8): “* * * jit was indispensable that Atlas acquire the control of the portfolio 
so that it could be liquidated and saved from a further fall in the market.” 
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ther, control of the portfolio would enable the acquirer to pyramid 
the process of acquisition by using the funds of one acquired invest- 
ment company to acquire the securities of other investment companies 
eventually to be absorbed. Control of the corporation also meant 
access to the lists of its stockholders, a necessary preliminary to the 
successful prosecution of cash purchases or exchanges of the securities 
of the controlled company. 

Of greater importance was the possibility, unless the good will of 
the existing controlling interest was acquired, of resistance by such 
interests to cash purchases and exchange offers made by the acquir- 
ing investment companies. The existing management might com- 
pete with the acquiring corporation in the purchases of shares or 
cause the corporation to purchase its own outstanding shares with a 
consequent increase in the market value of the shares. Circulariza- 
tion of stockholders with letters condemning or opposing the ex- 
change offers might be undertaken by the existing management.” 


1. ATTEMPTED ACQUISITION OF CONTROL OF NATIONAL 
INVESTORS CORPORATION BY ATLAS CORPORATION 


The failure of the attempt of Atlas Corporation to acquire National 
Investors Corporation, Second National Investors Corporation, Third 
National Investors Corporation, and Fourth National Investors Cor- 
poration, is illustrative of the necessity for management support for 
the successful consummation of the acquisition of contro] of an 
investment company. 

National Investors Corporation was organized under the laws of 
New York” in June 1927 and was sponsored by the Guardian De- 
troit Company, the National Shawmut Bank of Boston, and Fred 
Y. Presley.* In 1928, National Investors Corporation sponsored 
Second National Investors Corporation, incorporated under the laws 
of Delaware, which it managed under the terms of a management 
contract.** In 1929, National Investors Corporation caused the in- 
corporation of Third National Investors Corporation and Fourth 
National Investors Corporation, both of which it also managed pur- 
suant to management contracts.** National Investors Corporation in 
1931 controlled about one-third of the outstanding stock of Second 
National Investors Corporation ** and 10% of the outstanding capi- 


*1In fact, as described hereafter, in the first attempt of Atlas Corporation to acquire con- 
trol of an investment company (All America General Corporation), its direct exchange offer 
was met with active resistance from a majority of the directors of the company sought to be 
acquired. Only by payment of commissions to influential directors of the company for their 
advocation of the exchange offer was that particular acquisition made successfully. Mr, 
Odlum testified (Public Hxamination, Atlas Corporation, at 17769-70) : 

Q. But you did learn from your first experience, however, that the dominant per- 
Sonalities could be of material assistance in an exchange program ? 
A. That, in fact, yes, if you had the dominant personalities fighting you, it made a 
very difficult job and one that you had better never touch. 
See infra, pp. 1324-37, for a discussion of the acquisition of control of All America Gen- 
eral Corporation by Atlas Corporation. 

22 Public Examination, National Investors Corporation, at 4256. 

231d., at 4271. 

4Td., at 4274. 

27Td., at 4295. 

20Td., at 4279. National Investors Corporation purchased 100,000 shares of the 300,000 
shares of authorized common stock of Second National Investors Corporation and all of the 
option warrants for $1,000,000 (id., at 4284, 4310). 


1082 SECURITIES AND EXCHANGE COMMISSION 


tal stock of Third National Investors Corporation.”” National Inves- 
tors Corporation also acquired warrants to purchase 750,000 shares 
of the capital stock of Fourth National Investors Corporation.” 
These warrants if exercised would have placed National Investors 
Corporation in majority control of Fourth National Investors Cor- 
poration. 

Obviously, control of National Investors Corporation would also 
assure control of Second National Investors Corporation, Third Na- 
tional Investors Corporation, and Fourth National Investors Cor- 
poration. Total assets owned by the National Investors group of 1n- 
vestment companies as at December 31, 1931, valued at market prices, 
ageregated approximately $25,000,000.” 

In 1931, National Investors Corporation had outstanding 14,858 
shares of $100 par value preferred stock and 860,999 shares of com- 
mon stock including 75,000 shares held in the treasury of the cor- 
poration.*® The common stock had no asset value, the total assets 
of the company being insufficient to cover the liquidating value of 
the preferred stock outstanding.* 

On July 10, 1931, Atlas Corporation approached the executive com- 
mittee of National Investors Corporation with a proposal to pur- 
chase, at the market price, 75,000 shares of the common stock of 
National Investors Corporation then in the treasury of the company,” 
and which then had no asset value.*? Similar proposals were made 
for the purchase of shares of the common stock of National Investors 
Corporation’s affiliated investment companies.** 

The executive committee of National Investors Corporation, being 
of the opinion that these proposed purchases to be made by Atlas 
Corporation were not intended as investments but as a “stepping 
stone” to obtain control of National Investors Corporation and its 
affiliated investment companies, rejected Atlas Corporation’s pro- 

osals.*° 
i Thereafter, Atlas Corporation began to accumulate in the market 
the preferred and common stocks of National Investors Corporation 
and its affiliated companies.** By the fall of 1931, Atlas Corporation 
had accumulated 75,000 shares of National Investors Corporation com- 
mon stock.?? By 1933, Atlas Corporation had accumulated about 160,000 
shares of National Investors Corporation common stock; 25,000 war- 


271d., at 4301. National Investors Corporation purchased 20,000 shares of the authorized 
200,000 shares of common stock and 200,000 of the option warrants of Third National 
Investors Corporation for $1,000,000 (ibid.). 

1d., at 4317. 

209 Moody’s Manual of Investments, Banks, etc., 1932, pp. 412-15. 

8%0Td., at 412. 

21The 14,858 shares of preferred stock were entitled on liquidation to $110 per share, or 
a total of $1,634,380, and were in arrears in dividends $8.25 per share, or a total of $122,- 
578.50. The net assets of National Investors Corporation at the time were $1,520,213. 
Thus, the assets of the company would have had to increase by $236,745.50 before there 
would be sufficient assets to cover the liquidating value of, and the dividend averages on, 
the preferred stock. ; 

32 Op. cit. supra, note 22, at 4518. 

°3Td., at 4518-9. 

34Tq., at 4518. In addition, Mr. Odlum was desirous of becoming a member of the board 
of directors of First, Second, Third, and Fourth National Investors Corporation (ibid.). 

33 JTd., at 4519. 

36Td., at 4521-24. 

87Td., at 4522. 
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rants for the purchase of the common stock of National Investors 
Corporation ; 17,000 shares of the preferred stock of Second National 
Investors Corporation, out of a total of 83,000 shares outstanding; 
52,000 shares of the common stock of Third National Investors Cor- 
poration, out of a total of 220,000 shares outstanding; and a “small 
amount” of the common stock of Fourth National Investors Corpora- 
tiions:® 

Efforts were made by Mr. Odlum to obtain the cooperation of Fred 
Y. Presley, the president of National Investors Corporation and its 
affiliated companies, in the further acquisition by the Atlas Corpora- 
tion of the stock of the National Investors companies. Mr. Presley 
testified that he refused to support Atlas Corporation in any ex- 
change offer for the shares of his companies which would result in 
a loss in asset value to his stockholders: °° 


A. I mean by the basis of exchange in the acquisition of investment trusts 
in the past, exchange of Atlas stock on an approximate market price basis 
with the shares of other investment trusts on an approximate market basis 
with at times giving some slight edge on the market price basis to the stock- 
holder exchanging his security for Atlas common stock. In the numerous 
instances of acquisitions of that type Atlas had gained substantially in asset 
value, because the market price of Atlas was at cr above asset value, usually, 
although I think it did sell at a discount at times, whereas the shares acquired 
in exchange for Atlas stock were very substantially below the asset value. 

Q. Was that the situation regarding Atlas stock and National at that time? 

A. It was particularly accentuated at that time. The market price of our 
shares in relation to asset value were very much depressed; whereas the shares 
of Atlas were selling at or above asset value. 

% * * * * * * 

We met a few days later and he thought I should cooperate with him in the 
acquisition of the company. 

A. I told him [Mr. Odlum] that if he was prepared to offer Second, Third, 
and Fourth shareholders dollar for dollar in asset value on an exchange basis 
I would not oppose him, but I was not at all sure that I would support him. 
On the other hand, I told him if he made an offer on a market value basis I would 
fight it out with him with the public. 


As a result of this opposition by Mr. Presley to its program, Atlas 
Corporation agreed to withdraw from the situation by selling its 
holdings of stock of the National Investors Corporation group back 
to the respective companies,‘® with the exception of the 165,000 
shares of National Investors Corporation common stock which Atlas 
Corporation, however, according to Mr. Presley, agreed to sell grad- 
ually in the market.** Atlas Corporation’s holdings of Second Na- 
tional Investors Corporation and Third National Investors Corpora- 
tion stocks were repurchased by their respective issuers at 90% of 
asset value, with the consent of the stockholders of the companies.” 


88Td., at 4529. In addition, Mr. Presley testified that Atlas Corporation could have 
acquired enough additional shares of common stock of National Investors Corporation to give 
it working control of that company, which in turn owned 100,000 shares of the common 
stock of Second National Investors Corporation, out of a total of 300,000 shares outstanding, 
and 20,000 shares of Third National Investors Corporation (ibid.). 

39Td., at 4527-30. 

40Td., at 4540. 

4 Tbid. 

#®Td., at 4532-7. 


153373—41—pt. 3 20 
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In 1936, Atlas Corporation sold its holdings of the stock of National 
Investors Corporation common stock to Hayden, Stone & Company, 
and the Adams Express Company, an investment company under the 
influence of Hayden, Stone & Company. 


2, ATTEMPTED ACQUISITION OF CONTROL OF OVER- 
SEAS SECURITIES CO., INC., BY FISCAL MANAGE- 
MENT GROUP 


The refusal of the management of Overseas Securities Co., Inc., “to 
sell their stockholders down the river” ** is also illustrative of the 
necessity for the support of the controlling interests in any acquisition 
of control of an investment company and the subsequent diversion 
of its assets to the purposes of the acquirers. In the latter part of 
1937, Cleveland Storrs, a partner in the New York brokerage firm of 
Graham & Co., acting in the capacity of a “finder” of investment com- 
panies for the Fiscal Management group, approached Morton H. 
Fry, the president of Overseas Securities Co., Inc., to ascertain 
whether or not a controlling block of the company’s stock could be 
purchased by Mr. Storrs’ principals. The names of such principals 
were not disclosed to Mr. Fry, who, after consulting with directors 
and large stockholders of Overseas Securities Co., Inc., imposed three 
conditions precedent to further negotiations. Mr. Fry, in his testi- 
mony, described these conditions as follows: *° 


We would have to know who the principal was. The second was that we 
would have to have assurance, assuming that they would be responsible, that 
their assurance could be trusted as to what they intended to do with the company. 
This [Overseas Securities Co., Inc.] was one of the first of the publicly owned 
trusts and it had a reasonably good record considering all the times and we 
felt responsible for it and there were some bonds outstanding there, I think 
somewhere around $1,110,000 of bonds at the time, and we said obviously we 
did not want to sell the bondholders down the river. Therefore, we wanted 
definite assurance from the ultimate buyer that if a transaction were con- 
summated, the character of the trust would not be changed, that is, it would 
have a general portfolio just as good, and they would not put a block of 
other stocks in, or something of that kind; and the third condition was that the 
same offer would be made to all of the shareholders of record that was made for 
the purchase of the control stock, and that that offer be kept open for a sufficient 
length of time to be able to take advantage of it. 

* * * ak = * * 

Q. You say the three conditions you imposed were, first you wanted to know 
who the principal was; second, you wanted some definite assurance that the basic 
nature of the trust would not be changed ; and, third, they had to make the same 
offer to the minority stockholders that they were making to the majority stock- 
holders. 

A. That is correct. 

Q. What impelled you to impose those conditions, I mean did you mean that 
the officers and directors and sponsors of this trust owed it to the minority 
stockholders? 


43 Tq., at 4543. 
44 Op. cit. supra, note 1, at 447. 
451d., at 445-7. 
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A. My firm [Scholle Brothers, members of the New York Stock Exchange] 
and my associates and the directors were personal friends of mine, and we had 
been connected with this trust since the beginning. We felt a certain sense of 
trusteeship, and that it was an utterly unfair thing to sell the stockholders or 
bondholders down the river. 


Because of these conditions imposed by Mr. Fry, precedent to the 
transfer of control of Overseas Securities Co., Inc., the group, repre- 
sented by Mr. Storrs, terminated its negotiations with Mr. Fry.*® 

Other managements, however, were less concerned with their “trus- 
teeship” to their stockholders. By purchasing the existing “control” 
of these managers, the acquiring individual or corporation could either 
secure their active cooperation or at least their passive acquiescence to 
its program. Frequently, existing sponsors and managers could be 
induced for a consideration to recommend actively the acceptance of 
exchange offers. Many of the agreements, consummated with the 
previous controlling interests for a shift in control, contained an 
undertaking upon the part of the transferors of control to refrain from 
making market purchases of the controlled company’s securities ex- 
cept under the direction and for the account of the prospective pur- 
chaser of control. In this manner, the acquirer gained control of the 
market for the acquired company’s securities. 


C. Sources and Emoluments of Existing Management Control 


An understanding of the methods by which control of investment 
companies was acquired requires a discussion of the devices by which 
control had been vested in the previous managements. 

In the case of leverage investment companies, usually those in 
control held the common stock which originally had been acquired 
for a consideration far smaller than that contributed by the senior 
security holders. This common stock held by the sponsors had, from 
the point of view of asset value, become worthless due to the decline 
in value of the corporate assets to an amount insufficient to cover the 
liquidating value of outstanding senior securities. The decline in 
value of the corporate assets, in a number of cases, had been due to 
incompetent management, or self-dealing with the company’s assets, 
as well as to unwise investment or speculation in common stocks in- 
dulged in by the management in an attempt to take advantage of the 
leverage imparted to their common stocks by the funds contributed 
by the senior security holders. One management even caused the 
investment company to operate a large margin account in some of its 
portfolio securities.*7 By this method of trading, the “leverage” in 
the common stock (large blocks of which were held by the manage- 
ment) created by the funds contributed to the enterprise by senior 
securities was supplemented by borrowed funds. 

_ Following the collapse in 1929 of security prices, the senior securi- 
ties of leverage companies were selling at discounts below their asset 


Td. at 446. For the failure of the attempts of Atlas Corporation and of Tri-Conti- 
nental Corporation, because of management opposition, to acquire control of Vick Financial 
Corporation, see Public Examination, Vick Financial Corporation, at 3584-5; and for the 
failure, for similar reasons, of the attempt by Phoenix Securities Corporation, an invest- 
ment company controlled by Wallace Groves, to acquire control of Standard Investing Cor- 
poration, see Ch. II of this part of the report, pp. 613-14. 

“7 See infra, p. 1097. 
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value. The common stocks, which represented control of the manage- 
ment of the company and usually also possessed the sole power to 
dissolve the company, had no asset value or negative asset values and 
were selling in the market at nominal prices which, of course, ex- 
ceeded their asset value. In this situation, the acquiring corporation 
or individual purchased from those in control their common stocks 
with negative asset value at prices far in excess of their nominal 
market value. 

Normally, the payment of such prices in excess of asset and market 
values is a reflection of the purchaser’s opinion of the value of con- 
trol of the assets of the company (assets which belonged entirely to 
the senior security holders of the company), or the value of the 
leverage of these common stocks. The willingness to pay such prices 
may be motivated by, and may be at least some indication to the 
sellers of, an intention upon the part of the purchaser to recoup the 
purchase price as well as to derive a profit directly or indirectly from 
the control of the funds. This recoupment or profit might conceiv- 
ably be made at the expense of the senior security holders of the 
company.** 

The purchaser of control may intend to profit by self-dealing 
with the acquired company * or by the acquisition of the remaining 
shares of the company’s stock for a consideration less than the asset 
value of such stock, or the purchaser may intend to speculate excess- 
ively with the controlled company’s assets in an effort to profit on his 
investment in its stock. 


48 The same objectives on the part of the purchaser would also be suggested by the pay- 
ment of prices in excess of actual value for controlling blocks of the stock of nonleverage 
companies, management contracts, warrants, and other instruments of control held by exist- 
ing managements. In Field v. Western Life Indemnity Co., 166 Fed. 607 (N. D. Ill. 1909) 
aff'd sub. nom. Moulton v. Field, 179 Fed. 673 (C. C. A. 7th, 1916), one Mr. Gray had a con- 
tract, which expired in four years, to manage a mutual life insurance company at a salary 
of $12,000 per year. This contract he sold for $125,000. The purchaser, apparently 
without the knowledge of Mr. Gray, then sold to the insurance company worthless assets 
to derive the funds necessary to pay Mr. Gray for his management contract. In its 
opinion the court said “An offer of $125,000 for what Gray had to sell was excessive to 
a degree which could not have failed to put Gray upon notice that some raid on the com- 
pany’s reserves was contemplated.” The court accordingly held Mr. Gray liable for the 
damages suffered by the company as a result of the defaleation of the new manager. 

Many of the sellers of controlling blocks of negative asset value common stocks of lever- 
age investment companies testified that the substantial prices paid to them for such stock 
were based on the “leverage” value of the shares and therefore would arouse no Suspicion 
as to the motives of the purchaser, particularly if such purchasers were of good reputation. 
See testimony of C. K. Reynolds, vice president of Reynolds Investing Company, Ines 
control of which was sold to the Fiscal Management group by the Reynolds family (Public 
Examination, First Income Trading Corporation et al., at 1170-1) ; see also Ch. II of this 
part of the report, pp. 414-37, for activities of Fiscal Management group in acquisition 
of control of Reynolds Investing Company, Inc., and this chapter, supra, pp. 1072-5.) 

Lansing McVickar, a professional “Andér” of investment companies the control of which 
were for sale, testified that a controlling block of the common stock of a leverage investment 
company had not only a “Jeverage”’ value but also a “salary and management fee value” 
and a “brokerage commission value.” By these latter ‘“‘values” he meant that the purchaser 
had the power to award himself a salary or management fee for operating the company 
as well as the brokerage business of the company if he were a broker. Mr. McVickar also 
suggested that if he were not the broker a method could be devised whereby the purchaser 
of the controlling interest could share in the brokerage commission (op. cit. supra, note 1, 
at 908-9). 

49 See, for example, the tactics used by Wallace Groves and the Fiscal Management group 
to acquire control of investment companies, described briefly, supra, pp. 1031-9; 1072-5, 
and in more detail in Ch. If of this part of the report, pp. 181-226 and pp. 850-496. 
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Thus, Gerald Beal, the president of J. Henry Schroder Banking 
Corporation, which in October 1937 sold its controlling block of the 
negative asset value common stock of Continental Securities Corpora- 
tion to the Fiscal Management group, with consequences to the senior 
security holders of the Investment company which have already been 
described,°° testified : * 

Q. Well, isn’t this a fact, Mr. Beal, and I won’t pursue this any further, any- 
body who will pay you $20 a share for stock which had, when you started 
negotiations, a minus $11 value, and which had a greater minus value at the 
time the deal was actually closed, either would have one of several ideas to get. 
his money back * * * when he gets control he can do one thing, that is put 
his hands on the cash. That is one way of getting his money back, that is the 
outrageous way, isn’t it? 


A. Yes. 
Q. Or he may really be a high class man who thinks he can handle the port- 


folio better than anyone else—but you are not very much impressed with that 

type of individual, because I know that you know too much about the stock 

market to put any credence in that type of man 
A. Yes. 


Floyd B. Odlum, the president of Atlas Corporation, discussing the 
necessity for acquiring in any expansion program the controlling 
common stock of leverage companies even though their acquisition 
would result in a loss asset-wise on such purchases, testified : © 


A. At the time of the acquisition program, a great many of the leverage types 
of companies had lost assets until their common stocks were below any value, 
asset-wise, but they all had a market. In other words, the so-called low-price 
level common stocks were selling at a premium. The preferreds in the same 
company were Selling at a substantial discount, and therefore in order to 
swallow that company, if I may use that term, in order to absorb it and get 
into the. management, it would do no good to go out and buy the preferred and 
stay there because the common controlled the management and the portfolio 
and you could never do anything. We had to as an incident of the purchase, 
acquire these common stocks, and in many of them any money we paid for 
them we were losing asset value. 

Q. That is precisely the point that I am making is that the money was to 
be made on the preferred and the common wag just a means to an end and 
you were willing to pay above asset value for the common stocks not only for 
its leverage value but for its control value; isn’t that so? 

A. We were not only willing but we had to do it in order to do anything 
with that company. 

Q. And that explains why you didn’t make as much on the common as you 
did on the preferred; that was the price that you were paying to get control 
of other people’s money; isn’t that so? 

A. Not at all. We weren’t paying to get control of other people’s money. We 
didn’t want other people’s money. We wanted to acquire these companies and 
make a profit on the difference between asset value—— 

Q. Listen to me carefully. I didn’t say to take other people’s money. 


A. To get control. 


50 See supra, pp. 1072-5. 
51 Op. cit. supra, note 1, at 507. 
® Public Examination, Atlas Corporation, at 17831 and 17998. 
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Q. Yes. Except in those extraordinary cases where the preferred stock had 
the controlling vote on the passing of a dividend, the control of these various 
companies was lodged in the common stocks even though they had no asset 
value and were under water, isn’t that so? 

A. In the typical case; yes. 

Q. So that you went out and bought those common stocks, even though they 
had no asset values and in many instances had a negative value, because the 
preferred would first have to come back before the common even had any 
asset value, aS you expressed it, to get quickly to the management of the 
funds, isn’t that so? 

A. We couldn’t move on the company at all, unless we acquired that common. 

* * * * * * 

A. * * * Your common stock would be selling at a premium over asset line- 
up values and your preferred stock would be selling at a discount (from asset 
value) and we had to combine those assets in proportion from the standpoint 
of our cost in order to achieve our objective. * * *€ So we tried all the way 
through our program to regulate it that as we acquired preferred stock we 
would be acquiring these non-asset value common stocks in proportion. 


E. F. Henderson, who, with his brother, G. B. Henderson, and A. L. 
Moore, acquired between 1934 and 1937 control of several investment 
companies largely by the use of the funds of the acquired companies 
themselves,®® testified that it was a “fair assumption” °4 that the pur- 
chaser of a controlling block of negative asset value common stock of 
an investment company might be tempted to risk the corporate funds in 
extremely speculative transactions in an effort to enhance the value 
of his common stock. In 1934, Mr. Henderson and his associates pur- 
chased for $10,000 the common stock (stock with a negative asset 
value) of Beacon Participations, Inc., a company then having total 
assets of approximately $250,000 as compared with the liquidating 
preference of approximately $840,000 of the company’s outstanding 
senior preferred stock.** ‘The investment company’s assets would thus 
have had to increase more than fourfold before the common stock 
would acquire any asset value. KE. F. Henderson testified : °° 


Q. I am not making any light assumption when I say you were prepared to 
pay $10,000 for stock that had a minus value to the extent the assets would 


53 Public Examination, General Investment Corporation, at 15319 et seq. 

%Td., at 15368-9. 

5 The capitalization of Beacon Participations, Inc., in June 1934 consisted of approxi- 
mately 42,000 shares Class A participating preferred stock entitled to a preference in 
assets on liquidation of $20 per share; 25,000 shares of Class B participating preferred 
stock entitled to a preference after the Class A stock of $20 per share; and 25,000 shares of 
common stock. The Class A preferred stock had an asset value of $5.75, and the Class B 
preferred stock and the common stock had no asset value. (Reply to the Commission’s 
questionnaire for Beacon Participations, Inc., Pt. IV; and Public Examination, General 
Investment Corporation, at 15318.) Mr. Henderson and his group purchased from the 
First National Bank of Boston all of the Class B preferred and all of the common stock 
for $10,000 (Public Examination, General Investment Corporation, at 15318-9). 

56 Op. cit. supra, note 53, at 15368-9. After the Henderson group acquired control of 
Beacon Participations, Inc., its assets, which had consisted of diversified securities, were 
utilized to purchase substantial blocks of the negative asset value common stock of other 
jeverage investment companies having a speculative value because of their “leverage” (id., 
at 15328 et seq.) At December 31, 1938, more than one-half of the value of the assets 
of Beacon Participations, Inc., valued at market, consisted of holdings of the securities 
of other investment companies affiliated with the Henderson group (Moody’s' Manual of 
Investments, Banks, etc., 1939, pp. 1896-7). Although as at June 30, 1937, the asset 
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have to come back fourfold before your interest would have any liquidating 
value. 

A. That is right. 

Q. Another thing I am curious about. It seems to me a fund of $250,000 with 
preferred three-quarters under water and where assets have to recover fourfold 
you would have to engage in some very very speculative transactions, or engage 
in some activity where the chances for profit would have to be extremely great. 
Isn’t that so? 

A. I think that is a fair assumption. 

Q. So there is no doubt about the fact when you paid $10,000 to get a sub- 
stantial interest, you were in a position where you could control the $250,000. 
The nature of your activities if you were to make money on the stock had to 
be such that you would have to manage the $250,000 in such manner as to make 
big profits if you ever hoped to see any assets behind the common stock. That 
is true, isn’t it? 

A. Yes, sir. 


Nevertheless, although the substantial prices paid to retiring man- 
agements for their control should have served to warn them of pos- 
sible future activities of the purchasers which might be detrimental 
to the interest of the stockholders, few of the selling management 
exacted any conditions to their sales which would operate to protect 
stockholders.*’ Rarely did they require the purchasers to adhere to 
the previous investment policies of the company,®* or if such require- 
ment was exacted no steps were taken to see that it was observed. 
Usually none of the previous officers and directors retained their posi- 
tions in order to observe, for the benefit of stockholders, the operations 
and transactions of the new management.®® 

In the nonleverage investment companies, those in control may have 
maintained their domination either by the ownership of working or 
actual majority control of the stock. In this situation, the acquiring 
individual or corporation was required to purchase the stockholdings 
of those in control at prices at least equivalent to their asset value and 
substantially in excess of their market value.® 

In the absence of a substantial stock interest in the company, man- 
agers of investment companies held control either because of the inertia 
of stockholders combined with a control of the proxy machinery or 
by means of long-term management contracts. To acquire control in 
these situations, the acquiring company purchased the management 
contracts at attractive prices.*t These management contracts usually 
had been taken by the sponsors of investment companies prior to the 
public sale of the company’s securities. They were solely the result 
of self-dealing upon the part of the sponsors. Usually the compensa- 


value of the Class A preferred stock, which was held primarily by the public, had increased 
from $5.75 in June 1934 to $29.22 as a result of the advantage of the “leverage” in its 
holdings of the stock of affiliated investment companies in a pericd of rising markets, on 
December 31, 1988, the asset value of the Class A preferred stock had declined to $13.53 
per share (ibid.). The common stock of Beacon Participations, Inc., thus acquired no asset 
value during the period of the control of the company by Henderson Brothers. 

57 See, e. g. Ch. II of this part of the report, pp. 350-496, for a detailed account of the 
activities of the Fiscal Management group and the Northern Fiscal group. 

58 Ibid. 

59 Thid. 

6 See infra, Sec. III. 

61 Tbid. 
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tion provided for in these contracts was an annual fixed percentage 
of the corporate assets, so that the managers were assured of revenue 
whether or not the company’s operations were successful. 

Investors purchasing the investment company’s securities were in- 
duced to do so by representations of continued management of the in- 
vestment company by the sponsor. In other words, the management 
contract was intended as personal and not capable of assignment with- 
out the consent of the stockholders.*? Nevertheless, when these con- 
tracts became unprofitable or when the revenues accruing to the man- 
agers from them had substantially declined, these contracts were 
assigned to new interests without the prior knowledge or consent of 
the stockholders. 

Where those in control held neither stock nor management con- 
tracts, they usually held warrants ordinarily issued as permanent 
management compensation to the sponsors and managers of the com- 
pany to purchase stock at prices far in excess of the market and asset 
value of the security purchasable under the warrants. In other 
words, the warrants were of no actual immediate value. The pur- 
chase of these warrants by the acquiring corporation served as an 
inducement to the managers of companies to recommend exchange 
offers of the acquirer’s stock for the stock of their companies, thereby 
giving the acquirer an opportunity to accumulate a sufficient amount 
of stock to give it control of the company. In addition to purchas- 
ing the sponsor’s warrants, commissions were sometimes paid to 
sponsors for their aid in consummating exchange offers.®* 


62 Ordinarily the performance of expert services to be rendered pursuant to the terms of 
a contract cannot be assigned to others without the consent of the person for whom the 
services are to be performed (2 Williston, contracts (1986), §§ 411 and 411A; Moulton 
vy. Field, 179 Fed. 673 (C. C. A. 7th, 1910). However, in the case of management con- 
tracts, the investment company, as an independent legal entity, is the contracting party and 
not the stockholders. And the technique has been to receive the consent of the corpora- 
tion, through its directors, to the assignment of the contract, a consent which normally 
is not difficult to obtain, since the holder of the management contract usually controls or 
has influence with the board of directors of the investment company. Compare the cases 
discussed infra, pp. 1178-1302. Nevertheless, the courts have held that the holder of 
a Management contract with a corporation occupies a position of trust, and any funds 
he obtains from the sale of his contract must be paid into the corporate treasury. In 
Moulton v. Field, discussed in note 48, supra, one Mr. Gray held a contract for four years 
co manage a mutual life insurance company at a salary of $12,000 per annum. This con- 
cract Mr. Gray sold for $125,000, and thereby put the purchaser in control of the com- 
pany. The directors of the company approved the sale of Mr. Gray’s contract and 
entered into a new management contract with the purchaser. The purchaser thereafter 
sold to the company for $200,000 certain worthless assets and used the funds so obtained 
in part to pay Gray for his management contract. In holding Mr. Gray and others liable 
for the losses suffered by the insurance company, the court said: 

“Tf the succession was worth $125,000 in the market, the sale (if it were lawful) 
should have been made by the directors for the benefit of the owners of the busi- 
ness, not of Gray, for Gray had nothing legally assignable. His contract being for 
personal service was not assignable; and the resolutions of the directors really cre- 
ated a new contract with Rosenfeld (the purchaser). So the assignment * * * by 
which the offices of general manager * were sold to Rosenfeld and the con- 
sideration turned over to Gray, instead of into the treasury, was a betrayal of trust.” 

6% On May 4, 1939, E. A. Pierce & Company, a large New York brokerage firm, announced 
its intention to sell to a company controlled by Roosevelt & Son its control of Funda- 
mental Group Corporation, a company holding contracts both to manage and to distribute 
publicly the securities of Fundamental Investors, Inc., an open-end management investment 
company incorporated in 1932. However, it was also announced that the proposed sale 
was to be submitted to the stockholders of Fundamental Investors, Inc., for their con- 
sideration and approval prior to the consummation of the sale. 

6 See infra, pp. 1247-78. 
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Another means of acquiring control in addition to that provided by 
the purchase of stockholdings, warrants, and management contracts, 
was by the purchase of contracts for the distribution of securities. 
Managers holding the warrants, management contracts, or distribution 
contracts with the investment company, could be induced by their 
purchase to cause the investment company to sell substantial or con- 
trolling blocks of treasury or original issue stock of the company 
to the acquiring corporation for cash or other assets equivalent to 
or less than the asset value of the stocks issued.® 

Finally, if none of the above avenues to control existed, control 
could be acquired by an exchange offer which was recommended by 
influential directors to whom secret commissions had been paid for 
their services.°° 

In addition to the attractive prices paid to sponsors and managers 
for their securities, warrants, or management contracts, former banker 
and broker sponsors and managers were sometimes assured of a con- 
tinuance of the principal emolument of their former controlling posi- 
tion—brokerage commissions.*" 

It is obvious that the purchase at attractive prices of the stock 
interest of those in control, their warrants, their management con- 
tracts, and the continuance of their brokerage commissions, would be 
a strong inducement to these sponsors either to cooperate with or 
not to oppose the acquirer in its further stock purchases and in its 
exchange offers—programs of acquisition which might be profitable 
to the purchaser at the expense of stockholders to whom the former 
sponsors owed a duty of trust and protection. Further, the acquisi- 
tion of all or nearly all of the stock of their investment companies 
by another company would substantially lessen the possibility of 
stockholders’ suits against former sponsors and managers to account 
for losses caused by their mismanagement. Presumably, the acquir- 
ing corporation which was interested only in acquiring assets at less 
than their asset values would not be greatly tempted to investigate 
and compel restitution of losses incurred by the company because of 
mismanagement by those formerly in control.°® Exchange offers 


® See infra, pp. 1258-78 and 1302-3. 

66 See infra, pp. 1324-45. 

67 See infra, pp. 1804-16. 

In Glickenhaus v. Anderson (Supreme Court of the State of New York, New York County, 
Special Term, Part I (Noonan, J.)—New York Law Journal, November 10, 1938, at 1562), 
an action by minority stockholders of The Equity Corporation against its present directors 
and officers (referred to in the complaint as the ‘Milton group’) and the directors and 
officers of the predecessor companies of The Equity Corporation, the complaint alleged: 
That on December 7, 1932, The Equity Corporation acquired control of Interstate Equities 
Corporation, Chain & General Equities, Inc., and Yosemite Holding Corporation, and that 
these companies were subsequently merged with The Equity Corporation; that in May of 
1933 the “Milton group” had purchased control of The Equity Corporation from Wallace 
Groves (see supra); that in November of 1936 the plaintiff had requested the Milton 
group to sue the former officers and directors of Interstate Equities Corporation, Chain & 
General Equities, Inc., and Yosemite Holding Corporation for alleged mismanagement of 
the affairs of these companies; that the Milton group had undertaken to investigate the acts 
and transactions of the prior management of these companies; that The Hquity Corporation 
has commenced an action against Wallace Groves only to recover the profits made by Mr. 
Groves on the sale by him of 642,517 shares of the stock of Interstate Equities Corporation 
to Chain & General Equities, Inc.; that this was the ‘‘weakest possible action’ that could 
have been brought despite the fact that all of the causes of action alleged in the instant 
complaint could and should have been included in The Equity Corporation action against 
Mr. Groves and despite the fact that the Milton group knew that each and every director 
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usually met with no opposition from the former managements after 
they had sold their controlling interest, whatever its nature, to the 
acquiring corporation. Many of the former sponsors, for a com- 
mission, solicited exchange offers of the stock of their companies for 
the stock of the acquirer and acted as brokers for the acquirer in the 
purchase of the shares of their companies. And as will be seen, in 
some cases the purchase of warrants held by sponsors was conditioned 
upon their recommendation of exchange offers. Infrequently were 
these transactions with their sponsors and managers disclosed to 
stockholders of acquired companies.” 

In the following subsection these varied methods of acquisition will 
be illustrated by specific case histories. In each case a brief history 
of the acquired company prior to its acquisition will be given. The 
methods by which the prior management had acquired control, the 
passage of such control to new interests, the assistance given by the 
prior sponsors to the accomplishment of the acquirer’s objectives and 
the use of the acquired company’s funds to aid the objectives of the 
acquirer will also be described. 


D. Inducing Management Support or Acquiescence 


1. PURCHASE AT ATTRACTIVE PRICES OF “INSIDERS’” 
STOCK 


The common method of acquiring control of a company is the pur- 
chase of the controlling blocks of stock held by the company’s man- 
agers and other “insiders” at a price representing a substantial pre- 
mium over the market value, in some cases over the asset value, and in 
some cases substantially in excess of the original cost of such securities. 
This technique, as has been described, was used by Wallace Groves 
and the Fiscal Management group.’? It was also used by The Equity 
Corporation and by Atlas Corporation." In nearly all these cases 
the price was substantially in excess of the consideration in cash or 


of The Equity Corporation and its predecessor corporations were necessarily as guilty of the 
acts complained of and as liable to The Equity Corporation for damages sustained by it as 
a result thereof as defendant Groves, and that the failure of the Milton group to sue the 
officers and directors of the predecessor corporations other than Mr. Groves was not based 
on the exercise of honest judgment but was made in bad faith because of the business and 
social relationships of the Milton group with these former officers and directors and a desire 
on the part of the Milton group to withhold action against such directors in order to permit 
the statute of limitations to run against possible suit against such former officers and direc- 
tors. In denying a motion by The Equity Corporation for an order dismissing the complaint 
Justice Noonan stated: 

It seems to me that the plaintiffs have stated sufficient facts to establish a state of 
mind on the part of the present board of directors which was lacking in good faith and 
honest judgment. It must be remembered that the present attack on the amended 
complaint concerns a question of pleading only. 

6 Undisclosed agreements by those seeking control of a corporation, to compensate officers 
and directors and others in a fiduciary relationship to the stockholders for their aid in 
acquiring shares of the corporation by purchase or exchange offers, are illegal, even though 
the purchase price or exchange offer may be a fair one in the circumstances. A fiduciary 
may not place himself in a position where he may be tempted to favor his own undisclosed 
interest at the expense of those who have placed their trust in him. Carlisle v. Smith, 234 
Fed. 759 (D. C. D. Ga. 1916) ; Horbach v. Coyle, 2 F, (2d) 702 (C. C. A. 8th 1924) ; Kratzer 
vy. Day, 12 F. (2d) 724 (C. C. A. 9th 1926). 

7 See supra, Sec. III. 

71 Thid. 
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stock subsequently paid by the acquiring individual or corporation 
to minority holders of the same class of securities in the course of a 

rogram to absorb eventually the assets of the acquired company. 
Thus “insiders” received preferential treatment in a program of ac- 
quisition which essentially constituted a reorganization of the rights 
and financial interests of the stockholders of the acquired company.” 
And where the “insiders” control stock was leverage common 
stock without asset values, the loss to the acquiring corporation 
represented by the purchase of the insiders’ shares may have been 
a factor in the determination of the extent to which preferred stock- 
holders who received exchange offers were to be deprived of their 
asset values. In other words, as has been pointed out, the loss on the 
purchase of the “insiders’ ” stock was, in the intention of the acquirers, 
to be recouped at the expense of senior security holders. 

Mr. Odlum, the president of Atlas Corporation, testified that, in 
the case of his corporation, the premiums paid for “insiders’” securi- 
ties were paid to acquire control.” In few cases, however, was the 
program of the acquirers in any manner opposed by “insiders” who 
had received premium values for their securities. In fact, in several 


7 The courts have held that a management which sells its holdings to another corporation 
at a favorable price with knowledge that the acquiring corporation intends to obtain the 
remainder of the outstanding shares by purchase or exchange offers on less favorable terms, 
particularly where it aids the acquiring corporation in soliciting acceptance of such exchange 
offers without disclosing the preferential treatment which it has been accorded, is guilty of 
a breach of trust and must account to minority stockholders to the extent of the dollar 
amount of the preference it has received. Dunnett v. Arn, 71 F. (2d) 912 (C. C. A. 10th, 
1934) ; Sautter v. Fulmer, 258 N. Y. 107, 179 N. E. 310 (1932) ; McManus v. Durant, 168 
App. Dev. 643, 15, N. Y. Supp., p. 580 (1st Dept., 1915) ; Cf. Westward v. Continental Can 
Co., 80 F. (2d) 495 (C. C. A. 5th, 1985). In the Dunnett case, supra, the defendants held 
a majority of stock of the Operators Oil Company. These shares they sold at an attractive 
price to Sunray Oil Company with knowledge that the latter intended to acquire all of the 
assets of Operators Oil Company by means of an exchange offer of its shares for the shares 
of Operators Oil Company held by minority stockholders. The defendants recommended 
Sunray Oil Company’s exchange offer without disclosing the price they had received for their 
Operators Oil Company shares. The terms of the exchange offer were less favorable than 
those which had been received by the defendants. The court held the defendants liable to 
account to the minority stockholders. The Court said: 

Cloud and Dunnett (the defendants) arranged for a sale of the corporate stock of the 
Operators Company to the Sunray Company as a means whereby the Sunray Company 
would absorb the Operators Company and acquire its assets. The transaction, as we 
have stated, while in form a sale of stock, in substance and effect was a sale of the 
assets of Operators Company to the Sunray Company, and a corporate act; and it was 
the duty of Cloud and Dunnett, as officers of the Operators Company to arrange such 
sale so that all of the stockholders would be afforded the opportunity to share in the 
proceeds of isuch sale proportionately according to their stock holdings. * * * This 

ey did not do. 


Although the courts do grant a remedy in a proper case, the practicality to the average 
stockholder of judicial relief may be doubted. 

The average investor usually does not have the financial resources to institute and carry 
to judgment a law suit, and he may not become aware of the preferential treatment accorded 
to directors. Certainly such preferential treatment will not usually be disclosed to the 
stockholders. Compare the cases described in the text infra. 

By Section 16 (a) of the Securities Exchange Act of 1934, the beneficial owners of more 
than 10% of any class of the equity securities only of corporations registered on national 
securities exchanges, as well as the officers and directors of such companies, are required to 
report any change in the ownership of their holdings of such equity securities to this com- 
mission which publishes such facts. However, that section does not require the reporting 
of the price received for the transfer of such securities. See supra, Sec. I, note 27. 

73 Mr. Odlum testified (op. cit. supra, note 52, at 17777 and 17795) : 

A. * * ¥* JT unequivocally deny that the payment of cash was made to anybody 


except in a case like I brought out in All America General, or that stock was bought 
above its asset value or that option warrants were bought, or that management con- 
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cases “insiders” at least passively aided the acquiring individual by 
agreeing not to compete with and by acting as its broker in the pur- 
chase of further securities of the acquired company. In other cases 
“insiders” actively solicited, for a commission, the acceptance of 
exchange offers. 


a. Acquisition of Control of National Securities Investment Company 
by Atlas Corporation 


(1) CAPITALIZATION AND SPONSOR CONTROL 


National Securities Investment Company was incorporated in Dela- 
ware on June 18, 1926, with general power to invest in securities and 
to participate in the underwriting and syndication of securities.” 
The company was sponsored jointly by A. G. Becker & Co., Inc., and 
George Pick & Co., Inc., Chicago investment banking institutions. 
The directorate of the company throughout the period of the manage- 
ment of the company by its sponsors was composed predominantly of 
officers and employees of these firms.”® 

The original authorized capitalization of the company consisted of 
a 7% cumulative first preferred stock having a par and liquidating 
value of $100 per share, entitled to one vote per share, and redeem- 
able by the corporation at $102 per share; a second preferred stock 
without voting rights, having a par value of $50 per share, a liqui- 


tracts were bought, or that brokerage business was given to induce anybody to—the 
language you used in your question—be actively helpful to us 

Q. Or passively acquiescent. ! 

A. Or passively acquiescent. We did buy stock; we did buy option warrants; we did 
buy management contracts 

Q. You did promise brokerage. 

A. Yes, but that is on a little different basis. 

Q. That is Shields? : 

A. Others, too. We did buy stock; we did buy option warrants; and we did buy 
management contracts, not for the purpose of inducing anybody to get out and help us, 
but from the standpoint that we wanted to get the big blocks out of the way to enable 
us to go forward and get into control of the portfolio as quickly as possible and for 
het reason and for no other reason did we buy stocks, options, or management 
contracts. 

Q. That analysis is all predicated upon one factor which may be present which, Ut 
believe, is not present, Mr. Odlum, and that is from your statement one would assume 
that you never bought option warrants from anybody unless he had a big block of 
stock that you wanted to acquire at the same time; that is not the fact, is it? 

A. No, we bought option warrants where a person had nothing but option warrants. 

Q. That is right. So in that situation, buying the option warrants. of course. would 
not give you a controlling block so that you could get quickly to the management of the 
portfolio and manage the portfolio? : 

A. If we hadn’t bought the option warrants those would have been out against us 
and they were one of the most difficult situations in any company we went into. 

Q. I am not unmindful of the fact of their nuisance value, but in the first instance, 
if you want to get control of a company you don’t buy warrants which are exercisable 
at 25 when the asset value is 5. 

A. You do if they are held by people who are managing the portfolio and you want 
to get in and manage it yourself. 

Q. So that in those circumstances you are getting to the assets. the management of 
the assets, not by virtue of your ownership of a block of stock, but by virtue of the 
fact that you bought option warrants from an individual at a time when the asset 
value 

A. Yes, the purpose of buying the options on the stock was to get control of the 
portfolio, and not to influence these fellows to go out and make trades. 

* * * * * * * 


Q. And you say that the option warrants were never purchased with the intent of 
persuading the influential insiders to actively assist the Atlas Corporation in its 
exchange program ? 

I would say that the major reason and objectives in buying option warrants was 
to get the control and dominating influence out of the management and let us in. If it 
had the incidental effect of making them mentally hospitable with us, all well and good, 
and I certainly would not throw it down for that reason. 


™ Public Examination, National Securities Investment Company, Commission’s Exhibit 
No. 1447. 
7 Td., at 14281. 
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dating value of $100 per share, and redeemable by the corporation at 
$102 per share; and a common stock of the par value of $5 per share 
and entitled to one vote per share.” 

On June 29, 1926, the company sold privately 25,000 shares of its 
first preferred stock and 10,000 shares of its common stock. The 
shares were sold in units consisting of one share of first preferred 
stock and four-tenths of a share of common stock at a, price of $100 
per unit. No commitments in amounts less than $10,000 were 
accepted.’7 On the sale of these securities, National Securities In- 
vestment Company raised a total of $2,500,000. 

On July 2, 1926, 10,000 shares of second preferred stock and 30,000 
shares of common stock were purchased jointly by George Pick & 
Co., Inc., and A. G. Becker & Co., Inc., in units of one share of sec- 
ond preferred stock and three shares of common stock at a price of 
$100 per unit. By this sale, the company received $1,000,000.7° 

As a result of this private financing, the company had issued 
25,000 shares of first preferred stock, 10,000 shares of second pre- 
ferred stock, and 40,000 shares of common stock, and had received 
$3,500,000 in cash by the issuance of these securities. Of the 65,000 
shares of voting stock outstanding (the first preferred stock had one 
vote per share), the sponsors, with an investment of $1,000,000, had 
obtained, by their holdings of 30,000 shares of common stock, ap- 
proximately 44% of the voting power, while the stockholders not 
affiliated with the sponsors, who had invested $2,500,000 in the enter- 
prise, had obtained 56% of the voting power. However, the hold- 
ings of the sponsors constituted the largest single block of voting 
securities and gave them effective control of the investment com- 
pany.”? In addition, the sponsors had so devised the capital struc- 
ture of the company that three-quarters of all profits of the company 
would accrue to them after payment of the fixed dividends upon the 
senior securities.°° In attempting to derive this large potential 
profit, the sponsors who had invested in the enterprise $1,000,000 had 
the “leverage,” that is, the use for trading purposes of the $2,500,000 
of public money invested in the enterprise. 

From 1926 through 1928 the operations of te company were 
highly successful. As at December 31, 1928, the company’s net assets 
at market were valued at approximately $11,831,721.33.8 In Janu- 
ary 1929, the sponsors determined to utilize their control to revise the 
corporation’s capital structure in a manner which would operate to 
increase the possibilities of profits to themselves personally, insure to 
them control of the management of the corporation, and enable them 
to derive underwriting commissions from the sale of additional se- 
curities to the public. Accordingly, early in February of 1929, both 
the first preferred and second preferred stocks of the company were 
called for redemption on April 1, 1929, at a price of $109 per share 
for a total of $3,570,000.* On the redemption of their 10,000 shares 
of second preferred stock, A. G. Becker & Co., Inc., and George Pick 


76 Td., Commission's Exhibit No. 1447. 

WI1d., at 14274. 

%1d., at 14276. 

79 Tbid. 

80Td., Commission’s Exhibit No. 1447. 

51Td., Commission’s Exhibit No. 1449. 

®@ Moody’s Manual of Investments, Banks, ete., 1930, p. 2305. 
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& Co., Inc., not only received a return of their entire investment in 
the company, but derived a profit of $2 per share, or a total profit of 
$90,000.88 | 

At this stage in the recapitalization plan, the company, after 
redemption of its senior securities, had net assets as of January 1, 
1929, of $7,761,721.33 and had outstanding 40,000 shares of common 
stock, 10,000 of which were held by the public and 30,000 of which 
were held by A. G. Becker & Co., Inc., and George Pick & Co., Inc. 
As a further step in the recapitalization of the company, the 40,000 
shares of common stock were exchanged for 600,000 shares of new 
common stock, of which the public held 150,000 shares and A. G. 
Becker & Co., Inc., and George Pick & Co., Inc., held 450,000 shares.™* 
These shares, as has been indicated, had cost the sponsors nothing, 
since their investment of $1,000,000 had been returned to them upon 
the redemption of their preferred stock. 

On January 31, 1929, A. G. Becker & Co., Inc. and George Pick 
& Co., Inc. agreed to purchase 250,000 shares of the company’s com- 
mon stock accompanied by “managers’” warrants to purchase an ad- 
ditional 250,000 shares of the company’s common stock on or before 
January 1, 1939, at prices of $15 to $20 per share.** ‘The total price 
paid by A. G. Becker & Co., Inc. and George Pick & Co., Inc. for 
this block of stock and warrants was $3,125,000,°° the equivalent of 
$19.50 for each share of the 950,000 purchased. However, the market 
price of the common stock of the company at that time was between 
$95 and $28 per share,** so that at the date of purchase of the shares, 
the sponsors had a potential profit, based on the market price of the 
stock, of at least $3,125,000. 

As a final step in the recapitalization of the corporation, additional 
capital was raised by a public sale of additional securities of the cor- 
poration. On January 31, 1929, the sponsors of the corporation 
agreed to purchase: (a) 900,000 shares of a new 67% cumulative pre- 
ferred stock of the par value of $100 and entitled on liquidation of 
the company to a preference in the distribution of the assets of the 
corporation to the extent of $100 per share and accrued dividends 
and having one vote per share; and (b) 100,000 additional shares of 
the company’s common stock and option warrants to purchase 100,000 
shares of the company’s common stock on or before January 1, 1934, 
at a price of $15 per share.* The total price to be paid by the spon- 
sors for these securities was $20,100,000,°° equivalent to a price of 
$100.50 for a unit of these securities consisting of one share of pre- 
ferred stock, one-half share of common stock, and a warrant to pur- 
chase an additional half share of common stock. 

Early in February 1929, A. G. Becker & Co., Inc. and George Pick 
& Co., Inc. offered to the public the above-mentioned securities in the 
form of allotment certificates covering a unit of one share of pre- 


88J[n addition, the record indicates that on these shares A. G. Becker & Co., Inc., had 
received in dividends $78,512.50 (op. cit. supra, note 74, at 14285), and George Pick & Co., 
Inc., had received in dividends $86,367.50 (ibid.). 

8 Op cit. supra, note 74, at 14287. 

85 Moody’s Manual of Investments, Banks, etc., 1930, p. 2305. 

% Op. cit. supra, note 74, Commission’s Exhibit No. 1452. 

8t Bank and Quotation Record, December 1929. 

88 Op. cit. supra, note 74, Commission’s Exhibit No. 1450. 

89 Moody’s Manual of Investments, Banks, etc., 1980, p. 2305. 
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ferred stock, one-half share of common stock, and a non-detachable 
option warrant to purchase one-half share of common stock. Each 
allotment certificate representing this unit of securities was sold to 
the public at a price of $103.50 per certificate.°? After payment of 
expenses and the commissions of security dealers comprising the 
selling group formed by the sponsors to dispose of the securities, 
A. G. Becker & Co., Inc. received $276,366.09 and George Pick & Co., 
Inc. received $88,353.59 as net commissions.°2 ea Yi) 

At the conclusion of the rearrangement of its capitalization and 
after giving effect to its additional financing, the company had re- 
ceived a total capital contribution of $23,225,000 which, when added 
to assets owned by the corporation after the redemption of its pre- 
ferred stocks but prior to its recapitalization, gave it total net assets 
of $30,986,721.33.°? The ownership of these assets was represented 
by 200,000 shares of preferred stock and 950,000 shares of common 
stock.°s 

The sponsors, as a result of the recapitalization and the additional 
financing, had acquired 700,000 shares of the common stock out of 
950,000 shares outstanding, or 75% of the common stock. Their 
700,000 shares of common stock constituted 60% of the outstanding 
1,150,000 voting shares of the corporation (the 200,000 shares of pre- 
ferred stock each had one vote per share). Thus, the readjustment 
of the corporation’s capitalization had given the sponsor an actual 
majority voting control of the corporation. Prior to the recapitaliza- 
tion, as has been pointed out, the sponsors held only 44% of the 
voting stock. 

The recapitalization had other advantages for A. G. Becker & Co., 
Inc., and George Pick & Co., Inc. As has been indicated, the total net 
investment which they had made in the company’s securities was 
$3,125,000. Yet this investment gave them control of over $30,000,- 
000 of assets, $20,100,000 of which had been contributed by the public 
in February 1929, and $7,000,000 of which represented the existing 
assets of the company after redemption of its old first and second 
preferred stocks but prior to the refinancing of the company. The 
sponsors had thus derived the “leverage” of $20,100,000 of the public’s 
money with which they had the absolute power to speculate in the 
hope of enhancing their investment of $3,125,000 in the common 
stock of the corporation. Mr. Lester Roth of A. G. Becker & Co., 
Inc., conceded that the situation was not dissimilar to a margin 
account being operated for the benefit of the sponsor common stock- 
holders with funds supplied by the senior security holders. 

The sponsors apparently took full advantage of their power to 
speculate with the funds of the public. The corporation’s tradine 
in portfolio securities was done largely through margin accounts. In 
addition to the funds invested by the public in the enterprise, addi- 
tional leverage to the common stock was supplied by money borrowed 
by the company from banks and from brokers.% 


0 Tbid. 

*1 Op. cit. supra, note 74, at 14292. 

®Id., Commission’s Exhibit No. 1449. 

* Moody’s Manual of Investments, Banks, etc., 1930, p. 2305. 

%4 Op. cit. supra, note 74, at 14408, 14416. 

% Thus, in 1929, a peak amount of $6,000,000 was borrowed by National Securities Invest- 
ment Company to be used in speculative trading in securities (id., at 14384, and Commis- 


1098 SECURITIES AND EXCHANGE COMMISSION 


(2) JOINT TRADING ACCOUNTS WITH SIDNEY Z. MITCHELL AND 
NATHAN L. AMSTER 


The investment company also participated to a substantial extent 
in joint trading accounts with individuals who, according to the 
sponsors, possessed “inside dope” °° on certain securities. ‘These indi- 
viduals, according to the managers of National Securities Investment 
Company, in consideration of the use of their “inside information,” 
were advanced funds by the investment company at rates of interest 
substantially less than the prevailing rates on call loans obtainable 
from brokers. The interest of the investment company in at least 
one of these accounts was acquired by the investment company directly 
from its sponsors. 

Prior to February 18, 1929, A. G. Becker & Co., Inc., George Pick 
& Co., Inc., and Sidney Z. Mitchell, the chairman of the board of 
directors of the Electric Bond and Share Company, had been operat- 
ing a trading account primarily in the securities of Electric Bond 
and Share Company and its subsidiaries.’ Hach of the participants 
had a one-third interest in the account.°® Mr. Mitchell had advanced 
no funds to be used by the account in its operations,” his share of 
the fund having been advanced entirely by A. G. Becker & Co., Inc., 
and George Pick & Co., Inc. On February 18, 1929, A. G. Becker & 
Co., Inc., and George Pick & Co., Inc., assigned their entire interest 
‘n the account to National Securities Investment Company.’”” The 
company reimbursed its sponsors not only for their interest in the 
account but also for their advances to the account on behalf of Mr. 
Mitchell. The entire account, then composed of securities having a 
market value of $5,794,405.21, was taken over by the company at Its 
market value” On this transaction, A. G. Becker & Co., Inc., and 
George Pick & Co., Inc., each derived a profit of $1,110,536.20," repre- 
senting the difference between the cost of their proportionate interest 
in the account and the price paid by National Securities Investment 
Company for their interest in the account. The investment company 
had acquired a two-thirds interest in the account, and Mr. Mitchell 
retained a one-third interest in the account. On July 3, 1929, Mr. 
Mitchell agreed to take a one-half interest in the account in considera- 
tion of the receipt of one-half of the profits of the account.1°* The 
entire account was financed by the investment company. According 
to the sponsors, Mr. Mitchell, in anticipation of his “inside informa- 
tion” about the securities of companies in the Electric Bond and 
Share system of which he was chairman of the board of directors, was 


sion’s Exhibit No. 1455). In addition the corporation’s trading in securities was done 
largely through margin accounts, principally in the brokerage cffices of Ladenburgh-Thal- 
mann & Company (id., at 14416-19). As at December 31, 1928, the company owed to 
Ladenburgh-Thalmann & Company a total of $1,039,262 (id., at 14419). As at February 28, 
1930, the company owed to Ladenburgh-Thalmann & Company alone $3,394,697.72 as a debit 
palance on a margin account maintained with that brokerage house (id., at 14418). 

%Td., at 14308. 

Td., at 14307. 

9% Td., at 14313. 

91d. at 14319. 

100 Td., at 14313. 

wi Jd., at 14319. 

w2Td., at 14314. 

103 Tpid. 

104 Jd., at 14325 and Commission’s Exhibit No. 1459. 
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charged a rate of interest on his debit balances substantially less than 
the current call loan rates.1% 

Approximately $13,000,000,1°° or 43% of the total of $30,000,000 in 
assets owned by National Securities Investment Company after its 
recapitalization in February of 1929, were invested in securities pur- 
chased in the operation of this account. Of this amount, the com- 
pany itself had expended $6,199,684.09 for its own account and had 
advanced a like amount to Mr. Mitchell secured only by his pro- 
portionate share of the securities in the account. On the termina- 
tion of the account, Mr. Mitchell paid the balance due for his 
proportion of the account and received the securities in the account 
to which he was entitled.°* National Securities Investment Company 
took down, as its share of the account, securities having a market 
value of $2,386,419.66 1° which had cost the company $6,199,684.09. 
Thus the result of this trading account, supposedly operated on the 
basis of “inside information,” resulted in a loss to National Securi- 
ties Investment Company of $3,813,264.43. 

A similar trading account, in the common stock of the Chicago, 
Milwaukee & St. Paul Railway Company, was operated by National 
Securities Investment Company jointly with Nathan L. Amster who, 
uccording to the sponsors, was an authority on railroad securities. 
As a result of this trading account on the basis of “inside informa- 
tion,” the company eventually suffered a loss of $423,578.62. 


(3) SPONSORS’ TRADING ACCOUNT IN SECURITY ISSUES OF THE 
INVESTMENT COMPANY 


From February 9, 1929, to September 25, 1931, when Atlas Cor- 
poration acquired control of National Securities Investment Com- 
pany, A. G. Becker & Co., Inc. and George Pick & Co. Inc., operated 
a trading account in the security issues of National Securities Invest- 
ment Company.” Mr. Schaffner, the chairman of the board of di- 
rectors of A. G. Becker & Co., Inc., characterized the purposes of 
this account as twofold: (a) to stabilize and maintain a market for 
the securities, and (b) to make money." Mr, Schaffner testified 
that the sponsors as managers of National Securities Investment 
Company and as the underwriters of its securities conceived that they 
owed a duty to its security holders to provide them with a market 
for their securities—“to see that the stockholders could get an ade- 
quate market and not be compelled to sell the securities at terrific 


1% Td., at 14827. Mr. Mitchell paid 4% interest, whereas interest rates on brokers’ loans 
during 1929 averaged 10.44% (ibid.). In order to finance Mr. Mitchell’s portion of the 
account, National Securities Investment Company was compelled during 1929 to borrow 
from banks $6,000,000 (id., at 14334) at 6% interest. This sum was in effect loaned to 
Mr. Mitchell at 4% interest or at actual loss to National Securities Investment Company 
of $120,000 a year (ibid.). 

18 Td. at 14332. 

107Td., at 14828. 

108 Thid. 

109 Tbid. 

107Td., at 14403. 

u1Td., at 14404. National Securities Investment Company invested a total of $461,396.87 
in this venture. The stock which it purchased was ultimately sold for $38,018.25 (ibid.). 


u24Td., at 14341-3 and Commission’s Exhibit No. 1460. 
13Td., at 14343. 
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discounts (from asset value) and sustain uncalled for losses... As 
Mr. Schaffner expressed it, “unless somebody is interested in the 
market, especially in inactive stock, there is no market for it.” *” 

The trading account in the securities of the investment company, 
operated by its sponsors, was highly profitable. The profit to George 
Pick & Co., Inc., on its interest in the account was $523,811.16."° 
A. G. Becker & Co., Inc., as its share of the profits of the account, 

received $579,183.67.%7 On the transfer of control of the company 
to Atlas Corporation, the sponsors’ trading account in the securities 
of the company was terminated for reasons which will be discussed 
later. 
(4) TRANSFER OF CONTROL TO ATLAS CORPORATION 


On March 31, 1931, George Pick & Co., Inc., sold 364,192 shares of 
National Securities Investment Company common stock and 125,000 
option warrants to A. G. Becker & Co., Inc., at a price of 8714 cents 
per share for the stock or a total price of $320,488.96.%° The sale 
disposed of George Pick & Co., Inc.’s entire security interest in the com- 
pany. After the sale, the representatives of George Pick & Co., Inc., on 
the directorate of National Securities Investment Company re- 
signed.” Thereafter, the company was managed by A. G. Becker 
& Co., Inc., exclusively. All of the directors and officers of the in- 
vestment company were officers, directors, or employees of A. G. 
Recker & Co., Inc. 

The purchase of the holdings of George Pick & Co., Inc., increased 
the shares of common stock of National Securities Investment Com- 
pany held by A. G. Becker & Co., Inc., to 641,65814, which had cost 
A. G. Becker & Co., Inc., a total of approximately $1,900,000.**° 

By July 1931 National Securities Investment Company had_sus- 
tained substantial losses, and A. G. Becker & Co., Inc., was convinced 
that it was desirable to sever its connection with the management of 
the company. As at September 25, 1931, when Atlas Corporation 
purchased control of the company from A. G. Becker & Co., Inc., the 
net assets of National Securities Investment Company totaled $11,248,- 
309.36,122 as compared with a net capital contributed to the enterprise 
by its stockholders of $17,600,788.75,7 after treating as returns of 
capital $1,281,379.50 paid by the company in dividends after its re- 
capitalization in February 1929 and $4,343,364.75 expended by the 
company in the repurchase of shares of its preferred and common 
stock.124 Under the management of its sponsors, $6,357,429.39, or 86% 
of the net capital contributed to the corporation, had been lost *?° 


1147qd., at 14351. 

15Td., at 14344. 

116 Td., Commission’s Exhibit No. 1470. 

117 Tpid. 

18Tq., at 14854, 14357. 

119 Derived from supplementary information supplied the Commission for National Securi- 
ties Investment Company. 

120 Op. cit. supra, note 74, at 14359. 

1217d., at 14364. 

127d. Commission’s Mxhibit No. 1456 and op. cit. supra, note 52, Commission’s Exhibit 
No. 2048. 

123 Op. cit. supra, note 74, Commission’s Exhibit No. 1456. 

124 Op. cit. supra, note 52, Commission’s Exhibit No. 2093. 

125 Op. cit. supra, note 74, Commission’s Exhibit No. 1456. 
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largely in speculative investment activities such as the joint trading 
accounts with Sidney Z. Mitchell and with Nathan L. Amster. 

As at September 25, 1931, the date that control of National Securities 
Investment Company passed to Atlas Corporation, the company had 
outstanding 138,957 shares of preferred stock and 939,14414 shares of 
common stock.**° Of the common stock, 641,65814 shares, or 68% of 
the total common shares outstanding, were owned by A. G. Becker & 
Co., Inc. A. G. Becker & Co., Inc.’s, holdings of common stock repre- 
sented also approximately 59% of the total outstanding voting shares 
(preferred and common) of the company. However, A. G. Becker & 
Co., Inc., held little or no preferred stock of National Securities In- 
vestment Company.’?*7 The 138,957 shares of preferred stock of the 
investment company held by the public had a first claim on the assets 
of the company in the event of its dissolution, to the extent of $100 
per share, or a total claim of $13,895,700. Since the investment com- 
pany had net assets as at September 25, 1931, of $11,243 309.36, had the 
corporation been dissolved at that time, the preferred stockholders 
would have been entitled to all of the assets and would have received 
$73.72 per share on their stock.128 The common stock would have been 
entitled to no part of the corporation’s assets. 

However, the preferred stockholders, although having voting rights, 
would have been unable to effect a dissolution of the corporation with- 
out the consent of A. G. Becker & Co., Inc., since the Delaware Cor- 
poration Law requires the consent of the holders of two-thirds of all 
classes of the voting stock of a corporation to effect a dissolution of the 
corporation.° A. G. Becker & Co., Inc., was, therefore, in a position 
to block a dissolution of the corporation although all of the assets of 
the corporation “belonged” in theory to the public holders of the pre- 
ferred stock. The preferred stockholders also were powerless to pre- 
vent a shift in the control of their funds by A. G. Becker & Co., Inc. 

Lester Roth, a director of National Securities Investment Company 
and an officer of A. G. Becker & Co., Inc., when examined on the 
realization of the preferences to which preferred stockholders may be 
entitled on liquidation, testified : 12° 


Q. What protection is there to the preferred stockholder? He puts in the 
senior money on the assumption that he is willing to cut down his prospective 
profit and limit it to a fixed amount because he is assured some safety, isn’t 
that so? Take your own case, when the time came when the preferred aspect 
should have been his protection and would have given him back his money, it was 
never given to him, isn’t that so? And hasn’t that been the history of investment 
trusts, that the aspect of protection which is Supposed to be inherent in preferred 
stock, somehow or other never goes to the benefit of the preferred stockholder 
because the common stockholder is there and Says you cannot liquidate the trust, 


isn’t that true? 


A. Well, perhaps * * ¥*, 
* * * * * % * 
Q. Of course, applying to your own particular case, when the ultimate set-up 


| was established the management put in $3,000,000 besides their $5,000,000 profit. 


1°6Td., Commission’s Exhibit No. 1462. 
27Td., at 14366. 

8 Td., Commission’s Exhibit No. 1466. 

29 Del. Rev. Code (1915), Ch. 65, Sec. 39. 
180 Op, cit. supra, note 74, at 14410, 14412. 
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But as I visualize it, the motivating force for a person investing in preferred 
stock is the element of safety; isn’t that so? He says, “If this trust goes wrong 
and there is any money left, I am going to get mine and, therefore, I am will- 
ing to take less profits than the person who has the common stock and is willing 
to gamble”; isn’t that so? 

A. Yes. 

Q. And yet what situation arises? First, when the trust reaches a point 
where everybody is convinced that there either ought to be a substantial shake-up 
in the management or it is time to liquidate the trust, the preferred stockholder 
is not in a position to insist upon the dissolution because the common stock- 
holder whose stock is worth nothing in asset value says, “I will not let you 
liquidate this trust.” That is what A. G. Becker & Co., Inc. could have said 
with its common stock; isn’t that so? 

Mr. Scuarrner. That is the contract the preferred stockholder makes. 

Q. That is all right. I am just discussing whether we should permit such 
contract wherein individuals can say, “My stock is worth minus $20 and your 
stock is $72.72, but you cannot get your money. I am going to turn you over 
to Atlas Corporation.” You certainly would say that there ought to be some 
moderate relationship between the amount of senior money and the amount of 
the equity? 

A. Yes. 


A dissolution of the investment company would have given all the 
assets to the preferred stockholders and involved a loss of the ap- 
proximately $1,900,000 which A. G. Becker & Co., Inc., had invested 
in its holdings of 641,65814 shares of the common stock of National 
Securities Investment Company. 

Early in September 1931 Robert C. Schaffner, of A. G. Becker & 
Co., Inc., approached Floyd B. Odlum (with whom Mr. Schaffner 
was personally acquainted), the president of Atlas Corporation, with 
a proposal to sell A. G. Becker & Co., Inc.’s holdings of the common 
stock of National Securities Investment Company to Atlas Corpo- 
ration.42 As has been pointed out, this common stock had no asset 
value, although it had a quoted market value of $3 a share at the 
time of the original negotiation between Atlas Corporation and A. G. 
Becker & Co., Inc.%2 The market price, however, was apparently 
the result solely of the trading account (which has already been de- 
scribed) then being operated by A. G. Becker & Co., Inc. in the 
stock of National Securities Investment Company. Some appraisal 
of the actual value of the common stock of the company may be 
gleaned from the fact that A. G. Becker & Co., Inc. paid George 
Pick & Co., Inc., 8714 cents per share for the latter’s holdings of 
National Securities Investment Company’s common stock at a time 
we its artificially created market value was approximately $6 per 
Shiaikes 3 

Since the common stockholdings of A. G. Becker & Co., Inc., in 
National Securities Investment Company had no asset value, its 
purchase would, to the extent of the purchase price, constitute a 
loss in assets to Atlas Corporation. However, if the preferred stock 


BLTd., at 14364. 

132 Bank and Quotation Record, September 1931. 

133 Op. cit. supra, note 74, at 14363. Mr. Schaffner conceded in his testimony that a 
sale of A. G. Becker & Co., Inc.’s holding of the common stock of the company on the open 
market would bring substantially less than $3 per share (ibid.). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1103 


of National Securities Investment Company could be acquired by 
Atlas Corporation for a consideration less than its total asset value, 
the gains so derived might be sufficient to offset the loss suffered by 
Atlas Corporation in the purchase of the common stock. Further, 
the common stock would put Atlas Corporation in control of the 
portfolio of National Securities Investment Company and would 
also enable Atlas Corporation to dissolve the corporation and thus 
realize its gains on its purchase of the company’s preferred stock at 
prices less than its asset value. In sum, to Atlas Corporation the 
common stock of National Securities Investment Company was val- 
uable only if it could acquire the preferred stock of National Se- 
curities Investment Company at less than its asset value. 

On September 28, 1931, A. G. Becker & Co., Inc. and Atlas Cor- 
poration entered into an agreement *** which provided that Atlas 
Corporation would “loan” to A. G. Becker & Co., Inc. $1,000,000 
which was to be secured by the deposit with Atlas Corporation of 
400,000 shares of the common stock of National Securities Invest- 
ment Company owned by A. G. Becker & Co., Inc. A. G. Becker 
& Co., Inc. was not to be personally lable upon the “loan,” but 
Atlas Corporation’s sole recourse for payment of the “loan” was to 
be 333,33314 shares of the 400,000 shares of National Securities In- 
vestment Company stock deposited as collateral. In effect, the “loan” 
was a purchase by Atlas Corporation of 333,33314 shares of common 
stock at a price of $3 per share. Atlas Corporation also acquired 
an option to purchase at the price of $3 per share within 20 years 
the 66,66624 shares (the remainder of the 400,000 shares which con- 
stituted the collateral for the loan) and the 241,65814 shares of 
National Securities Investment Company common stock which con- 
stituted the remainder of the total holdings of common stock 
(641,65814 shares) owned by A. G. Becker & Co. Ince. 

Atlas Corporation, however, was required to apply to the exercise 
of its option on the common stock the difference between the cost 
of each share of National Securities Investment Company preferred 
stock to be purchased by Atlas Corporation from the public, and 
85% of the liquidating value of each share of such preferred stock 
at the date of its purchase. As preferred stock was purchased by 
Atlas Corporation from the public, the Atlas Corporation was to 
apply this differential between asset value and cost of the preferred 
stock, first, to the purchase of the 241,65814 shares of common stock 
of National Securities Investment Company not included in the 
collateral for the million dollar “loan,” then to the purchase of the 
66,66624 shares which constituted the excess of the collateral, and 
finally to the payment of the million dollar “loan,” that is, to the 
purchase of the 333,83314 shares of common stock held as “col- 
lateral.” 

The agreement also provided that on making the “loan” Atlas 
Corporation was to have the immediate right to vote 333,400 shares 


1%4Tq., Commission’s Exhibit No. 1462. On October 2, 1931, the obligations of Atlas 
Corporation under this agreement were transferred to Chatham Phenix Allied Corpora- 
tion, an investment company the control of which had been acquired by Atlas Corporation 
in August 1931. Chatham Phenix Allied Corporation actually advanced the $1,000,000 
“loan” to A. G. Becker & Co., Inc., and received the common stock of National Securities 
Investment Company as collateral for the loan. See infra, pp. 1115-6. 
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of the 400,000 held as collateral for the one million dollar “loan.” 
A. G. Becker & Co., Inc. also agreed to vote the common shares upon 
which it had given Atlas Corporation an option to purchase, in 
favor of Atlas Corporation’s nominees for the directorate of Na- 
tional Securities Investment Company. A. G. Becker & Co., Inc. 
was to cause the officers and the board of directors of National Se- 
curities Investment Company to resign and was to turn over the 
management of the company to Atlas Corporation. The 250,000 
option warrants of National Securities Investment Company owned 
by A. G. Becker & Co., Inc. were to be delivered to Atlas Corpora- 
tion gratis. 

In essence, the agreement provided that A. G. Becker & Co., Inc.’s 
holdings of common stock would be purchased by Atlas Corporation 
concurrently with purchases of preferred stock by Atlas Corporation 
from the public; and that payment for the common stock acquired 
from A. G. Becker & Co., Inc., would be made out of the asset gains 
to Atlas Corporation on purchases of preferred stock from the public, 
after reserving to Atlas Corporation an assured profit of 15% of the 
difference between the asset and market value of the preferred stock 
purchased. Stated otherwise, A. G. Becker & Co., Inc., would be 
paid for its common stock out of the asset losses suffered by the 
public preferred stockholders to whom A. G. Becker & Co., Inc., as 
the original underwriter and distributor, had originally sold the 
shares, and to whom A. G. Becker & Co., Inc., owed a fiduciary duty 
as the manager of their investment company. Mr. Odlum, in his 
testimony before this Commission, conceded that the substance of the 
agreement was that the asset loss suffered by Atlas Corporation on 
its purchase of the common stock of National Securities Investment 
Company was to be offset by the asset value gains to Atlas Corpora- 
tion on its purchases of preferred stock of National Securities In- 
vestment Company: ?* 


A. It was a loan that was kept in the form of a loan rather than a purchase. 

Q. Why was that? 

A. It was done for the reason, as I pointed out yesterday, when you talked 
about a leverage type company if it was “under water.” It was a low price 
leverage non-asset value stock, and your common stock would be selling at 
a premium over asset values and your preferred stock would be selling at a 
discount (from asset value) and we had to combine those units in proportion 
from the standpoint of our cost in arriving at the objective. If we had bought 
the 600,000 shares of stock at $3 the net result eventually would have been 
the same. But in the meantime we would have paid out $1,900,000 which 
would have been completely thrown out of the window from our standpoint. 
So we tried all the way through our program to regulate it that as we acquired 
preferred stock we would be acquiring these non-asset value common stocks in 
proportion. * *.* 

Q. At any rate, that is the form it took? 

A. Yes. 

Q. It was really a purchase of 333,33314 shares at $3 a share? 

A. That is correct. 


* * cd * & * * 


13 Op. cit. supra, note 52, at 17998-18000. 
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Q. So that ultimately and essentially, Mr. Odlum, the Atlas Corporation 
was buying A. G. Becker’s common stock with the money that it was making 
by buying the preferred stocks at this discount? Isn’t that so? 

A. Yes. That is essentially what we did in every case. 

Q. And ultimately the entire block of stock which cost an aggregate of 
$1,900,000 was paid for by Atlas Corporation, in just that way? 

A. That is correct. 

Q. So that we have the situation here where Atlas Corporation purchased 
those 641,000 shares of common stock, which gave you control of National 
Securities Investment Company and did it over a period of time, using the 
money that was made on preferred stock; isn’t that so? 

A. Yes. And essentially you can say that irrespective of the mechanics, Mr. 
Schenker, that is typical of all companies where they had out preferred stock 
selling below asset value and the common selling above. 


The investment company’s preferred stockholders (to whom in prin- 
ciple all of its assets “belonged”) and the minority common stock- 
holders were not informed of or consulted with reference to the shift 
in control of their assets to Atlas Corporation prior to the transfer of 
control, although after the event these security holders were informed 
of the fact that their assets had come under the administration of a 
new management. The details of the agreement of A. G. Becker & 
Co., Inc., with Atlas Corporation were, however, never revealed to the 
stockholders. The preferred stockholders were thus not given any 
choice in the selection of the new manager of their own funds, nor were 
they informed of the investment policy which their new manager in- 
tended to pursue. In fact, Mr. Schaffner testified that he did not know 
what the nature of the Atlas Corporation’s policy in the investment of 
the funds of National Securities Investment Company would be: **" 


Q. So that A. G. Becker made up its mind that it was going to transfer control 
of this investment trust to the Atlas group; isn’t that so? 

A. Yes; that is true. 

Q. And that wasn’t submitted first to the stockholders to see if they wanted to 
go over to Atlas? 

A. No. 

Q. The stockholders, when they purchased this stock, paid their money in re- 
liance on the integrity, ability, background, training, and all other virtues of 
A. G. Becker and George Pick ; isn’t that so? 

A. That is true. 

Q. And these stockholders had stayed with this trust through its ups and 
downs at the time when there was this $7,000,000 deficit ; isn’t that so? 

A. A good many of them * * *, 

Q. And at the time that A. G. Becker made the arrangement to sell control of 
this investment trust to Atlas Corporation, A. G. Becker & Co. had no substantial 
preferred position, did it? 

A. No, sir. 

Q. Had no preferred position? 

A. I wouldn’t say that without referring to the records. 

Q. A negligible position? 

A. That is right. 


136 Op. cit. supra, note 74, Commission’s Exhibit No. 1466. 
137 Td., at 14365-8. 
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Q. Its position was in the common stock, which had no asset value? 

A. That is right. 

Q. And the fact is that every dollar in that investment trust at that time—and 
there was approximately $11,000,000—belonged to the public and not to A. G. 
Becker & Co.; isn’t that so? 

A. That is true. 

Q. And yet the control of the fund and the entire management and the entire 
direction and future investment policy and future conduct of this investment 
trust was turned over in quick order to Mr. Odlum and the Atlas Corporation, 
without even apprising the stockholders before it was done; isn’t that so? 

A. That is correct. 

Q. That is a step of quite some consequence, was it not, Mr. Schaffner, looking 
back in retrospect, the turning over of other people’s money for management to 
somebody, isn’t it? 

A. Yes; we didn’t do it without a great deal of deliberation, as far as that is 
concerned. 

* * * * * * 

Q. And you were saying to Mr. Floyd Odlum that “I think you ought to take 
these funds and manage it’; isn’t that so? 

A. Yes. 

Q. Although literally it wasn’t A. G. Becker’s money, because if the trust was 
to be liquidated on that date A. G. Becker wouldn’t get a nickel; isn’t that so? 

A. That is true. 


With respect to the steps taken by the sponsors to ascertain the 
investment policy of the new management, Mr. Schaffner testified : 1°8 


Q. Of course, you had no assurance, Mr. Schaffner, as to what the future 
policy of the Atlas Corporation was going to be with respect to the investment 
of the funds, which were being turned over to them, isn’t that so? 

A. Why we had no definite, concrete assurance as to just what they were 
going to invest in; no, sir. 

Q. So that under the broad power of the charter, Mr. Odlum, and the Atlas 
Corporation could invest it in any situation they saw fit, isn’t that so? 

A. Yes, sir. 

* * * * * * 

Q. Now, I think you can also visualize a situation that a person might be willing 
to entrust his money to A. G. Becker & Company for management relying on 
their background and history and yet not be willing to have the Atlas Corporation 
manage its funds, isn’t that so? 

A. Well, that is all point of view, that wasn’t our point of view at the time. 

Q. That is not an unreasonable situation, you can visualize that? 

A. Yes. 


Furthermore, the agreement patently offered an inducement to A. G. 
Becker & Co., Inc., to acquire as cheaply and quickly as possible 
for the account of Atlas Corporation the preferred stock of National 
Securities Investment Company which that investment banking firm 
had sponsored. Essentially, A. G. Becker & Co., Inc., was to be paid 
for its holdings of common shares out of the asset losses suffered by 
preferred stockholders. Under the agreement, A. G. Becker & Co., 
Inc., was to be paid first on the 308 B25Y, shares of the common stock 
which were not “collateral” to the $1,000,000 “loan” but which were 
optioned to Atlas Corporation. As a consequence, it was to the pecu- 


138 Td., at 14370. 
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niary interest of A. G. Becker & Co., Inc., if it wished to sell the 
common stock upon which it had granted Atlas Corporation an op- 
tion, to acquire as rapidly as possible the preferred stock of 
National Securities Investment Company for the account of Atlas 
Corporation. 

When examined on the question as to whether the effect of the agree- 
ment was to induce A. G. Becker & Co., Inc., to acquire the preferred 
stock of National Securities Investment Company for Atlas Corpo- 
ration’s account as rapidly as possible, Mr. Odlum testified : 1% 


Q. The agreement of September 28th was so drawn, was it not, that these 
discounts were first made applicable to the 241,65814 shares, which was the 
remaining block? 

A. That is right. 

Q. And then was made applicable to the 66,66624 shares of the remaining 
block; and then that same arrangement could be made applicable to that stock 
which was collateral for the note? Isn’t that so? ; 

A. That is correct. 

Q. So there was an inducement, was there not, for A. G. Becker to pick up 
as much preferred stock as possible, because then not only would they be sure 
they would sell you the 333,333 shares that you would have to take down if 
they did not pay the note, but they would be sure that they sold you the 66,6662 
shares [the remainder of the block collateralizing the “loan’] and also the 
additional 241,65814 shares of the common stock covered by the option; isn’t 
that so? 

A. From the cash standpoint of A. G. Becker & Company, there was certainly 
an inducement for them initially to acquire stock because they had already gotten 
the cash in the original block that was treated as a loan, and if they wanted 
more cash they could only get it by getting the stock in for us. 

Q. And not only was it to their interest to get as much stock as possible, and 
not only was it to their interest to get it as quickly as possible, but it was also 
to their interest to get it as cheaply as possible. 

A. From the cash standpoint; yes. 

A. I said from a cash standpoint. He [A. G. Becker & Co., Inc.] sold more 
and more shares [of the common stock of National Securities Investment Com- 
pany owned by A. G. Becker & Co., Inc.] faster than he otherwise would have 
sold them. 

Q. Oh, no, Mr. Odlum, for this reason: so far as the balance of the stock 
was concerned and the balance, 308,3251%4 shares, you people [Atlas Corporation] 
only had an option and you were under no obligation to buy a single share. 

A. But we had to apply the difference between the cost and 85 percent [of 
the asset value of the preferred stock of National Securities Investment Com- 
pany purchased by Atlas Corporation]. The urge there was not the price but 
the urge would be to get as much preferred stock as we could get as quickly as 
possible, which would tend to put up the price, if anything. 


Robert C. Schaffner, the chairman of the board of directors of 
A. G. Becker & Co., Inc., and the president of National Securities 
Investment Company, conceded that the agreement created in A. G. 
Becker & Co., Inc., a pecuniary interest to purchase the preferred 
stock of National Securities Investment Company from the public 


189 Op. cit. supra, note 52, at 18002-8, 18006-7. 
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as quickly as possible, and admitted that A. G. Becker & Co., Inc., 
could effect the sale of 308,325 shares of its common stockholdings in 
the investment company only at the expense of preferred stockholders 
who sold their stock to A. G. Becker & Co., Inc., for the account of 
Atlas Corporation at prices substantially less than the asset value of 
their shares. Mr. Schaffner testified : **° 


Q. Now this balance of stock upon which the Atlas Corporation had the option 
at $3 per share, Atlas Corporation * * * provided * * * that with re- 
spect to these shares of stock, they could pay for that stock in this manner, that 
A. G. Becker & Co. would * * * get the difference between 85% of the asset 
value of the stock and the market value at which they bought it for Atlas account 
in the open market, isn’t that so? 

A. Atlas was to apply that much money on the exercise of the options. 

Q. So that Atlas Corporation was under no obligation to purchase the balance 
of the common stock from A. G. Becker & Co., Inc. It only had an option? 

A. It was under obligation to buy it as they bought the preferred. 

Q. Aside from this preferred, the only obligation that Atlas Corporation had 
was to keep 333,333 shares for $1,000,000, isn’t that so? 

A. That and the obligation, you have just read. 

Q. And then you said that you gave Atlas Corporation an option to buy the 
balance of the stock that you had at $3 a share. 

A. Yes. 

Q. Now, if Atlas Corporation didn’t want to buy the balance of the stock at 
$3 a share or said “Stop buying the preferred” they were under no obligation to 
buy that block, isn’t that so? 

A. That is correct. 

Q. So that the only way that A. G. Becker & Co., Inc., could be sure that they 
sold the balance of the stock at $3 a share was to go out and buy the preferred 
for the Atlas Corporation, isn’t that so? 

A. Yes. 

Q. And the only way that A. G. Becker & Co., Inc., would be paid would be by 
buying the stock in the open market, as cheaply as possible, so that there would 
be a substantial difference between the asset value and the market value, isn’t 
that so? 

A. The only way A. G. Becker could buy it would be whatever the market price 
was. 

Q. But I mean it would be to their pecuniary interest to buy the stock in the 
market as cheaply as possible because A. G. Becker & Co., Inc., was going to be 
paid * * * on the difference between the asset value and the market price, 
isn’t that so? 

A. That is so. 


Further, the agreement between A. G. Becker & Co., Inc., and Atlas 
Corporation was predicated upon the assumption that the dividends 
upon the preferred stock of National Securities Investment Company 
due in October 1931 were to be passed.*4#* On October 2, 1931, the 
preferred stockholders were informed both of the transfer of control 
of their corporation to Atlas Corporation and of the determination of 


140 Op. cit. supra, note 74, at 14378. 
141 Jd., Commission’s Hxhibit No. 1462. The agreement provided : 


We [A. G. Becker & Co., Inc.] have advised you that the Company [National Securi- 
ties Investment Company] is in such condition that the dividend next ordinarily due 
on its 6% Preferred Stock cannot be declared or paid. and this agreement has been 
entered ja between us on the assumption that such dividend cannot be declared or 
paid (ibid.). 
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the directors of National Securities Investment Company to pass the 
dividend on its preferred stock. The effect of this notice on the 
market price of the preferred stock will be discussed later. Although 
National Securities Investment Company was, under the Delaware 
law,** legally unable to pay the dividend on its preferred stock be- 
cause of the impairment of the capital of the corporation allocable 
to its preferred stock, nevertheless, it was legally possible to reduce 
the capital of the corporation allocable to the preferred stock in order 
to create a surplus from which dividends could be paid. However, 
this method of payment of dividends would be tantamount to a par- 
tial return of their capital to the stockholders. Irrespective of the 
merits of this method of paying “dividends,” the preferred stock- 
holders were given no opportunity to determine whether they desired 
such a procedure in preference to the passing of the dividend on their 
preferred stock. Instead, the dividend was passed. As a consequence 
of this and other reasons, the market price of the preferred stock de- 
clined. Mr. Schaffner, of A. G. Becker & Co., Inc., when examined 
upon the effect of the passing of the dividend on the market price of 
the preferred stock, testified : 1“ 


Q. Now, it was considered of sufficient consequence and importance to state 
that this whole agreement was being predicated upon the assumption that the 
dividend cannot be declared or paid. 

A. Yes. 

Q. And you concurred in that that there would be no declaration of a divi- 
dend? 

A. Yes. 

Q. Now, the mere announcement of that fact, that a dividend cannot be de- 
clared or paid, would cause a decline in the price of the preferred, isn’t that so? 

A. Yes. But that announcement would have had to be made whether we sold 
or didn’t sell. 

Q. Now, you say that that dividend could not be legally declared or paid, and 
I assume you predicated it upon the fact that the preferred was “under water?” 

A. That is right. 

Q. But under the laws of Delaware you could have restated the capital of the 
preferred and created a surplus and continued to pay the dividends. 

A. Would that have been the sound thing to do? 

Q. I don’t know if it is any less sound than passing the dividends, causing the 
price of the preferred to flop from 70 to 31 and then pick the stock up for perfect 
strangers. You owed Atlas Corporation no duty, did you? 

A. No; but I would say that it would have been a very unsound thing for us 
to have paid dividends out of the principal. 

Q. Well, you have heard of investment trusts restating their capital to create 
surplus, isn’t that so? 

A. Yes. 

Q. And it has been done in cases where there were deficits to create a surplus 
to take care of the deficit, isn’t that so? 

A. However, I am very definite in my statement that had we sold to the 
Atlas or not sold to the Atlas, we would have passed that dividend. 

Q. You would have passed that dividend? 

A. Yes. 


142 Td., Commission’s Mxhibit No. 1466. 

48 Del. Rev. Code (1915), Ch. 65, Sec. 34. 
1441d., Sec. 28. 

1 Op. cit. supra, note 74, at 14385. 
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Q. But under this agreement, you promised that you would not even attempt 
to restate the capital and make it possible for a dividend to be declared, isn’t 
that so? 

A. That is true. 

Q. So that there was no request made of the stockholders of the National 
Securities Investment Company whether they would not rather see a restate- 
ment of the preferred capital and the creation of a surplus for the declaration 
of a dividend, was there? 

A. No, I was very definite in that, that I wouldn’t under any circumstances 
have paid that dividend, as long as the capital was impaired. 

Q. Instead of not paying the dividend at a time when you were conducting 
your negotiations with Atlas Corporation you said that you wouldn’t pay it and 
you promised under no circumstances would you pay it. You knew that as a 
necessary consequence of that action that there would be a decline in the 
market price of the preferred stock, and it was in the interest of Atlas Corpora- 
tion to buy the preferred stock as cheaply as possible. 

A. Yes, but that consequence would have come anyway. 


As has been pointed out, A. G. Becker & Co., Inc., and George 
Pick & Co., Inc., had been operating a trading account in the pre- 
ferred and common stock of National Securities Investment Com- 
pany for the purpose of providing an “orderly” market for the 
company’s share. After the sale by George Pick & Co., Inc., of its 
holdings of the common stock of National Securities Investment 
Company to A. G. Becker & Co., Inc., the latter continued to operate 
this “stabilization account” the operation of which had been justi- 
fied as a “duty” owed to the stockholders by those who had sponsored 
the investment company, managed it, and distributed its securities 
to the public.** The agreement, nevertheless, between Atlas Cor- 
poration and A. G. Becker & Co., Inc., in effect provided for the ces- 
sation by A. G. Becker & Co., Inc., of any attempt to stabilize the 
market for, or otherwise deal in, the preferred stock of National 
Securities Investment Company except as brokers for the account of 
Atlas Corporation and at prices to be fixed by Atlas Corporation.** 
When examined as to the results of this agreement with respect to 
the control of the market price of the preferred stock of National 
Securities Investment Company by Atlas Corporation, Mr. Odlum 
testified : **8 


Q. The agreement itself, Mr. Odlum, states that Becker & Company “have 
agreed to refrain forthwith from competing with you [Atlas] in any fashion 
whatsoever in the purchase of shares of the common stock or warrants to 
purchase shares of the common stock of the company or shares of 6% pre- 
ferred stock or from taking any position in the market for said shares or 
option warrants except as instructed by you.” Here they undertake a solemn 
obligation that they would not buy a single share of stock except on your 
instructions, so Atlas Corporation was in complete control of that market so 
far as A. G. Becker & Co., Inc. were concerned, isn’t that so? 

A. That is true. 


Robert C. Schaffner testified that on the consummation of the shift 
+n control of National Securities Investment Company, A. G. 


146 Tq., at 14378. 
147 Td,, Commission’s Exhibit No. 1462. 
148 Op. cit. supra, note 52, at 18009. 
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Becker & Co., Inc., became the agent of Atlas Corporation to pur- 
chase preferred stock for its account in the market, only at prices 
fixed by Atlas Corporation : 4° 


A. We had no option to buy it cheap or high, but we simply bought it as 
brokers and bought it at prices that they indicated. 

Q. That was at the market? 

A. Sometimes they would give us orders under the market and sometimes 
they gave it at the market, but we simply acted as their brokers and bought 
it at prices that they to!d us. 


The passing of the dividends on the preferred stock, the cessation 
of trading in that stock by A. G. Becker & Co., Inc., and a general 
market decline in the value of securities in September 1931 caused 
a sharp drop in the market price of the preferred stock of National 
Securities Investment Company. On September 28, 1931, the date 
of the agreement with Atlas Corporation, the preferred stock of Na- 
tional Securities Investment Company was selling at $50 a share. 
At September 30, 1931 (the agreement was dated September 28, 1931), 
the market price of the stock was $37 a share, although its asset value 
was $73.72 per share. From October 1931 to December 1934, the 
preferred stock of National Securities Investment Company con- 
sistently sold in the market at prices less than its asset value. The 
following schedule illustrates the differential between the market 
price and the asset value of the stock : #° 


Market value Asset 

Date Bea ase 

High Low Last of month) 
Sepo.Ge mally rap 9 3 Geese eae rane Beh eae are es 64 36 37 $73. 72 
INONe RU RE Sa es Se ee ee Cerne ay ee ee 40 31 40 70. 90 
UTC AE. 9 8 2 eer eee per ers ee oe ee nT ee ere oe ee EE Ee eel ae 26 53. 80 
DecemberMos 22 sae ek - eee eee eee PERE ED pee 30 27% 28 57.47 
December oss eee pry eawrt Meese EEE eee a Meese lit bres ey led eB lle ee rats 40 78. 30 
JUNC 034 Re se PARE eB a ete ARE e ey: WS Ea Seay eee RE lu oe Sl Rw ee 51% 80. 39 
J EXXESp aot oN PACE L:  R Ie  M e aae t ere Gree ene wl | fh eth ele) erred ay 594% 79. 66 


Mr. Odlum attributed the immediate decline in the market price of 
the preferred stock to the fact that in September 1931 ‘England 
went off the Gold Standard,” with a resulting drop in security 
values.**! Mr. Schaffner, on the other hand, admitted that the cessa- 
tion of the trading activities of preferred stock of National Securities 
Investment Company would cause a sharp drop in its market value.1®? 

With the market price of National Securities Investment Company 
preferred stock in the control of Atlas Corporation, and with A. G. 
Becker & Co., Inc., engaged in acquiring such stock for Atlas Corpo- 


1449 Op cit. supra, note 74. at 14390. 

40 Bank and Quotation Record and the reply to the Commission’s questionnaire for 
National Securities Investment Company, Pt. I. 

151 Op. cit. supra. note 52, at 18029. 

2 Mr. Schaffner testified (op. cit. supra, note 74, at 14876) : 


Q. So it was to the interest of Atlas Corporation, if they were acquiring the stock in 
the open market, that the preferred stock sell as low as possible; isn’t that so? 
. Yes. 
Q. And one means to accomplish that end was that A. G. Becker & Company should 
immediately stop an orderly market in the preferred ; isn’t that so? 
A. I think probably so. 
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ration, the latter was clearly in a position to derive substantial profits 
on its purchase of preferred stock. Atlas Corporation and its affili- 
ated. companies, from 1931 to 1935 (the year in which National 
Securities Investment Company was dissolved), purchased 92,974 
shares of the preferred stock of National Securities Investment Com- 
pany at an aggregate cost of $3,728,651.26. The asset value of this 
stock aggregated $6,184,817.85.1°° Of the 92,974 shares of National 
Securities Investment Company preferred stock purchased by Atlas 
Corporation, 74,072 shares were purchased through A. G. Becker & 
Co., Inc., as brokers.1°* On these purchases A. G. Becker & Co., Inc., 
received brokerage commissions totaling $44,670.27.*°° 

By September 2, 1932, A. G. Becker & Co., Inc., had been paid 
$1,924,975.50 for its 641,65814 shares of the common stock of National 
Securities Investment Company, pursuant to and under the terms of 
the agreement of September 28, 1931.%°° This total payment repre- 
sented the difference between 85% of the liquidating value and the 
cost of the preferred stock of National Securities Investment Com- 
pany acquired by A. G. Becker & Co., Inc., as agent for Atlas Corpo- 
ration. Atlas Corporation thus turned over to A. G. Becker & Co., 
Inc., for that firm’s holdings of the common stock of National Securi- 
ties Investment Company a portion of its ultimately realized profits 
on the acquisition of the preferred stocks of National Securities 
Investment Company from the public. The $1,924,975.50 was paid 
to A. G. Becker & Co., Inc., for stock which had no asset value and 
which had an average market value of $1.25 per share over the period 
in which it was purchased.t*? A. G. Becker & Co., Inc., were thus 
paid $1,122,902.38 above the average market price of their common 
stockholdings during the period of time in which Atlas Corporation 
was purchasing such stock. Furthermore, A. G. Becker & Co., Inc., 
emerged from its connection with National Securities Investment 
Company without sustaining any loss; rather, its connection with the 
investment company had been highly profitable. A. G. Becker & 
Co., Inc., had recovered the actual cost of its investment in the com- 
mon stock of National Securities Investment Company *** through 


153 Op. cit. supra, note 52, at 18027. To derive the net gain in asset values to Atlas Cor- 
poration as a result of its purchases of the preferred stock of National Securities Investment 
Company, there must be added to the cost of such preferred stock the approximately 
$2,000,000 spent by Atlas Corporation in the purchase of the negative asset value common 
stock of National Securities Investment Company (Public Examination, Atlas Corporation, 
Commission’s Exhibit No. 2001, at 190). On this basis the net asset value gain derived by 
Atlas Corporation on its purchases of the preferred stock of National Securities Investment 
Company was $456,000. 

154 Op. cit. supra, note 74, Commission’s Exhibit No. 1462. 

155 JTq., at 14392 and Commission’s Exhibit No. 1465. 

156 Op. cit. supra, note 52, Commission’s Hxhibit No. 2001 (p. 175). 

157 Tpid. ; 

158 Mr. Schaffner testified (Public Examination, National Securities Investment Company, 
at 14359) : 

Q. That block of stock (641,65814 shares sold to Atlas Corporation) cost A. G. Becker 
& Company approximately $1,800,000? 

A. One million nine. 

Q. So that, as far as A. G. Becker & Company was concerned, * * * they lost no 
money ; isn’t that so? 


A. Yes. 
Q. So we had the situation, as far as A. G. Becker is concerned, that they took no 


loss on their common stock? 
A. That is right. 
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its sale to Atlas Corporation. In addition, A. G. Becker & Co., Inc., 
had derived a profit of $276,366.09 as underwriting commissions on 
the original sale of the securities of the company and a profit of 
$579,183.67 as the result of trading in the investment company 
securities.1°° 

When examined as to the nature of the entire transaction between 
A. G. Becker & Co., Inc., and Atlas Corporation; as to whether the 
agreement by its terms created a pecuniary interest in A. G. Becker 
& Co., Inc., antagonistic to the interests of the preferred stockholders 
of National Securities Investment Company; and as to whether the 
contract induced a breach of the fiduciary duty of A. G. Becker & 
Co., Inc., to protect the interest of the preferred stockholders of 
National Securities Investment Company, Mr. Schaffner testified : °° 


Q.* * * TI am trying to visualize what your concept of your duty was 
with respect to the public by virtue of the fact that you underwrote or dis- 
tributed the securities, sponsored the company, were officers and directors and 
owhed the controlling block of stock. You won’t deny that those factors im- 
posed upon A. G. Becker & Co., Inc., and George Pick & Co., Inc., an obligation 
not to do anything to hurt the stockholders. 

A. Oh, no question. 

Q. In fact, would you say that these factors imposed upon A. G. Becker & 
Company ‘a sort of affirmative, at least moral obligation to do everything they 
could to help the stockholders? 

A. That is right. 

Q. And this agreement [with Atlas] was made by A. G. Becker & Co., Inc, 
who had originally underwritten the [preferred] stock and originally sold it for 
$100; isn’t that so? 

A. Yes. 

Q. At a time when, if the trust were liquidated, the stockholder would have 
gotten $72. 

A. Yes, sir. 

Q. And at a time when A. G. Becker pursuant to the written agreement 
promised not to effect any transactions in preferred stock except at the in- 
structions of Atlas Corporation; isn’t that so? 

A. Yes. 

Q. And done under circumstances by which A. G. Becker would stand to gain 
pecuniary benefit depending upon the cheapness at which they could pick up 
the preferred stock; isn’t that so? 

A. Yes. 

Q. And necessarily, A. G. Becker & Co., and for that matter, Atlas Corpora- 
tion, would only gain under those circumstances at the expense of the stock- 
holder; isn’t that so? 

A. At the expense of the stockholder who sold—— 

Q. That is right. 

A. Yes. 

Q.And a stockholder who sold his stock was an individual “entitled” to 
$73.72. The peg is pulled, the stock declined, the stock is picked up, and the 
sponsor gets a cut on the difference between the asset value and the market 
value; isn’t that so? 

A. Yes. 


159 See supra, pp. 1097 and 1100. 
169 Op. cit. supra, note 74, at 14350, 14381, 14395. 
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Q. * * * Let me ask you frankly, Mr. Schaffner, and I am going to dis- 
cuss it a little more—looking back in retrospect, do you think that that agree- 
ment and the conduct of A. G. Becker & Co., Inc., under those circumstances 
was consonant with its duty that it owed to stockholders? 

A. Well, I think there might be some question about it. 

Q. * * * There was an asset value of $73.72 which the stockholder could 
have gotten ‘and the other incontrovertible fact was that the sponsor agreed to 
pull the peg on their trading in that stock, and also promised under no cir- 
cumstances would they declare a dividend and also promised inferentially at 
least that they would pick up stock as cheaply as possible because they had a 
pecuniary interest in picking up stock as cheaply as possible; isn’t that true? 

A. That is true. 


Mr. Schaffner further testified : 7% 


Q. * * * you are not defending that transaction, are you? 

A. There are a lot of extenuating circumstances in connection with that that 
I would be glad to give you, if you would care to have them. 

Q. Well, there may have been extenuating circumstances; and I am not inter- 
ested in embarrassing you with respect to any financial condition or so forth, 
but looking at this transaction today, Mr. Schaffner, you don’t undertake to 
defend it, do you? 

A. I don’t attempt to defend it. I am only wanting to say that in extenua- 
tion of it, that we did believe that even with this transaction, there was a better 
market for National Securities preferred, than there would have been had we 
continued in ownership. 


In addition to effecting the cash purchases from the public of the 
preferred stock of National Securities Investment Company for the 
Atlas Corporation, A. G. Becker & Co., Inc., as will be described 
below, aided the Atlas Corporation in its exchange program to ac- 
quire National Securities Investment Company’s securities. 

On October 2, 1931, A. G. Becker & Co., Inc. caused the members 
of the Board of Directors of National Securities Investment Com- 
pany, all of whom were its nominees, to resign, and simultaneously 
caused the election, as directors of the company, of nominees of Atlas 
Corporation. Atlas Corporation thereby became in effect a “trustee” 
for the preferred stockholders of National Securities Investment 
Company. Nevertheless Atlas Corporation was seeking to purchase 
or acquire by exchange offer the public holding of the preferred 
shares of National Securities Investment Company at prices less than 
the asset value of such shares. And by the agreement with A. G,. 
Becker & Co., Inc., Atlas Corporation had set up the ‘machinery 


161 Tq., at 14398. When examined on this entire transaction, Mr. Odlum testified (op. cit. 
supra, note 52, at 17994) : 


Q. Let me ask you a broad elementary question, Mr. Odlum. Of course, it is wrong 
for 2 petspn to violate his fiduciary obligation to the stockholders? 

A. Yes. 

Q. Do you consider it equally wrong for a person to induce that breach of fiduciary 
obligation ? 

A. That igs rather a difficult question to say “yes” or “no” to. And I think I would 
have to have particular facts to answer that question. I think it is wrong for anybody 
to do anything that is wrong, which is the elementary answer to that. 

Q. Don’t you consider it equally wrong for an individual to induce somebody else to 
do a wrong? 

A. Weil. if somebody induces somebody to do.a wrong, I should say that somebody 
had some degree of participation in the wrong-doing. 

e oud have some element or degree of culpability? 

mies: 
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for the accomplishment of its purpose to acquire these shares. Mr. 
Odlum testified that the sum of his duty to the preferred stockholders 
of National Securities Investment Company was an obligation to 
offer them a fair price for their shares and to manage the company 
sheuteliyane2 

Atlas Corporation purchased 92,974 shares of preferred stock of 
National Securities Investment Company at the average equivalent 
of 68.1% of the liquidating value of the stock when purchased.!* 
Mr. Odlum testified that the price was “fair” because during the 
period of these purchases similar preferred stocks of other investment 
companies were selling at a market price equivalent to only 56.9% 
of their asset values. The net profit made by Atlas Corporation on 
its purchases of the preferred stock of National Securities Investment 
Company was $456,000.1° 

Under the management of Atlas Corporation the asset value of the 
preferred stock of National Securities Investment Company increased 
from $73.72 to approximately $95 a share at the date of its dissolution 
in 1935.7°% However, substantially all the increase in the asset value 
of this preferred stock accrued to Atlas Corporation as the holder 
of substantially all of the preferred stock of National Securities In- 
vestment Company and pro rata to those preferred stockholders of 
National Securities Investment Company who exchanged their stock 
for Atlas Corporation’s securities. At the date of the dissolution of 
the National Securities Investment Company in 1935, Atlas Corpora- 
tion had acquired by purchase and exchange offers 133,308 shares, 
or 95% of the outstanding preferred stock of National Securities 
Investment Company.*® 

Although Atlas Corporation had entered into the agreement of 
September 28, 1931 with A. G. Becker & Co., Inc., the obligations 
of Atlas Corporation under the agreement were carried out not by 
Atlas Corporation but by Chatham Phenix Allied Corporation, 
another investment company, control of which had been acquired by 
Atlas Corporation one month prior to its acquisition of control of 
National Securities Investment Company.” On October 2, 1931, 
Chatham Phenix Allied Corporation advanced the “loan” of 
$1,000,000 to A. G. Becker & Co., Inc., and received as “collateral” 
therefor the 400,000 shares of National Securities Investment Com- 
pany common stock,’ which had no asset value and a nominal mar- 
ket value. The “loan,” as has been indicated, could be satisfied only 
by realizing on 833,33314 shares of the collateral at $3 per share and 
in effect constituted a purchase of the shares. The loss to Chatham 
Phenix Allied Corporation of $1,000,000 in asset values could only be 
retrieved if A. G. Becker & Co., Inc., succeeded in purchasing for the 
account of Chatham Phenix Allied Corporation the preferred stock 
of National Securities Investment, Company at a sufficient discount 


12 Td., at 18026 and 18064. 

163 Td., at 18027. 

164 Thid. 

165 See note 158, supra. 

166 Td., Commission’s Exhibit No. 2001 (p. 191). 

467 Td., Commission’s Hxhibit No. 2001 (p. 192). 

1658 Td., Commission’s Exhibit No. 2001 (p. 170). 

169 See infra, pp. 1142-57. 

0 Op. cit. supra, note 52, Commission’s Exhibit No. 2001 (p. 170). 
153373—41—pt. 38 
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from asset value to enable Chatham Phenix Allied Corporation to 
profit on these preferred stock purchases. On October 2, 1931, Atlas 
Corporation held only approximately 40% of the outstanding capital 
stock of Chatham Phenix Allied Corporation.*™ 

From September 1931 to December 8, 1933, when it was dissolved, 
Chatham Phenix Allied Corporation purchased 82,672 shares of the 
preferred stock and 691,21914 shares of the common stock of National 
Securities Investment Company.1” The common shares purchased 
included the 641,65814 purchased from A. G. Becker & Co., Inc., for 
$1,924,975.50. The total cost of both the preferred stock and com- 
mon stock of National Securities Investment Company to Chatham 
Phenix Allied Corporation was $4,948,560.61.17> The combined mar- 
ket value of these shares in December 1933 was $5,207,735.73.1% In 
other words the Chatham Phenix Allied Corporation had made a 
profit by December 1933 (based on market values at that date) of 
$259,175.12 on its purchases of the securities of National Securities 
Investment Company. 

On the dissolution of Chatham Phenix Allied Corporation the 
calculation of the distributive share of the corporate assets to which 
each stockholder was entitled was based on the market value of most 
of its portfolio securities.‘% However, the securities of National 
Securities Investment Company held by Chatham Phenix Allied 
Corporation had an actual asset value of $6,643,217.60 on December 
31, 1933, as compared to their cost of $4,948,560.61, to Chatham 
Phenix Allied Corporation.’%* The difference of $1,694,656.99 be- 
tween the asset value of these securities and their cost accrued largely 
to Atlas Corporation. Although on dissolution of Chatham Phenix 
Allied Corporation its stockholders were permitted to take their dis- 
tributive share of the corporate assets either in cash or in portfolio 
securities, only 2,466 shares of the preferred and 20,61014 shares of 
the common stock of National Securities Investment Company were 
distributed in kind as liquidating dividends or sold to provide cash to 
be paid as liquidating dividends to minority stockholders of Chatham 
Phenix Allied Corporation.17” On the other hand, Atlas Corporation, 
as the holder of 96.71% of the securities of Chatham Phenix Allied 
Corporation,!"® received as liquidating dividends 79,031 shares of the 
preferred stock and 660,783 shares of the common stock of National 
Securities Investment Company.” Thus only Atlas Corporation 
and, to some extent, those Chatham Phenix Allied Corporation stock- 
holders who had exchanged their stock for Atlas Corporation securi- 
ties benefited substantially by the investment of Chatham Phenix 
Allied Corporation in National Securities Investment Company. 


171 Td., Commission’s Exhibit No. 2001 (pp. 118, 121). 

12Jq., Commission’s Exhibit No. 2001 (p. 175). 

173Tq., Commission’s Hxhibit No. 2040. 

174The market value of the preferred stock of National Securities Investment Company in 
December 1933 was $4014 per share. The market value of the common stock of National 
Securities Investment Company in December 1933 was $1 per share (Bank and Quotation 
Record. December 193838). 

45 Op. cit. supra, note 52, Commission’s Exhibit No. 2001 (p. 122). 

176 Reply to the Commission’s queStionnaire for National Securities Investment Company, 
Pt. I. The market value of the preferred stock was $40% per share and its asset value at 
the same date was $78.50 per share. 

177 Op. cit. supra, note 52, Commission’s Exhibit No. 2001 (p. 188). 

178 Tbid. (p. 121). 

179 Ibid. (p. 188). 
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Minority stockholders of Chatham Phenix Allied Corporation who 
accepted their distributive share of the assets of Chatham Phenix 
Allied Corporation in cash derived comparatively little benefit from 
the purchase by their corporation of the securities of National 
Securities Investment Company. 


(5) EXCHANGE OFFERS FOR NATIONAL SECURITIES INVESTMENT 
COMPANY SECURITIES 


In addition to its own purchases and the purchases by Chatham 
Phenix Allied Corporation of the securities of National Securities 
Investment Company, Atlas Corporation also acquired such securities 
as the result of exchange offers. On June 4, 1932, Atlas Corporation, 
in a circular letter to the stockholders of National Securities Invest- 
ment Company, offered to exchange for each share of National 
Securities Investment Company preferred stock a unit of Atlas Cor- 
poration securities consisting of two-thirds of a share of its prefer- 
ence stock, one share of its common stock, and one of its perpetual 
option warrants to purchase one share of its common stock at $25 
per share.1®° 

For each share of the common stock of National Securities Invest- 
ment Company, Atlas Corporation offered to exchange an option 
warrant to purchase one-third of a share of its common stock at any 
time at the price of $25 per share. Neither of these securities had 
any asset value,‘** but the market value of the Atlas Corporation 
warrant offered was approximately equivalent to the market value of 
a share of common stock of National Securities Investment Company. 
The market value of the unit of Atlas Corporation securities offered 
for the preferred stock of National Securities Investment Company 
exceeded the market value of the preferred stock of National Securi- 
ties Investment Company by $2.80, but the asset value of each share 
of the preferred stock of National Securities Investment Company 
was $17.50 in excess of the asset value of the Atlas Corporation 
securities offered in exchange. In other words, preferred stock- 
holders of National Securities Investment Company who accepted the 
offer suffered a gross loss in asset value of $17.50 per share of their 
stock but gained $2.80 in market value.1®? 

As a result of its exchange offer, Atlas Corporation acquired 23,458 
shares of the preferred stock and 56,230 shares of the common stock 
of National Securities Investment Company. On the exchange of 
securities preferred stockholders of National Securities Investment 
Company who accepted the offer suffered a gross loss in asset 
values of $420,569, but gained on the basis of a difference of $2.80 a 
share, a total of $65,682.40 in market value.*8? 

On November 23, 1932, Atlas Corporation entered into an agree- 
ment with A. G. Becker & Co., Inc., wherein the latter agreed to 
solicit preferred and common stockholders of National Securities 
Investment Company to exchange their shares for the securities of 
Atlas Corporation. A. G. Becker & Co., Inc., was to receive a com- 
mission of $2 for each share of National Securities Investment Com- 


180 Td., Commission’s Exhibits Nos. 1970, 2001 (pp. 176-8). 
18 Thid. 

182 Tq., Commission’s Exhibit No. 2001 (p. 178). 

183 Tbid. (p. 179). 
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pany preferred stock exchanged for Atlas Corporation securities. It 
was understood that “sufficient time will be allowed us [A. G. Becker 
& Co., Inc.] to approach substantially all of the present holders” of 
the stock of National Securities Investment Company.*** Thus, the 
original sponsors of the investment company, the underwriters of its 
preferred stock, its former managers, former officers and directors, 
and former owners of the controlling block of stock had a pecuniary 
interest in inducing preferred stockholders of National Securities 
Investment Company to exchange their securities for Atlas Corpora- 
tion securities. On December 15, 1932 Atlas Corporation offered to 
exchange a unit of its securities, consisting of eight-tenths of a share 
of its preference stock and one and three-quarters of its option war- 
rants for each share of National Securities Investment Company 
preferred stock. For each share of the common stock of National 
Securities Investment Company, Atlas Corporation offered to ex- 
change one-third of one of its option warrants. Although the offer 
stated that “A. G. Becker & Co., Inc., of Chicago and New York, 
have requested us [Atlas] to make the offer,” the offer did not reveal 
that A. G. Becker & Co., Inc., was to receive commissions for its 
services.*** 

On the basis of market values, the offers, as was the case in most of 
the Atlas Corporation exchange offers, were favorable to National 
Securities Investment Company stockholders. The Atlas Corpora- 
tion securities offered for the National Securities Investment Com- 
pany preferred stock had a market value which exceeded the market 
value of the preferred stock of National Securities Investment Com- 
pany by $1.21 a share. The Atlas Corporation warrants offered for 
the common stock of National Securities Investment Company had 
a market value which exceeded the market value of the common stock 
of National Securities Investment Company by 42 cents a share.*** 
However, as has been pointed out, the transactions of Atlas Corpo- 
ration in the securities of National Securities Investment Company 
were virtually the “market” in those securities. 

In terms of asset value, however, the preferred stockholders of 
National Securities Investment Company who accepted the exchange 
offer suffered a gross loss in asset value of $17.27 a share of their 
preferred stock.*’ Neither the common stock of National Securities 
Investment Company nor the Atlas Corporation warrants offered in 
exchange had any asset value."** 

As a result of this offer, Atlas Corporation acquired 19,775 shares 
of the preferred stock and 86,475 shares of the common stock of 
National Securities Investment Company. The total gross asset loss 
to National Securities Investment Company preferred stockholders 
who accepted the Atlas Corporation offer was approximately 
$395,071.78 

On June 13, 1933, Atlas Corporation again presented an offer of 
exchange to the stockholders of National Securities Investment Com- 


184 Tq., Commission’s Mxhibit No. 1990. 

1% Jd., Commission’s Exhibits Nos. 1970, 2001 (p. 178). 
186 [d.. Commission’s Hxhibit No. 2001 (p. AO) EF 

187 Tpid. 

188 Thid. 

189 Tpid. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1119 


pany.°? In this offer, Atlas Corporation agreed to exchange 2.6 
shares of its common stock for each share of National Securities 
Investment Company preferred stock and one-third of an Atlas Cor- 
poration warrant for each share of common stock of National Secu- 
rities Investment Company.*®! At the date of the offer the asset value 
of the National Securities Investment Company preferred stock was 
$71.72, as compared with an asset value of $27.82 for the 2.6 shares 
of Atlas Corporation common stock offered in exchange for the pre- 
ferred stock.’ In other words, National Securities Investment Com- 
pany preferred stockholders accepting the offer suffered a gross loss 
of $43.90 a share of their preferred stock. However, the market 
value of the Atlas Corporation securities exceeded the market value 
of the preferred stock of National Securities Investment Company 
by $15.10.19 The common stock of National Securities Investment 
Company and the warrants of Atlas Corporation offered in exchange 
had no asset value but were of approximately equal market value.** 

As a result of its exchange offer of June 13, 1933, Atlas Corpora- 
tion acquired 854 shares of the preferred stock and 7,847 shares of 
the common stock of National Securities Investment Company. On 
these exchanges Atlas Corporation derived an asset gain of 
$16,381.75.2°° 

Acceptance of both the Atlas Corporation offers of December 15, 
1932, and June 13, 19838, was actively solicited by A. G. Becker & 
Co., Inc., and that firm received as commissions from Atlas Corpo- 
ration a total of $50,676. 

By July 24, 1935, as a result of its cash purchases and exchange 
offers, Atlas Corporation had acquired 133,308 shares of the preferred 
stock and 855,98514 shares of the common stock of National Securities 
Investment Company at a total cost of $7,754,372, as per Atlas Cor- 
poration’s books after eliminating all intercompany transactions be- 
tween Atlas Corporation and its subsidiaries and deducting the total 
asset gains of $832,722 made by Atlas Corporation on its exchange 
offers for the securities of National Securities Investment Company. 
The holdings of Atlas Corporation in National Securities Investment 
Company at that time constituted 97% of that company’s outstand- 
ing preferred stock and 92% of its outstanding common stock.’ 

On July 24, 1935, Atlas Corporation caused National Securities 
Investment Company to be dissolved. Net assets of the investment 
company thén totaled $13,145,780.62, an amount sufficient to pay 
$95.41 a share on each of the company’s outstanding preferred 
shares.°® Since the preferred stock was entitled in liquidation to a 
prior claim against the corporate assets to the extent of $100 and 
accrued dividends, the common stockholders of the company were 


190 Td., Commission’s Exhibits Nos. 2001 (p. 180), 1970. 

191 [pid. The offering letter did not reveal the comparative asset values of the shares to 
be exchanged. It merely stated that the market value of the common stock of Atlas Cor- 
poration on June 12, 1933, was $18% (ibid.). 

192 Td., Commission’s Exhibit No. 2001 (p. 181). 

193 Thid. 

194 Thid. 

195 Thid. 

196 Tq., Commission’s Exhibit No. 1991. 

197 T[d., Commission’s Exhibit No. 2001 (pp. 189-91). 

198 Thid. 
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entitled to no share of the corporate assets. However, the Atlas Cor- 
poration, from its own share of the assets of National Securities 
Investment Company, paid $1.50 a share to the minority common 
stockholders of that company. 

Atlas Corporation received, as a liquidating dividend on its hold- 
ings of the securities of National Securities Investment Company, 
cash and securities valued at market totaling $12,606,044. Thus, 
the net profits to Atlas Corporation on its investment in National 
Securities Investment Corpany’s preferred and common stocks totaled 
$4,852,000. Of this entire profit $1,289,000 represented the asset gains 
at the time of acquisition on the preferred and common stocks of 
National Securities Investment Company which Atlas Corporation 
had acquired by purchase or exchange. To some extent, those Na- 
tional Securities Investment Company stockholders who exchanged 
their shares for Atlas Corporation securities by becoming stockhold- 
ers of Atlas Corporation participated in this gain since they shared 
in the ultimate profits made by Atlas Corporation. 


b. Atlantic and Pacific International Corporation—Morris Plan Cor- 
poration—David M. Milton 


On April 26, 1928, Atlantic and Pacific International Corporation 
was incorporated in Maryland 2° to function as an investment com- 
pany, and its charter sharply restricted the investment policies which 
could be pursued by its management. Among the restrictions was a 
prohibition against the investment of more than 25% of the corpora- 
tion’s general funds in the securities of banking institutions or invest- 
ment organizations.?™ 

The authorized capitalization of the corporation consisted of a pre- 
ferred stock, a Class A common stock, and a Class B common stock. 
The Class A common stock was entitled on liquidation to receive the 
net amount received by the corporation on its sale before any portion 
of the assets was to accrue to the Class B common stock.?°? The pre- 
ferred stock had voting rights only on default of four consecutive 
dividend payments.” The Class A common stock and Class B com- 
mon stock each had one vote per share.? 

The preferred stock and the Class A common stock of the corpora- 
tion were sold to the public.?° In excess of 95% of the 146,250 shares 
of the Class B common stock which were outstanding as at December 
31, 1931,?°° had been acquired in 1930 by United States Shares Cor- 
poration,?°’ all of whose common stock, representing 50% of the total 


199 Ibid. Of this amount, $3,047,777.31 constituted cash and $9,558,266.97 was represented 
by the market value of securities acquired from National Securities Investment Company 
(ibid. ). 

20 Moody’s Manual of Investments, Banks, etc., 1929, p. 2831. 

201 Public Examination, The Equity Corporation, at 8078-9 and Commission’s Exhibit No. 
729. 

2022 Td., Commission’s Exhibit No. 729. 

203 Thid. 

204 Thid. 

5 Moody’s Manual of Investments, Banks, ete., 1929, p. 2881; op. cit. supra, note 201, 
at 8080. 

206 Op. cit. supra, note 201, Commission’s Exhibit No. 727. 

207 Td., at 8070 and Commission’s Exhibit No. 734; Moody’s Manual of Investments, Banks, 
ete., 1932, p. 1590. 
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voting stock, was owned by holding companies controlled by a group 
of individuals headed by Gero von S. Gaevernitz and Donald J. 
Hardenbrook.? Members of the Gaevernitz group personally owned 
all of the Class A common shares of United States Shares Corpora- 
tion. These Class A shares constituted the remaining 50% of the vot- 
ing securities of United States Shares Corporation.2” 

Mr. Hardenbrook and Mr. Gaevernitz, in December 1931, were 
president and vice president, respectively, of Atlantic and Pacific 
International Corporation. They also were directors and members 
of the executive committee of the corporation. Travis H. Whitney, 
another member of the Gaevernitz group, was also a member of 
Atlantic and Pacific International Corporation’s executive com- 
mittee.?1° 

By December 31, 1931, Atlantic and Pacific International Corpora- 
tion’s net operating losses totaled $2,290,254.08. The corporation’s 
assets, based on the market value of its securities and on the cost of 
nonmarketable securities, totaled $2,470,148.21 Against these assets 
there existed the claims of the holders of the company’s outstanding 
43,168 shares of preferred stock, its outstanding 101,59853¢, shares of 
Class A common stock, and its outstanding 146,250 shares of Class B 
common stock.4# The preferred stock of the corporation was en- 
titled, on a dissolution of the corporation, to $50 a share, or a total of 
$2,158,400. In addition, accrued unpaid dividends on the preferred 
stock as at December 31, 1931, totaled $6.80 a share, or a total of $271,- 
958.°*° The total claim on the assets of the corporation represented 
by its outstanding preferred stock was, therefore, $2,430,358. After 
satisfaction of the preferred stock claim, the corporation’s assets as 
at December 31, 1931, would have been sufficient to pay only approx- 
imately 40 cents a share to the Class A stockholders who were entitled 
on liquidation to receive in preference to the Class B stock the amount 
which they had invested in the enterprise.** The amount paid into 
the corporation by the Class A stock was approximately $20 a share. 
As a consequence, the Class B stock, which was substantially all owned 
by the Gaevernitz group and controlled United States Shares Corpora- 
tion, had no asset value. 

Most of Atlantic and Pacific International Corporation’s assets, as 
of December 31, 1931, were extremely liquid. Of its total assets at 
market value, $1,952,461, or 80%, consisted of cash or U. S. Govern- 
ment bonds; *** the market value of domestic corporate securities 
held by the corporation totaled $433,225.21° The remaining assets 
of the corporation consisted of foreign securities, largely those of 
German political subdivisions which had no market.?*7 These for- 
elgn securities were carried on the corporation’s books at a value of 
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$477,616,218 representing substantially the cost of such securities to the 
corporation.*?° 

In September 1931 the liquid character of the assets of Atlantic and 
Pacific International Corporation became of interest to Morris Plan 
Corporation of America, which then was in immediate need of cash. 
Morris Plan Corporation was then directly or indirectly liable upon 
$4,898,000 principal amounts of notes and debentures which it had 
issued or which had been issued by its wholly-owned subsidiaries.*”° 
Of these notes, $1,082,500, in principal amount, were to mature late 
in 1931 and early in 1932. To meet this obligation the Morris Plan 
Corporation had only $26,507 in free cash.*?? The remainder of its 
assets consisted of its right to the exclusive use of the so-called 
“Morris Plan” of industrial banking which the corporation valued at 
$1,000,000 as at September 30, 1931, and of other assets consisting 
largely of the stock of the various Morris Plan Banks having a book 
value of approximately $11,000,000. However, substantially all of 
these assets taken at book value were pledged as collateral for the 
outstanding $4,898,000 of notes issued directly or indirectly by the 
Morris Plan Corporation.” 

Apparently, a public offering of Morris Plan Corporation securities 
was not then feasible, especially in view of the market behavior of 
the notes of Morris Plan Corporation which were then selling at a 
50% discount from their face value.*”* 

Late in 1931 John Speed Elliott succeeded in interesting Arthur 
Morris, the president of Morris Plan Corporation, in the possibilities 
of acquiring the $1,950,000 in cash and U. S. Government bonds 
owned by Atlantic and Pacific International Corporation by selling 
to that corporation securities of Morris Plan Corporation.*** 

In order to accomplish the sale of Morris Plan Corporation’s 
securities to Atlantic and Pacific International Corporation for 
$1,950,000, a sum which constituted the value of all the quick assets 
of the corporation, an amendment to Atlantic and Pacific Inter- 
national Corporation’s charter was necessary. It will be recalled that 
Atlantic and Pacific International Corporation’s charter forbade the 
investment of more than 25% of its assets in the securities of banking 
institutions.22° The contemplated purchase of the Morris Plan Cor- 
poration securities would violate this charter provision. 

An amendment of the charter of Atlantic and Pacific International 
Corporation to remove these investment restrictions would require 
the vote by classes of two-thirds of each class of the voting securities 
of the corporation.22° All of the outstanding securities of Atlantic 
and Pacific International Corporation, the preferred stock, Class A 
stock, and Class B stock, then had voting rights, the right of the 
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preferred stock to vote having accrued because of a default in the 
payment of four consecutive dividends.?2? 

Mr. Morris’ intention was to acquire two-thirds of the preferred 
stock and two-thirds of the Class A common stock of Atlantic and 
Pacific International Corporation by means of an exchange offer of a 
newly created Morris Plan Corporation preferred stock and common 
stock. ‘The two-thirds of the securities of each of these classes of 
stock so acquired were to be voted by Morris Plan Corporation in 
favor of an amendment to Atlantic and Pacific International Cor- 
poration’s charter eliminating the investment restrictions which in- 
terfered with the contemplated sale of Morris Plan Corporation’s 
securities to Atlantic and Pacific International Corporation. 

Mr. Morris, however, was informed by his counsel, Ellery C. Hun- 
tington, a partner in the law firm of Satterlee & Canfield, that the 
consent of two-thirds of the holders of the Class B stock of Atlantic 
and Pacific International Corporation would be necessary to the con- 
templated amendment of Atlantic and Pacific International Corpo- 
ration’s charter.”* Mr. Morris accordingly began negotiations with 
the group of individuals headed by Mr. Gaevernitz, who controlled, 
through United States Shares Corporation, in excess of 90% of the 
Class B stock of Atlantic and Pacific International Corporation.229 

Asa result of these negotiations, Mr. Gaevernitz and his associates 
agreed to “go along” with the plan of Morris Plan Corporation.2°° 
As the price of this cooperation, however, Morris Plan Corporation 
apparently agreed to purchase at a price of approximately $250,000 23 
certain nonmarketable German securities owned by United States 
Shares Corporation *? and by Atlantic and Pacific International Cor- 
poration—securities which Mr. Morris referred to in his testimony 
as “Kskimos.” *° Morris Plan Corporation also agreed to exchange 
its preferred and common stock for the common stock of United 
States Shares Corporation ** which, it will be recalled, was held by 
two holding companies controlled by Mr. Gaevernitz and his asso- 
ciates. The purchase by Morris Plan Corporation of the frozen 
German securities held by United States Shares Corporation appar- 
ently would enhance the asset value of its Class A shares.22> Ags has 
been pointed out, Mr. Gaevernitz and his associates owned all the 
Class A shares of United States Shares Corporation.2° These shares 
represented 50% of the voting stock of United States Shares Cor- 
poration. United States Shares Corporation in turn owned 95% of 
the Class B shares of Atlantic and Pacific International Corporation 
which represented control of that corporation. Thus, control of 
Atlantic and Pacific International Corporation would still remain 
in the Gaevernitz group by virtue of their control of the Class A 
shares of United States Shares Corporation. 
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The obligations of Morris Plan Corporation were conditioned, how- 
ever, upon the acceptance of exchange offers by the holders of two- 
thirds of the preferred and Class A stock of Atlantic and Pacific 
International Corporation.2*?7 Thus, an incentive was created in Mr. 
Gaevernitz and his associates to foster the Morris Plan Corporation’s 
exchange offer. 

Mr. Morris, in his testimony, admitted that the cooperation of Mr. 
Gaevernitz and his associates had been obtained by the promise of 
Morris Plan Corporation to purchase the frozen assets of United 
States Shares Corporation—purchases which would increase the value 
of the Class A shares of United States Shares Corporation held by 
Mr. Gaevernitz and his associates. Mr. Morris testified : **° 


A. The only thing Gaevernitz insisted on was that we would agree to take on 
these frozen assets that we had nicknamed “Eskimos” and which practically 
had no market value, at a price that had been set by him. My recollection of 
the price is that it was between two and three hundred thousand dol- 
laws @ Be > 

Q. Now, Mr. Morris, Mr. von Gaevernitz’, controlled stock had no asset value 
at all—it was just that it was in the key position; isn’t that so—it controlled 
the situation? 

A. Well, the record will show that. You mean those “B” shares of Atlantic 
and Pacific? 

Q. Yes. 

A. Oh, they were under water. 

Q. They were under water? 

A. Yes. 

Q. And the “A” shares that controlled the situation, they were under water and 
valueless, too, except that he could control the United States Shares Corpora- 
tion with them—isn’t that so? Iam talking about the “A” stock of United States 
Shares Corporation, the block that he held that controlled the situation. 

A. I don’t remember. 

Q. Isn’t it obvious, Mr. Morris, that the reason he wanted you to overpay 
two or three hundred thousand dollars was to give some value to the stock that 
he held—isn’t that so? 

A. I imagine so. 


Having thus secured the cooperation of the management of Atlantic 
and Pacific International Corporation, on December 1, 1931, Morris 
Plan Corporation offered to exchange its preferred and common 
stocks for the preferred and Class A stock of Atlantic and Pacific 
International Corporation.?** 

Accompanying the offer of Morris Plan Corporation was a letter 
signed by Donald J. Hardenbrook, the president of Atlantic and 
Pacific International Corporation, which stated : **° 


Due to the continued unsettled conditions in the securities markets through- 
out the world, dividends on the Preferred Stock of your Corporation have been 
passed for almost two years and the asset value of the Class “A” Common 
Stock has been almost completely eliminated. 

In view of these conditions and the uncertain future outlook for small invest- 
ment companies, your board is of the opinion that this offer which provides a 


271d., Commission’s Exhibit No. 728. 
2381d., at 8125-6. 

291d., Commission’s Exhibit No. 728. 
240 Tbid. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1125 


direct and immediate opportunity whereby stockholders may exchange their 
shares for those of a larger corporation capable of paying dividends and whose 
activities are based on a time tested stable business with greater possibilities of 
future development, is one which should be submitted to stockholders for 
consideration. 


The letter of Mr. Hardenbrook, who, as has been stated, was a 
member of the Gaevernitz group, also pointed out that “United 
States Shares Corporation owned in excess of 90% of the outstand- 
ing shares of Class B common stock of this corporation [Atlantic 
and Pacific International Corporation] and three of its directors 
are directors of this corporation.” “4 The names of these directors, 
of whom Mr. Hardenbrook was one, were not revealed. The letter 
then went on to state: 242 


United States Shares Corporation has outstanding common stock, Class “A” 
stock and options to purchase common stock. An offer has been made by the 
Morris Plan Corporation of America to said United States Shares Corporation 
which contemplates that upon the happening of certain contingencies, includ- 
ing the acceptance of the enclosed offer of the Morris Plan Corporation of 
America by the stockholders of this corporation and the liquidation of certain 
assets of this corporation and of said United States Shares Corporation, an 
offer will be made to the stockholders of United Holding Corporation and/or 
United States Financial Holding Corporation (which together own all of the 
issued and outstanding common stock of United States Shares Corporation) to 
exchange their stock for preferred stock * * * and /or common stock of 
the Morris Plan Corporation of America. 


It will be noted that the letter failed to disclose that Mr. Harden- 
brook, Mr. Gaevernitz, and their associates owned all of the Class A 
stock of United States Shares Corporation and that they also con- 
trolled United Holding Corporation and United States Financial 
Holding Corporation, which, as the letter states, controlled all of the 
common stock of United States Shares Corporation.2*? Nor did the 
letter reveal their pecuniary interest in the increase in the asset value 
of their Class A common stock of United States Shares Corporation 
which would accrue to Mr. Hardenbrook and his associates as a re- 
sult of the purchase by Morris Plan Corporation of the frozen Ger- 
man securities held by United States Shares Corporation. 

Although Mr. Hardenbrook’s letter to the stockholders of Atlantic 
and Pacific International Corporation did not, in so many words, 
recommend the acceptance of the offer of Morris Plan Corporation, 
the laudatory statements made with respect to Morris Plan Cor- 
poration implied a recommendation of acceptance of the exchange 
offer. 

Immediate opposition developed to the offer of Morris Plan Cor- 
poration. A group of Philadelphia investment bankers who had 
distributed Atlantic and Pacific International Corporation preferred 
and Class A stock in Philadelphia *** formed a protective committee 
to oppose the Morris Plan offer.24* This committee sent circular 
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letters to Atlantic and Pacific International Corporation stock- 
holders on December 9, 1931, and December 19, 1931, urging non- 
acceptance of the Morris Plan offer.24° The committee asserted that 
the market value of the Morris Plan Corporation securities offered 
for the Atlantic and Pacific International Corporation preference 
stock would not exceed $18, whereas the quick assets of Atlantic and 
Pacific International Corporation, if the company were dissolved, 
were sufficient to pay $40 on each share of preferred stock.’47_ The 
committee demanded the dissolution of Atlantic and Pacific Inter- 
national Corporation.*** 

To these letters of the protective committee, Mr. Hardenbrook 
replied on December 18, 1931.°" Mr. Hardenbrook pointed out the 
impossibility of liquidating Atlantic and Pacific International Cor- 
poration without the consent of its Class A and Class B stockholders. 
His letter failed to mention that he and his associates controlled the 
Class B stock. The letter further stated : °° 


The board of directors of this corporation [Atlantic and Pacific International 
Corporation] was of the opinion that the offer of the Morris Plan Corporation 
of America should be submitted to stockholders for their consideration as it 
provided an opportunity whereby the preferred stockholders could exchange 
their shares for a dividend paying preferred stock backed up by a three 
year dividend guaranty reserve. At the same time, the Class A common stock- 
holders are given the opportunity of exchanging their shares, which only have 
a nominal value for a common stock in the Morris Plan Corporation of America 
having a book value of approximately $2.00 per share and thus becoming stock- 
holders in a much larger company showing substantial earning power even 
under present conditions and whose activities are based on a business which 
has been tried and found profitable for a period of years. 


Although Mr. Hardenbrook in his testimony denied that the 
quoted paragraph in his letter constituted a recommendation of the 
Morris Plan Corporation. offer,?** it is obvious that the statements 
made were highly favorable to Morris Plan Corporation. 

In addition to circularizing the Atlantic and Pacific International 
Corporation stockholders in opposition. to the Morris Plan Corpora- 
tion offer, the protective committee of investment bankers took legal 
steps to block the plans of the Morris Plan Corporation and the 
Gaevernitz-Hardenbrook group. The committee applied to the 
Maryland Circuit Court in Baltimore for an injunction restraining 
any amendment to the charter of Atlantic and Pacific International 
Corporation which would permit it to purchase $1,950,000 of the 
securities of Morris Plan Corporation.? Judge O’Dunne of the 
Baltimore Circuit Court dismissed the proceedings as prematurely 
brought in view of the fact that no attempt had been made to amend 
Atlantic and Pacific International Corporation’s charter.’** How- 
ever, he expressly granted to the plaintiffs the right to renew their 


246 Td., Commission’s Exhibit No. 737. 
247 Thid. 

248 Thid. 

249 Td., Commission’s Exhibit No. 726. 
250 Tpid. 

217Td., at 8145, 8212. 

252Td., at 8090. 

28 Td., Commission’s Exhibit No. 730. 


ee ee 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES IVa 


application for an injunction if an amendment to Atlantic and Pa- 
cific Internatinal Corporation’s charter became imminent, and in 
his oral opinion he intimated his disapproval of the scheme of the 
Morris Plan Corporation and of the management of Atlantic and 
Pacific International Corporation. With reference to the activities 
of the latter, Judge O’Dunne pointedly remarked that: 7° 


It is a very artfully put clause on the fourth page of the Morris Plan offer, 
in which they [the Hardenbrook-Gaevernitz group] do disclose the fact of the 
existence of the United States Shares Corporation owning 90% of the stock 
of the B Class. We know in corporate management wherever bold and raw 
things are put over successfully and prove beneficial, even though parties are 
most apprehensive of the result at the time, when they work out successfully, 
everybody says, “Captain of Finance”’—if they fail, there are nastier terms 
used. However, when they get into an equity court, the trustees of a cor- 
poration are held to a strict accountability for the discharge of their trust, 
much stricter than officers of a corporation hold them in the actual adminis- 
tration of it in most cases, I think. 


Judge O’Dunne, in a “homely illustration” of the facts alleged in 
the bill of complaint before him, also stated : ?*° 


It impressed me very Similarly to a girl, free, white, and twenty-one, who 
had got four millions on her person in cash and liquid assets and who finds 
courting her a dapper young man named Morris Plan, who alleges that he is 
a good deal richer than she is and gives her an inventory of his assets as worth 
about twelve million dollars and against the real cash she has got on her of 
four million and when she asked where is it, well he says, I have it hocked 
right now, most of it; some of it is my trade name * * * and the rest of 
it is valuable equity that you will have to take on faith. Now she called up the 
chief of police and says: “Chief, there’s a man in my house, in my parlor who 
wants to marry me. I distrust his motives; I am afraid of his appearance—I 
doubt his assets and I think he is after my fortune, and if he gets that, I 
think he is fraudulent enough to ruin me and rob me of my assets and take all 
I have got and I am not going to marry him because I don’t trust him. I 
won't accept his offer, I don’t think it is bona fide and I wish you to arrest him 
and lock him up and hold him until we see what is the matter with him.” So 
the chief would say: “Has he threatened to steal your money by force? Has 
he done you any violence or has he tried to?” The answer would be, “No, 
but I feel he is going to seduce me and that’s the next thing that is going to 
happen and my temperature is already up.” Now, I think the chief would have 
to tell her, “I am powerless to give you relief at this stage. I think you are 
in danger of what you believe is the true portrayal of the conditions, but 
unless he either robs you by fraud, deceit or force or seduces you, you don’t 
have to accept his offer of marriage, which you distrust and you are not with- 
out fair justification. But I can’t lock him up on suspicion even if I were 
inclined to agree that you are about to be seduced if you don’t watch your step.” 

That’s about what I think this case is. 


Despite the activities of the protective committee, Morris Plan Cor- 
poration succeeded in acquiring, by its exchange offer and to a minor 
degree by purchases, a total of 29,128 shares of the preferred stock, 
71,251 shares of Class A common stock, and 1,000 shares of the Class 
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B stock of Atlantic and Pacific International Corporation.?*° These 
holdings constituted 67% of the outstanding preferred stock and 
70% of the outstanding Class A stock of Atlantic and Pacific Inter- 
national Corporation. 

Apparently, the truculent attitude of the protective committee of 
minority stockholders of Atlantic and Pacific International Corpo- 
ration, coupled with the unfavorable attitude indicated in the opin- 
ion of Judge O’Dunne of the Baltimore Circuit Court to the scheme 
to amend the charter of Atlantic and Pacific International Corpo- 
ration as a preliminary to the sale of Morris Plan Corporation se- 
curities to Atlantic and Pacific International Corporation caused. its 
abandonment. Instead, Mr. Morris decided to reach Atlantic and 
Pacific International Corporation’s cash by liquidating the com- 
pany.’ By the liquidation, Mr. Morris’ company would obtain two- 
thirds of the assets of Atlantic and Pacific International Corporation 
by virtue of its holdings of two-thirds of the preferred stock of 
Atlantic and Pacific International Corporation. 

Under Maryland law, to liquidate Atlantic and Pacific Interna- 
tional Corporation would require the consent by two-thirds of each 
class of the corporation’s voting stock, voting by classes.** Mr. 
Morris controlled two-thirds of the preferred stock and two-thirds of 
the Class A common stock of the Atlantic and Pacific International 
Corporation. However, the Gaevernitz group, through United States 
Shares Corporation, owned in excess of two-thirds of the Class B 
stock of the Atlantic and Pacific International Corporation. The 
Class B common stock would have been entitled to none of the assets 
of Atlantic and Pacific International Corporation if the company 
were liquidated. Nevertheless, the company could not be liquidated 
without the consent of the holders of the Class B stock, that is, the 
Gaevernitz group. 

Mr. Morris broached the subject of liquidation of Atlantic and 
Pacific International Corporation to Mr. Gaevernitz. However, Mr. 
Gaevernitz proved no longer cooperative.?*® As the price of his con- 
sent to a liquidation, Mr. Gaevernitz demanded the purchase by 
Morris Plan Corporation of the frozen assets of both United States 
Shares Corporation and the Atlantic and Pacific International Cor- 
poration at a price which Mr. Morris considered exorbitant.?°° Mr. 
Morris testified : 7° 


A. I thought everything was agreed and we went ahead with the offers and 
several weeks and months passed before we were ready to consummate the 
whole liquidation of Atlantic and Pacific, and then, to our utter amazement, 
Mr. Gaevernitz’s whole attitude changed and instead of being cooperative and 
in accordance with the attitude of his early discussions—and I don’t like to 
say that he assumed an attitude that would hold us up exactly, but his whole 
attitude changed and he commenced to lay down ultimatums as to what he 
would or what he would not do. 
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Q. And what he wanted? 

A. Yes; and what he wanted. 

Q. What did he want? 

A. I don’t remember, but he wanted two or three hundred thousand dollars 
for those “Eskimos,” and I just told him he could go where the snowbirds 
couldn’t live. 

Q. Now, does this refresh your memory that they asked for approximately 
$560,000? Do you remember that figure? 

A. I do not remember the figure you mention, but it is possible. 
* * 


a * * * * 
Q. Well, you said you had some difficulty with Mr. Gaevernitz about these 
negotiations. 
A. Yes, sir. 


Q. And you just didn’t get control at that time of Atlantic and Pacific Inter- 
national Corporation? 

A. We didn’t get control so that we could liquidate it as we had contem- 
plated. 

Q. That is right; and then what did you do when you found yourself with 
the two-thirds of the preferred and two-thirds of the Class A stock of Atlantic 
and Pacific International Corporation and no cash? 

A. Well, we found ourselves in the position of being substantial stockholders 
of Atlantic and Pacific International Corporation, when we had gone into it 
from the beginning with everybody cognizant of the purpose of expanding our 
capital resources, and we found it was just impossible to get anywhere with 
Mr. Gaevernitz. 

Q. And why was that? 

A. His conduct was somewhat like the old dog in the manger; we just 
couldn’t get anywhere with him. 

. He just didn’t agree that you could take all the cash and he get none? 
. I didn’t say that; that is your own inference. 

. And what is your inference? 

. The dog in the manger tactics. 

. And from your mention of the dog-in-the-manger attitude, it seems to me 
want to create the impression that Mr. Gaevernitz wanted all the money. 
I didn’t say that. 

. Well, did he want his share of it? 

I didn’t say that he wanted his share of it. 

What did you say? 

I said we couldn’t agree on the value of these frozen assets. 

. Because of his “dog-in-the-manger” attitude? 

. Because I thought he was very stubborn about it and had assumed a 
contrary attitude to the original cooperation he seemed to have shown. 


“< 
POPOPOPESObPObO 


As he testified, Mr. Morris refused to assent to the demand of 
Mr. Gaevernitz. However, the Morris Plan Corporation was still 
in need of the cash assets held by Atlantic and Pacific International 
Corporation. Mr. Morris, therefore, placed the situation in the 
hands of his attorney, Ellery C. Huntington, of Satterlee & Can- 
field, for solution, on the ground that “Satterlee & Canfield had 
helped us to get into it and I wanted him to get us out of it the 
best way he could.” 2°? David M. Milton, then a partner in Satter- 
lee & Canfield, testified that “Mr. Morris had squarely put it up to 
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the attorneys that they must find in some way some ‘out’ to the 
situation.” 7° 

Mr. Huntington in seeking a solution to the impasse between Mr. 
Morris and Mr. Gaevernitz sought the aid of his partner, David M. 
Milton. Mr. Milton saw in the situation a means of furthering the 
private investment plans of both Mr. Huntington and himself. Dur- 
ing 1931, Mr. Milton and Mr. Huntington had become interested 1n 
acquiring control of American Colony Insurance Company and of 
Majestic Fire Insurance Company. Both of these companies had by 
1932 largely reinsured their policy commitments and were actually 


functioning substantially as investment companies. Their securi- 
ties, as was then the case with investment companies, were selling 
below asset value. During 1931 and 1932, Mr. Huntington, Mr. Mil- 
ton, and their families had purchased 19,000 shares of the stock of 
American Colony Insurance Company *™ at a cost of approximately 
$175,000. 

The Atlantic and Pacific International Corporation situation pre- 
sented to Mr. Milton an opportunity to use the funds of Atlantic 
and Pacific International Corporation to further his attempt to ac- 
quire control of American Colony Insurance Company and of 
Majestic Fire Insurance Company. 

Tn order to accomplish both his own objective and the objectives of 
his client, Morris Plan Corporation, Mr. Milton caused Merton Assets 
Corporation to be organized in Canada in June 1932.7 Merton 
Assets Corporation was a dummy corporation controlled by Mr. 
Milton and Mr. Huntington.**" 

Mr. Milton then negotiated with Mr. Gaevernitz and his associates 
for the purchase of their Class A stock of United States Shares Cor- 
poration.2* This Class A stock, it will be recalled, represented 50% 
of the voting stock of United States Shares Corporation. United 
States Shares Corporation held 95% of the Class B stock of Atlantic 
and Pacific International Corporation. Both the Class A. stock of 
United States Shares Corporation and the Class B stock of Atlantic 
and Pacific International Corporation had no asset value. As a re- 
sult of these negotiations, Mr. Gaevernitz and his associates, in 
August 1932, agreed to sell their Class A stockholdings of United 
States Shares Corporation to Merton Assets Corporation for 
$335,935.2% Though he had not yet paid the Gaevernitz group, Mr. 
Milton was put in control of Atlantic and Pacific International Cor- 
poration. Mr. Milton became the president of Atlantic and Pacific 
Tnternational Corporation.*” 

On August 12, 1932, Merton Assets Corporation agreed to purchase 
all of the Morris Plan Corporation’s holdings of the securities of 
Atlantic and Pacific International Corporation for $1,145,000.°° 
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This price was equivalent to approximately $40 per share for the 
Morris Plan Corporation holdings of preferred stock of Atlantic and 
Pacific International Corporation and represented its then liquidat- 
ing value, on the basis of the quick assets of Atlantic and Pacific 
International Corporation.?” 

To obtain the funds to make these payments, Merton Assets Cor- 
poration, then controlled by Mr. Milton, borrowed $1,480,935 from 
Atlantic and Pacific International Corporation, also controlled by 
Mr. Milton.?" 

The funds so obtained by Merton Assets Corporation were used to 
pay the Morris Plan Corporation for its holdings of Atlantic and 
Pacific International Corporation securities and the Gaevernitz group 
for its holdings of the Class A shares of United States Shares Cor- 
poration which owned 95% of the Class B stock of Atlantic and 
Pacific International Corporation.?"* 

Thus, without the expenditure of any of his own funds and by the 
simple expedient of using the funds of Atlantic and Pacific Interna- 
tional Corporation, Mr. Milton acquired control of that corpora- 
tion.27> In doing so he had accomplished what he described as a 
“liquidation” ?** of Atlantic and Pacific International Corporation. 
The “liquidation,” however, was accomplished in derogation of the 
priorities of the security holders of Atlantic and Pacific Interna- 
tional Corporation. The Gaevernitz group, which controlled 
through United States Shares Corporation the Class B shares of 
Atlantic and Pacific International Corporation, received from the 
assets of Atlantic and Pacific International Corporation $335,000. 
This represented, in effect, a payment for the Class B shares which 
on a statutory liquidation of the corporation would have been entitled 
to none of the corporate assets. 

The minority stockholders of Atlantic and Pacific International 
Corporation were unaware of this “liquidation” of their corporation 
and of the method by which Mr. Milton had obtained control of their 
corporation. In fact, Mr. Milton testified that the entire transaction 
was of his own making. He testified that Morris Plan Corporation 
and the Gaevernitz group were not participants in the transaction and 
that they were in fact unaware of the method by which Merton Assets 
Corporation had obtained the funds to pay for their shares.*** Mr. 
Milton, when examined on this entire transaction, testified :°* 


Q. You say that Merton Assets was organized when, in August? 

A. The end of the summer. 

Q. Of 1982, isn’t that so? 

A. Yes. 

Q. Then there was a deal made between Gaevernitz and Hardenbrook * 
who controls the “B” stock and the Morris Plan whereby Hardenbrook- 


* OK 


272 Td., at 8136 and Commission’s Exhibit No. 737. 

273 1d., at 8106. 

274Td., at 8138 

275 Td., at 8064 and 8065. Mr. Huntington testified (id., at 8065) : 
_ Q. Now Mr. Milton and the members of the board at that time didn’t have a nickel 
invested in United States Shares Corporation or in Atlantic and Pacific International 
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Gaevernitz transferred their stock to the Merton Assets Corporation and the 
Morris Plan transferred its stock. 


A. Simultaneously. 
Q. That put Merton Assets Corporation in control of the Atlantic and Pacific 


International Corporation with respect to every class of stock, isn’t that so? 

A. I think that is correct. 

Q. As soon as the stock was transferred to Merton Assets, and by the way, 
what did Merton Assets have? 

A. Just a corporation for the purpose, and I don’t remember the details, but 
the money for the purchase was taken, of course, from the Atlantic and Pacific 
group. 

Q. So that you had this stock in Merton Assets and then? 

A. It could have been done directly, but it was done in this way. 

Q. So that the form it took they transferred the stock to the Merton Assets, 
and then the money to buy that stock from Meron Assets came from Atlantic 
and Pacific International Corporation, $1,500,000, isn’t that so? 

A. You have got the figures and I don’t remember but whatever was necessary. 

Q. $1,500,000. 

A. In other words, it was intended as a liquidating operation. 

* * * *% * ok * 

Q. Instead of Morris and Gaevernitz, after this court decision [the opinion 
of Judge O’Dunne of Maryland Circuit Court] turning their stock in directly, 
and taking out $1,500,000, they first formed a corporation up in Canada and 


Merton Assets 
A. Let me be clear on this thing. I don’t know whether they knew anything 


about it. 
Q. Who did it? 
A. I did it. 
Q. You went down and took $1,500,000 from A. & P.? 
A. I was trying to work out the consolidation. 
Q. But you took it out? 
A. That is right. 
Q. And at the time you took it out, you turned over nothing to A. & P. 
A. But the stock was held. 
Q. The stock was still up in Canada. 
A. I don’t know the details, but that was the effect of it. 
Q. And what Atlantic and Pacific International Corporation had was really 


an account receivable, isn’t that so? 
A. It had the right to this stock. 
Q. But the stock wasn’t turned over at that time? 
A. No. 


* * * * * * * 

Q. In retrospect, what do you think of the entire deal? 

A. I don’t know why I ever went into a transaction of this kind to work out 
a situation of this kind; we couldn’t find any other way to do it, to liquidate 
this company, and took this form, and I can’t answer why, and it could have 
been done just as well directly. 

* * * * * * * 

Q. I don’t think that I am exaggerating, and I know precisely how you feel 
about the whole transaction. It is not very pleasant for me to interrogate you 
about it. I feel that I know what your present state of mind is upon that 
particular transaction, and as far as I am concerned, I am personally satisfied. 
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But can I say it this way, this transaction isn’t one of the things that you are 


proud of? 

A. I should say not. 

* * * * * * * 

Q. What you call “liquidation” was to get the one million one hundred and 
forty-five thousand dollars for Mr. Morris? 

A. The whole thing was a liquidation. 

Q. Because Mr. Morris could not accomplish his original purpose of trying 
to get control of this company and sell them $1,950,000 of the stock, isn’t 
that so? 

A. I think it is only fair to Mr. Morris to say that I would take full 
responsibility for doing this thing. 'To what extent he knew it was being 
liquidated in this manner, I do not know. I think he did not interest himself 
in these details. 

Q. Yes. 

A. I don’t think he knew very much about it. It was left to myself and my 
attorney. 


Mr. Milton’s method of liquidating Atlantic and Pacific Interna- 
tional Corporation constituted a substantial achievement of the pur- 
pose of his client, Morris Plan Corporation, to acquire the cash assets 
of Atlantic and Pacific International Corporation, Mr. Morris 
testified : 27° 


A. * * * After I turned this matter over to Mr. Huntington and agreed to 
accept the figure referred to in the exhibit you have just introduced, and was 
assured that that figure would be payable on some kind of a, I think, draft at- 
tached to the stock, we were no longer interested in the subject matter, had 
nothing further to do with it, and I do not know to this day what became of 
the Atlantic & Pacific. 

Q. Well you ought to have a pretty good idea, Mr. Morris, you took out of 
the corporation $1,145,000 which was virtually all the cash it had, wasn’t it? 

A. I refer to my answer. 

Q. All right, the fact of the matter is that you did accomplish your purpose, 
didn’t you? 

A. No, sir. 

Q. Why not? You exchanged the Morris Plan stock for Atlantic and Pacific 
International preferred and then somebody bought your Atlantic and Pacific 
International preferred, and you wound up with cash. 

A. We partly accomplished it. 

Q. And you wound up with the sum of $1,145,000. 

A. And to the extent of the cash received—to that extent we accomplished 


our purpose. 


In addition to accomplishing the objective of the Morris Plan 
Corporation, his client, Mr. Milton, had acquired control of Atlantic 
and Pacific International Corporation without the expenditure of 
any of his own funds.*° Following the loan to Merton Assets Cor- 
poration, Atlantic and Pacific International Corporation had in its 
treasury quick assets worth only $350,000.28 These funds were avail- 
able to the Milton-Huntington interests to further their plan to ac- 


279 Td., at 8136-7. 
280 See supra, p. 1131. 
281 Op, cit. supra, note 201, at 8110. 
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quire control of American Colony Insurance Company and of 
Majestic Fire Insurance Company. Mr. Milton testified : °° 


A. From a practical point of view, the purchase of the Morris Plan stock, 
and the other stock it could have been done directly and, exchanged the stock 
I don’t think that I would have undertaken it entirely for the purpose of 
breaking a deadlock between a controlling faction and a preferred faction and 
go through the process * ey ky 

Q. Yes. 

A. And go through the process of doing this [the Merton Assets Corporation 
transaction] if it had been for the fact that for a period, for a considerable 
period prior to this, I had had negotiations and made a study of these fire 
insurance situations, and as I stated it before, it became obvious that by 
accumulating some of these fire insurance stocks, at discount values and 
putting them together, not only would you get complete value, but a premium 
valuemtheretor a aii 


To accomplish this plan to use, for the purchase of additional stock 
of the insurance companies in which Mr. Milton and Mr. Hunting- 
ton were interested, the $350,000 of quick assets which remained in 
Atlantic and Pacific International Corporation after the Merton 
Assets Corporation transaction, the Milton-Huntington interests 
caused Underwriters Equities, Inc. to be formed on November 23, 
1932.28 This corporation had two classes of stock, denominated 
Glass A and Class B which were alike except that the Class B stock 
as a class at all times was to have 50% of the entire voting power.*™ 
In other words, the Class B stockholders controlled the management 
of the corporation. The Milton-Huntington interests turned over to 
Underwriters Equities, Inc. their holdings of 19,000 shares of Ameri- 
can Colony Insurance Company in return for 38,000 shares of the 
Class B stock of Underwriters Equities, Inc.?** Atlantic and Pacific 
International Corporation invested $95,000 in a block of the Class A 
stock of Underwriters Equities, Inc.,?*° and these funds were utilized 
by Underwriters Equities, Inc. to acquire 8,023 additional shares of 
the stock of American Colony Insurance Company,” an amount of 
stock which, coupled with the 19,000 shares of this insurance com- 
pany’s stock already held by Underwriters Equities, Inc., was suffi- 
cient to give Underwriters Equities, Inc., control of that insurance 
company. 

Meanwhile, Atlantic and Pacific International Corporation under 
the control of Milton had purchased 25,693 shares of the stock of 
Majestic Fire Insurance Company at a cost of $135,000.78° This 
block of stock represented a controlling interest in Majestic Fire 
Insurance Company.2** The Majestic Fire Insurance Company stock 
held by Atlantic and Pacific International Corporation was, on or 
soon after the formation of Underwriters Equities, Inc., turned 


222 Tq., at 8111-2. 

283 Moody’s Manual of Investments, Banks, etc., 1933, p. 2698; op. cit. supra, note 201, 
at 8063. 

24 1d., at 2699. 

257d., at 7873. 

286 Td., at 8061. 

27Td., at 8062, 8532. 

288Td., at 8063. 

289 Moody’s Manual of Investments, Banks, etc., 1932, p. 1522. There were 50,000 shares 
outstanding with a $5 par value (ibid.). 
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over to Underwriters Equities, Inc., in exchange for an additional 
block of the Class A stock of that corporation.?” 

In January 1933, the Milton-Huntington interests delivered their 
38,000 shares of the Class B stock of Underwriters Equities, Inc., and 
$41,000 in cash to Consolidated Funds Corporation of New York, a 
company formed in 1926 in which Milton had previously had a 
minority interest,?** in return for 42,630 shares of the common stock 
of Consolidated Funds Corporation of New York. This stock put 
the Milton-Huntington interests in control of Consolidated Funds 
Corporation. 

Underwriters Equities, Inc., as has been related, had acquired, 
largely with the funds of Atlantic and Pacific International Corpo- 
ration, control of American Colony Insurance Company and of Ma- 
jestic Fire Insurance Company. This control placed Underwriters 
Equities, Inc., in a position to make exchange offers for further shares 
of the stock of these insurance companies.*? Exchange offers by 
Underwriters Equities, Inc., increased its holdings of the stocks of 
these insurance companies.*°? Underwriters Equities, Inc., also 
caused the merger of Majestic Fire Insurance Company with Colo- 
nial States Fire Insurance Company.?** The new company, called 
Colonial States Insurance Company, was controlled by Underwriters 
Equities, Inc. 

In May 1933, Underwriters Equities, Inc., sold to Interstate Equi- 
ties Corporation, then a subsidiary of The Equity Corporation, its 
holdings of American Colony Insurance Company and Colonial 
States Insurance Company for $893,984.29 These funds were, as has 
already been described,?®° used by the Milton-Huntington interests 
to purchase from Wallace Groves his controlling block of the com- 
mon stock of The Equity Corporation. Thus, the use of the funds of 
Atlantic and Pacific International Corporation was one of the sub- 
stantial means by which the Milton-Huntington interests acquired 
control of The Equity Corporation. 

To return to Atlantic and Pacific International Corporation, by 
the close of 1932 that corporation’s assets consisted of an unsecured 
account receivable from Merton Assets Corporation in the sum of 
$1,480,935 and a block of the Class A stock of Underwriters Equities, 
Inc., which it had acquired at a cost of approximately $230,000. The 
Merton Assets Corporation loan was in effect a claim only against 
Atlantic and Pacific International Corporation’s own securities which 
constituted virtually the sole asset of Merton Assets Corporation. In 
effect, therefore, substantially all of Atlantic and Pacific Interna- 
tional Corporation’s “general funds” 2°? were invested in the class A 


200 Moody’s Manual of Investments, Banks, etc., 1933, p. 2480; op. cit. supra, note 201, at 
8008. 

291 Moody’s Manual of Investments, Banks, etc., 1933, p. 2678; op. cit. supra, note 201, 
at 7872, 7873, 8113. 
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293 By February 28, 1938, Underwriters Equities, Inc.. owned 41,734 sharcs of American 
Colony Insurance Company and 35,780 shares of Majestic Fire Insurance Company of New 
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stock of Underwriters Equities, Inc. Thus, the charter of Atlantic 
and Pacific International Corporation, which forbade investment of 
more than 25% of the corporation’s “general funds” in the securities 
of investment organizations,”°* may have been violated by the Milton- 
Huntington interests. Minority stockholders of Atlantic and Pacific 
International Corporation were unaware of this change in the invest- 
ment policy of their company from one of investment primarily in 
government securities to one of investment in insurance companies 
through Underwriters Equities, Inc. 

In an effort to eliminate the minority stock interests in Atlantic 
and Pacific International Corporation, Mr. Milton conducted negotia- 
ations 29° with the protective committee of Philadelphia bankers who 
had, it will be remembered, successfully frustrated the Morris Plan 
Corporation’s original plans to sell its own securities to Atlantic and 
Pacific International Corporation. Mr. Milton informed the pro- 
tective committee of the plan of Consolidated Funds Corporation of 
New York and of its subsidiary, Underwriters Equities, Inc., to 
acquire control of American Colony Insurance Company and of 
Majestic Fire Insurance Company.’ The record does not indicate, 
however, that Mr. Milton informed the protective committee of the 
methods by which he had obtained control of Atlantic and Pacific 
International Corporation or of the fact that the use of that corpo- 
ration’s funds had enabled Underwriters Equities, Inc., to acquire 
control of the insurance companies. 

As a result of these negotiations, the protective committee agreed 
to recommend to the Atlantic and Pacific International Corporation 
preferred stockholders, which it represented, the acceptance of an 
offer of Consolidated Funds Corporation of New York to exchange 
its preferred and Class A stock for the preferred and Class ‘A stock 
of Atlantic and Pacific International Corporation.®°* On January 
10, 1938, Consolidated Funds Corporation made its offer *°? which 
was accepted by virtually all of the Atlantic and Pacific International 
Corporation stockholders represented by the protective committee. 
The Consolidated Funds Corporation exchange ultimately proved to 
be more beneficial to the preferred stockholders of Atlantic and 
Pacific International Corporation who accepted it than was the Mor- 
ris Plan Corporation offer. As at December 18, 1936, the Consoli- 
dated Funds Corporation securities, which were received in exchange 
for Atlantic and Pacific International Corporation preferred stock, 
had a market value of $53. In contrast, the Morris Plan Corporation 
securities which were received in exchange for Atlantic and Pacific 
see a fe Corporation preferred stock then had a market value 
Oi PDL 

Having eliminated the possibility of opposition from the protective 
committee of Atlantic and Pacific International Corporation stock- 
holders, Mr. Milton, on May 31, 1933, caused the certificate of incor- 
poration of Atlantic and Pacific International Corporation to be 
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amended so as to eliminate all of the previous restrictions upon its 
investment policies.?°4 

Following the exchange offer of Consolidated Funds Corpora- 
tion, a small minority interest in Atlantic and Pacific International 
Corporation was still held by the public. Mr. Milton was also 
pressed by the necessity of removing the indebtedness of Merton 
Assets Corporation to Atlantic and Pacific International Corpora- 
tion. To eliminate this indebtedness and to decrease the minority 
interest in Atlantic and Pacific International Corporation, a plan 
was devised to offer the stock of Underwriters Equities, Inc., in the 
portfolio of Atlantic and Pacific International Corporation in ex- 
change for Atlantic and Pacific International Corporation’s own 
preferred stock in the ratio of 10 shares of Underwriters Equities, 
Inec., for each outstanding share of Atlantic and Pacific International 
Corporation’s preferred stock.*°° As Mr. Milton testified : °° 


* * * The investments you talk about were made in these insurance stocks 
with monies of Atlantic and Pacific, and later as you have shown those insur- 
ance stocks were turned in for Underwriters Equities. That Underwriters Equi- 
ties [stock] at that point found itself in the till of the Atlantic and Pacific In- 
ternational Corporation and that was offered to all the preferred stockholders 
and I believe that that was an offer subsequent to the offer you have just de- 
scribed of Consolidated Funds, by which Consolidated Funds gathered together 
a substantial block of preferred stock. 


Atlantic and Pacific International Corporation, still under the 
control of Merton Assets Corporation, thereupon exchanged its 
holdings of Underwriters Equities, Inc., for its own preferred stock 
held by Merton Assets Corporation in the ratio of 10 shares of 
Underwriters Equities, Inc., stock for one share of its own preferred 
stock. Then Atlantic and Pacific International Corporation bought 
back from Merton Assets Corporation the Underwriters Equities, 
Inc., stock which it had exchanged for its own preferred stock. The 
price necessary for such purchase was credited to the account re- 
celvable of $1,480,935 due from Merton Assets Corporation on 
Atlantic and Pacific International Corporation’s books. The ex- 
change and repurchase of Underwriters Equities, Inc., stock was 
repeated several times until the entire account receivable was 
eliminated.3% 

At the conclusion of these exchanges, Atlantic and Pacific Inter- 
national Corporation owned substantially all of its original holdings 
of the Class A stock of Underwriters Equities, Inc., and had retired 
all but approximately 3,000 shares of its preferred stock.*°* In addi- 
tion, the indebtedness of Merton Assets Corporation to Atlantic and 
Pacific International Corporation had been eliminated. 

On January 8, 1936, Atlantic and Pacific International Corpora- 
tion was liquidated.*°® Its assets were sufficient to pay the full 
liquidating value for each share of its outstanding 3,082 shares of 
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preferred stock and $157,252 of dividend arrearages on such stock, 
and $1.90 for each share of its outstanding 100,937%4%9 shares of 
Class A stock.*° 

Thus, the tactics employed by Mr. Milton to obtain control of and 
to appropriate the funds of Atlantic and Pacific International Cor- 
poration in a manner satisfactory to his client, Morris Plan Cor- 
poration, and to his own interests, “fortunately worked out,” without 
great loss to the investment company’s minority stockholders, who did 
not accept the Morris Plan Corporation’s exchange offer. Mr. Milton 
testified : *** 


A. * * * Jn other words, I want to be sure I am clear that when you 
say “justified” I wanted to have it work out, but I don’t think it was a good 
way to do it, and it should not be done that way again. 

Q. * * * Mr. Morris found himself, if you will permit me to use a 
very crude expression, in a pickle, and somebody had to get him out of it, and 
he called on you to do that. 

A. Well, he called on me, or rather on Mr. Huntington to find some way 
out, and Mr. Huntington called on me and we went in and did the job and, 
fortunately, it worked out the way it did. 

Q. It worked out? 

A. Yes. I put my neck out and did the job. 

Q. And you certainly did put it out, Mr. Milton. 

A. It was put out plenty. 


c. United Founders Corporation—The Equity Corporation 


In June 1933, The Equity Corporation became interested in ac- 
quiring control of United Founders Corporation and its subsidiaries. 
The control of United Founders Corporation was, at this time, in the 
hands of the three men who had organized the trust, Louis H. Sea- 
grave, Christopher F. Coombs, and Frank B. Erwin.’ ‘These men 
held equal thirds of the 1,000,000 shares of Class A stock of United 
Founders Corporation then outstanding.*” 

The certificate of incorporation of United Founders Corporation 
specifically accorded the 1,000,000 shares of Class A stock a voting 
power equal at all times to one-half the voting power of the total 
outstanding common, regardless of the amount of common stock 
outstanding.* Thus, the Class A stock, in June 1933, had voting 
power equal to 4,500,000 shares of common stock, since 9,000,000 
shares of common stock were then outstanding.*® The certificate 
of incorporation of United Founders Corporation further provided 
that the Class A stock was to share in the distribution of the corporate 
earnings or surplus and in the distribution of the corporate assets 
upon dissolution or liquidation of the corporation in the proportion 
| that “the amount * * * contributed to the capital and/or paid-in 
surplus of the corporation by the holders of the Class A stock bears 
to the entire amount * * * contributed to the capital and/or 
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surplus of the corporation by the holders of all the shares of both 
Class A or common stock.” %° 

By 1933, the common stock had contributed to the corporation 
capital of about $297,000,000," whereas the million shares of Class 
A had at the inception of the corporation been issued to the spon- 
sors, Messrs. Seagrave, Coombs, and Erwin in exchange for Amer- 
ican Founders Corporation stock of a market value, in February 
1929, of only $1,000,000.25 

By June 1933, after tremendous losses, the net assets of the United 
Founders Corporation had decreased to approximately $15,000,000.*” 
The asset value of the Class A stock was thus, by virtue of the pro- 
visions of the certificate, equal to 149g of the total asset value, or 
approximately $48,000,°”° and the asset value per share of the Class A 
stock was approximately 5 cents. Nevertheless, as Mr. Seagrave 
admitted in his testimony,?*t the Class A stock still retained 3314% 
of the total voting power of United Founders Corporation, control 
of which The Equity Corporation wished to secure. 

The Equity Corporation proceeded, in June 1933, to obtain control 
of the United Founders Corporation by purchasing from Mr. 
Coombs and Mr. Erwin their 666,66624 shares of Class A stock, The 
purchase of Class A stock from Mr. Coombs and Mr. Erwin was 
consummated as part of a transaction by which Mr. Coombs and 
Mr. Erwin transferred to The Equity Corporation their Class A 
stock and 635,000 shares of United Founders Corporation common 
stock and received in exchange $954,000 in cash and 260,150 shares 
of The Equity Corporation common stock.*”? 

Since The Equity Corporation made a “basket purchase” of both 
the Class A stock and the common stock from Mr. Coombs and 
Mr. Erwin, the amount of the premium paid by The Equity Cor- 
poration for the Class A stock cannot be isolated with exactness. 
However, the testimony at the public examination discloses that. the 
asset value of the 260,150 shares of The Equity Corporation common 
stock received by Mr. Coombs and Mr. Erwin *”? more than balanced 
the asset value of the 635,000 shares of United Founders Corporation 
common stock transferred to The Equity Corporation by Mr. Coombs 
and Mr. Erwin. 

In May 1935, The Equity Corporation made an offer to United 
Founders Corporation common stockholders to exchange three- 
tenths of one share of The Equity Corporation common stock for 
each share of United Founders Corporation common stock. This ex- 
change offer, in May 1935. may be an indication of the comparative 
exchange values of the United Founders Corporation and The Equity 
Corporation common stock in 1933, inasmuch as United Founders 
Corporation common stock did not appreciate in asset value from 
1933 to 1935.°4 
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On the United Founders Corporation common stock, based on The 
Equity Corporation common stock exchange, the 635,000 shares of 
United Founders Corporation common stock would have yielded Mr. 
Coombs and Mr. Erwin only 190,500 shares of The Equity Corpora- 
{ion common stock. Since Mr. Coombs and Mr. Erwin received a 
greater number of shares of The Equity Corporation common stock 
in the transaction than they would have received for their United 
Founders Corporation common stock on the regular exchange basis, 
it is clear that the entire cash payment of $954,000 constituted a 
premium to Mr. Coombs and Mr. Erwin on the Class A stock. More- 
over, the excess of The Equity Corporation stock constituted a fur- 
ther premium to Mr. Coombs and Mr. Erwin of about $130,000 
logically attributable to the Class A stock transfer rather than to the 
United Founders Corporation common stock transfer. David M. 
Milton, the president of The Equity Corporation, testified : **° 


Q. So that the ultimate result is Mr. Coombs and Mr. Erwin through their 
foreign corporations, for their 666,666 shares of their Class A and 635,009 
shares of United Founders Corporation common stock received, if we put it in 
round numbers, approximately a million dollars in cash and 260,150 shares of 
Equity common. Isn’t that so? 

A. $945,000. 

Q. $954,000, if you want to be exact. 

A. That is approximately it. 


EM * * * * * * 
Q. What was the market value of the Hquity common on June 4, 1934, 
approximately? 
A. About one and seven-eighths to two. 


Q. On the basis of that market value they got approximately $1,474,579 for 
that stock? 
A: I think that is right, approximately. 


It should be recalled that the Class A stock was originally ac- 
quired by Messrs. Seagrave, Coombs, and Erwin in return for securi- 
ties of a market value of approximately $1,000,000, and that the asset 
value of the entire outstanding Class A common stock had dwindled 
from $1,000,000 to $48,000. For two-thirds of this stock having an 
asset value of $32,000, The Equity Corporation, in order to acquire 
control of United Founders Corporation, paid more than $1,000,000 
to Mr. Coombs and Mr. Erwin. 

In addition to the premium paid to Mr. Coombs and Mr. Erwin 
for the transfer of their two-thirds of the Class A stock, The Equity 
Corporation paid an additional sum to Mr. Seagrave, the holder of 
the other third of the Class A stock of United Founders Corporation 
for the privilege of being permitted by him to purchase the Class A 
stock from Mr. Coombs and Mr. Erwin. At the time of the issuance 
of 1,000,000 shares of the Class A stock in equal thirds to the three 
sponsors, Messrs. Seagrave, Coombs, and Erwin, they had contracted 
with each other that the Class A stock would be voted as a unit, and 
that none of the three would sell any part of his Class A stock with- 
out the written consent of the others.**® To clear the way to negotia- 
tions for the purchase of the Class A stock held by Mr. Coombs and 
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Mr. Erwin, The Equity Corporation procured from Mr. Seagrave an 
assignment by which the latter relinquished his rights to prevent Mr. 
Coombs and Mr. Erwin from selling their stock to The Equity Cor- 
poration.*°* Mr, Seagrave did not sell his own holdings of the Class 
A stock but merely relinquished his contractual power to impede 
The Equity Corporation’s purchase from Mr. Coombs and Mr. Erwin. 
As consideration, Mr. Seagrave received from The Equity Corporation 
$40,000 in cash and 70,000 shares of United Founders Corporation 
common stock which had a market value at the time of $1 a share.*?8 

The working control of United Founders Corporation, obtained by 
The Equity Corporation by the payment of the premium for the 
Class A stock, was a pivotal point in The Equity Corporation’s ex- 
pansion program. In June 1938, United Founders Corporation con- 
trolled American Founders Corporation by holding 78.7% of the 
latter’s voting stock. American Founders Corporation, in turn, held 
control of five investment trusts, namely: International Securities 
Corporation of America, Second International Securities Corpora- 
tion, United States & British International Company, Ltd., American 
& General Securities Corporation, and American and Continental 
Corporation.*?® The total consolidated assets of these companies at 
the time The Equity Corporation acquired the Class A stock of United 
Founders Corporation, was between $45,000,000 and $50,000,000.22° 

Mr. Milton testified that the purpose of The Equity Corporation 
in acquiring control of United Founders Corporation by means of the 
transaction with Mr. Coombs and Mr. Erwin was to acquire further 
shares in the “Founders” system of companies by purchase and ex- 
change offers and eventually to merge or consolidate the various com- 
ponent companies which were subsidiaries of United Founders 
Corporation.?# 

The control of the management of United Founders Corporation 
represented by the Class A stock enabled The Equity Corporation, 
with at least the passive acquiescence of the prior managers, to carry 
through its program of exchange offers.**?. From June 1933 to No- 


2277d., at 8584. 

8281d., at 8587. 

229 In terms of percentages of the total outstanding, the holdings of American Founders 
Corporation in the common stock of these companies were as follows (id., Commission’s 
Exhibit No. 843): 


Approximate 
percent 
International Securities Corporation of America: 
ClassPA@comnm On ae eenemene ieee anne aaa ee eee selon Le eek, 94 
ClassuBycomin One see earl ene aii ta) Sree nd a =» Oo 
Second International Securities Corporation: 
ClassPAN COMMON: Sell Sines SORES EP Sab OL! yee een ee ed an en 95 
ClasspBRcomimonees =. Ie bli ie iT ete arte 97 
United States & British International Company, Ltd. : 
lasseA COMMON Es os ec Re Mri Pe Ct es es ee ee a F 96 
Qhigs 13 Gimmrm@mns oe oe Sie 8 ena Serer GI a. Ny, San &9 
American & General Securities Corporation : 
ClassPAMCOmImN Ona eee e ee OE EL ee ee we 
ClasstB icommon=s 2 25 Sea a De oS i mnasee 96 
American and Continental Corporation: 
ClalSSPAG a cs ater RA ed oe OO LE ee 8 50 
COMMOn{StOCK ee sae a ee eet es DO ee aE 53 


30 1d., at 8276. 

331 Td., at 8603-4. 

832 Mr. Seagrave continued as a director and officer of United Founders Corporation and 
of American Founders Corporation until November 1935, when these and other companies 
were consolidated to form American General Corporation (id., at 8299). On the formation 
of American General Corporation, Mr. Seagrave became the chairman of the board of direc- 
tors of that company (id., at 8218). For a discussion of the consolidation of United 
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vember 1933, The Equity Corporation made seven exchange offers to 
the stockholders of United Founders Corporation, American Foun- 
ders Corporation, and American and Continental Corporation.** 
Stockholders who accepted these offers suffered substantial losses in 
asset values.**4 

In November 1935 The Equity Corporation caused all of the com- 
panies in the United Founders Corporation system of corporations to 
be consolidated into American General Corporation.°*? 


d. Chatham Phenix Allied Corporation—Atlas Corporation 


Chatham Phenix Allied Corporation was incorporated in Delaware 
on September 28, 1929,°°* by Chatham Phenix Corporation, an affiliate 
of the Chatham Phenix National Bank & Trust Company, a New 
York City commercial bank.*** The stock of the affiliate was held in 
a voting trust of which the trustees were Louis G. Kaufman, Samuel 
McRoberts, Ellis P. Earle, Haley Fiske, and Richard H. Higgins,®® 
all of whom were direcors of Chatham Phenix National Bank & Trust 
Company,?** so that the directorate of the bank also controlled the 
Chatham Phenix Corporation. All of the directors of Chatham 
Phenix Corporation were directors of the bank, and upon the organ- 
ization of the Chatham Phenix Allied Corporation, all of the directors 
of the bank became directors of Chatham Phenix Allied Corpora- 
tion.*4° Samuel McRoberts became president of the Chatham Phenix 


Founders Corporation and its subsidiaries to form American General Corporation see 
infra, pp. 1485-99. 

333 Id., Commission’s Exhibit No. 839. 

334 For example, the preferred stockholders of American Founders Corporation who ac- 
cepted the offers of The Equity Corporation suffered losses in asset value of $1,484,145 (Com- 
mission’s Report on the Study and Investigation of the Work, Activities, Personnel, and 
Functions of Protective and Reorganization Committees, Pt. VII, p. 208, note 27). 

335 For a discussion of this consolidation see infra, pp. 1485-99. 

336 Public Examination, Chatham Phenix Allied Corporation, Commission’s Exhibit No. 
1588. For a more detailed discussion of the history of Chatham Phenix Allied Corporation, 
see Ch, II of this part of the report, pp. 123-42. 

337 Public Examination, Chatham Phenix Allied Corporation, at 15424. 

3381d., at 15419. 

339 Moody’s Manual of Investments, Banks, ete., 1929, p. 254. 

34 The following table illustrates the interlocking directorates of the bank, the security 
affiliate, and the investment company (op. cit. supra, note 337, Commission’s Exhibit No. 
1589 ; and Moody’s Manual of Investments, Banks, etc., 1930, pp. 164, 165, and 2250) : 


Bank (32 directors) Security affiliate (9 directors) i ear an (16 

1. Samuel McRoberts. ------------ Samuel McRoberts... .------------- Samuel McRoberts. 
DIS (GE) teeta e oa ee Te Rollin eBortles= ee Rollin C. Bortle. 

Sy Wiaulbieran 13), JOC asoasccesosnesse William B. Joyce---- William B. Joyce. 

4. Richard H. Higgins-_------------ Richard H. Higgins____------------ Richard H. Higgins. 
5 louis’ Gs Kaufmans=--------—-—— ouis\G -wautmantesss2=2 2 = == Louis G@. Kaufman. 
@ IDS IDs IO o oe sesasecesces TONG 12) IETS oeeecescososscoene Ellis P. Earle. 

7. J. Erederich Talcott. ... -----.-- Je Krederich Malcott=---- ----=====-— J. Frederich Talcott. 
OS 1B, WMO. osossoccsacceness CeiBRnorneeeseeee eee ee S. B. Thorne. 

O; 1dGkere (S, JOON secosseecoas Wd ganicelb Ooms sss eee eee Edgar S. Bloom. 
NO, Ilerolel Ih, BRHF es soscoesscccc|lecosascees SiGe Ce EE ene Harold I. Pratt. 
It, Edward BF. Mutton).2.-..___--_|_------------------==----=-----=--=-=- Edward F. Hutton. 
125 rank) Phillips] foo 22s | Frank Phillips. 
13. George MacDonald_---.--------|------------------------------------- George MacDonald. 
14. Eugene E. du Pont-_-_-----------|------------------------------------- Eugene E. du Pont. 
TW, TRO) IME NLC ON soca msencee coon |leescoasocsaSnessEsasesenSseS 5 oSS6eS3e Fred M. Kirby. 
1GUAVianeWearl Blac keane: see sees ee eee eee ee nae eee Van Lear Black. 


* Rollin C. Bortle, although not a director of the bank, was a vice president. 
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Allied Corporation.**t In addition, as will be related, Chatham 
Phenix Corporation acquired all of the voting stock of Chatham 
Phenix Allied Corporation. The interrelationship of the bank and 
the investment company, Chatham Phenix Allied Corporation, was, 
as will be indicated, one of the motivating factors which resulted 
in the passage of control of Chatham Phenix Allied Corporation to 
Atlas Corporation. 

The authorized capitalization of Chatham Phenix Allied Corpora- 
tion consisted of 3,000,000 shares of capital stock, all without par 
value and all entitled to the same rights and privileges with the 
notable exception that only 100,000 shares of the corporation’s stock 
were to have voting power.*#? On September 30, 1929, Chatham 
Phenix Corporation firmly committed itself to purchase the 100,000 
shares of voting stock and 1,900,000 shares of nonvoting stock of 
Chatham Phenix Allied Corporation at a price of $25 a share, to net 
the corporation $50,000,000.°** Delivery and payment for the shares 
was to occur concurrently on October 8, 1929.°*4 

The 100,000 shares of voting stock, constituting all of the voting 
stock of the corporation, was to be retained by Chatham Phenix 
Corporation. The prospectus offering the nonvoting stock revealed 
the fact that Chatham Phenix Corporation was to acquire all of the 
voting stock as an “investment.” °*° Thus, on an investment of 
$2,500,000, Chatham Phenix Corporation acquired sole and absolute 
control of $47,500,000 of the public’s funds. In addition, Chatham 
Phenix Corporation derived approximately $2,245,000 in selling com- 
missions and trading profits incident to the public offering of the non- 
voting shares.*#° Thus, the net cost to Chatham Phenix Corporation 
of the 100,000 shares of voting stock may be considered not to have 
exceeded $5,000. Mr. McRoberts described the control of Chatham 
Phenix Allied Corporation by Chatham Phenix Corporation as the 
“strength” of the public offering, and testified to his belief that the 
public which subscribed to the nonvoting stock relied on the fact 
of control and management of Chatham Phenix Allied Corporation 
by Chatham Phenix Corporation and Chatham Phenix National 
Bank & Trust Company.*47 Nevertheless, despite this reliance by 
stockholders on the continuance of management of the Chatham 
Phenix Allied Corporation by the Chatham Phenix Corporation, 
that corporation, as will be seen, transferred control and manage- 
ment of the corporation to Atlas Corporation in August 1931 with- 
out the previous consent of the stockholders of Chatham Phenix 
Allied Corporation.? 

Late in September 1929, Chatham Phenix Corporation and a sell- 
ing group of dealers offered to the public at a price of $27 a share 
the 1,900,000 shares of the nonvoting stock. 

On October 8, 1929, the date on which Chatham Phenix Allied 
Corporation was to receive $50,000,000 in payment for the 100,000 


341 Thid. 

342 Op. cit. supra, note 887, Commission's Exhibit No. 1588. 
343 Tq, at 15426-7. 

344Tq., at 15433 and Commission’s Exhibit No. 1590. 

345 Jq., Commission’s Exhibit No. 1589. 

346 7q., at 15564. 

347 Tq., at 15429. 

348 Td., at 15430 and Commission’s Exhibit No. 1617. 


er eae ee ee i ee ee Sg 2s ee Pe ee eae ee 


1144 SECURITIES AND EXCHANGE COMMISSION 


shares of its voting stock and the 1,900,000 shares of its nonvoting 
stock, Chatham Phenix Corporation actually had on deposit with 
Chatham Phenix National Bank & Trust Company only $3,892,999. 
Nevertheless, on October 8, 1929, Chatham Phenix Corporation drew 
and delivered a check in the sum of $50,000,000 drawn on Chatham 
Phenix National Bank & Trust Company, to the order of Chatham 
Phenix Allied Corporation.**° On October 9, 1929, deposits by the 
Chatham Phenix Corporation at the bank had increased to $32,341,- 
600.25! However, on that date the bank honored the check payable 
to Chatham Phenix Allied Corporation drawn by Chatham Phenix 
Corporation in the sum of $50,000,000. The overdrait of $18,000,000 
was eliminated by an unsecured loan by Chatham Phenix Allied 
Corporation to Chatham Phenix Corporation in the sum of $18,000,- 
000 which the latter corporation deposited in its account at the 
bank? Asa net result of these transactions in which the bank par- 
ticipated, Chatham Phenix Allied Corporation actually received only 
$39,000,000 in cash and the unsecured promise of Chatham Phenix 
Corporation to pay to it $18,000,000. 

By October 14, 1929, Chatham Phenix Corporation had repaid 
$11,000,000 of its $18,000,000 indebtedness to Chatham Phenix Allied 
Corporation, leaving a balance due of $7,000,000.2%* Thereafter, 
Chatham Phenix Corporation reborrowed on collateral security fur- 
ther sums from Chatham Phenix Allied Corporation.** Virtually 
an open account existed between the two corporations.*°> By Decem- 
ber 31, 1929, the account owed Chatham Phenix Allied Corporation 
by Chatham Phenix Corporation was $15,700,000.2° At August 17, 
1931, the date that control of the investment company was acquired. 
by Atlas Corporation, the amount due from Chatham Phenix Corpo- 
ration to Chatham Phenix Allied Corporation was $10,556,993.73.9°7 
The method by which this sum was repaid will be described later. 

Following the collapse in value of securities after 1929, Chatham 
Phenix Allied Corporation conducted extensive trading operations 
in its nonvoting capital stock held by the public. As Louis G. Kauf- 
man, the president of the Chatham Phenix National Bank & Trust 
Company and a director of the Chatham Phenix Allied Corpora- 
tion, conceded, obviously a decline in the market price of the stock 
of an investment company associated with a bank would reflect on 
the prestige and financial stability of the bank.’ Indirectly, there- 
fore, the trading operations by Chatham Phenix Allied Corporation 
in its own stock redounded to the benefit of its bank sponsor. Such 
trading operations also tended to create a market for the shares of 
the investment company’s nonvoting stock held by the public. From 
January 3, 1930, to August 11, 1931, Chatham Phenix Allied Corpora- 
tion repurchased 565,564 shares of its own nonvoting stock at a cost 


349 Iq,, Commission’s Exhibit No. 1593. 

350Iq., Commission’s Exhibit No. 1592. 

3517Tq., at 15556, 15437-8 and Commission’s Exhibit No. 1598. 
3527q., at 15445-7. 

353 Id., Commission’s Exhibit No. 1596. 

354 Tbid. 

355 Td., at 15456-61 and Commission’s Exhibit No. 1596. 

356 Tq., Commission’s Exhibit No. 1596. 

357 Thid. 

8587Tqd., at 15553. 
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of $10,131,079.45,3°° equivalent to 30% of the 1,900,000 shares of such 
stock originally sold to the public. These repurchases, the record 
indicates, accounted for approximately 59% of the volume of trading 
in the stock on the New York Curb Exchange.*® In the same period, 
the corporation sold, largely through dealers and not on the New 
York Curb Exchange, a total of 165,586 shares of its own stock for 
proceeds of $3,238,731.66.° As at August 17, 1931, when Atlas 
Corporation acquired control of Chatham Phenix Allied Corpora- 
tion, there were in the treasury of the corporation 399,978 shares of 
its own nonvoting stock which had cost the corporation $6,892,347.- 
79.°°° Immediately upon its acquisition of control of Chatham 
Phenix Allied Corporation, Atlas Corporation caused this stock to 
be retired.*°* Thereafter, the trading activities of the corporation 
in its own stock were terminated by Atlas Corporation. Atlas 
Corporation, as will be seen later, came into contro! of the market in 
the investment company’s stock. 

Treating the net amount of $6,892,347.79 expended by the corpora- 
tion on the purchase of its own stock and $2,640,702 2°4 paid by the 
corporation as dividends on its stocks, as returns of capital to its 
security holders, the net capital paid into Chatham Phenix Allied 
Corporation as at August 17, 1931, when Atlas Corporation acquired 
control of the corporation, was $40,466,950.21.2 On August 17, 1931, 
the net worth of the corporation was $31,532,445.92.°°° In the two 
years of the corporation’s operations under the management of 
Chatham Phenix Corporation, its assets had shrunk in value by $8,- 
984,405.29, a shrinkage equivalent to 22% of the net capital con- 
tributed to the enterprise. 

Of the $31,532,445.92 of assets owned, at August 17, 1931, by the 
corporation, $10,556,993.73 consisted of the outstanding amount due 
to the corporation by Chatham Phenix Corporation on the open ac- 
count existing between the corporations. The remainder of the as- 
sets consisted of cash and securities. 

Included in the securities held by the corporation were $6,750,000 
face amount of debentures of Empire State, Inc., the corporation own- 
ing the equity in the Empire State Building in New York City—the 
tallest building in the world. A majority of the directors of Chatham 
Phenix Allied Corporation and of the bank were substantially inter- 
ested in the common stock of Empire State, Inc. Without the invest- 
ment of Chatham Phenix Allied Corporation in these debentures, the 
building apparently could not have been completed in its present 
form.°*** These debentures of Empire State, Inc., had cost Chatham 
Phenix Allied Corporation $6,075,000.2°8 On October 28, 1931, an 


859 Td., Commission’s Exhibit No. 1618 (Schedule Ne 

$60 Tbid. 

361 Ibid. 

362 Thid. 

°3 Reply to the Commission’s questionnaire for Securities Allied Corporation, Pt. II 
(Schedule 19). 

364 Thid. 

38 Op. cit. supra, note 52, Commission’s Exhibit No. 2003. 

366 Td., Commission’s Exhibit No. 2043. 

°°" Full details of Chatham Phenix Allied Corporation’s investment in the debentures of 
Empire State, Inc., appear in Ch. II of this part of the report, pp. 123-381. 

36 Op. cit. supra, note 337, Commission’s Exhibit No. 1600. 
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agreement *°° was concluded between Chatham Phenix Allied Cor- 
poration and Mr. Kaufman, a director of the Chatham Phenix Na- 
tional Bank & Trust Company, whereby he agreed to transfer to the 
investment company 48,000 shares of the stock of Chatham Phenix 
National Bank & Trust Company in exchange for the Empire State, 
Inc., debentures and common. stock held by the investment com- 
pany.“ The 48,000 shares of the stock of Chatham Phenix National 
Bank & Trust Company had a market value of $1,584,000.27: ‘Thus, 
by this exchange, Chatham Phenix Allied Corporation suffered a loss 
on its purchases of the debentures of $4,491,000. Ultimately the loss 
on the entire transaction, by virtue of further depreciation in the 
bank’s stock received in exchange, accrued interest, and other items, 
was increased to $5,410,390.°” 

By July 1931, the Chatham Phenix National Bank & Trust Com- 
pany began to experience runs on its various branches.** The unsuc- 
cessful career of the Chatham Phenix Allied Corporation apparently 
did not aid the prestige of the Chatham National Bank & Trust Com- 
pany. Mr. Kaufman testified : *” 


Q. So that when the Chatham Phenix Allied Corporation stock began to fall, 
it naturally had a tendency to cause a loss of confidence in the bank. 

A. That is true. 

Q. Which brings on the runs. 

A. Yes, sir. 

Q. And I am not making a very wide assumption when I say that that may 
have been one of the things that motivated the banking interests who indirectly 
controlled the investment trust to accede to the transfer of control of the 
investment trust, isn’t that so? 

A. That is true. 

Q. You had the situation where the name of the bank was tied up with the 
investment trust, and when the market prices declined in the shares of that 
trust, it necessarily had to be reflected in the confidence of the depositors in 
the bank even though they were separate and distinct institutions. 

A. That is true. I agree with you absolutely, that there should be no connec- 
tion between a bank operating itself, and an investment company, in the face 
of all that has happened—I agree with you. 


The management of the bank, by July 1931, had become convinced 
that the nexus between the bank and the investment company ought 
to be eliminated.** The bank management had before it two alterna- 
tives: (a) to dissolve Chatham Phenix Allied Corporation, or (b) to 
sell control of it. The first alternative was not seriously considered : 
first, because dissolution of the corporation would make clear its 
unsuccessful operations, and, therefore, reflect seriously on the bank’s 
prestige; and second, because Chatham Phenix Corporation, the 
security affiliate of the bank, then owed to Chatham Phenix Allied 


369 Td., Commission’s Exhibit No. 1607. 

370 Td., at 15553. 

s7iqd., at 15533-4. 

372 Derived from supplementary information supplied the Commission for Chatham 
Phenix Allied Corporation. 

373 Tbid. 

374 Op. cit. supra, note 337, at 15553-4. 

st Td., at 15431, 15553-4. 
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Corporation the sum of $10,556,993.73 which it was unable to pay *”° 
and which it would be required to pay if Chatham Phenix Allied 
Corporation were dissolved.?77 In fact, the assets of Chatham 
Phenix Corporation, other than its holdings of Chatham Phenix 
Allied Corporation’s securities, had a market value of $517,000.%78 
Chatham Phenix Corporation also held 100,000 shares of the voting 
stock and 318,368 shares of the nonvoting stock of Chatham Phenix 
Allied Corporation.*® The total asset value of these stocks was 
approximately $8,300,000.°°° The market value of these securities was 
approximately $6,275,520.°*| The total assets of Chatham Phenix 
Corporation, therefore, totaled approximately $8,817,000, valuing its 
holdings of Chatham Phenix Allied Corporation stock at asset value, 
or approximately $1,800,000 less than the sum owed to Chatham 
Phenix Allied Corporation in July 1981. 

Mr. McRoberts conceded that the decision of the bank management 
not to dissolve Chatham Phenix Allied Corporation was based, at 
least to some extent, on the fact that a dissolution of the company 
when it showed large losses would reflect upon the bank’s stability.?* 
He also admitted that the loan due from Chatham Phenix Corpora- 
tion to Chatham Phenix Allied Corporation was an obstacle to a 
dissolution of Chatham Phenix Allied Corporation.** 

Having determined not to dissolve Chatham Phenix Allied Cor- 
poration, the management of the bank began to seek prospective 
buyers for the 100,000 shares of voting stock and the 318,368 shares 
of nonvoting stock of the investment company held by Chatham 
Phenix Corporation. Considerable negotiations were had with Tri- 
Continental Corporation, an investment company sponsored by 
J.& W. Seligman & Co., New York investment bankers.*** However, 
while these negotiations were pending, Mr. Adams of E. F. Hutton & 
Co., members of the New York Stock Exchange, suggested Atlas 
Corporation as a possible purchaser of Chatham Phenix Corpora- 
tion’s holdings in Chatham Phenix Allied Corporation. KE. F. Hut- 
ton of E. F. Hutton & Co. was a director of both Chatham Phenix 
National Bank & Trust Company and of Chatham Phenix Allied 
Corporation.**© Mr. Adams had apparently been introduced to 


376 Wloyd B. Odlum, president of Atlas Corporation, which purchased these assets from 
the security affiliate, characterized the indebtedness of the security affiliate to the invest- 
ment company as “a frozen loan” (op. cit. supra, note 52, at 17578). Mr. Odlum testi- 
fied that the security affiliate ‘had no money to pay it,’”’ that “they had very few assets,’ 
and that he didn’t think that the loan “was good” (id., at 17576-8). 

877 Op. cit. supra, note 337, at 15587-9. 

378 These assets consisted of 12,484 shares of Zonite Products Corporation common 
stock, 4,375 shares of the preferred and 23,324 shares of the common stock of Spiegel, 
May, Stern Company, Inc., and 2,475 shares of the common stock and 525 shares of the 
preferred stock of McKesson & Robbins, Inc. (op. cit. supra, note 52, Commission’s 
Exhibit No. 2001, p. 107; op. cit. supra, note 337, Commission’s Exhibit No. 1617; and 
derived from supplementary information supplied to the Commission for Atlas Cor- 
poration). 

379 Op. cit. supra, note 337, Commission’s Exhibit No. 1607. 

880 Tpid. 

381 Ibid. 

382Tqd., at 15587-9. 

383 Thid. 

88% Td., at 15590. 

385 Public Examination, Atlas Corporation, at 17791. 

386 See note 340, supra. 
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officials of Atlas Corporation by David G. Baird, one of the several 
individuals engaged in finding investment companies for Atlas Cor- 
poration. FE. F. Hutton & Co. eventually received from Atlas Cor- 
poration a finder’s fee of $100,000.°** Mr. Baird received $59,046.25 
from Atlas Corporation for his services in connection with the acquisi- 
tion of Chatham Phenix Allied Corporation.*** 

As a result of the activities of Mr. Adams and Mr. Baird, Chatham 
Phenix Corporation and Atlas Corporation reached an agreement on 
August 11, 1931, for the transfer of control of Chatham Phenix 
Allied Corporation to Atlas Corporation.*° By the terms of this 
agreement, Atlas Corporation was to purchase the 100,000 shares of 
voting stock and the 318,368 shares of nonvoting stock of Chatham 
Phenix Allied Corporation held by Chatham Phenix Corporation 
at a price of $20 a share for each class of stock or a total considera- 
tion of $8,367,360. The asset value of the shares of Chatham Phenix 
Allied Corporation was then $19.71 a share. The market value of 
such shares was $15.2 The price paid by Atlas Corporation for the 
stock was, therefore, $121,327 in excess of the asset value of the 
stock and $2,091,840 in excess of its market value. 

In addition, Atlas Corporation agreed to purchase at their market 
price the securities of Zonite Products Corporation, Spiegel, May, 
Stern Company, Inc., and of McKesson & Robbins, Inc., which con- 
stituted the remaining assets of Chatham Phenix Corporation. These 
securities were acquired, however, not by Atlas Corporation, but by 
Chatham Phenix Allied Corporation, which on August 17, 1931, the 
date Atlas Corporation actually acquired control of Chatham Phenix 
Allied Corporation, purchased these securities from Chatham Phenix 
Corporation at their market value, $517,900. 

The agreement required Atlas Corporation to make a down pay- 
ment on the Chatham Phenix Allied Corporation shares of $1,367,360 
on August 12, 1931.8? The payment of the remaining $7,000,000 was 
to be made by Atlas Corporation on or before August 21, ISBBL, 

Atlas Corporation did not at the time have available the $8,367,360 
in cash which was required to consummate the purchase. The down 
payment of $1,367,360 which was to be made on August 12, 1931 was 
realized by a loan in that amount made by Atlas Corporation from 
General Empire Corporation, one of its subsidiaries. This sum con- 
stituted 30% of the assets of General Empire Corporation. To pro- 
vide cash for the loan, General Empire Corporation liquidated a 
large portion of its portfolio of marketable securities. Although 
35% of the outstanding stock of General Empire Corporation was 
held by the public, because of a “mistake” no interest was paid by 
Atlas Corporation on the loan. The loan was repaid on August 28, 
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387 Op. cit. supra, note 385, Commission’s Exhibit No. 1969. 

388 Tbid. 

389 Op. cit. supra, note 337, Commission’s Exhibit No. 1617. 

39 Td., at 15596 and Commission’s Exhibit No. 1618. 

391 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (p. 107). 

22 Op. cit. supra, note 337, Commission’s Exhibit No. 1617. 

393 On. cit. supra, note 385, at 179384; Cominission’s Exhibit No. 2001 (p. 168). 
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On August 17, 1931, Atlas Corporation borrowed $7,000,000 from 
Bankers Trust Company of New York and completed its purchase 
of the 100,000 shares of voting stock and the 318,368 shares of non- 
voting stock of Chatham Phenix Allied Corporation.**! The owner- 
ship of the 100,000 shares of voting stock which constituted all of the 
voting stock of Chatham Phenix Allied Corporation put Atlas Cor- 
poration in control of Chatham Phenix Allied Corporation. On 
August 17, 1921, all of the directors of Chatham Phenix Allied 
Corporation resigned and were replaced by representatives of Atlas 
Corporation. The name of the corporation was then changed to 
Securities Allied Corporation pursuant to a clause in the agreement 
of Atlas Corporation with Chatham Phenix Corporation requiring 
the elimination from the corporate title after transfer of control of 
Atlas Corporaton of any reference to Chatham Phenix National Bank 
& Trust Company.®” 

The $8,885,260 derived by Chatham Phenix Corporation on the 
sale to Atlas Corporation of the securities of Chatham Phenix Allied 
Corporation and on the sale of the securities of Zonite Products Cor- 
poration, Spiegel, May, Stern Company, Inc., and McKesson & Rob- 
bins, Inc., were used in conjunction with funds borrowed by Chatham 
Phenix Corporation from the Chatham Phenix National Bank & 
Trust Company, to repay on August 17, 1931, the outstanding obliga- 
tion of Chatham Phenix Corporation to Chatham Phenix Allied 
Corporation in the sum of $10,556,993.73.9°° Atlas Corporation as a 
condition of its agreement to purchase control of Chatham Phenix 
Allied Corporation had required this loan to be paid simultaneously 
with the transfer of control of the investment company. 

Atlas Corporation thus acquired control of the sum it had ex- 
pended to acquire control of Chatham Phenix Allied Corporation. 
In addition, it had acquired control of approximately $21,000,000 of 
other assets. In effect, Atlas Corporation had acquired control of 
Chatham Phenix Allied Corporation in consideration of the release 
of the indebtedness of the security affiliate to Chatham Phenix Allied 
Corporation. 

It remained, however, for Atlas Corporation to repay its loans 
totaling $8,367,360 made by General Empire Corporation and Bankers 
Trust Company. To accomplish this, the cash which Chatham 
Phenix Allied Corporation had received from Chatham Phenix 
Corporation in payment of the latter’s indebtedness was used by 
Chatham Phenix Allied Corporation to purchase from Atlas Corpo- 
ration, and several of its subsidiaries, various securities of investment 
companies, control of which had already been acquired or was in 
process of being acquired by Atlas Corporation.?°" 

On August 17, 1931, the date on which Atlas Corporation acquired 
control of Chatham Phenix Allied Corporation, Atlas Corporation 
394 Thid, 

395 Op. cit. supra, note 337, Commission’s Exhibit No. 1617. 
398 Derived from supplementary information supplied the Commission for Atlas Cor- 


poration. 
397 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (p. 109 et seq.). 
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itself sold to Chatham Phenix Allied Corporation, at their market 
prices, for total proceeds of $962,918, the following securities: 


Number of shares 


Aviation Securities Corporation, capital stock ie BAS es Be AD) 
Aviation Securities Corporation, option warrants____----~--- pee 28, CBE 
American Investors, Ine., Class B common stock_---~---- tsi 18272600 
American Capital Corporation, Class B common stock—---~---~-------- 1, 200 
Chain Store Stocks, Inc., capital stock______---------- Messe ag 400 
Federated Capital Corporation, common stock-~-----~--~-~---------- 31, 600 
Federated Capital Corporation, preferred stock_-----~~- Pere se = I, Csr 
International Mining Corporation__—----------- PORES BAT WIOE) Pe See AGT AO 


On the same day Atlas Utilities & Investors Co., Ltd., the Cana- 
dian subsidiary of Atlas Corporation, sold to Chatham Phenix Allied 
Corporation for proceeds of $5,397,008.76 the following securities: 


Number of shares 


American European Securities Company, capital stock___----------- 4, 000 
Blue Ridge Corporation, common stock----- ee ee eee re ee 2, 400 
Securities Corporation General, common stock--—-~---- en) 5) () 
Chain Store Stocks, Inc., capital stock_--------------—------------- 1, 300 
Allied Atlas Corporation, capital stock---------------~--------- _ 262, 45714 


All of these securities were purchased by Chatham Phenix Allied 
Corporation at their market prices with the exception of the shares. 
of Allied Atlas Corporation which represented approximately 907% 
of the outstanding stock of Allied Atlas Corporation. These shares 
were acquired by Chatham Phenix Allied Corporation at their asset 
value. Out of the proceeds of $5,397,008.76 realized by Atlas Utili- 
ties & Investors Co., Ltd., on the sale of the above-mentioned se- 
curities to Chatham Phenix Allied Corporation, Atlas Utilities & 
Investors Co., Ltd., paid $2,260,000 which it owed to Atlas Corpora- 
tion, and in addition loaned to Atlas Corporation $3,000,000. Atlas 
Corporation thus derived $5,260,000 of the proceeds of the sale of 
these securities to Chatham Phenix Allied Corporation by Atlas 
Utilities & Investors Co., Ltd. 

On August 17, 1931, Iroquois Share Corporation, another Atlas 
Corporation subsidiary, transferred to Chatham Phenix Allied Cor- 
poration, for a cash consideration of $1,155,528.75, the following 


securities at their market prices: 
Number of shares 


American Investors, Inc., common stock, Class B_---—----------------- 37, 700 
Prudential Investors, Inc., capital SOO Ra os SSS 26, 300 
Ungerleider Financial Corporation, capital stock---------------------- 10, 000: 
Federated Capital Corporation, preferred stock __--------------------- 19, 000 
Sterling Securities Corporation, GlassuB common stock =sse= seen a= aie 350 
Union Natural Gas Co. of Canada, common C0 Cae 1, 536 


These securities constituted virtually all the assets of Iroquois 
Share Corporation. Iroquois Share Corporation, on the same day, 
was dissolved and Atlas Corporation, as the holder of over 95% of 
its stock, received on August 17, 1931 a liquidating dividend in cash 
of $1,200,000. This sum included the proceeds of the sale of the 
above-mentioned securities to Chatham Phenix Allied Corporation 
by Iroquois Share Corporation. ony 

Selected Stocks, Inc., another Atlas Corporation subsidiary, also on 
August 17, 1931, sold to Chatham Phenix Allied Corporation its entire 
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portfolio of securities for proceeds of $553,462.50.°° The securities 
sold by Selected Stocks, Inc. to Chatham Phenix Allied Corporation 
were sold at their market prices and were as follows: 

Number of shares 


American Investors, Inc., Class B stock_____ Cae ee OOOO 
Prudential sinvestorssinesscapital sstock =a ss aes aan een nena enn 900 
Sterling Securities Corporation, preference stock_______-______________ 12, 400 


On August 17, 1931, Atlas Corporation caused Selected Stocks, Inc. 
to be dissolved and to pay to Atlas Corporation as a liquidating 
dividend on its holdings of Selected Stocks, Inc. securities, the sum 
of $530,000. These funds so paid to Atlas Corporation by Selected 
Stocks, Inc. were derived by that company from the sale of its port- 
folio on the same day to Chatham Phenix Allied Corporation. 

In addition, on August 17, 1931, Atlas Corporation caused Jackson 
& Curtis Investment Associates to be dissolved and to pay Atlas Cor- 
poration, its largest stockholder, $722,016.88 +” in cash as a liquidating 
dividend on the Atlas Corporation’s holdings of its certificates of 
beneficial interest. 

As a result of these various transactions, Atlas Corporation received 
directly or indirectly from Chatham Phenix Allied Corporation cash 
payments from the sales of the above described securities totaling 
$7,830,902 4" most of which it immediately utilized to repay its loan 
of $1,867,360 from General Empire Corporation and its loan of 
$7,000,000 from Bankers Trust Company. 

The very process of acquisition of control of Chatham Phenix 
Allied Corporation by Atlas Corporation thus involved a change in 
the investment policies of the corporation. By the purchases of the 
securities mentioned from Atlas Corporation and its subsidiaries on 
August 17, 1931, approximately $8,068,918 *” of the then gross assets 
of approximately $31,000,000 of Chatham Phenix Allied Corpora- 
tion were represented by the securities of investment companies, con- 
trol of which had been acquired by Atlas Corporation or was in the 
process of acquisition by Atlas Corporation. These securities of in- 
vestment companies constituted 26% of the then total assets of 
Chatham Phenix Allied Corporation. Chatham Phenix Allied Cor- 
poration controlled Allied Atlas Corporation which controlled All 
America General Corporation. ATllied Atlas Corporation and All 
America General Corporation, together, held in the aggregate ap- 
proximately 40% of the stock of Ungerleider Financial Corporation. 
In addition, Chatham Phenix Allied Corporation had acquired all the 
Atlas Corporation’s holdings in Federated Capital Corporation and 
in Aviation Securities Corporation. 

In September 1931, as will be indicated, Chatham Phenix Allied 
Corporation acquired control of Chain Store Stocks, Inc.* In Oc- 
tober 1931, Chatham Phenix Allied Corporation acquired control of 
National Securities Investment Company.‘ 


308 Id., Commission’s Exhibit No. 2001 (p. 110). 

399 Ibid, 

40 Id., Commission’s Exhibit No. 2001 (pp. 104, 110). 
401 Ibid. (p. 110). 

27d at 17577. 

#3 See infra, pp. 1806-16. 

40t See supra, pp. 1094-1119. 
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By December 31, 1932, Chatham Phenix Allied Corporation’s 
security investments, having a market value of $16,559,604.85,*°° 
included securities of investment companies under its control or under 
the control of Atlas Corporation, totaling $13,716,510.4° In other 
words, 82% of the portfolio of Chatham Phenix Allied Corporation 
was represented by the securities of investment companies. By De- 
cember 8, 1983 when Chatham Phenix Allied Corporation was dis- 
solved, $26,769,284.49 *°" of its assets, at cost of approximately $81,- 
000,000 consisting of cash and diversified securities when Atlas 
Corporation acquired control of the corporation, were invested in 
securities of investment companies. By December 8, 1933, when 
Chatham Phenix Allied Corporation was dissolved, it had become 
the key company in the Atlas Corporation structure of companies. 
It had purchased substantial interests in nearly all of the companies 
subsequently acquired by Atlas Corporation. Table 17 illustrates the 
holdings of Chatham Phenix Allied Corporation as at December 8, 
1933, in all of the companies in the Atlas Corporation system. 
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Taste 17.—Percentage of outstanding securities of investment companies in the 
Atlas Corporation group, held by companies in the group, Dec. 8, 1933 


] i- a basa t 
vefes Allied | companies in | etal holdings | | Minority 
Corporation **| Atlas group Yesuasieloup on ns 
Com- | Pre- | Com- | Pre- | Com- | Pre- | Com- | Pre- 
mon | ferred | mon | ferred | mon | ferred | mon | ferred 
All America General Corporatjon_.-_| 80.31 |-_------ TE ON eee OOS 21h | ae eee O70) eee ed 
Allied Atlas Corporation.....- ------ ORO Wo onece BY GI || omesescssese: C7603 |lescoose DOW |\ooseocee 
American, British & Continental 
CORDON Ose eccceeecosee callbdeaseas 37.20 | 68.29 | 15.25) 68.29) 52.45 | 31.71 47.55 
American Investors, Inc._--------- -- 26. 83 4.99 | 47.81 | 52.60 | 74.14 | 57.59 | 25.86 42.41 
Atlantic Securities Corporation__ _-_-|_.______|_.------ 97.83 | 98.16 | 97.83 | 98.16 2517; 1. 84 
Atlas Utilities & Investors Co., L td_|.....--_]-.------ MOD, CD osccodee ICD CD |osccceca|bescecee||-cocesce 
Aviation Securities Corporation..-__| 77.08 |.------- 20), 09) laseeooe OEY Nescesece 957183 | eeatod 
Blue Ridge Corporation___.______._- . 04 2.85 | 87.84] 18.48 | 87.88 | 21.28 | 12.12 78.72 
Chain Store Stocks, Inc____________- @3,08 Iecosces 90 BY |leoactone Oh, G83 loooceace CRU) | ae 
Federated Capital Corporation___-__- 20. 24 60.82 | 35.38 | 30.21 55.62 | 91.05 | 44.38 8.95 
Financial Corporation, The_______-_- G8 looseness 498825 See Qo BH lectaccce PO. |lonecece 
General Empire Corporation. -______- 10154 | eee CVoGtei | bomesoe O91 |\saseseee cists vel eae 
National Securities Investment Co__| 74.38 | 60.03 | 12.97 | 28.36 | 87.35 | 88.39 | 12.65 11.61 
Pacific Eastern Corporation.____---- Tio || a ae ewe S 64540 | See 625045 | eee S06 Se 
Shenandoah Corporation._____.____- 10 5.26 |} 58.32 | 65.46 | 58.42] 70.72 | 41.58 29. 28 
Sterling Securities Corporation ¢____- 13.56 | 26.24 | 79.91 | 386.02 | 83.47 | 62.26 | 16.53 37. 74 


« 100% of voting stock was held by Atlas Utilities Corporation (name changed to Atlas Corporation); 
the nonvoting stock was held as follows: 91% by Atlas Utilities Corporation (name changed to Atlas Cor- 
poration); 4.35% by Atlantic Securities Corporation; 1.45% by National Securities Investment Co.; and 


3.2% by minority stockholders. 


» Dissolved Dec. 8, 1933; the former name was Chatham Phenix Allied Corporation. 

¢In addition, bonds of American, British & Continental Corporation were held as follows: 46.28% by 
companies in the Atlas group other than Securities Allied Corporation; and 53.72% by others. 

4 In addition, preference and class A stock of Sterling Securities Corporation were held as follows: 7.8% 
preference and 3.88% class A by Securities Allied Corporation; 17.97% preference and 24.76% class A by others 
in Atlas Corporation group; 25.77% preference and 28.64% class A total holdings by Atlas Corporation 
group; and 74.23% preference and 71.36% class A by other stockholders. 


405 Op. cit. supra, note 385, Commission’s Exhibit No. 2039. 


406 Ibid. 


407 Td., Commission's Exhibit No. 2040. 
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Mr. Odlum stated that he informed Mr. McRoberts of his intent 
to repay, in the manner which has been described, the loans made 
by Atlas Corporation to acquire control of Chatham Phenix Allied 
Corporation and of his intent to have Chatham Phenix Allied Cor- 
poration participate in the Atlas Corporation program of investment 
company acquisitions.*°® Stockholders of Chatham Phenix Allied 
Corporation first became aware of this policy on December 24, 1931, 
when it was revealed by Atlas Corporation in the financial report of 
Securities Allied Corporation for the period ending November 380, 
IB 

Mr. Odlum further testified that the net effect of these various 
transactions by which Atlas Corporation acquired control of Chatham 
Phenix Allied Corporation was to replace the “frozen loan” of $10,- 
000,000 owed by Chatham Phenix Corporation with $8,000,000 in 
securities of investment companies controlled by Atlas Corporation 
and $2,000,000 in cash.#?° 

Despite the fact that the public, which on August 17, 1931, held 
1,181,654 shares of the nonvoting stock of Chatham Phenix Allied 
Corporation, had presumably relied on the representation that 
Chatham Phenix Corporation had acquired all of the voting stock 
of Chatham Phenix Allied Corporation for “investment” and had 
further relied on a continuance of the management of their corpora- 
tion by Chatham Phenix Corporation, Mr. McRoberts testified that 
the stockholders were not consulted with reference to the shift in the 
management of their corporation on August 17, 1931, but that they 
were informed of the transfer of control to Atlas Corporation only 
after it had occurred.** Nor is there any evidence that the stock- 
holders were consulted on the contemplated change by Atlas Cor- 
poration of the investment policy of their corporation. 

Mr. McRoberts also admitted he was aware of the fact that Atlas 
Corporation intended to acquire, if possible, the public holdings of 
the nonvoting stock of Chatham Phenix Allied Corporation at prices 
less than their asset value.*?? In fact, he testified that Atlas Cor- 
poration had refused to make an offer to acquire the public holdings 
at the same price that Atlas Corporation had acquired the holdings 
of Chatham Phenix Corporation. Mr. McRoberts’ testimony was as 
follows: *% 

Q. Do you recall in your original offering circular that you said you were 
purchasing the 100,000 (voting shares) for a permanent investment? 

A. Well that was perfectly true. At that time I had no intention of Selling it. 

Q. Was there any discussion with the Atlas interest that they would make 
the same offer to other stockholders that they were making to you? 

A. Oh, yes. 

Q. That they would get exactly the same price that you were getting? 

A. No. I don’t think that was part of—there was a discussion of it yes, but 
it didn’t culminate in any agreement to that effect. 

* * * * a * * 


#8 Op. cit. supra, note 337, at 15594. 

409 Reply to the Commission’s questionnaire for Securities Allied Corporation, Pt. I. 
#10 Op. cit. supra, fiote 385, at 17578-9. 

#11 Op. cit. supra, note 337, at 15595-6. 

412 Ibid. 

413Td., at 15591-8. 
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Q. Was there any discussion with Mr. Odlum or any representative of the 
Atlas Corporation as to what the future investment policy of this investment 
trust would be? 

A. Yes. 

Q. What was the discussion about? 

A. Well their policy was to do just what we were doing with our own stock. 

Q. What was that? 

A. We were buying the stock when it was offered materially below the book 
value. They were doing it not only with their own stock but with other 
investment trust stocks. In other words, they were in a position to do it in 
a very much broader way than we were. 

Q. You say Mr. Odlum told you after he got control he was going to use all 
the funds of the Chatham Phenix Allied Corporation to buy other investment 
trusts? 

A. When he could buy them on that basis. That was his main operation at 
that time. 

Q. What did he say his main operation was? 

A. Buying investment trust stocks where they would be bought materially 
below the liquidating value of the company. 

Q. As far as your stock was concerned, he was not buying that below liqui- 
dating value, was he? 

A. I don’t know whether he was buying any of our stock or not. You mean 
the transaction? 

Q. Yes. 

A. No, he didn’t. 

Q. So he couldn’t make any money that way because the liquidating value 
was $19 a share and he was paying you $20 a share? 

A. Well, that is for the control. That was to get control of the company. 

Q. So that in order to get control of the company, not only was he not buying 
the stock at a discount, but he was paying this slight premium? 

A. Yes; I tried to get him to pay a larger premium but he didn’t do it. 

Q. He had some purpose in getting control? 

A. Perfectly right. 

Q. Did he tell you why he was anxious to get control? 

A. Well, they were a large concern rated at about 25 or 30 million. This was 
a large block that would bring him up to a strong position. I mean as to size 
and so forth. That was really his object in acquiring the stock. 

Q. Did you say Mr. Odlum or any representative of the Atlas Corporation 
would make provisions to give $20 a share to the other stockholders at this time? 

A. We discussed it, yes; but they wouldn’t do it. 

Q. So that the Chatham Phenix Corporation sponsored the investment trust 
and was in absolute control of the investment trust through this entire period 
both by the ownership of every share of voting stock and through being all the 
directors and officers and Chatham Phenix Corporation, who were the under- 
writers and distributors of the stock to the public, turned over control of this 
investment trust to the Atlas interests before it even disclosed it to the 
stockholders. 

A. Yes; that is true. 

* * * * & * * 

Q. You don’t deny you got a good price under the circumstances? 

A. I got the best price I could. 

Q. But as far as the other stockholders were concerned, there was no pro- 
vision to get them the best price? 
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A. No; but I think it was doing a good service to the other stockholders when 
we did what we did. 

Q. Did the Chatham Phenix Corporation retain any portion of that stock in 
the Allied Corporation so that they could avail themselves of a good service 
that was being rendered to the stockholders? 

A. No; I don’t think so. 

Q. They sold every single share? 

A. That was a condition of the trade. 


As Mr. McRoberts testified, no provision for equal treatment of the 
public holders of Chatham Phenix Allied Corporation’s nonvoting 
stock was agreed upon by Atlas Corporation and Chatham Phenix 
Corporation. The treatment to be accorded to these stockholders, as 
far as prior exchange offers were concerned, was left to Atlas Corpora- 
tion. Atlas Corporation, in line with its usual policy, would seek to 
acquire the shares of Chatham Phenix Allied Corporation held by the 
public at prices less than the asset value of such shares. Control of 
the market price of the shares was, therefore, essential to Atlas Cor- 
poration. The agreement of August 11, 1931, between Atlas Corpora- 
tion and Chatham Phenix Corporation expressly stipulated that Atlas 
Corporation was to be in control of the market price of the nonvoting 
sock of Chatham Phenix Allied Corporation. The contract provided 
donne 


It is to be understood that the market in shares of Chatham Phenix Allied 
Corporation is to be in our (Atlas) sole control from now on, and to that end, 
your corporation and its affiliates shall not deal further in such shares without 
our previous consent. 


Atlas Corporation and its subsidiary investment companies, almost 
immediately upon acquisition of control of Chatham Phenix Allied 
Corporation, began to accumulate the nonvoting stock of the corpora- 
tion by purchases of the stock in the open market at market prices 
which represented substantially only the bids of Atlas Corporation 
and its subsidiaries. The market prices so established, although 
higher than the existing market price of comparable investment com- 
pany securities, were substantially below the asset value of the stock 
of Chatham Phenix Allied Corporation. By December 31, 1931, 
Atlas Corporation and its subsidiaries had acquired a total of 533,988 
shares of the nonvoting stock of Chatham Phenix Allied Corporation, 
equivalent to 35 percent of the 1,500,022 shares of such stock then 
outstanding. In addition, Atlas Corporation owned the 100,000 
shares of voting stock of the investment company. 

On June 4, 1982, Atlas Corporation supplemented its market pur- 
chases of Chatham Phenix Allied Corporation nonvoting stock by mak- 
ing on offer **° to exchange one share of its common stock and one-fifth 
of one of its option warrants for each share of the nonvoting stock of 
Chatham Phenix Allied Corporation. This offer was one of 12 simul- 
taneous offers made by Atlas Corporation to the stockholders of each 
of its then controlled investment companies. 

The offer of Atlas Corporation stated that the asset value of each 
share of Chatham Phenix Allied Corporation’s nonvoting stock based 


414 Td., Commission's Exhibit No. 1617. 
415 Op. cit. supra, note 385, Commission's Exhibit No. 1970. 
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on the market value of its security holdings was $8.50 a share.**° 
However, it was revealed that if the holdings of Atlas Corporation 
controlled investment companies in the portfolio of Chatham Phenix 
Allied Corporation were taken at their asset rather than their market 
values the asset value of each Chatham Phenix Allied Corporation 
share would be $18.25.*17 

The difference in these values presumably may have influenced 
Chatham Phenix Allied Corporation stockholders to exchange their 
shares for Atlas Corporation shares. Only in this way would the 
stockholders share in the actual value of the assets of the corporation. 
On the dissolution of Chatham Phenix Allied Corporation, the cal- 
culation of the per share cash asset value of the corporate assets 
might be based not on the asset values but on the market values of 
Chatham Phenix Allied Corporation’s holdings of the securities of 
Atlas Corporation controlled companies. The difference between the 
value of the assets of Chatham Phenix Allied Corporation received 
by Atlas Corporation on the dissolution of the corporation and the 
cash value of the assets received by minority stockholders of the cor- 
poration will be indicated below. 

In contrast, the actual asset value of the Atlas Corporation common 
stock offered in exchange was $2.97.%° This fact was not revealed in 
the offer. However, the offer disclosed the fact that, if all the stock- 
holders of the 12 investment company subsidiaries of Atlas Corpora- 
tion accepted the exchange offer of Atlas Corporation securities simul- 
taneously made to them on June 4, 1932, the asset value of the common 
stock of Atlas Corporation would be $7.30 a share. On the basis of 
the then actual asset value of the common stock of Atlas Corporation, 
stockholders of Chatham Phenix Allied Corporation making the ex- 
change, therefore, suffered a gross loss in assets per share of their 
stock of $5.53 based on the market value of the portfolio holdings 
of their company and of $10.20 per share of their stock based on the 
underlying asset value of the Atlas Corporation controlled invest- 
ment company securities in their corporation’s portfolio.“® On the 
basis of the asset value of $7.30 for each share of Atlas Corporation 
common stock, which would exist if all stockholders of all of its sub- 
sidiaries accepted its exchange offer of June 4, 1932, stockholders of 
Chatham Phenix Allied Corporation who accepted the exchange offer 
would have suffered a loss in asset values per share of their stock 
of $1.20 based on the market value of the portfolio holdings of their 
company and of $5.95 a share of their stock based on the underlying 
asset value of the Atlas Corporation controlled investment company 
securities then in the portfolio of Chatham Phenix Allied Corpo- 
ration. 

The Atlas Corporation securities offered in exchange had a market 
value 75 cents in excess of the market value of the Chatham Phenix 
Allied Corporation stock.*” In other words, accepting stockholders 


#16 Thid. 

417 Thid. 

418 Tq., Commission’s Exhibit No. 2001 (p. 115). 

419 Tpid. However, stockholders who accepted the Atlas Corporation offer would, by be- 
coming stockholders of Atlas Corporation, recover to some extent a portion of their gross 
loss in asset values. 

420 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (p. 115). 
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of Chatham Phenix Allied Corporation exchanged a higher asset 
value for a higher market value of securities, 

On September 23, 1932, the Atlas Corporation exchange offer was 
renewed and an alternate offer of one-fourth of a share of Atlas Cor- 
poration preference stock for each share of Chatham Phenix Allied 
Corporation stock was made. The asset value of the Atlas Corporation 
preference stock offered equaled the asset value of the stock of Chat- 
ham Phenix Allied Corporation and the market value of the Atlas 
Corporation preference stock exceeded the market value of the Chat- 
ham Phenix Allied Corporation stock by approximately $2. 

As a result of these offers, Atlas Corporation acquired 544,272 
shares of Chatham Phenix Allied Corporation nonvoting stock. The 
loss in asset values to stockholders of Chatham Phenix Allied Cor- 
poration who accepted these offers was $2,736,880, on the basis of 
an asset value of $8.50 a share of Chatham Phenix Allied Corpora- 
tion stock, and approximately $4,000,000 if the asset value of the 
Chatham Phenix Allied Corporation stock is taken at $13.25 a share. 

On March 13, June 18, and July 12, 1933, additional Atlas Cor- 
poration offers * to exchange one share of its common stock and 
one-fifth of one of its option warrants for each share of Chatham 
Phenix Allied Corporation nonvoting stock, were made. Over the 
period of these offers, the average asset value of the Chatham Phenix 
Allied Corporation nonvoting stock was $13.64 and that of the unit of 
Atlas Corporation securities offered in exchange was $8.55. Stock- 
holders of Chatham Phenix Allied Corporation accepting the ex- 
change suffered a gross per share loss in asset values of $5.09.424 How- 
ever, over the same period the market value of the Atlas Corporation 
unit of securities was $1.85 # in excess of the market value of Chat- 
ham Phenix Allied Corporation shares. 

As a result of these offers, Atlas Corporation acquired an addi- 
tional 135,676 shares of the stock of Chatham Phenix Allied Cor- 
poration. The loss in asset values to Chatham Phenix Allied Cor- 
poration stockholders on accepting this exchange was $607,806.*% 

By December 8, 1933, when Chatham Phenix Allied Corporation 
was dissolved, Atlas Corporation and its controlled companies had 
acquired by purchase or exchange 1,334,057 of the nonvoting shares 
and the 100,000 voting shares of Chatham Phenix Allied Corpora. 
tion.“ These holdings constituted 96.71% of the 1,478,129 shares of 
the capital stock of Chatham Phenix Allied Corporation then out- 
standing. The minority stockholders held 48,972 shares.*” 


e. Monthly Income Shares, Inc.—Donald P. Kenyon 


Donald P. Kenyon’s activities in the acquisition of investment 
companies are described in detail in Chapter II of this part of the 


#17d., Commission’s Hxhibit No. 2001 (p. 118) ; see, however, note 419, supra. 
422 Tq., Commission’s Exhibit No. 1970. i 
#3 Based on prices as of April 30, 1933. Id., Commission's Exhibit No. 2001 (p. 118). 

424 Tid. 

425 Tbid. 

#6 Td., Commission’s Hxhibit No. 2001 (p. 119) ; see, however, note 419, supra. 

#7 Thid. 

“8 Certain aspects of the dissolution of Chatham Phenix Allied Corporation are discussed 

infra, pp. 1453-7. 
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report.2° The apparent objective of Mr. Kenyon was to acquire con- 
trol of investment companies for the purpose of applying their assets 
to his own use. To secure control of the assets of investment com- 
panies Mr. Kenyon was willing to pay substantial premiums for their 
controlling shares.“° The acquisitions of control of Monthly Income 
Shares, Inc., of New York and of Monthly Income Shares, Iinenor 
New Jersey are examples of Mr. Kenyon’s use of this technique. 

The Monthly Income Shares companies were incorporated in 1933 
and 1934 under the auspices of Robert E. Lancaster," who had been 
convicted of a crime in California in 1928 and until 1988 was a fugi- 
tive from justice.“ The corporations confined the distribution of 
their securities to the residents of New York and New Jersey, the 
states of incorporation of Monthly Income Shares, Inc., of New York 
and Monthly Income Shares, Inc., of New Jersey, respectively.“ 
Both corporations had identical capitalizations, consisting of Class A 
nonvoting stock entitled on liquidation of the corporation to a first 
claim against assets of $1 a share plus ten-elevenths of the remain- 
ing assets after prior payment of 40 cents a share on the Class B 
stock, and a Class B voting common stock.‘ The charters of both 
corporations forbade loans of the corporation’s funds to officers, 
directors, and the holders of the Class B stock and required that at 
least 50% of the corporate assets consist of cash, United States Gov- 
ernment bonds, and/or securities listed on either the New York Stock 
Exchange or the New York Curb Exchange.™ 

Mr. Lancaster, through a corporation, Lancaster, Havens & 
O’Brien, Inc., controlled by him, distributed the Class A stock of 
both corporations to the public.**° Mr. Lancaster and his associates 
purchased 10,000 shares of the Class B stock of the New Jersey cor- 
poration and all of the outstanding 20,000 shares of the Class B stock 
of the New York corporation.*** 

In February 1936, Monthly Income Shares, Inc., of New York had 
outstanding 206,185 shares of Class A stock and had total assets of 
$158,267.42 The New Jersey corporation then had outstanding 


429 See Ch. II of this part of the report, pp. 309-49. 

430 Thid. 

431 Public Examination, Alpha Shares, Inc., et al., Commission’s Exhibits Nos. 38079 
(p. 2), 3081. 

432 Derived from supplementary information supplied the Commission for Investors Fund 
of America, Inc. 

433 Op. cit. supra, note 431, Commission’s Exhibits Nos. 3079 (p. 2), 3079 (p. 3), and 
3081. By thus confining the offering of the securities of these companies to one state, Mr. 
Lancaster avoided the necessity of registration under Section 8 (a) (11) of the Securities 
Act of 1933. 

4341q,, Commission’s Exhibits Nos. 3079, 3081. 

435 People, etc. v. Monthly Income Shares, Inc., et al., Supreme Court of the State of New 
York, Kings County (Consent Decree entered May 14, 1935), bill of complaint, Exhibit A, 
jd, UY, 

486 Op, cit. supra, note 431, Commission’s Exhibits Nos. 3079 (p. 2) and 3081; People, etc. 
vy. Monthly Income Shares, Inc., et al., Supreme Court of the State of New York, Kings County 
(Consent Decrge entered May 14, 1935), affidavit of Robert R. Wilson, Senior Accountant, 
Bureau of Securities of the New York State Department of Law, submitted in support of bill 
of complaint, p. 52. 

437 Op. cit. supra, note 431, at 19477 and Commission’s Exhibit No. 3079 (p. 4) ; People, 
etc. v. Monthly Income Shares, Inc., et al., op. cit. supra, note 436, p. 54. 

488 Op. cit. supra, note 431, Commission’s Exhibit No. 3083. 
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88,517 shares of Class A stock and had total assets of $85,017.44.1% 
Since the assets of both corporations were insufficient to meet the 
preferences **° in assets to which the Class A stockholders were 
entitled on a dissolution of the corporations, the Class B shares 
held by Mr. Lancaster and his associates were without asset value. 

On February 14, 1986 Mr. Kenyon agreed to purchase all of Mr. 
Lancaster’s holdings of the Class B stock of the Monthly Income 
Shares companies and his holdings of all of the common stock of 
Lancaster, Havens & O’Brien, Inc., and all of the common stock of 
National Associated Dealers, Inc. (another distributing organiza- 
tion controlled by Mr. Lancaster), for atotal consideration of 
$60,000.44 The Class B stock of the Monthly Income Shares com- 
panies, and the common stock of National Associated Dealers, Inc., 
were without any asset value.**? The record does not indicate the 
value of the common stock of Lancaster, Havens & O’Brien, Inc., 
but presumably its value, if any, consisted substantially of the good 
will of its dealers. Mr. Kenyon did not thereafter operate Lan- 
caster, Havens & O’Brien, Inc. It seems evident that the payment 
of $60,000 made to Mr. Lancaster was substantially in excess of the 
actual value of the shares sold by him to Mr. Kenyon. 

The contract with Mr. Lancaster required a down payment of 
$10,000 on February 14, 1936, and $30,000 on February 19.48% Mr. 
Kenyon obtained $8,000 of the amount required for the down pay- 
ment by the sale to Alpha Shares, Inc., another investment com- 
pany controlled by Mr. Kenyon, of 80 shares of Kenyon & Company, 
Incorporated, a dummy corporation having no assets and owned by 
Mr. Kenyon.*#* The purchase price of these securities represented 
approximately 20% of the then approximately $42,700 of assets of 
Alpha Shares, Inc.** Mr. Kenyon also recouped a substantial por- 
tion of the purchase price of the control of the Monthly Income 
Shares companies by selling to Alpha Shares, Inc., 5,000 shares of 
Monthly Income Shares, Inc., of New Jersey,‘*® 3,000 shares of 
Monthly Income Shares, Inc., of New York,**’ 3,000 shares of com- 
mon stock of National Associated Dealers, Inc.*** and 10 additional 


9 Hearing In the matter of Donald P. Kenyon, Clark R. Kenyon, Norman E. Dizon, 
George Grantham, Edwin Embree, Harry Pasternak, Kenyon & Company, Inc., held on April 
28, 1937, pursuant to order for investigation dated April 28, 1987, under Sections 19 (b) 
and 20 (a) of the Securities Act of 1933, pp. 229-2380, and Commission’s Exhibits Nos. 72, 
73, 74, 75. 

#0 According to the charters of incorporation of Monthly Income Shares, Inc., of New York 
and Monthly Income Shares, Inc., of New Jersey, the Class A stock of these companics was 
entitled upon liquidation to $1 a share (op. cit. supra, note 431, Commission’s Exhibits Nos. 
3079, 3081). 

441 Td., Commission's Exhibits Nos. 3079 (p. 7), 3149. 

#2Td., at 19695-8. 

#8 Td., Commission’s Exhibits Nos. 3079 (p. 7), 3149. 

441Td., at 196883-4. Kenyon & Company, Incorporated, was organized as a company to act 
merely as an instrumentality which Mr. Kenyon used to facilitate his various transactions 
(id., at 20069-70, Commission’s Exhibit No. 3121). This company was characterized by Mr. 
Dizer as Mr. Kenyon’s “conduit” (id., at 19738). The corporation did not even keep a set 
of books until 1936, when a set of books was written to comply with a subpoena duces tecum 
(id., at 20068). 

“5 Summary statement filed with the Commission for Alpha Shares, Inc. 

“46 Op. cit. supra, note 431, at 19687. 

“7Td., at 19690—-1 and Commission’s Exhibit No. 3111. 

48 Td., at 19691 and Commission’s Exhibits Nos. 3112, 3113. 
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shares of Kenyon & Company, Incorporated,** for a total considera- 
tion of $18,000.4°° All of these securities were worthless from the 
viewpoint of asset values at that time.“ Thus, $26,000 of the funds 
expended by Mr. Kenyon to acquire control of Monthly Income 
Shares, Inc. of New Jersey, had been derived from Alpha Shares, 
Ine. 

To return to the Monthly Income Shares companies, it is doubt- 
ful that their Class A stockholders were informed of the shift in 
control of their corporations. In fact, such stockholders had never 
received financial reports from their corporations. 

Mr. Lancaster continued, through the medium of new distributing 
companies which he had formed, to distribute the Class A stock of 
the Monthly Income Shares companies until July 31, 1936, when, as 
a result of the refusal of Mr. Kenyon to supply him with financial 
statements of the corporations, Mr. Lancaster canceled his distribu- 
tion arrangements with the corporations.“? The record does not in- 
dicate that Mr. Lancaster, who had sold to the public all of the 
Class A stock of these corporations, took any affirmative steps look- 
ing to the protection of the interests of such stockholders. 

Mr. Kenyon, on his accession to control of the two Monthly Income 
Shares companies, caused himself and his nominees to be elected 
directors of both companies **? and almost immediately caused them 
to pledge their entire portfolios for loans. The moneys so bor- 
rowed were loaned to Mr. Kenyon and his associates.4** The char- 
ter provisions of both companies, which forbade loans to directors 
and holders of their Class B stock,**® were utterly disregarded by 
Mr. Kenyon. 

In order to derive further funds for his own use at the expense 
of the two investment companies, Mr. Kenyon, in June 1936, caused 
both of these companies to amend their charter to provide for the 


“9Td., at 19694. 

450 $5,000 was paid for the 5,000 shares of Monthly Income Shares, Inc., of New Jersey, 
$4,500 for 83,000 shares of Monthly Income Shares, Inc., of New York; $7,500 for the 3.000 
shares of National Associated Dealers, Inc., and $1,000 for the 10 shares of Kenyon & Com- 
pany, Incorporated. 

451 With respect to Monthly Income Shares, Inc., of New Jersey, Louis J. Carr, the ac- 
countant for the company, testified (id., at 19689) that the stock had a maximum book 
value as of the date of sale of ‘‘three to five cents’ a share. Later in the examination (id., at 
19690) Mr. Carr stated that he wanted to change this testimony to the effect that the Class B 
stock had no book value whatsoever. The Class B stock of Monthly Income Shares, Inc., of 
New York was likewise without asset value (id., at 2006). The common stock of National 
Associated Dealers, Inc., was also without asset value and no dividend had ever been paid 
on it (id., at 19695-8). Likewise, the stock of Kenyon & Company, Incorporated, was 
without asset value. (See supra, p. 1159.) 

42 Op. cit. supra, note 431, Commission’s Exhibit No. 3079. 

453 Td., at 19479. Donald Kenyon caused himself, his brother, Charles Russell Kenyon, and 
Norman E. Dizer, one of his associates, to be elected as officers of the companies (ibid.). 

454 Mr. Kenyon caused Monthly Income Shares, Inc., of New York to pledge practically the 
whole portfolio as collateral for loans from Lawyers Trust Company of New York and from 
Maloney, Anderson & Block, a brokerage firm. The total amount borrowed from the bank 
and the brokerage firm was $109,700. The securities pledged with Lawyers Trust Company 
were valued, on a cost basis, at $145,391.88, and with Maloney, Anderson & Block, on the 
same basis, at $12,267.50, or a total of $157,659.88 (id., Commission’s Exhibit No. 3087). 
All this money was immediately lent ostensibly to George R. Grantham and Kenyon & Com- 
pany, Incorporated, but actually it was lent to Mr. Kenyon to whom the ostensible 
borrowers turned it over after its receipt by them (id., at 19601-2, 19738). Mr. Kenyon 
effected similar transactions with Monthly Income Shares, Inc., of New Jersey (ibid.). 

455 People, etc. v. Monthly Income Shares, Inc., et al., op. cit. supra, note 435. 
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issuance of a Class AA stock with a 25 cents par value. This stock 
was, in fact, subordinate in asset and dividends preferences to the 
existing Class A stock.*°® Since the assets of both companies, even 
after the issuance of the Class AA stock, were insufficient to cover 
the preference of the Class A stocks upon a dissolution of the com- 
panies, the newly created Class AA stocks were without asset value.t®? 
Nevertheless, Mr. Kenyon sold 115,000 shares of the new Class AA 
stock of Monthly Income Shares, Inc., of New Jersey and 135,000 
shares of the same class of stock of Monthly Income Shares, Inc., 
of New York, to Investors Fund of America, Inc., another invest- 
ment company under his control, for a total of $260,000.4°%° The 
proceeds of these sales were not turned over to the Monthly Income 
Shares Corporations. Instead, Mr. Kenyon caused his dummy cor- 
poration, Kenyon & Company, Incorporated, to receive $56,250 of 
the proceeds as a commission for effectuating the sale.*®® The re- 
mainder of the proceeds of the sale was borrowed by Kenyon & 
Company, Incorporated, without collateral security.*®° 

By June 30, 1936, five months after Mr. Kenyon had acquired 
control of the company, Monthly Income Shares, Inc., of New Jer- 
sey had total assets of $171,553.41 Of this sum, $122,225 repre- 
sented the indebtedness to the corporation of Kenyon & Company, 
Incorporated.**? The total value of the company’s portfolio of listed 
securities and its cash constituted less than 19% of its total assets, 
instead of 50% as required by the company’s charter.*® 

As at July 31, 1936, Monthly Income Shares, Inc., of New York’s 
total assets of $225,836.09 *** included $187,616.83 as loans and ac- 
counts receivable from companies and individuals dominated by Mr. 
Kenyon.* Only $31,337.64, or 13.87% of the company’s total assets, 
consisted of cash and listed securities, instead of 50% as required by 
the charter of this company.**¢ 

In October 1936, both of the Monthly Income Shares companies 
were restrained by the New York Supreme Court from doing busi- 
ness and from further distribution of their securities, on the appli- 
cation of the Attorneys General of New York and New Jersey act- 
ing under the “Blue Sky” laws of their respective states.4°7 Finally, 


“6 Op. cit. supra, note 431, at 20003, et seq., and Commission’s Exhibits Nos. 3081, 


8082. 
4577d., at 19501-2. 
48Td., Commission’s Exhibits Nos. 3075, 8076. 
459 Td., at 19608-—10. 
460 Tbid. 
461Td., Commission’s Exhibit No. 3083. 
462 Tbid. In addition, the assets represented $2,500 due from Grantham and Winans, 


$4,200 from National Associated Dealers, Inc., $9,973 from Lancaster, Havens & O’Brien, 
Inc., and $188,898 due from other corporations or individuals dominated by the Kenyons. 
(Ibid. ) 

#3 Op. cit. supra, note 435. 

464 Op. cit. supra, note 481, Commission’s Exhibit No. 3162. 

465 Thid. . 


466 Op. cit. supra, note 435. 
467 Op. cit. supra, note 431, at 19823 and 19993; David Wilentz, Attorney General, etc., v. 


Monthly Income Shares, Inc., et al., Chancery 115-349. (Derived from supplementary in- 
formation supplied the Commission for Investors Fund of America, Inc.—letters to the 
Commission from the Attorney General of New Jersey dated May 23, 1988, and February 27, 
1939.) At or about the same time an investigation of the affairs of Monthly Income Shares, 
Inc., of New York was being conducted by the Attorney General of New York (op. cit. supra, 
note 431, at 19824, 20059, 20063f, and 20070). Upon application of the Attorney Gen- 
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both companies were placed in receivership for liquidation.‘ Mr. 
Kenyon, the record indicates, repaid $40,000 of his indebtedness to 
the New York company.‘ The record does not indicate what resti- 
tution, if any, Mr. Kenyon made to the New Jersey company. 


f. Sterling Securities Corporation—Atlas Corporation 


Sterling Securities Corporation was incorporated in Delaware on 
February 18, 1928,! under the sponsorship of Edward B. Twombly, 
an attorney, Sterling Pile, the president of Insuranshares Corpora- 
tion of New York, and Walter R. Wolf, the assistant to the president 
of The Farmers’ Loan & Trust Company.*” 

The charter of the corporation restricted its investments In any 
one security or in the securities of any one company to an amount 
not exceeding 5% of the assets of the corporation. In addition, in- 
vesting in securities involving double liability, that is, investment 
in bank stocks, was forbidden. Finally, no part of the assets of the 
corporation was to be invested in securities for “the purpose of 
acquiring, controlling, or carrying on the whole or any part of the 
business of any corporation * * * or other organization issuing 
such securities.” 472 This restriction prevented any attempt upon the 
part of Atlas Corporation, after it acquired control of Sterling 
Securities Corporation, to use its assets for the furtherance of Atlas 
Corporation’s acquisition program. 

The authorized capital structure of the corporation consisted of 
500,000 shares of convertible first preferred stock of the par value 
of $50 a share, entitled on dissolution of the corporation to a prior 
preference in assets to the extent of $50 a share and accrued divi- 
dends, and convertible within a specified period of time into Class A 
common stock in a specified ratio; 500,000 shares of preference stock 
of the par value of $20 a share and entitled on dissolution to $20 
a share and accrued dividends; 1,350,000 shares of Class A common 
stock without par value, entitled on dissolution in preference to the 
Class B common stock to $12 a share and accrued dividends and 
thereafter to 75% of the remaining assets of the corporation; and 
300,000 shares of Class B common stock without par value. The 
preferred and preference stocks were entitled to cumulative dividends 
at the rate of 6% per annum; the Class A common stock was entitled 


eral of New York, an order was issued by the Supreme Court of the State of New York 
on September 16, 1936, restraining the alienation of any of the corporation assets, and 
a further order to the same effect was issued by the same court on December 12, 1936 (id., 
at 20070-1). 

468Tq., at 19823 and 19973 and letter to the Commission from Attorney General of New 
Jersey, dated May 23, 1938. Donald P. Kenyon died on December 27, 1938. On March 
30, 1939, various individual associates of Mr. Kenyon were indicted by the Federal Grand 
Jury for the Southern District of New York on account of their activities and transac- 
tions with the Monthly Income Shares companies and other investment companies. 

409 Op. cit. supra, note 431, at 20066. On September 2, 1936, Mr. Kenyon caused 
Monthly Income Shares, Inc., of New York to accept 350 shares of stock of North Bergen 
Trust Company at $115 per share, for a total of $40,250, in partial discharge of the 
indebtedness then due that corporation from Kenyon & Company, Incorporated (ibid.). 

410 Public Examination, Sterling Securities Corporation, at 14628 and Commission’s 
Exhibit No. 1496. 

471Tq., at 14631-8, and the reply to the Commission’s questionnaire for Sterling Securi- 
ties Corporation, Pt. I. 

472 Op. cit. supra, note 470, Commission’s Exhibit No. 1496. 
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to a cumulative dividend of 84 cents per annum and to 75% of 
any earnings after prior dividend requirements, the remaining 25% 
accruing to the Class B stock. The design of the capital structure 
was to grant to the Class B common stock 25% of the corporate 
earnings after payment of 6% per annum upon all senior securities.** 

The preferred and preference stocks had no voting privileges ex- 
cept upon the default in payment of four consecutive quarterly divi- 
dends in which event the stock acquired one vote a share for all 
corporate purposes. The Class A common stock had one vote a 
share for all corporate purposes. The Class B shares had one vote 
a share for all corporate purposes other than the election of direc- 
tors. For the election of directors each Class B common share was 
entitled to as many votes as there were directors to be elected. Since 
the initial by-laws of the corporation provided for 22 directors, each 
Class B share was entitled to 22 votes in the election of directors. 
However, upon the happening of the contingency—default on four 
consecutive dividends—which entitled the preferred and preference 
stock to voting privileges, the Class B common stock’s cumulative 
voting privileges were to be terminated. In such event the Class B 
stock was to be entitled to only one vote a share.*"* 

With the exception of the Class B stockholders who were granted 
a preemptive right to purchase all future issues of Class B stock, 
the common law preemptive right of the stockholder to purchase 
additional newly authorized shares of the corporation’s stock was 
eliminated by express charter provision. ‘The charter further 
strengthened the control of the corporation by Class B common 
stockholders by requiring the consent of at least 75% of the Class 
B stockholders to any increase in the number of Class B shares 
authorized by the charter of the corporation.‘ 

As will be seen below, of a total of 298,297 Class B common shares 
which were issued by the corporation, all but 50,000 of such shares 
were acquired by the directors, officers, and managers of Sterling 
Securities Corporation.‘ ‘The stock was intended to be “manage- 
ment stock” and was to serve as permanent management compensa- 
tion. However, nothing except each individual’s “own feeling of 
responsibility” #77 restrained the recipients of the stock from dis- 
posing of it at any time. 

On March 8, 1928, the corporation issued at a price of 50 cents a 
share, 28,333 shares of its Class B common stock to Sterling Pile, 
28,333 shares of the same stock to Walter R. Wolf, and 28,833 shares 
to Edward B. Twombly.* On the same day, a contract was entered 
into between Sterling Securities Corporation and Insuranshares Cor- 
poration of New York whereby the latter agreed to become the 
exclusive selling agent for the securities of Sterling Securities Corpo- 
ration and also agreed to purchase 30,000 shares of the corporation’s 
Class B common stock at a price of 50 cents a share. However, the 
issuing corporation was to have the right to repurchase such Class B 


473 Thid. 

474 Tbid. 

475 Thid. 

476 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (pp. 259-60). 
477 Op. cit. supra, note 470, at 14645. 

478Tq., at 14666. 
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shares on the failure of Insuranshares Corporation of New York 
to sell a prescribed amount of Sterling Securities Corporation 
securities.*” 

On March 3, 1928, a contract was also entered into with Harold A. 
Fortington who agreed to serve on the corporation’s finance com- 
mittee and to subscribe to 30,000 shares of the corporation’s Class B 
common stock at a price of 50 cents a share. The contract was ter- 
minable at will by either party on 30 days’ notice, but if the con- 
tract were terminated Mr. Fortington was to resell his Class B 
common stock to the corporation at a price to be agreed upon by 
the parties.*° 

On the same day, an agreement was also consummated with Scud- 
der, Stevens & Clark, a firm of investment counselors, under the 
terms of which Theodore T. Scudder was to serve on the cor- 
poration’s finance committee and the firm was to manage the cor- 
poration’s portfolio investments for an annual fee of 14 of 1% of 
the assets per annum. The firm of Scudder, Stevens & Clark also 
agreed to purchase 30,000 shares of the corporation’s Class B com- 
mon stock at the price of 50 cents a share. In this case, also, the 
agreement was terminable at will by either party, but on termina- 
tion of the agreement the 30,000 shares of Class B common stock 
were to be repurchased by the corporation at a price to be determined 
by the parties.** 

In sum, a total of 174,999 shares of the Class B common stock of 
Sterling Securities Corporation, more than a majority of the num- 
ber of such shares authorized by the corporation’s charter, were 
issued to these above-named organizers and sponsors of the cor- 
poration for a total consideration of $87,499.50.4% 

During 1928 and 1929, a total of 28,298 shares of Class B stock 
were issued at the price of 50 cents a share to other directors and 
officers of the corporation.‘ 

Early in March 1928, Sterling Securities Corporation sold pri- 
vately to so-called Founder Subscribers a total of 250,000 shares 
of its preference stock, 250,000 shares of its Class A stock, and 
50,000 shares of its Class B common stock, in units consisting of five 
shares of preference stock, five shares of Class A common stock and 
one share of Class B common stock at a price of $160.50 a unit. 
No commissions were paid on these sales, and the corporation 
received as consideration for the issuance of these shares a total 
of $8,025,000.*%4 : 

In May 1928, Insuranshares Corporation of New York offered to 
the public 250,000 units of Sterling Securities Corporation securities 
at $34 a unit, each unit consisting of one share of preference stock 
and one share of Class A common stock. Sterling Securities Cor- 
poration received a net of $32 for each unit and on the sale of these 
securities received a total consideration of $8.000,000.4%5 


49 Td., Commission’s Exhibit No. 1497. 

480 Id., Commission’s Exhibit No. 1510. 

481Tq., Commission’s Exhibit No. 1509. 

482Td,, at 14649, 14654. 

483 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (pp. 260-1). 

48 Op. cit. supra, note 470, at 14653—4. 

4 Jd., at 14654-5. Insuranshares Corporation of New York received a gross selling 
commission of $2 a unit, or a total of $500,000 (id., at 14656). 
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At the conclusion of this financing, Sterling Securities Corporation 
had received, in consideration of the issuance of 500,000 shares of its 
preference stock, 500,000 shares of its Class A common stock, and 
273,297 shares of its Class B common stock, a total of $16,136,- 
648.50.4°° Of this total capital contribution, the corporation’s spon- 
sors, Officers, directors, investment managers, and its selling agent 
held a total of 223,297 shares of the Class B common stock for 
which they had paid 50 cents a share, or a total of $111,648.50. As 
has been indicated, this stock with its cumulative voting privilege 
controlled the management and investment of in excess of $16,000,000 
of funds contributed to the corporation by the investing public. 

However, the corporation had not yet disposed of any of its first 
convertible preferred stock. As a preliminary to the sale of this 
stock, it was determined by the Corporation’s directors to attempt to 
have the corporation’s securities, with the exception of the Class B 
common stock, listed upon the New York Stock Exchange. Mr. 
Twombly contacted Charles Hayden, of Hayden, Stone & Co., in an 
effort to obtain his aid in securing the listing upon the New York 
Stock Exchange of the securities of Sterling S saiviies Corporation. 
Mr. Twombly also desired the aid and participation of Hayden, 
Stone & Co., in the contemplated marketing of the first convertible 
preferred stock of Sterling Securities Corporation.** 

On May 21, 1929, Hayden, Stone & Co. entered into an agreement 
with Sterling Securities Corporation by the terms of which Steele 
Mitchell and Charles Hayden, partners of Hayden, Stone & Co., were 
to become directors of Sterling Securities Corporation and Steele 
Mitchell was to serve on the executive and finance committees of the 
corporation.*** Hayden, Stone & Co. also agreed to assist Insuran- 
shares Corporation of New York in the contemplated marketing of 
the first preferred stock of Sterling Securities Corporation. 

In consideration of these commitments upon the part of Hayden, 
Stone & Co., Sterling Securities Corporation sold to Hayden, Stone 
& Co., 100,000 shares of its authorized but unissued Class A common 
stock at $12-a share and 25,000 shares of its authorized but unissued 
Class B common stock at the price of 50 cents a share. It was the 
understanding of the directors of Sterling Securities Corporation 
that these shares were taken by Hayden, Stone & Co. as a permanent 
investment.**° 

The 100,000 shares of Class A stock purchased by Hayden, Stone 
& Co. for $12 a share had a then asset value of $15 a share and a 
market value, in June 1929, ranging from $2536 to $283.49° 

Apparently, Hayden, Stone & Co. did not share the understanding 
of the directorate of Sterling Securities Corporation that the firm 
was acquiring the securities of the corporation for permanent invest- 
ment. The firm promptly proceeded to dispose of the 100,000 Class 
A shares which it had acquired from the corporation. In July 1929, 
it sold 50,000 shares of the stock to The Adams Express Company, 
an investment company managed by the firm, at a price of $16 a 


486 Td., at 14657. 

481 Id., at 14668, and Commission’s Exhibit No. 1498. 
488 Td., Commission’s Exhibit No. 1498. 

4899Td., at 14671, 14674. 

400Td., at 14672. 
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share, or at a profit of $200,000, and sold the remaining 50,000 shares 
to its customers and in the open market. The total profit derived 
by Hayden, Stone & Co. from its disposition of the 100,000 shares 
of the Class A common stock of Sterling Securities Corporation, was 
$4'70,000.1% 

In addition, Hayden, Stone & Co. in 1929 sold in the open market, 
at an average price of $22 a share, 4,700 shares of the 25,000 shares 
of Class B common stock of the corporation which it had purchased 
for 50 cents a share. On these sales the firm realized a profit of 
$101,050. Of the firm’s remaining holdings of Class B stock, 17,300 
shares were conveyed to The Adams Express Company and 3,000 
shares were retained by the firm.*%? 

The contact with Sterling Securities Corporation brought other 
benefits to Hayden, Stone & Co. From 1929 to 1931, when Atlas Cor- 
poration acquired control of Sterling Securities Corporation, the 
firm received an estimated total of $129,118.78 in brokerage commis- 
sions from Sterling Securities Corporation. And on the distribution 
of the corporation’s first preferred stock in September 1929, Hayden, 
Stone & Co. derived selling commissions of $48,000.49 

In July 1929, the New York Stock Exchange admitted to trading 
the preference and Class A common stock of Sterling Securities 
Corporation. However, as a condition of listing of these securities, 
the New York Stock Exchange demanded the elimination of the 
cumulative voting privileges of the Class B common stock of the in- 
vestment company.*** Apparently, the stock exchange objected to the 
control of $16,000,000 of public funds by those whose contribution to 
the enterprise, represented by the 298,297 outstanding shares of the 
Class B common stock, totaled only $149,148.50. 

On September 9, 1929, Hayden, Stone & Co. and Insuranshares 
Corporation of New York offered to the public 300,000 shares of the 
first convertible preferred stock of Sterling Securities Corporation 
at a price of $54 a share. The corporation on this issuance of its 
securities, received a total of $15,000,000, that is, $50 for each share 
of its first preferred stock issued. Hayden, Stone & Co. and Insuran- 
shares Corporation of New York received a gross selling commission 
of $4 a share, or $1,200,000 for the sale of the entire issue.** However, 
the bulk of the shares were sold by Insuranshares Corporation of New 
York. Hayden, Stone & Co., which, as has been described, was en- 
abled to make large profits as a result of its contact with Sterling 
Securities Corporation, a contact which was established partly because 
of the belief of Sterling Securities Corporation’s directors that the 
firm could be of material assistance in the distribution of the first 
preference stock, sold less than $1,000,000 of the first preferred stock.*%° 

- At the conclusion of this final financing by Sterling Securities Cor- 
poration, it had acquired from the issuance of its securities a total of 
$32,475,898.50.4" In return for this fund the corporation as at De- 


“41Td., at 14677. 

42Td., at 14678 and derived from supplementary information supplied the Commission 
for Sterling Securities Corporation. 

498 Op. cit. supra, note 470, at 14678. 

494 Td., at 14659. 

451d., at 14661-2. 

496Td., at 14674. 

77d., at 14662. 
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cember 31, 1929, had issued 297,465 shares of its first preferred stock, 
500,000 shares of its preference stock, 603,802 shares of its Class A 
common stock, and 298,297 shares of its Class B common stock. 

The management of the corporation thus was ultimately furnished 
with approximately $32,000,000 of the public’s funds to be invested: 
Yet, the net capital contribution of the management to the enterprise 
did not exceed $149,148.50. Although the Class B common stock, 
following the listing of the corporation’s other securities upon the 
New York Stock Exchange, was deprived of its cumulative voting 
privileges so that it no longer controlled the election of the com- 
pany’s directors, yet it had substantial possibilities for appreciation in 
value due to the leverage afforded it by the senior securities. As has 
been pointed out, the Class B common stock was entitled to 25% of 
all the corporation’s profits and of the appreciation in value of the 
corporation’s assets after payment of the prior fixed claims of the 
senior securities. Essentially, the managers, on a payment of ap- 
proximately $150,000 for their stock, had the use of $32,000,000 of 
other people’s money with which to speculate upon an enhancement 
in value of their own interest in the corporation. 

Walter R. Wolf, one of the organizers of the corporation, ad- 
mitted in his testimony that the effect of the capital structure was to 
enable the “insiders” and managers of the corporation to acquire the 
privilege of operating a margin account with $32,000,000 of the pub- 
lic’s funds without taking any risk other than the virtually nominal 
cost of the Class B common shares held by them. Mr. Wolf 
testified : 49 


Q. In any event, if we can analogize, it was as if the insiders, the people 
who had the management stock, had an interest in a margin account with a 
brokerage firm of $32,000,000 when their contribution was $174,000 and they 
got a cut of 25% of the profits after allowing the people who put in the 
$32,500,000, six percent, isn’t that so? 

A. Yes, I think substantially so. 


In fact, the corporation’s investment policy, as determined by its 
management, was to capitalize upon the high leverage given to the 
Class B stock of the corporation by the $32,000,000 of senior securities, 
by concentrating in the most speculative of securities—common 
stocks. As at December 31, 1928, 95% of the corporation’s portfolio, 
which totaled at cost $10.562,417.91, consisted of common stocks. 
The $15,000,000 raised by the sale of the first preferred stocks of the 
corporation in September 1929 was substantially entirely invested in 
common stocks by December 31, 1929. As at December 31, 1929, 
virtually the entire $32,000,000 which the corporation had received 
was so invested. The corporation had, as at December 31, 1929, cash 
and call loans of $5,626,003.59 as compared with security investments 
costing $29,740,785.92. Common stocks totaled 95% of the corpora- 
tion’s investments.*°? 

Even after the collapse in the market values of securities in October 
1929, the corporation maintained a portfolio topheavy with common 


*81d., at 14710. 
49Id,, Commission’s Exhibits Nos. 1512, 1514. 
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stocks. As at December 31, 1930, 97% of the corporation’s portfolio 
consisted of common stocks.°°° 

In September 1930, Harold A. Fortington, because of his invest- 
ment views and his “personality,” *° was requested to resign from the 
finance committee and the board of directors of Sterling Securities 
Corporation. Mr. Fortington complied with the request and resigned 
September 9, 1930. Sterling Securities Corporation repurchased 
from Mr. Fortington 10,000 of his 30,000 shares of its Class B com- 
mon stock at a price of $5 a share, or a total of $50,000.°°" On this 
transaction Mr. Fortington made a profit of $45,000.°° Sterling 
Securities Corporation immediately sold the 10,000 shares at $5 a 
share, its own cost, to American Founders Corporation. George E. 
Devendorf, a vice president of American Founders Corporation, was 
elected a director and a member of the finance committee of Sterling 
Securities Corporation.°** 

Scudder, Stevens & Clark were sharply opposed to the participation 
of American Founders Corporation in the management of Sterling 
Securities Corporation. They disagreed sharply with the invest- 
ment policies of that corporation.*** On October 9, 1980 Scudder, 
Stevens & Clark terminated their management contract with Sterling 
Securities Corporation, and the latter repurchased from Scudder, 
Stevens & Clark at $1 a share 20,000 shares of the 30,000 shares of 
Class B stock which they held.*% Thus, on this, Scudder, Stevens & 
Clark derived a profit of $10,000, since that firm had originally paid 
50 cents a share for their stock. During their tenure as managers of 
Sterling Securities Corporation, Scudder, Stevens & Clark derived 
management fees totaling $149,051.31.°7 

The Class B shares repurchased from Scudder, Stevens & Clark by — 
Sterling Securities Corporation were resold to American Founders 
Corporation at their cost to Sterling Securities Corporation.*** 

Sterling Securities Corporation, from 1930 to July 1931, expended 
in the repurchase of its securities and distributed as dividends a total 
of $3,977,216.37. If these amounts expended in repurchases of stock 
and in dividends be deducted from the total capital of $82,349,148.50 
contributed to the corporation, the net capital contributed to the 
enterprise was $28,371,932.138. As at July 31, 1931, when Atlas Cor- 
poration acquired control of the corporation, its net worth was 
$16,764,854.72.5° In other words, the corporation had suffered a 
shrinkage in assets of $11,607,077.41, the equivalent of 427% of its net 
contributed capital. Mr. Scudder, of Scudder, Stevens & Clark 
readily admitted that the losses suffered by Sterling Securities Cor- 


500Id., Commission’s Exhibit No. 1512. 

501Td., at 14745. 

502 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (p. 261). 

503 These shares were originally purchased by Mr. Fortington at 50 cents a share. 

504 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (p. 261) and op. cit. supra, 
note 470, at 14745 and Commission’s Exhibit No. sy, 

505 Op. cit. supra, note 470, at 14778-9. 

506 Td. at 14763-4 and Commission’s Exhibit No. 1511. The balance of the 10,000 shares 
held by Scudder, Stevens & Clark was purchased from the firm by Mr. Fortington at $3 a 
share (ibid.). It constituted some of the stock which Mr. Fortington was accumulating for 
Atlas Corporation. (See infra, pp. 1169-70.) 

507 Op. cit. supra, note 470, at 14766. 

608 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (p. 261). 

509 Id., Commission’s Hxhibits Nos. 2003, 2043. 
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poration were directly attributable to the corporation’s concentration 
of investments in common stocks.°?° 

As at July 31, 1931, Sterling Securities Corporation had outstand- 
ing 278,865 shares of its first preferred stock, which had an asset 
value of $50 a share but was selling in the market at $35 a share; 
500,000 shares of preference stock with an asset value of $5.64 a 
share and a market value of $7 a share; 603,802 shares of Class A 
stock which had no asset value but a market value of $3; and 298,297 
shares of Class B common stock which had no asset value and no 
quoted market value.®" 

Karly in April 1931, B. K. Seely introduced Harold A. Fortington, 
who, as has been indicated, had resigned as a director and member 
of the finance committee of Sterling Securities Corporation in Sep- 
tember 1930, to the officers of Atlas Corporation.®” Apparently, an 
agreement was entered into between Mr. Fortington and Atlas Cor- 
poration by which Mr, Fortington was to aid Atlas Corporation in 
its efforts to acquire a controlling block of the Class B common stock 
of Sterling Securities Corporation. At any rate Mr. Fortington 
eventually received from Atlas Corporation a commission of $20,000 
for his services in behalf of Atlas Corporation. Mr. Seely was paid 
a fee of $40,000 by Atlas Corporation for his services in “finding” 
Sterling Securities Corporation for Atlas Corporation.*"* 

The objective of Atlas Corporation was to profit by purchasing 
the preferred and preference stocks of Sterling Securities Corpora- 
tion at their market price which, as has been seen, was substantially 
below the asset value of these shares. However, the holders of the 
Class B shares, which represented only one-third of the total voting 
stock (the Class A shares which had voting rights totaled 603,802 
shares as compared with 298,297 shares of outstanding Class B stock), 
nevertheless were the managers of the corporation. In addition, 
they presumably had a large influence and prestige with the stock- 
holders of the corporation. Consequently, in order to gain control 
of the management of the portfolio of Sterling Securities Corpora- 
tion, it was necessary for Atlas Corporation to purchase the Class B 
shares of Sterling Securities Corporation. The purchase of their 
shares would also eliminate the pecuniary interest of the corpora- 
tion’s management in the corporation and thus make it unlikely that 
they would oppose Atlas Corporation in its future program of acqui- 
sition of the preferred and preference stocks for a consideration less 
than their actual asset value. 

As has been indicated, the Class B shares were awarded to the 
directors, officers, and managers of the corporation at the nominal 
price of 50 cents a share as a compensation for their management 
of the corporation. The stockholders of the corporation were in- 
formed in the prospectus offering the stock of the corporation that 
“Compensation of management comes through ownership of B com- 
mon stock which is being subscribed for by the Founder Subscribers, 


510 Op, cit. supra, note 385, at 14758-9. 

5 Op. cit. supra, note 385, Commission’s Exhibit No. 2043, and Bank and Quotation 
Record, July 1981. 

2 Derived from supplementary information supplied the Commission for Atlas Corpo- 
ration. 

513 Op. cit. supra, note 385, at 17792. 
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Directors, the Investment Committee, Selling Group Managers, etc., 
* %* * Tn brief, the investor receives a 6% return, if earned, before 
the Management participates, and a community of interest is estab- 
lished whereby the managers must make the holdings of the Senior 
Stockholders profitable before they receive any compensation through 
their B stockholdings.” *** f 

Stockholders presumably accepted this means of compensation to 
their management on whose investment ability they presumably re- 
lied. Possibly, they also felt that the Class B stock was taken by the 
management for permanent investment. At least some of the direc- 
tors had this belief. Thus, Mr. Scudder of Scudder, Stevens & Clark 
testified that his impression was that all of the Class B stock was pur- 
chased by the directors and officers as a continuing management com- 
pensation and that the shares could be sold only to the corporation 
itself. His agreement with the corporation under which he purchased 
the shares so provided.®® 

In fact, there were no restrictions upon the sale of the Class B 
stock held by the directors and officers of the corporation other than 
the restriction in the contracts between Scudder, Stevens & Clark and 
Harold A. Fortington, respectively,* both of whom resold to the 
corporation, on their retirement as directors and managers of the 
corporation, such portion of their Class B shares as the corporation 
was willing to purchase. Other directors, however, availed them- 
selves of an opportunity to profit by the sale of their Class B stock in 
the open market during 1928 and 1929 when, because of the high 
leverage factor in favor of the Class B stock, it sold at prices as high 
as $20 a share. As has been indicated, the cost of those shares to the 
directors was 50 cents a share. Hayden, Stone & Co., as has already 
been indicated, disposed of 4,700 shares of Class B stock in 1929 at 
a profit of $101,050. Walter R. Wolf, one of the organizers of the 
corporation, who on March 8, 1928 received 28,333 shares of Class 
B stock at 50 cents a share, almost immediately proceeded to dispose 
of a large portion of the shares in the open market. Mr. Wolf, and 
the trustees of trusts created by him for the benefit of his relatives, 
sold a total of 18,875 shares of Class B stock in the open market at 
prices as high as $20 a share for a total profit of $223,981.18.°"" 

To return to Atlas Corporation’s efforts to acquire control of Ster- 
ling Securities Corporation, it has been shown that Harold A. Fort- 
ington was retained to effect sales of Class B stock to Atlas Corpo- 
ration. The first holder of Class B stock whom Mr. Fortington saw 
was Mr. Wolf. As a result of this contact, Mr. Wolf and his rela- 
tives sold to Atlas Corporation their remaining holdings of Class B 
stock—9,458 shares—at a price of $5 a share. Mr. Wolf derived a 
profit on these shares of $42,561, thus increasing his total profit on 
the disposition of his entire 28,333 shares of Class B stock to $266,- 
§42.18.518 

On May 14, 1931, Mr. Fortington purchased for Atlas Corpora- 
tion’s account from Scudder, Stevens & Clark, their remaining hold- 
ings of 10,000 shares of Class B stock at a price of $3 a share, or a 


514 Op. cit. supra, note 470, Commission’s Exhibits Nos. 15038, 1513. 
515 Tq., at 14763 and Commission’s Exhibit No. 1509. 

516 Tq., Commission’s Exhibit No. 1510. 

si7Tqd., at 14695-6. 

518 Thid. 
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profit to Scudder, Stevens & Clark of $25,000.58 The total profit to 
Scudder, Stevens & Clark on the sale of their entire 30,000 shares was 
$35,000. Atlas Corporation purchased 4,000 shares of Class B stock 
from Daniel Pierce, a director of Sterling Securities Corporation, at 
prices of $3 and $5 a share; 3,000 shares were purchased by Atlas 
Corporation from Robert Pomeroy, another director of Sterling 
Securities Corporation, at a price of $4 a share.5”° 

On June 30, 1931 Atlas Corporation purchased 3,000 shares of 
Sterling Securities Corporation Class B stock from Hayden, Stone & 
Co. at a price of $3 a share, and 17,300 shares of the same stock from 
The Adams Express Company, an investment company managed by 
Hayden, Stone & Co., at a price of $4 a share.*! Hayden, Stone & 
Co. on its sale realized a profit. of $7,500. The profit to The Adams 
Express Company totaled $60,550. All of these shares had been 
acquired originally by Hayden, Stone & Co. at a price of 50 cents a 
share. 

By the middle of July 1931, Atlas Corporation had accumulated a 
total of 61,763 shares of the Class B stock of Sterling Securities Cor- 
poration, or approximately 21% of the 298,297 shares of the Class B 
common stock then outstanding, at a total cost of $258,479. The 
sellers of these shares, on the basis of their original cost of 50 cents 
a share, had realized a profit of $222,597.50. 

In the middle of July 1931, Charles Hayden, of Hayden, Stone & 
Co., informed other individuals connected with the management of 
Sterling Securities Corporation, that is, Sterling Pile, American 
Founders Corporation and Allied General Corporation (the former 
Insuranshares Corporation of New York), that Atlas Corporation 
had control or would shortly acquire control of Sterling Securities 
Corporation. Actually, Atlas Corporation held only 21% of the 
Class B stock of the corporation and virtually none of its Class A 
stock, the stock which actually controlled the corporation. On the 
other hand, those in control of Sterling Securities Corporation held 
80,000 shares of the Class A stock and approximately 125,000 shares 
of the Class B stock, or 41% of the Class B stock then outstanding. 

Sterling Pile and his associates, after receiving this information 
from Charles Hayden, informed Edward B. Twombly, who was away 
on a vacation, that “Sterling had been sold out from under us.” 54 
Mr. Twombly went to see Mr. Hayden and testified that he had the 
following conversation with Mr. Hayden: *”5 


A. * * * T returned to New York immediately, met a group of the fellow 
directors in the New York Trust Company, and they said that they had been 
advised by Mr. Hayden that the control had either been already acquired or was 
in the process of being acquired by Atlas Corporation and that he recommended 
to them that they sell their holdings to the Atlas Corporation. 

Q. That is, Hayden recommended to the other directors? 


519. Op. cit. supra, note 506. 

520 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (p. 262). 

521 Thid. 

522 Thid. 

823 See infra, p. 1172. Hayden, Stone & Co., after July 1931, received a portion of the 
brokerage business of Atlas Corporation (id., Commission’s Exhibit No. 2001 (p. 263)). 

524 Op. cit. supra, note 470, at 14726. 
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A. That is right; and they said they wanted to include me. I immediately 
went over to see Mr. Hayden and said, “Is it true that you have sold your B 
stock?’ He said, “Yes.” I said, “That was not in accordance with our under- 
standing.” He said, “Whether it was or not, it has been sold,” and I said, “Well, 
what is the situation?’ He said he thought Atlas was probably now in control 
of the company; if not, it was very close to it. He said, “It won’t do you any 
good trying to do anything about it now. You had better join with the other 
directors and dispose of your securities to them [Atlas].” I said, ‘I won’t do it 
unless I can include others that I interested in the picture.” So I went back 
and saw these directors and told them I was not prepared to make up my mind 
until I had gotten into contact with a great many more, and that unless Atlas 
was willing to include all, that the stock would not be sold. So I spent night 
and day for about 48 hours getting in contact with individuals who I knew had 
substantial blocks, most of whom included their blocks in the sale to Atlas, and 
the whole business was sold out to Atlas within 48 hours. 


On July 17, 1931, Atlas Corporation entered into an agreement 
with those in control of Sterling Securities Corporation to purchase 
their holdings of 80,000 shares of the corporation’s Class A stock at a 
price of $5 a share and to purchase their holdings of approximately 
125,000 shares of Sterling Class B stock at a price of $4 share.°** Of 
the Class A shares so acquired by Atlas Corporation, 37,500 shares 
were sold by American Founders Corporation, 18,000 were sold by 
Sterling Pile, and 21,500 were sold by Allied General Corporation, 
the former Insuranshares Corporation, of which Sterling Pile was 
both the president and a director. The 125,000 shares of Class B 
stock thus acquired by Atlas Corporation included sales by American 
Founders Corporation of 24,700 shares; by Sterling Pile of 11,325 
shares; by Allied General Corporation of 27,300 shares; by Insuran- 
shares & General Management Company, with which Sterling Pile 
was affiliated, of 6,200 shares; by Edward S. Goodwin, a director of 
Sterling Securities Corporation, of 6,600 shares; and by Edward B. 
Twombly and his associates of 17,075 shares.°?7 On the basis of 50 
cents a share, or the original cost of these shares, these sellers derived 
a profit on their Class B shares of $437,500. 

The purchase price paid by Atlas Corporation for the Class A 
shares was $2 a share in excess of the market price. The stock had 
no asset value. The Class B stock had no quoted market and no asset 
value.®* 

By December 31, 1931, Atlas Corporation had accumulated 210,708 
shares of Sterling Securities Corporation Class B stock, or 71% of 
the 298,297 shares outstanding, and 86,896 shares of Sterling Securi- 
ties Corporation Class A stock, or 14% of the 603,802 shares of such 
stock outstanding.” Of the total 902,099 shares of voting stock 
(both the Class A and Class B stock had voting rights), Atlas Corpo- 
ration owned, as at December 31, 1931, only 297,604 shares, or approxi- 
mately 33%, of the voting shares of Sterling Securities Corporation. 


6 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (p. 268). 

527 Op. cit. supra, note 470, Commission’s Exhibits Nos. 1506, 1507. 

528'The highest market price of Sterling Securities Corporation’s Class A stock in July 
1931 was $4, the lowest $3 (Public Examination, Atlas Corporation, Commission’s Exhibit 
No. 2001 (p. 266)). 

529 Op. cit. supra, note 385, Commission’s Exhibit No. 2001 (pp. 266-7). 
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Despite the absence in Atlas Corporation of a majority controlling 
interest in Sterling Securities Corporation, on August 4, 1931, after 
the previous management of Sterling Securities Corporation had 
disposed of their Class A and Class B shares to Atlas Corporation, 
L. Boyd Hatch, E. K. Hall, O. L. Johnston, and Floyd B. Odlum, 
all directors of Atlas Corporation, were elected directors of Sterling 
Securities Corporation.*° Thereafter, Atlas Corporation assumed 
actual management of the portfolio of Sterling Securities Corpo- 
ration. 

The preferred stockholders of Sterling Securities Corporation, who 
were the actual owners of the assets of Sterling Securities Corpora- 
tion, were not informed of the shift in the management of their cor- 
poration until January 19, 1932, the date of the publication of the 
annual report of the corporation for the year ending 1931. Nor 
were they consulted prior to the passage of control of their company 
to Atlas Corporation. The cessation of the pecuniary interest of their 
former management in the affairs of the investment company left 
them without any effective representation against the future Atlas 
Corporation program of acquiring the senior securities of the corpo- 
ration at prices less than the actual asset value of such shares. Mr. 
Twombly admitted that this undisclosed transfer of control of Ster- 
ling Securities Corporation to Atlas Corporation was not a “healthy 
situation.” He testified: °* 


Q. And so far as the management stock was concerned, and this is entirely 
apart from whether it was good or bad for the stockholders, you called up 
to see that they at least got the same treatment as the other B stockholders 
got? 

A. That is right. 

Q. But whether it was part of the system or because the law permitted it, 
there was nobody there to see that the other stockholders who put in the 
$32,500,000 got a certain type of treatment, was there? 

A. They had no different type of treatment. They owned the senior se- 
curities. 

Q. They owned the senior securities and it was their money? 

A. They had nothing to say about the change in management and they were 
not notified of the change in management prior to its taking place. 

Q. But there was nobody there at the time control was turned over to say 
“I won’t let this thing go through unless I am sure that the people who put 
in the $32,500,000 get a good deal on their stock,” was there? 

A. No. 

Q. You suddenly found yourself in a position when the new group was in 
there in control and according to the expression you used, the Trust was sold 
right from under you, isn’t that so? 

A. That is right. The only protection that was insisted upon was that they 
be advised. 

Q. Well, that advice took place after it was a fait accompli? 

A. Well, it was in effect, a fait accompli at the time. 

Q. That is based on what you believe the facts were? 

A. That is right. 


530 Op. cit. supra, note 470, Commission’s Exhibit No. 1512. 
531 Tbid. 
532Td., at 14729-3837. 
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Q. But whether it was a fact that Atlas had control or was about to get 
control you don’t know? 

A. No; I don’t. 

Q. Because you don’t know what their holdings were. Did Mr. Hayden 
tell you that Mr. Odlum told him he had control or was about to get control, 
or did Mr. Hayden make it his statement of fact? 

A. He made his statement. 

Q. He didn’t say that Mr. Odlum told him he had control or was about to 
get control? 

A. He did not. 

Q. And you don’t know whether it was a fact that Mr. Odlum had control 
or was about to get control, do you? 

A. No; I do not. 

* * k ¥y * Bo * 

Q. This is an illustration of the lightning speed at which a transfer of funds 

of other people’s money in the investment trust field—— 

. You mean control of it? 

Yes. 

Yes. 

. Do you think that is a healthy situation? 

. I didn’t. 

. You didn’t? 

No. 

. You probably felt some sense of obligation to these people [the holders 
of senior securities] ? 

A. I probably did. 

Q. And you probably had a feeling that these people had invested this 
money and turned over the management of the fund to you? 

A. That is why I stayed on the board of directors. 

Q. You can visualize the situation back in ’31 when there were some people 
who hadn’t even heard of Atlas until this time. 

A. That is right. 

Q. And they wake up one morning and find themselves with their funds 
being administered by the Atlas * * * Company. 

. That is so. 

. Without their expressed consent, anyway? 

. That is right. 

. You had no disclosure as to what their future policy was going to be? 
That is right. 

. What disposition was going to be made of their money; how it was going 
to be invested? 

A. That is right. 


ereroror 


OrPopop 


The purpose of Atlas Corporation was to acquire, either by mar- 
ket purchases or exchange offers, the senior securities of Sterling 
Securities Corporation at prices less than the asset value of such 
shares. As at December 31, 1931, the preference stock of Sterling 
Securities Corporation had no asset value. Nevertheless, the “lever- 
age” afforded to such stock by the presence of the first preferred 
stock in the corporation’s capital structure would augment the asset 
value of the preference stock more rapidly than the appreciation 
in the corporation’s total assets. Purchases of and exchange offers 
for the Class A and Class B common stock of Sterling Securities 
Corporation were also made by Atlas Corporation since, although 
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these stocks after 1931 never had any asset value,°** they had to be 
acquired by Atlas Corporation to provide Atlas Corporation with 
the statutory quantum of voting power necessary to dissolve Ster- 
ling Securities Corporation or to consolidate it with Atlas Corpo- 
ration. The loss suffered by Atlas Corporation in its purchases of 
Class A and Class B stock: of Sterling Securities Corporation was 
to be recouped from its profits made on the preferred and prefer- 
ence stock of Sterling Securities Corporation. 

From 1931 to 1935 the market price of the preferred stock. of 
Sterling Securities Corporation was markedly less than its asset 
value, although under Atlas Corporation’s management the differ- 
ential between the asset and market value of the shares steadily 
decreased. However, Atlas Corporation was the only substantial 
bidder for the stocks, and, although Atlas Corporation did not en- 
gage in manipulative practices, its bidding or failure to bid had a 
substantial effect on the market price of the securities of Sterling 
Securities Corporation. The price paid for the securities of Ster- 
ling Securities Corporation by Atlas Corporation exceeded the mar- 
ket prices of comparable investment company securities. The fol- 
lowing schedule indicates the differential between the asset and mar- 
ket value of the preferred and preference stock of Sterling Securi- 
ties Corporation at the year-ends from 1931 to 1935: 4 


First preferred stock Preference stock 
Year end— Re Market value Market value 
crued un- ___| Asset value 33 
paid divi- 
dends High Low High Low 

193 lees Pe nays us 9 Sore Bete $42. 99 25 1646 0 2 134 
193 2iist. ke ood meen 42. 24 224% 20 0 2% 1% f 
19335. 22 2 Ss. Beene 3 57. 00 35 30 0. 86 4 258 
19S4BE TS SE ee See ees 58. 65 39 33 0 5% 44 
19SD ae Re ee te Se 60. 00 504 4416 9. 30 10 8 


Immediately on its acquisition of control of Sterling Securities 
Corporation, Atlas Corporation and its subsidiaries, principally Se- 
curities Allied Corporation, Ungerleider Financial Corporation, 
Chain Store Stocks, Inc., National Securities Investment Company, 
General Empire Corporation, and Iroquois Share Corporation, com- 
menced to make market purchases of all classes of the stock of Ster- 
ling Securities Corporation.** On the dissolution of these subsidiaries 
their holdings of Sterling Securities Corporation shares were trans- 
ferred to Atlas Corporation as liquidating dividends. 
| Two exchange offers were made by Atlas Corporation for the se- 
 curities of Sterling Securities Corporation. The first offer ** was 

made on June 4, 1932, and was one of the offers made concurrently by 
_ Atlas Corporation to 12 of its controlled companies. Atlas Corpo- 


533 Op. cit. supra, note 385, Commission’s Mxhibits Nos. 1970, 2001 (pp. 262, 266). 

534 Derived from the Bank and Quotation Record and the reply to the Commission’s 
questionnaire for Sterling Securities Corporation, Pt. I (annual reports to stockholders 
1931-1935). 

535 Op. cit. supra, note 385, Commission’s Hxhibit No. 2001 (p. 265, et seq.). 

586 Td., Commission’s Wxhibits Nos. 1970, 2001 (p. 271). 
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ration offered to exchange for each share of Sterling Securities Cor- 
poration first preferred stock, a unit consisting of one-third of a 
share of Atlas Corporation preference stock, one share of Atlas Cor- 
poration common stock, and one Atlas Corporation option warrant. 
For each share of Sterling Securities Corporation’s preference stock 
there was offered one-tenth of a share of Atlas Corporation common 
stock and four-tenths of an Atlas Corporation option warrant. For 
each share of Sterling Securities Corporation’s Class A common stock 
there was offered one-fifth of an Atlas Corporation warrant, and for 
each share of Sterling Securities Corporation Class B common stock 
there was offered one-tenth of an Atlas Corporation warrant. 

The preference, Class A and Class B stock of Sterling Securities 
Corporation had no asset value. The Atlas Corporation offer for 
these stocks was substantially an offer of its warrants which had, of 
course, no asset value but which had a market value substantially 
equivalent to the market value of these securities of Sterling Securl- 
ties Corporation. The offer for the preference stock of Sterling Se- 
curities Corporation, however, resulted in an asset gain to the holders 
of such stock since the one-tenth of a share of Atlas Corporation 
common stock offered for the preference shares of Sterling Securities 
Corporation had an asset value of 27 cents." 

The offer for the first preferred stock of Sterling Securities Corpo- 
ration, however, resulted in a substantial gain in asset values to Atlas 
Corporation. The combination of Atlas Corporation securities offered 
for this stock had an asset value of $19.64 (a fact not revealed in 
the letter of offer) and a market value of $17.46. On the other hand, 
one share of Sterling Securities Corporation first preferred stock had 
an asset value of $37.35 (a fact revealed in the letter of offer) and 
a market value of $14.50. Consequently, a first preferred stockholder 
accepting the Atlas Corporation offer suffered a gross loss in assets 
of $17.71 but derived a gain in market value of $2.96.5% 

A. G. Becker & Co., Inc., Chicago investment bankers, were em- 
ployed by Atlas Corporation on a commission basis to solicit accep- 
tances of these offers by Illinois holders of the shares of Sterling 
Securities Corporation, and Hemphill, Noyes & Co., New York invest- 
ment bankers, were retained to solicit acceptances of this offer by 
Sterling Securities Corporation stockholders in New York City, 
Connecticut, Massachusetts, and Vermont.®® 

‘As a result of the exchange offer, Atlas Corporation acquired 25,420 
shares of the first preferred stock, 76,162 shares of the preference 
stock, 65,166 shares of the Class A common stock, and 12,572 shares 
of the Class B common stock of Sterling Securities Corporation. The 
unrealized gain in asset values to Atlas Corporation resulting from 
the disparity in asset values between the securities of Sterling Securi- 
ties Corporation and Atlas Corporation involved in the exchange 
offer was $421,072.°° 

On December 12, 1932, Atlas Corporation entered into an agree- 
ment with Schoellkopf, Hutton & Pomeroy, Inc., Buffalo (New 
York), investment bankers, who had been one of the largest of the 
original distributors of the first preferred stock of Sterling Securities 


687 Jd., Commission’s Exhibit No. 2001 (p. 272). 

538 Tbid. 

839 Tq., Commission’s Exhibit No. 2036. 

540 Td., Commission’s Exhibit No. 2001 (pp. 273-4). 
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Corporation, under the terms of which Schoellkopf, Hutton & Pom- 
eroy, Inc., was to aid Atlas Corporation in acquiring further first 
preferred stock of Sterling Securities Corporation from the investors 
to whom Schoellkopf, Hutton & Pomeroy had originally sold the 
Sterling Securities Corporation first preferred stock. The contract 
was to expire on December 31, 1932, and the soliciting activities of 
Schoellkopf, Hutton & Pomeroy, Inc., were to be confined only to 
those territories not already covered by A. G. Becker & Co., Inc., and 
Hemphill, Noyes & Co. However, Schoellkopf, Hutton & Pomeroy, 
Inc., was to receive an “overriding” commission of 15 cents a share 
on each share of first preferred stock emanating from the territories 
covered by these other bankers. Schoellkopf, Hutton & Pomeroy, 
Inc., was to receive $1.15 for each share of Sterling Securities Corpo- 
ration first preferred stock which they succeeded in acquiring by 
exchange offer for Atlas Corporation’s account. The vital provisions 
in the contract between Atlas Corporation and Schoellkopf, Hutton 
& Pomeroy, Inc., were as follows: 


We [Schoellkopf, Hutton & Pomeroy, Inc.] understand we may offer two- 
thirds of a share of Atlas Corporation Preference stock for each share of 
Sterling First Preferred stock or if unable to effect an exchange will endeavor to 
purchase the Sterling at $1.00 below the market value of said Atlas Corporation 


Preference stock as hereinbefore mentioned. 
* * * * * * * 


We also understand that if desired we may offer a combination of Atlas se- 
curities of the same market value as said two-thirds of a share of Atlas 
Corporation Preference stock based on the closing prices on the New York Curb 
of the day previous to that on which the Sterling First preferred stock to be 


exchanged is received by you. 
Fe * * * * * * 


In the event that we are unable to effect the exchange of Atlas Corporation 
Preference Stock for Sterling First Preferred stock held by the investor, we 
will endeavor to buy his stock for cash, paying him $1.00 per share below the 
market value of the two-thirds of a share of Atlas preference stock. On this 
cash basis to the extent handled off the New York Stock Exchange, you will 
allow us 65¢ per Share of Sterling First preferred stock of which we reallow 
dealers 40 cents. 

# * * % * * * 

In the event that we are unable to effect the exchange of Sterling First Pre- 
ferred stock for Atlas Preference stock or buy it direct for cash, as stated 
above, it might be possible for us to recommend and accomplish the sale of 
Sterling First Preferred stock on the New York Stock Exchange and it pre- 
sumably, therefore, will come into your [Atlas] hands. On Sterling First Pre- 
ferred stock as you are about to acquire, that is your long balance as a result 
of your trading on the New York Stock Exchange in Sterling First Preferred 
stock on said exchange during the period during which the provisions hereof 
are in effect, you will allow us 25¢ a share. 


On December 17, 1932, Schoellkopf, Hutton & Pomeroy, Inc., in a 
circular letter **° addressed to the holders of the first preferred stock 
of Sterling Securities Corporation, offered to exchange two-thirds of 
a share of Atlas Corporation preference stock for each share of the 
first preferred stock of Sterling Securities Corporation. The offer 


544 Tq., Commission’s Exhibit No. 2036. 
542 Td., Commission’s Exhibits Nos. 1970, 2001 (pp. 276-7). 


1178 SECURITIES AND EXCHANGE COMMISSION 


did not reveal the fact that commissions were to be paid to Schoell- 
kopf, Hutton & Pomeroy, Inc. for its services by Atlas Corporation. 
The letter stated that a cash offer would be made to those stockholders 
who did not desire to exchange their stock. 

The asset value of the first preferred stock of Sterling Securities 
Corporation was $42.24 a share as against an asset value of $33.83 for 
the two-thirds of a share of Atlas Corporation preference stock. 
These asset values were revealed in the offer.? Stockholders of 
Sterling Securities Corporation who accepted the offer suffered a 
eross loss in assets of $8.91. However, the market value of the Atlas 
Corporation preference stock offered was $22.66 as compared with a 
market value of $20 for the Sterling Securities Corporation first. pre- 
ferred stock. 

Schoellkopf, Hutton & Pomeroy, Inc. and its associated dealers 
succeeded in purchasing for Atlas Corporation’s account a total of 
698 shares of Sterling Securities Corporation preferred stock. ‘They 
also induced the exchange of 1,600 shares of such stock and received 
commissions of 25 cents a share on 1,550 shares of the stock purchased 
by Atlas Corporation on the New York Stock Exchange during the 
period of the operation of the contract between Atlas Corporation 
and Schoellkopf, Hutton & Pomeroy, Inc.*** Schoellkopf, Hutton & 
Pomeroy, Inc. also received an overriding commission of 15 cents a 
share on 1,567 shares of Sterling Securities Corporation preferred 
stock which were exchanged by stockholders in territories under the 
jurisdiction of A. G. Becker & Co., Inc. and Hemphill, Noyes & Co.°*® 
In all, Schoellkopf, Hutton & Pomeroy, Inc. received commissions of 
$9,916.25 4° on a total of 5,415 shares of Sterling Securities Corpora- 
tion first preferred stock purchased or acquired by Atlas Corporation 
by an exchange of its securities during the operation of the contract 
of December 12, 19382. 

The exchange offer made by Schoellkopf, Hutton & Pomeroy, Inc. 
was the last offer made by Atlas Corporation for the shares of Sterling 
Securities Corporation. Thereafter, Atlas Corporation and its con- 
trolled companies continued to accumulate Sterling Securities Cor- 
poration stock of all classes by direct open-market purchases. 

As at December 31, 19385, Atlas Corporation and Atlas Utilities & 
Investors Company, Ltd., held the following shares of the stock of 
Sterling Securities Corporation : °47 


| Number of shares 
Company | 

First Class A Class B 

| preferred Preference | common | common 
= a= | eS =) pt 28 
JES COMOOMDHIOI —- 5 - == See 2 ee os =e ees 159, 751 2, 650 191, 859 80, 688 
Atlas Utilities & Investors Co., Ltd _-_______ sabeas2 5 17, 000 305, 974 84, 000 183, 000 
Motalnumberonsharcsh a=. ass= sees SO OEESEe | 176, 751 308, 624 275, 859 263, 688 
Percent of outstanding shares_._.-..___..___-.----____- 75. 03 61. 72 45. 69 88. 40 


543 Tq., Commission’s Hxhibit No. 2001 (p. 270). 

514 Td., Commission’s Exhibits Nos. 2001 (p. 277), 2036. 
5457q,, Commission’s Exhibit No. 2036. 

546 Td., Commission’s Exhibit No. 2001 (p. 277). 

547 Thid. 
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The total cost of these securities to Atlas Corporation and its con- 
trolled companies, after eliminating all intercompany transactions, 
was $7,546,338.58.548 

Between January 1, 1936, and October 31, 1986, Sterling Securities 
Corporation paid 1m current dividends and in removal of arrearages 
of dividends the sum of $12 in cash on each share of its first pre- 
ferred stock then outstanding. On the 176,751 shares held as at De- 
cember 31, 1935 by Atlas Corporation and Atlas Utilities & Investors 
Company, Ltd., there was paid the sum of $2,121,012.59 

As of October 31, 1936, when Sterling Securities Corporation was 
consolidated with Atlas Corporation, the total asset value of the 
Sterling Securities Corporation stock held by Atlas Corporation 
and Atlas Utilities & Investors Company, Ltd., was $14,583,003.42.°°° 
By adding to this sum the dividends of $2,121,012 distributed to Atlas 
Corporation and Atlas Utilities & Investors Company, Ltd. on their 
holdings of first preferred stock, the total value of the investment of 
Atlas Corporation and Atlas Utilities & Investors Company, Ltd., 
in the shares of Sterling Securities Corporation as at October 31, 
1936, was $16,704,015.42. Deducting from this figure the cost 
($7,546,338.58) to Atlas Corporation on the holdings of itself and 
of its Canadian subsidiary in all classes of the stock of Sterling 
Securities Corporation, the profit to these corporations on their in- 
vestment in Sterling Securities Corporation stock as at October 31, 
1936, was $9,157,676.84. Although this profit was in large part a 
result of the appreciation in value of the assets of Sterling Securities 
Corporation under the management of Atlas Corporation, a substan- 
tial portion of this profit represented the asset value gains derived 
by Atlas Corporation on its purchases of, and exchange offers for, the 
securities of Sterling Securities Corporation. 

On September 28, 1936 Atlas Corporation, Sterling Securities 
Corporation, Pacific Kastern Corporation, and Shenandoah Corpora- 
tion entered into an agreement of consolidation.™' This agreement 
was approved by the required statutory number of stockholders of 
Sterling Securities Corporation on October 29, 1936. Atlas Cor- 
poration and its subsidiary, Atlas Utilities & Investors Company, 
Ltd., themselves held a sufficient number of shares to ratify the 
consolidation. Stockholders of Sterling Securities Corporation re- 
ceived securities of the new Atlas Corporation having an asset value 
approximately equal to those of Sterling Securities Corporation.*? 


g. North and South American Corporation—Insurance Equities 
Corporation 


North and South American Corporation was incorporated in Dela- 
ware on February 21, 1929, under the sponsorship of Baker, -Kelloge 
& Co., Inc., a Philadelphia investment banking house,*** A. G. Becker 
& Co., Inc., a Chicago investment banking firm, and American 


548 Thid. 

649 Tbid. 

550 Tbid. 

551 Td., Commission’s Wxhibit No. 1944. 

522 Derived from supplementary information supplied the Commission for Atlas Corpora- 
tion. 

538 Public Examination, American General Corporation et al., at 26570; and Poors Fiscal 
Volume, 1934, p. 2814. 
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Founders Corporation, one of the constituent companies in the so- 
called United Founders Corporation group of investment com- 
panies.** The authorized capitalization of the company consisted 
of a Class A stock entitled to a preference in the corporate assets 
on liquidation of the company to $29 a share, and a Class B stock. 
Each class of stock was entitled to one vote per share.*° 

On May 14, 1929, A. G. Becker & Co., Inc., Baker, Kellogg & Co., 
Inc., and American Founders Corporation agreed to purchase or to 
find purchasers for 250,000 shares of the Class A stock of North and 
South American Corporation at a price of $36 a share, of which 
$3.50 a share was to be retained by the three underwriters as their 
commission for distributing the shares to the public. On May 21, 
1929, the 250,000 shares of Class A stock of North and South Ameri- 
can Corporation were offered to the public by Baker, Kellogg & 
Co., Inc., and A. G. Becker & Co., Inc. As the result of the sale of 
its Class A stock to the public, North and South American Corpora- 
tion raised a total of $8,125,000 and the bankers derived a gross com- 
mission of $875,000.°" 

Meanwhile, on May 14, 1929, A. G. Becker & Co., Inc., Baker, 
Kellogg & Co., Inc., and American Founders Corporation had sub- 
scribed in equal proportions to 1,000,000 shares of the Class B stock 
of North and South American Corporation at $1 a share or a total 
cost of $1,000,000.%* On July 8, 1929, the three sponsors entered into 
an agreement to retain at least 265,000 shares each of their holdings 
of the Class B stock of North and South American Corporation, and, 
if any of them desired to sell such shares, to grant to the other 
contracting parties a right to purchase such shares for a 30-day pe- 
riod at the price which any prospective outside purchaser had agreed 
554 The principal group of investment companies in the so-called United Founders Corpora- 
tion group included United Founders Corporation, American Founders Corporation, Invest- 
ment Trust Associates, International Securities Corporation of America, Second Interna- 
tional Securities Corporation, American & General Securities Corporation, United States & 
British International Co., Ltd., American and Continental Corporation, Founders General 
Corporation and Founders Associates, (See Part One of this report, House Doc. No. 707, 
75th Cong., p. 100.) 

535 Poor’s Fiscal Volume, 1934, p. 2814. The Class A stock was entitled to a prior non- 
cumulative claim on the earnings of the company of $2 a share per annum and to further 
participation in any additional cash dividends in the ratio of $1 a share on the Class A stock 
for each 25 cents a share paid in on the Class B stock (ibid.). Put in another way, the 
Class B stockholders as a group were entitled to half the profits after payment of a fixed 
dividend of $2 a share on the Class A shares. For example, if the company earned a million 
dollars in any one year, $500,000 would be payable to the Class A stockholders. Thereafter 
25 cents a share on each of the million shares of Class B stock would be paid. The Class B 
stock would thus receive $250,000. Finally, $1 a share, or a total of $250,000, would be paid 
on the 250,000 shares of Class A stock. 

556 Op. cit. supra, note 553, Commission’s Exhibit No. X3795; and Poor’s Fiscal Volume, 
1934, p. 2814. 

557 The actual net profit made by the company’s organizers on the sale of the 250,000 shares 
of its Class A stock to the public is not indicated by the record. 

558 Op. cit. supra, note 553, Commission’s Hxhibit No. X379 The shares were taken as 
follows: Baker, Kellogg & Co., Inc., 333,334 shares ; A. G. Becker & Co., Inc., 333,333 shares ; 
and American Founders Corporation, 333,333 shares (ibid.). 
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to pay for the shares.*® The board of directors of the company con- 
sisted entirely of representatives of the three sponsors.* 

At the conclusion of the financing of North and South American 
Corporation, its sponsors had acquired, on an investment of 
$1,000,000, over 80% of the voting stock of the company which car- 
ried with it the control and the “leverage” of the $8,125,000 of the 
funds contributed to the enterprise by the public. Without ac- 
countability to the Class A stockholders for losses, the sponsors were 
in a position to speculate with the funds which the Class A stock- 
holders had contributed to the company in an effort to create earn- 
ings for and to enhance the asset value of the Class B shares, which, 
as a group, were entitled by the provisions of the company’s charter 
to one-half of the company’s earnings after payment of a fixed non- 
cumulative dividend of $2 per annum on the Class A shares,** and to 
all of the assets of the company after payment of $29 a share to the 
Class A stockholders. 

In fact, as an incident of the financing of the company, the spon- 
sors had, at its very inception, enhanced the asset value of their 
Class B shares by $875,000 at the expense of the Class A stockholders. 
As has been stated, 250,000 shares of the Class A stock had been sold 
to the public for $36 a share, or at a total price of $9,000,000. Of 
this sum, however, $875,000 was retained by the sponsors and the 
dealers who distributed the shares to the public as selling commis- 
sions. The remaining $8,125,000 was paid over to North and South 
American Corporation. However, the total liquidating preference 
of each share of the Class A stock was $29, or a total for the 250,000 
shares outstanding of $7,250,000. The difference between the sum of 
$8,125,000, which the corporation received for its Class A shares, and 
their liquidating preference of $7,250,000 was thus applicable to the 
company’s Class B shares which were held by the sponsors. In sum, 
if the investment company had been dissolved immediately after 
the conclusion of its financing, the Class A stockholders who had 
supplied the corporation with $8,125,000 would have received as a 
liquidating dividend $7,250,000, and the Class B stockholders who 
had contributed $1,000,000 to the company would have received 
$1,875,000 as a liquidating dividend. 

North and South American Corporation raised a total of $9,125,000 
as the result of the sale of its Class A and Class B stock. However, 
between 1929 and March 1932, when control of the company, as 
will be described hereafter, was acquired by Insurance Equities 
Corporation, North and South American Corporation repurchased 
66,750 shares of its Class A stock at a cost of $577,050.5 If the 
cost of these repurchased shares be treated as a return of a portion 


559 Op. cit. supra, note 553, Commission’s Exhibit No. X3795. A. G. Becker & Co., Inc. had 
transferred its holdings of the Class B stock of North and South American Corporation to 
Domestic & Foreign Investors Corporation, a company under the control of that banking 
firm. Domestic & Foreign Investors Corporation entered into the agreement of July 8, 1929, 
with the other sponsors of North and South American Corporation. 

60 The directors of North and South American Corporation at the time of the sales of its 
control of Insurance Equities Corporation were F. H. Baker and J. C. Luitweiler of Baker, 
Kellogg & Co., Inc., J. M. Lee, S. J. Dicketts, G. E. Devendorf, and Erwin Rankin of the 
Founders group, and V. A. Johnston, Lester Roth, David Friday, and A. B. Schaffner of A. G. 
Becker & Co., Inc. 

561 See note 555, supra. 

582 Op. cit. supra, note 553, Commission’s Exhibit No. X3796, Schedules 8. 10. 
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of the investment in the company made by its Class A stockholders, 
the net capital derived by the corporation on the sale of its out- 
standing shares was $8,547,950. 

Almost immediately after the formation of the company °° Baker, 
Kellogg & Co., Inc., one of its sponsors, sold to the company for 
$1,835,372 controlling blocks of the stock of Colombian Investment 
Company and its affiliated companies, all of which were engaged 
in loaning funds on real estate and in investing in the securities of 
railroads, utilities, and banks situated in the Republic of Colombia, 
South America.**® These companies will hereinafter be referred to 
as the “Colombian properties” of North and South American Cor- 
poration. No market existed for the securities of these Colombian 
companies acquired by North and South American Corporation from 
Baker, Kelloge & Co., Inc. By the spring of 1982, when control of 
North and South American Corporation passed to Insurance Equities 
Corporation, North and South American Corporation had invested in 
the securities of and had loaned to its Colombian properties a total of 
3.899.031. However, the management of North and South American 
Corporation placed a value of approximately $572,000 on the 
Colombian properties.°° 

Of the remaining funds of North and South American Corpora- 
tion $4,726,000 were invested by its sponsors in marketable securities, 
and these funds were augmented by substantial bank loans. On May 
31, 1930, 1 year after the corporation had commenced operations, 
its bank loans totaled $775,000. On May 81, 1931, there were still out- 
standing bank loans in the sum of $375,000,°" and at March 31, 1982, 
the bank loans incurred by the company totaled about $208,000.°* 
In other words, in addition to the leverage afforded to the sponsors’ 
Class B stock by the funds contributed to the company by the Class 
A stockholders, the sponsors also derived the additional leverage of 
bank borrowings. 

However, the investments made by the sponsors in domestic securi- 
ties resulted in substantial losses to the investment company. As at 
March 21, 1932, the company’s assets other than its Colombian prop- 
erties had a gross market value of approximately $610,000 and a net 
market value of approximately $400,000 after deducting the $208,000 
owed to banks by the company.°® 

By March 1932, the net worth of North and South American Cor- 
poration was approximately $972,000 on the basis of the market value 
of its domestic securities (after deducting bank loans) and its man- 
agement’s appraisal of $572,000 as the value of the Colombian prop- 
erties. In other words, by March 1932, the net capital fund of 
$8,547,950 which the investment company had derived from the sale 


563 Td., at 26578. 

564'These companies were Cia Constructora Colombiana and Industrios San Fernando 
(id., Commission’s Exhibit No. X3799 [p. 6]). 

565 Td., at 26574 and Commision’s Exhibit No. X3792. 

566 Tq., Commission’s Exhibit No. X3796. A reserve of $3,250,000 had, by March 1932, 
been set up against the investment of $3,822,031 in the Colombian properties (ibid.). 

507 Td., Commission’s Exhibits Nos. X3799 and X3780. These loans were collateralized 
by portfolio securities which had cost the company approximately $2,200,000 (ibid.). 

568 Stenographer’s minutes, Benedict y. Seagrave, Supreme Court of the State of New 
York, New York County, Special Term, Part III, County Clerk’s Index No. 45607 (1938), 
at 586. 

569 Td., at 585-6. 
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of its securities had depreciated in value by more than $7,500,000. 
As Louis H. Seagrave, the president of United Founders Corpora- 
tion, testified, North and South American Corporation “did not fare 
very well during the depression years and eventually it shrank to a 
rather small company.” 7° 

Since the net assets of $972,000 of North and South American Cor- 
poration, as at March 1932, were substantially less than the liquidat- 
ing preference of $5,314,250 against the corporation’s assets possessed 
by the outstanding 183,250 shares of the company’s Class A stock, the 
sponsors’ holdings of the Class B stock, by March 1932, had no asset 
value. The Class A stock would have been entitled to all of the 
corporation’s assets if it had then been dissolved and the Class A 
stockholders would have received approximately $5.80 a share. Thus, 
the Class A stockholder who in 1929 had purchased his stock at a 
cost of $386 a share and had retained his holdings through March 
1932, had, under the management of United Founders Corporation 
group of investment companies, A. G. Becker & Co., Inc., and Baker, 
Kellogg & Co., Inc., suffered a loss of approximately $31 a share on 
his investment.®” 

Meanwhile, the United Founders Corporation group of investment 
companies had increased its holdings of the Class B stock of North 
and South American Corporation to the point of majority voting con- 
trol by the purchase in December 1930, of the holdings of Baker, 
Kellogg & Co., Inc.’ By March 1982, the United Founders Cor- 
poration group had accumulated 637,011 shares, or 64% of the Class B 
stock, and 42,718 shares or 22% of the Class A stock, of North and 
South American Corporation.?” 

Karly in January 1932, Frederic P. Robert, an employee of the 
New York brokerage firm of E. A. Pierce & Company, who was act- 
ing in the capacity of a broker for the purchase and sale of invest- 
ment companies,’™* approached George EK. Devendorf, a vice president 
and director of American Founders Corporation,®® to ascertain 
whether or not that company was willing to dispose of control of 


570 Op. cit. supra, note 558, at 26570. 

51 Based on the market value of $1.25 a share of the Class A stock in March 1932, the 
Class A stockholder who had paid $86 a share for his stock in 1929 had suffered a loss of 
almost $35 a share on his investment. 

*? Baker, Kellogg & Co., Inc., sold to American Founders Corporation 314.916 shares of 
the Class B stock of North and South American Corporation for $267,639.50 (op. cit. 
supra, note 5538, Commission’s Exhibit No. 8797). 

53Td., Commission’s Exhibits Nos. X3801 and X3797. The total cost to the United 
Founders Corporation group of investment companies of the securities of North and South 
American Corporation was approximately $1,558,000 (id., Commission’s Exhibit No. X3797). 
However, in March 1932, the securities of North and South American Corporation held by 
the United Founders Corporation group, had an asset value of approximately $213,565 and 
a market value of approximately $63,000, so that the United Founders Corporation group 
at this point had sustained an unrealized loss of substantially their entire investment in 
North and South American Corporation. 

514 Mr. Robert informed Mr. Devendorf that he “was head of a section of the business of 
H. A. Pierce, who were going to deal in buying and selling large blocks and control, if 
possible, of investment companies and he came over to see me to see whether or not there 
were any companies willing to sell or whether or not we were buying blocks or control 
of other companies; he was trying merely to establish a relationship so that he could 
intervene as a broker in the purchase or sale of large blocks of stock of investment com- 
panies which we might be interested in one side or the other” (op. cit. supra, note 568, at 
684). 

55 Td., at 570. 
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some of its investment company subsidiaries. Mr. Devendorf in- 
formed Mr. Robert that the United Founders Corporation group 
would be willing to dispose of control of North and South American 
Corporation. 

Mr. Robert, in his negotiations with Mr. Devendorf, was then 
representing Frank Cohen, a vice president, general manager, and a 
director of Lloyds Casualty Company of New York, and a vice presi- 
dent of Detroit Fidelity and Surety Company.*® Both of these 
casualty insurance companies by 1932 had suffered large losses.°*7 

Mr. Cohen had evolved a plan to consolidate these companies with 
the Constitution Indemnity Company of Philadelphia, and_other 
companies,°”* to form a new company to be known as Lloyds Insur- 
ance Company of America® In addition to this plan for the con- 
solidation of casualty insurance companies, Mr. Cohen also contem- 
plated the acquisition of control of and the eventual merger of several 
of the lesser known capital stock type life insurance companies.°*° 

To facilitate this plan, however, it would be necessary to acquire 
controlling or large blocks of the stocks of the various insurance com- 
panies involved. But Mr. Cohen did not have substantial personal 
funds. Accordingly, as another aspect of his plan, he intended to 
acquire control of several investment companies and to use their 
assets to acquire control of insurance companies.*** Mr. Cohen also 
intended to use the assets of the investment companies themselves to 
pay for his control. This last facet of his plan involved the creation 
of a holding company which would sell its securities to the investment 


516 Tq., at 700; Mocdy’s Manual of Investments, Banks, ete., 1932, p. 2386. 

s77In 1929 Lloyds Casualty Company of New York had a total capital and surplus of 
$4,644,000 (op. cit. supra, note 568, at 1202). However, in 1929 it had suffered losses on 
both-insurance underwritings and investments, of $812,353. In 1930 its losses on under- 
writing and investments were $1,343,493. In 1931 such losses totaled $1,504,688, and in 
1932 its losses totaled $2,762,034 (id., at 1202-4). By the end of 19382 the total losses 
of the company had exceeded the company’s capital and paid in surplus (id., at 1207). The 
ratio of losses suffered in underwritings to total earned premiums of Lloyds Casualty 
Company in 1932 was 78.7%. Similarly, the underwriting losses and losses on investments 
_ of the Detroit Fidelity and Surety Company for 1929 were $550,000. In 1930 such losses 

were $200,323, and in 1931 such losses totaled $458,567 (id., at 1208). The ratio of 
losses on underwritings to total earned premiums of Detroit Fidelity and Surety Company 
for 1929 was 82.8% and for 1930, 79.3% (id., at 1209). Mr. Cohen, however, testified 
(id., at 1207-8) : 

Q. And, of course, you know, don’t you, that some of these companies in making 
up their statements adopted as far as possible where it could be done, not to show 
so much loss, and through adjustment of values and other methods to hold down 
these tremendous losses? 

A. I would say yes. 

578 One such company was the Penn General Casualty Company. See the discussion of 
the acquisition by Insurance Equities Corporation of Insuranshares Corporation of Dela- 
ware, infra, pp. 1193-1225. 

579 Op. cit. supra, note 568, at 1124. 

580 The companies which Mr. Cohen had under consideration included Jefferson Standard 
Life Insurance Company of North Carolina, Occidental Life Insurance Company of North 
Carolina, Shenandoah Life Insurance Company of Virginia, Philadelphia Life Insurance 
Company, and Kentucky Home Life Insurance Company, all of which he planned to merge 
with Jefferson Standard Life Insurance Company (id., at 1124-5 and 1150). Subsequently, 
the assets of Insuranshares Corporation of Delaware, control of which was acquired by My. 
Cohen’s company, Insurance Equities Corporation, in May 1932, were used to further 
Mr. Cohen’s plan. See infra, pp. 1193-1225. 

581 Op. cit. supra, note 568, at 1609. Mr. Cohen testified: “The only interest I had in 
these investment trusts was to be able to carry through a program on these insurance com- 
panies” (id., at 1254). 
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companies acquired and would use the proceeds of such sales to pay 
for the controlling block of stocks of the investment companies.**” 

In this venture Mr. Cohen had the assistance of 8. Stanwood Men- 
ken, of the New York law firm of Menken, Ferguson and Hill, and 
Carl Sherman, a former Attorney General of the State of New York, 
and then a member of the law firm of Sherman and Goldring. The 
law firms of both Mr. Menken and Mr. Sherman became counsel for 
Insurance Equities Corporation, the holding company formed by 
Mr. Cohen as part of his plan. The firm of Menken, Ferguson and 
Hill was paid $65,000 as counsel fees by Insurance Equities Corpora- 
tion for two-thirds of the year 1932, and Messrs. Sherman and Gold- 
ring were employed by Insurance Equities Corporation at an annual 
retainer of $25,000.°* As will be seen later, the sums paid to these 
attorneys by Insurance Equities Corporation were derived by Insur- 
ance Equities Corporation from the assets of North and South Ameri- 
can Corporation and of Insuranshares Corporation of Delaware, con- 
trol of which had been acquired from the United Founders Corpora- 
tion group. 

On April 11, 1932, Julius H. Barnes, then the chairman of the 
Chamber of Commerce of the United States,°% at the suggestion of 
Mr. Menken, agreed to become associated with the various companies 
controlled or to come under the control of Mr. Cohen, at an annual 
salary of $50,000 a year for five years. Mr. Barnes actually received 
$29,456 in salaries from the various investment and insurance com- 
panies °° which came under Mr. Cohen’s control and in addition 
borrowed $57,125 from Insurance Equities Corporation.*** Mr. 
Barnes took no part in the acquisition by Insurance Equities Corpo- 
vation of control of North and South American Corporation. He 
first got into “active service” °°’ with the group on May 3, 19382, when 
Insurance Equities Corporation acquired control of Insuranshares 
Corporation of Delaware. Mr. Barnes testified as to the reasons ad- 
vanced by Mr. Menken for desiring his connection with the Cohen 
Group wohaba>** 

“He [Menken] found that many of the controlling owners of these 
[investment] trusts were also the original sponsors and concerned as 
to their management after they parted with control and stated that 
it would facilitate the program if I would associate myself with that 
group, and in the event of purchases of these investment companies, 
take over the head executive position.” 


52 Td., at 1224-5, 1250, and 1258-60. Mr. Cohen testified (id., at 1224-5): 


A. Insurance Equities Corporation expected to sell its preferred stock and pay for 
it [control of investment companies. ] 

Q. And it expected to sell its preferred stock to North and South American Cor- 
poration ? 

A. And to others. 

8 Id., at 1135. Other members of the Cohen group included Julius H. Barnes (see infra), 
Franklin Berwin, Percy Biglin, and Dale Parker (of Brown Brothers, Harriman & Company) 
who gave financial advice to the group (id., at 1620, 167 3-4). 

5847d., at 1610. 

585 Mr. Barnes received as a salary, $10,595.70 from Insuranshares Corporation of 
Delaware and Insuranshares & General Management Company, from May 3, 19382, to 
August 1933, and in addition received $4,986 from Lloyds Insurance Company of America, 
and $13,875 from Insurance Equities Corporation (id., at 1618). 

86Td., at 1619. This loan had been unpaid on the date of Mr. Barnes’ testimony (ibid.). 

587 Td., at 1613-4. 

585 Td., at 1610. 


, 
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Early in March 1982, prior to the time that Mr. Barnes became asso- 
ciated with the group, Mr. Cohen instructed his attorney, S. Stan- 
wood Menken, to form the holding company required for the fulfill- 
ment of his plans.°*° On March 9, 1982, Mr. Menken caused Insur- 
ance Equities Corporation to be formed in Delaware with an author- 
ized capitalization of 50,000 shares of $100 par value preferred stock 
and 600,000 shares of no par value common stock.**° Prior to the 
purchase by Insurance Equities Corporation of North and South 
American Corporation, Insurance Equities Corporation had a dummy 
board of directors,®*! no assets, and has issued no stock.*®? In fact, 
no stock certificates had even been printed.°®* 

Meanwhile, from February 1929 Mr. Robert and Mr. Menken had 
been negotiating with George E. Devendorf, as the vice president of 
American Founders Corporation, for the purchase from the United 
Founders Corporation group of investment companies of control of 
North and South American Corporation. In the course of these nego- 
tiations, Mr. Menken stated to Mr. Devendorf the plan of his client, 
Mr. Cohen, to acquire control of and to merge insurance companies, 
and also stated that the group which he represented had over $5,000,- 
000 of resources.°9* Mr. Devendorf made some investigation of the 
background of Mr. Cohen and Mr. Menken and had ascertained that 
Mr. Cohen was a vice president of Lloyds Casualty Company of 
New York and that Mr. Menken was a “prominent attorney.” °° 

However, although Mr. Devendorf ascertained that the actual pur- 
chaser of the control of North and South American Corporation was 
to be Insurance Equities Corporation, he made no attempt to investi- 
gate the financial responsibility of that corporation.*® As has been 
stated, Insurance Equities Corporation was then a mere shell having 
no assets. 

In the course of the negotiations the United Founders Corporation 
eroup permitted representatives of Mr. Cohen to make an audit of 
the books and records of North and South American Corporation.” 
The interest of the Cohen group centered in the liquid domestic secu- 
rities held by the North and South American Corporation. They 
did not desire the Colombian properties. As a consequence, the 
parties agreed that the Colombian properties of North and South 
Aimerican Corporation would be transferred to a new company which 
would issue its preferred stock pro rata to the Class A stockholders 


5899 Td., at 1219. ; 

590 Ibid., and Moody’s Manual of Investments, Banks, etc., 1984, p. 2698. 

51 Maurice D. Adams, a director and the president of Insurance Equities Corporation, 
testified that none of the directors of that company had anything to do with transactions 
between Insurance Equities Corporation and others, and that they merely read and signed 
minutes of directors’ meetings prepared by S. Stanwood Menken (op. cit. supra, note 568, 
at 498). 

521d., at 501, 513-5. 

593 Td., at 495-7. 

54Tq., at 699, 724. Mr. Menken also informed Mr. Devendorf that he was satisfied 
with his clients and “enthusiastic” about them and their plans (id., at 700). 

595Tq., at 700. Mr. Devendorf testified that he received “Bishop’s” Reports on Mr. Cohen 
and Mr. Menken (id., at 703). 

56 Jd., at 619. Mr. Devendorf testified that he felt no report on Insurance Equities Cor- 
poration was necessary because control of North and South American Corporation was to 
be sold not on any installment plan but as a single “cash transaction” (ibid.). 

st Td., at 694. 
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of North and South American Corporation, including the United 
Founders Corporation group of companies.*®® 

The negotiations then continued for the purchase of control of 
North and South American Corporation as reconstituted after the 
elimination of the “Colombian properties.” The reconstituted com- 
pany held only cash and marketable securities having a total value, 
as has been stated, of $609,000 and a net value of approximately 
$401,000 after deduction of an outstanding bank loan of $208,000. 

On March 19, 1932, Insurance Equities Corporation agreed * to 
purchase from the United Founders Corporation group of invest- 
ment companies, 42,718 shares of the Class A stock of North and 
South American Corporation for $128,139 and 587,011 shares of the 
Class B stock of the same company for $125,000. The total con- 
sideration to be paid to the United Founders Corporation group for 
their holdings of the stock of North and South American Corpora- 
tion was, therefore, $253,1389—a sum in excess of half of the net 
worth of North and South American Corporation after the elimina- 
tion of the Colombian properties from its portfolio. Moreover, the 
Class B stock had no asset value, and the Class A stock had an asset 
value of $2.18 a share °° or a total asset value for the 42,713 shares 
of approximately $93,000.° Insurance Equities Corporation, there- 
fore, had contracted to pay $160,000 in excess of the actual asset 
value of the stock it was purchasing. The United Founders Corpo- 
ration group of companies also agreed to deliver all of the offices 
and six of the ten directorships of North and South American Cor- 
poration to Insurance Equities Corporation and “to cause North and 
South American Corporation to produce at the closing such secu- 
rities as it has in its so-called American portfolio excluding such as 
are pledged as collateral for bank loans.” Mr. Devendorf testified 
that he assumed that Insurance Equities Corporation desired this 


508 Td., at 577-8; and op. cit. supra, note 553, Commission’s Exhibit No. X3801. In 
August 1932 the new company, Colombian Holding Corporation (Moody’s Manual of In- 
vestments, Banks, etc., 1933, p. 2511) was formed and issued its preference stock share for 
share to the Class A stockholders of North and South American Corporation. The United 
Founders Corporation group of companies obtained 42,718 shares of the preferred stock of 
Colombian Holding Corporation which were sold in, October 1933 for proceeds of approxi- 
mately $15,000 (op. cit. supra, note 553, Commission’s Exhibit No. X3803). The common 
stock of the Colombian Holding Corporation apparently was issued to North and South 
American Corporation. However, the preferred stockholders of the new company were to 
be paid a total of $7 a share or an aggregate of $1,882,750 out of the assets of the com- 
pany before any sum would accrue to the common stock. Since the sum to be paid to the 
preferred stockholders of Colombian Holding Corporation exceeded the then estimated 
value of approximately $572,000 for the “Colombian properties,’ the common stock of the 
new company was of doubtful value. Furthermore, it was provided that no indebtedness 
was to be created by the new company except with the consent of the holders of 80% of 
its outstanding preferred stock, and the preferred stock was to have a sinking fund into 
which all sums realized from the sale of the assets of the new company were to be paid 
until $7 a share had been paid on the preferred stock (id., Commission’s Exhibit No. 
X3801). In other words, the preferred stockholders of the new company were substan- 
tially protected against any attempt by Insurance Equities Corporation to invest its funds 
for its own purposes. 

599 Op. cit. supra, note 553, Commission’s Exhibit No. X3801. 

600 The net assets of North and South American Corporation, after elimination of the 
Colombian properties, was approximately $400,000, and there were outstanding 183,250 
shares of Class A stock entitled on dissolution of the company to receive $29 a share. 

61 The market value of the two blocks of stock did not exceed $63,000. The Class B 
stock had no market, and the Class A stock had a quoted market value, in March 1932, of 
$1.25 a share. 
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provision in the contract in order to enable its representatives to 
check over the portfolio of North and South American Corpora- 
tion.*°? However, the United Founders Corporation group had pre- 
viously permitted the representatives of Insurance Equities Corpo- 
ration to make an audit of North and South American Corporation. 
Presumably, therefore, the representatives of the Cohen group had 
verified the existence of the portfolio of North and South American 
Corporation. The actual purpose of Insurance Equities Corporation 
in requiring this provision in the contract will be described later. 

During the course of the negotiations between Mr. Devendorf and 
Mr. Menken, Mr. Devendorf had informed Mr. Menken that, under 
the provisions of the agreement of July 8, 1929, between American 
Founders Corporation, Baker, Kellogg & Co., Inc., and Domestic & 
Foreign Investors Corporation, which was “more or less” A. G. 
Becker & Co., Inc., the United Founders Corporation group would be 
required to offer their Class B stock in North and South American 
Corporation to Domestic & Foreign Investors Corporation for a 
period of 30 days.% 

Immediately after being informed of this fact, Mr. Menken and Mr. 
Cohen entered into negotiations to purchase the 321,766 shares of 
Class B stock of North and South American Corporation held by 
Domestic & Foreign Investors Corporation, for $71,850.°* Mr. Deven- 
dorf was informed of this fact by Mr. Cohen and Mr. Menken,’ so 
that prior to the closing of the contract of the United Founders Cor- 
poration group to deliver control of North and South American Cor- 
poration to Insurance Equities Corporation, Mr. Devendorf was 
aware of the fact that Insurance Equities Corporation had agreed to 
pay $324,989 to acquire only a 22% ownership interest in an invest- 
ment company possessing net assets of $400,000. Louis H. Seagrave, 
the president of American Founders Corporation, when questioned 
on this point, testified : °¢ 


Q. The total price that was being paid for these securities by Insurance Equi- 
ties was $324,000 to have control of and a 22% interest in the preferred stock of 
the company, that did not impress you as being at all out of proportion to the 
assets which were being acquired? 

A. I thought it was a fair contract. 


On March 21, 1982, the closing of the contract between the United 
Founders Corporation group of investment companies and Insurance 
Equities Corporation took place.°” Before the actual closing, how- 
ever, Mr. Menken informed Murray Taylor, counsel for the United 
Founders Corporation group of companies, that, because Insurance 
Equities Corporation had unexpectedly been required to purchase the 
Class B stock of North and South American Corporation held by 
Domestic & Foreign Investors Corporation, Insurance Equities Cor- 
poration lacked $20,000 of the funds necessary to pay its total obliga- 
tions at the closing. Mr. Menken suggested that American Founders 
Corporation loan Insurance Equities Corporation $20,000 in order not 


62 Op. cit. supra, note 568, at 705. 
63 Td., at 696-7. 

604 Td., at 697. 

605 Ibid. 

606 Td., at 1437. 

eoTTd., at 704. 
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to delay the closing.°°® American Founders Corporation thereupon 
loaned Insurance Equities Corporation $20,000,°°° which was paid 
over by Insurance Equities Corporation at the closing to Domestic & 
Foreign Investors Corporation in part payment for that corpora- 
tion’s holdings of the Class B stock of North and South American 
Corporation. Notwithstanding the fact that Mr. Devendorf had been 
informed by Mr. Menken that his clients had possessed resources of 
over $5,000,000, Mr. Devendorf found nothing suspicious in the 
request of Insurance Equities Corporation for a loan of $20,000.% 

On the morning of March 21, 1932, the date of the closing of the 
contract for the sale of control of North and South American Cor- 
poration, all of the representatives of the United Founders Corpora- 
tion group and of A. G. Becker & Co., Inc., resigned as officers and 
directors of North and South American Corporation and were 
replaced by representatives of the Cohen group.“ At this point, 
however, the United Founders Corporation group of investment com- 
panies had received no payment for their stock in North and South 
American Corporation.®2 

After control of North and South American Corporation was thus 
turned over to the Cohen group before they had made any payment 
for such control, the representatives of the United Founders Corpora- 
tion group of investment companies and of A. G. Becker & Co., Inc., 
retired from the meeting. The new directors thereupon passed a 
resolution authorizing North and South American Corporation to 
borrow $508,000 from the Bank of Manhattan Trust Company and 
to deliver the entire portfolio ** of North and South American Cor- 
poration to the representative of the bank who was present at the 
meeting. The bank’s representative delivered its check for $508,000 
and received the portfolio securities. The bank was authorized to 
sell the securities, deduct the amount of its loan from the proceeds of 
their sale, and to remit the balance of such proceeds to North and 
South American Corporation.** The bank subsequently disposed of 
the portfolio of North and South American Corporation for proceeds 
of approximately $609,000, deducted its $508,000 loan, and remitted 
$101,000 to North and South American Corporation. 


83d. at 1544. 

609 The check for the $20,000 loan was signed by Mr. Devendorf (id., Commission’s BEx- 
hibit No. 81). 

60 Td., at 795. , 

‘11 The new directors included Franklin Berwin, E. D. Belknap, Esmond P. O’Brien, 
Lewis H. Pounds, and Victor Sincere (Moody’s Manual of Investments, Banks, etc., 1933, 
p. 2511). 

612 Op. cit. supra, note 568, at 1569. Mr. Devendorf, who was the president and a director 
of North and South American Corporation, testified (id., at 609): 

Q. When you came to the meeting on March 21, 1982, you didn’t ask to see the 
certified check of Insurance Equities before you resigned, did you? 
A. I did not. I had nothing to do with receiving the payment. 

%5'The portfolio of North and South American Corporation was physically present at 
the closing in accordance with the terms of the contract for the purchase of control of North 
and South American Corporation by Insurance Equities Corporation. 

614 Mr. Cohen testified that Mr. Menken had made this arrangement with the Bank of 
Manhattan Trust Company prior to the closing of the contract for the purchase by Insur- 
ance Equities Corporation of control of North and South American Corporation (op. cit. 
supra, note 568, at 1229). Mr. Cohen further teStified that all loans made by Insurance 
Equities Corporation from banks were arranged through Mr. Menken because he “knew 
most of the banking people which I didn’t” and “he would talk to them in advance and 
make arrangements in advance, and I would come in toward the end” (id., at 1360-1). 
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In sum, virtually the entire portfolio of North and South American 
Corporation was almost immediately liquidated by Insurance Equities 
Corporation for proceeds of $609,000. Of this sum, $208,000 was 
used to repay an existing indebtedness of North and South American 
Corporation to the Central Hanover Bank & Trust Company.°* The 
bulk of the remaining $401,000 of assets of North and South Amer- 
ican Corporation was in effect transferred to Insurance Equities 
Corporation in order to enable it to derive the funds to pay the 
United Founders Corporation group of investment companies and 
Domestic & Foreign Investors Corporation for control of North and 
South American Corporation. 

On March 21, 1932, directly after the receipt of the $508,000 from 
the Bank of Manhattan Trust Company, the Cohen group-controlled 
board of directors of North and South American Corporation passed 
a resolution to have North and South American Corporation expend 
$350,350 in the purchase of 3,500 shares of the common stock and 
3,500 shares of the preferred stock of Insurance Equities Corpora- 
tion.°® Insurance Equities Corporation, in this manner, for the first 
time came into possession of some assets. Late in the afternoon of 
March 21, 1932, the date of the closing of the purchase agreement, 
Insurance Equities Corporation delivered its certified checks for 
$953,139 and $51,850, respectively, to the United Founders Corpora- 
tion group of investment companies and to Domestic & Foreign In- 
vestors Corporation in payment for the controlling block of stock of 
North and South American Corporation.*” These funds, as has been 
stated, had been derived from the assets of North and South Amer- 
ican Corporation, so that in effect the funds of the company itself 
had been used by Insurance Equities Corporation to pay for its 
control. Louis H. Seagrave, the president of American Founders 
Corporation, although he denied that he had prior knowledge of the 
method by which Insurance Equities Corporation intended to acquire 
the funds to pay for the control of Insurance Equities Corporation, 
conceded that Insurance Equities Corporation had used the assets of 
North and South American Corporation for this purpose.®*® It 
will be recalled, however, that the United Founders Corporation 
group of investment companies had made no investigation of the 
financial worth of Insurance Equities Corporation. 

Asa result of the passage of control of North and South American 
Corporation, $350,350 of its approximate net assets of $400,000 which 
previously had consisted of marketable securities, had been trans- 
formed into an investment in the stock of Insurance Equities Cor- 
poration. The stock of Insurance Equities Corporation held by North 
and South American Corporation had an asset value of approxi- 
mately $11,000.%° Against these assets, however, Insurance Equities 


615 Td., at 542. 

616 Tq., Commission’s Exhibits 89A, 89B, 90, 90B, 90C, 90D. 

617 Tq., at 520-2 and 613-4. It will be recalled that Insurance Equities Corporation had 
paid $20,000 of its total obligation of $71,850 to Domestic & Foreign Investors Corporation 
by means of a loan obtained from American Founders Corporation. 

$18 Op. cit. supra, note 553, at 26581. 

619 Aside from its holdings of the stock of Insurance Equities Corporation, the assets of 
North and South American Corporation had a value of $50,000 and in these assets Insurance 
Equities Corporation had an approximately 22% interest by virtue of its holdings of 42,713 
shares of the Class A stock of North and South American Corporation which it had acquired 
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Corporation owed American Founders Corporation $20,000. More- 
over, the $45,361 balance °° of the $350,350 which had been received 
by Insurance Equities Corporation from North and South Amer- 
ican Corporation in payment for the preferred and common stock of 
Insurance Equities Corporation, was promptly disbursed to members 
of the Cohen group and others. On March 24, 1932, Insurance 
Equities Corporation paid $8,425 to the law firm of Sherman and 
Goldring.®* Frederic P. Robert, the broker in the transfer of con- 
trol of North and South American Corporation from the United 
Founders Corporation group of investment companies to Insurance 
Equities Corporation, received $10,000 from Insurance Equities Cor- 
poration as a commission.®” 

Finally, Insurance Equities Corporation paid $25,000 and issued 
35,000 shares of its common stock to Frank Cohen in return for 
4,000 shares, or 10%, of the stock of Detroit Fidelity and Surety 
Company and 10,000 shares, or 5%, of the stock of Lloyds Casualty 
Company of New York.*** Thus, Mr. Cohen, by the use of the funds 
of North and South American Corporation, had acquired large 
blocks of the stock of two insurance companies which were included 
in this general plan to acquire control of and to merge casualty and 
life insurance companies. In addition, Mr. Cohen had acquired 
control of Insurance Equities Corporation.*** 


from the United Founders Corporation group of investment companies, The Class B stock 
of North and South American Corporation held by Insurance Equities Corporation, it will be 
recalled, had no asset value. 

620 Jnsurance Equities Corporation had obtained $350,350 by the sale of its stock to North 
and South American Corporation and had immediately disbursed $304,989 to pay for control 
of North and South American Corporation. 

621 Op. cit. supra, note 568, at 520-2. 

e221d., at 522-5 and Commission’s Exhibits Nos. 79, 80B, 80C, and 80D. The United 
Founders Corporation group of investment companies also paid Mr. Robert $10,000 for his 
services in connection with the sale of control of North and South American Corporation to 
Insurance Equities Corporation (op. cit. supra, note 558, Commission’s Exhibit No. X3802). 

63 Op. cit. supra, note 568, at 520-6, 1259, and 1275-8. Lloyds Casualty Company of 
New York then had outstanding 200,000 shares of $5 par value capital stock, and Detroit 
Fidelity and Surety Company had outstanding 40,000 shares of capital stock (id., at 1118). 
Mr. Cohen had entered into an agreement with Insurance Equities Corporation which bound 
that corporation to purchase from him an aggregate of 32,000 shares of the stock of Detroit 
Fidelity and Surety Company and 100,000 shares of Lloyds Casualty Company. In all, Mr. 
Cohen, by May 19, 1932, delivered 22,315 shares of the stock of Lloyds Casualty Company 
and 4,000 shares of Detroit Fidelity and Surety Company to Insurance Equities Corporation 
(id., at 997) for which he received, from March 22, 1932, to April 13, 1933, a total of 
$233,210 in cash and 307,648 shares of its common stock from Insurance Equities Corpora- 
tion (id., at 990-4). The market value of the stock of Lloyds Casualty Company was ap- 
proximately $2 a share and that of Detroit Fidelity and Casualty Company approximately 
$7 a share, so that the total market value of the stocks of these companies delivered by Mr. 
Cohen tto Insurance Equities Corporation was approximately $73,000. The $233,210 which 

Mr. Cohen received from Insurance Equities Corporation was derived by that corporation 

almost entirely from its various transactions with North and South American Corporation 

and Insuranshares Corporation of Delaware, control of which was acquired by Insurance 
Equities Corporation from the United Founders Corporation group of investment companies 
on May 3, 1932 (id., at 993). Max Frendel, a certified public accountant who had examined 
the books and records of Insurance Equities Corporation, testified that of the $233,210 paid 
by that corporation to Mr. Cohen, $30,000 went into Mr. Cohen’s personal bank account and 
the remainder was used to pay “debts, I presume of Cohen and others” (id., at 995). 

624 Mr. Cohen testified (id., at 1250) : 

Q. In essence, Mr. Cohen, that was the arrangement, wasn’t it, that all of the money 
to make the payment to the broker, to the attorneys, for the payment of the shares of 


Lloyds and Detroit, that you were getting—the payment to American Founders and the 
payment to Domestic & Foreign Securities—was to come out of the subscription by 
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As has been stated, $350,350 of the total assets of $401,000 of 
North and South American Corporation had been invested in the 
preferred and common stock of Insurance Equities Corporation. 
‘All of the remaining funds of North and South American Corpora- 
tion were invested, in May 1982, in the purchase from United States 
Shares Corporation of contracts to distribute and manage the assets 
of nine semifixed trusts.°2® By May 31, 1933, these management and 
distribution contracts had been written down to one dollar on the 
books of North and South American Corporation,®° and on Feb- 
ruary 14, 1934, Insurance Equities Corporation, which throughout 
its active existence had been insolvent,°?? was placed in receiver- 
ship.°8 As a result, the $350,350 investment of North and South 
American Corporation in the stock of Insurance Equities Corpora- 
tion became worthless. 

As a result, therefore, of the passage of control of North and 
South American Corporation to Insurance Equities Corporation, the 
Class A stockholders of North and South American Corporation had 
suffered a complete loss of the remaining value of their investment 
in the company. However, the United Founders Corporation group 
of investment companies, which had sponsored, unsuccessfully man- 
aged, and controlled North and South American Corporation, had 
received an attractive price for their holdings of the stock of North 
and South American Corporation. In the course of their advan- 
tageous disposition of their holdings in and their control of North 
and South American Corporation, the United Founders Corporation 
group, however, had taken no substantial steps to protect the com- 
pany’s minority stockholders. No investigation of the financial 
worth of Insurance Equities Corporation had been attempted by the 


North and South American for the preferred and common stock of Insurance Equities? 

A. I have tried to tell you it would come out of the sale of preferred stock and what- 
ever we could borrow on the North and South American shares and on the Detroit and 
Lloyd Casualty stock * * *. 

623 Moody’s Manual of Investments, Banks, etc., 1935, p. 1598. The semifixed trusts whose 
sponsorship was acquired by North and South American Corporation were Common Stock 
Trust Shares, Series A-1; United Common Trust Shares, Series 2; United Insurance Trust 
Shares, Series F; United Oil Trust Shares, Series H ; United Fixed Shares, Series Y ; Common 
Stock Trust Shares, Series A; Bank Trust Shares, Series 1 and 2; and United New York 
Bank Trust Shares. While the record does not indicate the purpose of the Cohen group inv 
acquiring the sponsorship of these gemifixed trusts, it is significant that one of the plans 
later evolved by the Cohen group in order to derive funds for Insurance Equities Corporation 
was to exchange the stock of Insuranshares Corporation of Delaware, which Insurance 
Equities Corporation had acquired from the United Founders Corporation group of invest- 
ment companies, for certificates of beneficial interest in fixed trusts. The fixed trust certifi- 
cates were then to be tendered to the trustee for conversion into the marketable securities 
held by the trustee for the benefit of the certificate holders. Insurance Equities Corporation 
would then derive cash by selling the marketable securities so acquired (op. cit. supra, note 
568, at 1405-12). The position of sponsorship held by North and South American Corpora- 
tion in the 9 semifixed trusts would give the Cohen group access to the lists of the certificate 
holders of the trusts, a desirable advantage of an exchange offer program for the certificates 
of the trust. In July 1932, Insurance Equities Corporation actively retained Allied General 
Corporation, a company engaged in the distribution of investment company secur‘ties, to 
conduct a program of exchanging Insuranshares Corporation of Delaware stock for the 
certificates of beneficial interest of fixed trusts. However, Allied General Corporation termi- 
nated the arrangement shortly after it was made, and Insurance Equities Corporation appar- 
ently discontinued the program (id., at 1639-40). 

626 Op. cit. supra, note 553, Commission’s Exhibit No. X3796. 

627 Op. cit. supra, note 568, at 993. See infra, Insuranshares Corporation of Delaware— 
Insurance Equities Corporation, pp. 1193-1225. 

628 Moody’s Manual of Investments, Banks, etc., 1935, p. 1597. 
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United Founders Corporation group. The United Founders Cor- 
poration group did not exact any commitment from Insurance Equi- 
ties Corporation to continue the existing investment policy of North 
and South American Corporation. They accepted only Mr. Men- 
ken’s oral assurance that the new management “expected to continue 
North and South American Corporation more or less the same way 
it had been run in the past.” 62° F inally, in June 1932, when the 
United Founders Corporation group of investment companies be- 
came aware of the fact °° that North and South American Corpora- 
tion had invested all of its funds in the stock of Insurance Equities 
Corporation, the officers of the United Founders Corporation group 
took no steps to compel Insurance Equities Corporation to restore 


the original portfolio of North and South American Corporation.** 


h. Insuranshares Corporation of Delaware—Insurance Equities 
Corporation 


Almost immediately after the acquisition of North and South 
American Corporation by Insurance Equities Corporation, the Cohen 
group which, after April 11, 1932, had the prestige of the association 
with it of Julius H. Barnes, the chairman of the Chamber of Com- 
merce of the United States,*** began to negotiate for the purchase 
of control of Insuranshares Corporation of Delaware from the 
United Founders Corporation group of investment companies, 

Insuranshares Corporation of Delaware had been incorporated in 
Delaware on July 31, 1928, with general power to invest in securities, 


629 Op. cit, supra, note 568, at 601. A 

60 Mr. Devendorf testified that in June 1932 he saw the May 31, 1932 report of North 
and South American Corporation, which showed its $350,350 investment in the preferred 
and common stocks of Insurance Equities Corporation (id., at 706-7 and 776-9). 

“1Td., at 1469. Louis H. Seagrave, the president of American Founders Corporation, 
testified that in his opinion protection of minority stockholders against the possible in- 
jurious consequences of a transfer of the control of their funds of their companies to 
others was desirable (op. cit. supra, note 553, at 26582-8) : 

Q. Well, again, Mr. Seagrave, what do you think of the desirability of permitting 
one investment trust, or the officers of an investment trust to sell out to another trust, 
where it has been shown over and over again that these things may happen? Shouldn’t 
there be some protection to the stockholders of the investment trust in that situation ? 

You are speaking in general. 

Q. I am speaking in general. TI am talking about your point of view today—I am 
not talking about what happened in the past—as you look upon it, sitting here with the 
proof of your experience. 

A. I certainly think that if there is a feasible way of protecting the companies and 
the stockholders thereof against that kind of operation, it certainly should be applied. 
On the other hand, it doesn’t seem to me that the owners of an investment company 
should be prohibited by law from Selling their property. In between there, I don’t 


know what is possible. 
* * * * * * * 


Q. In other words, there is no particular reason why large funds of public moneys 
Shouldn’t be protected at all times, is there? 
A. I am with you 100 per cent. 

62 See supra, p. 1185. Hobart B. Brown, the president and a director of Insuran- 
shares Corporation of Delaware prior to the shift of its control to Insurance Equities 
Corporation and who continued as a director of the company after the passage of its 
control to the Cohen group, until December 22, 1932 (op. cit., supra, note 568, at 61 and 
233) testified that his confidence in Mr. Barnes, who became chairman of the board of 
directors of Insuranshares Corporation of Delaware and whom “he knew by reputation,” 
led him to approve various transactions between Insurance Equities Corporation and 
Insuranshares Corporation of Delaware which subsequently resulted in substantial losses 
to Insuranshares Corporation of Delaware (id., at 231). Mr. Barnes, however, testified 
that he approved the same transactions in reliance on the advice of 8. Stanwood Menken 
and Carl Sherman, counsel for both Insuranshares Corporation of Delaware and Insur- 
ance Equities Corporation (id., at 1619-20). 


1194 SHOURITIES AND EXCHANGE COMMISSION 


The charter of the corporation, however, prohibited the investment 
of more than 5% of its assets in the securities of any one company 
with the exception that not more than 107% of its assets could be | 
invested in the securities of any one bank or insurance company. 
However, no limitation was imposed upon the amount of the cor- 
porate funds which could be invested in the securities of a corpora- 
tion “engaged in a type of business similar” to that of Insuranshares 
Corporation of Delaware. 

Insuranshares Corporation of Delaware was organized by Insur- 
anshares Corporation of New York ** and Insuranshares and Gen- 
eral Management Company,** both of which were originally con- 
trolled by Sterling Pile, Edward B. Twombly, Schoellkopf, Hutton 
& Pomeroy, Inc., investment bankers, and Goodwin, Beach & Co., an 
investment firm specializing in insurance company securities and 
headed by Edward 8S. Goodwin, a reputed authority on such 
securities.°° 

The original authorized capital of Insuranshares Corporation of 
Delaware consisted of a Class A common stock and a Class B com- 
mon stock. The Class A common stock was entitled on liquidation 
of the company to a preference in assets to the extent of $20 a share, 
and thereafter the remaining assets were to be divided in the ratio 
of 85% to the Class A common stockholders and 15% to the Class B 
stockholders. For all corporate purposes other than the election of 
directors, the two classes of stock had equal voting rights. How- 
ever, for the election of directors, the Class A stock had one vote 
a share multiplied by the number of directors to be elected, whereas, 
the Class B stock had three votes a share multiplied by the number 
of directors to be elected.” 

On March 1, 1929, Insuranshares Corporation of New York pur- 
chased 50,000 shares of Insuranshares Corporation of Delaware 
Class B stock at a price of 10 cents a share.** On the same day, In- 
suranshares and General Management Company agreed to recommend 
investments for the portfolio of Insuranshares Corporation of Dela- 
ware? As sole and complete compensation for its management 
services, Insuranshares and General Management Company was per- 
mitted to purchase 450,000 shares of the Class B stock of Insuran- 
shares Corporation of Delaware at a price of 10 cents a share.**° In 
these transactions, Insuranshares Corporation of Delaware had 
issued 500,000 shares of its Class B stock for a total consideration 
of $50,000. — 


63 Moody’s Manual of Investments, Banks, etc., 1938, p. 2509. 

64'This corporation changed its name to Allied General Corporation in 1931. See 
infra, pp. 1349-57. 

6s The original name of this corporation was Insuranshares Management Company. 
The name used in the text was adopted in May 1930 (Moody’s Manual of Investments, 
Banks, etc., 1933, p. 2508). 

686 Public Examination, Allied General Corporation, at 4948, 5010; and op. cit., supra, 
note 568, at 154. 

6s? Public Examination, The Goldman Sachs Trading Corporation, Commission’s Bxhibit 
No. 1908. 

638 Tbid. 

639 [hid. Edward 8S. Goodwin, a reputed authority on insurance company securities, was 
head of the research department of Insuranshares and General Management Company (op. 
cit. supra, note 568, at 80-1). 

640 Public Examination, Allied Gencral Corporation, at 5048. 


Pe 


On March 5, 1929, The Goldman Sachs Trading Corporation pur- 
chased 250,000 shares of the Class A stock of Insuranshares Corpo- 
ration of Delaware for $5,000,000,° and on March 14, 1929, Insur- 
anshares Corporation of New York publicly offered at $217% a share, 
500,000 shares of the Class A stock of Insuranshares Corporation of 
Delaware. From the proceeds of this public offering, Insuranshares 
Corporation of New York retained $937,500 as gross selling commis- 
sions and remitted $10,000,000 to Insuranshares Corporation of 
Delaware. 

Thus, by the end of March 1929, Insuranshares Corporation oi 
Delaware had raised total capital funds of $15,050,000, of which 
$15,000,000 represented the consideration for the issuance of 750,000 
shares of its Class A stock and $50,000 represented the amount ob- 
tained from the sale of 500,000 shares of its Class B common stock. 
The Class B common stockholders who had contributed only $50,000 
to the enterprise, nevertheless, were in permanent control of the 
management and policies of the corporation.®” 

The connection of The Goldman Sachs Trading Corporation with 
Insuranshares Corporation of Delaware lasted exactly one year. On 
March 5, 1980, The Goldman Sachs Trading Corporation and Amer- 
ican Cities Power & Light Corporation, to which The Goldman 
Sachs Trading Corporation had previously sold 150,000 shares of 
the Class A stock of Insuranshares Corporation of Delaware, sold 
to the United Founders Corporation group of investment companies 
250,000 shares of the Class A stock of Insuranshares Corporation of 
Delaware for $4,000,000. At the same time, Insuranshares and Gen- 
eral Management Company sold 20,000 shares of its own stock to the 
United Founders Corporation group of investment companies for 
$500,000.°4* In sum, the United Founders Corporation group of in- 
vestment companies, at an ageregate cost of $4,500,000, had ac- 
quired, in March 1930, 250,000 shares or one-third of the Class A 
stock of Insuranshares Corporation of Delaware and 20,000 shares 
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61 Op. cit, supra, note 637, Commission’s Exhibit No. 1908. The Goldman Sachs 
Trading Corporation also purchased from Insuranshares Corporation of New York 25,000 
shares of the Class B stock of Insuranshares Corporation of Delaware at 12 cents a share, 
or a total price of $3,000, and 10,000 shares of the stock of Insuranshares and General 
Management Company at a price of $200,000. Waddill Catchings of Goldman, Sachs .% 
Co. was elected a director of Insuranshares Corporation of Delaware (ibid). 

62 As has been indicated, the Class A stock had one vote a share multiplied by the 
number of directors to be elected, and the Class B shares had three votes a share multi- 
plied by the number of directors to be elected. The inequity of this arrangement of the 
voting power of the corporation, when compared with the capital contribution made to 
the enterprise by the two classes of stocks, led the New York Curb Hxchange in May 
1929, to refuse to list the corporation’s Class A shares unless the Class B stockholders 
agreed to exercise only one-third of their voting power, that is, a quantum of voting 
power equal to that of the Class A stockholders, until 1,500,000 shares of Class A stock 
had been issued. On the happening of this event, the voting power of the two classes of 
stock would be equal. The Class B stockholders consented to this modification of their 
yoting power in order to obtain the listing of the corporation’s Class A shares (op. cit. 
supra, note 637, Commission’s Exhibit No. 1908). 

«8 Public Examination, American General Corporation et al., Commission’s Exhibit No. 
X4194. Of the 20,000 shares of its own stock which it sold to the United Founders Cor- 
poration group, Insuranshares and General Management Company had acquired 10,000 
from the Goldman Sachs Trading Corporation for $250,000 (ibid.). It will be recalled 
that at the formation of Insuranshares Corporation of Delaware, Insuranshares and Gen- 
eral Management Company had acquired 450,000 shares of the Delaware company’s Class B 
stock for $45,000. 
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or 7% of the 297,509 outstanding shares of Insuranshares and Gen- 
eral Management Company which at that time held 475,000 shares, or 
75% of the Class B stock of Insuranshares Corporation of Dela- 
ware.*** By the end of 1931, Insuranshares and General Management 
Company had acquired the remaining 25,000 outstanding shares of 
the Class B stock of Insuranshares Corporation of Delaware.**° 

On May 27, 1931, Insuranshares Corporation of Delaware was re- 
capitalized under a plan whereby the outstanding 750,000 shares of 
Class A stock were exchanged for 375,000 shares of common stock, 
and the outstanding Class B shares were similarly halved to create 
an issue of 250,000 Class B shares. The voting rights of the two 
classes of stock remained unchanged. As part of the recapitalization 
plan, the common stockholders were offered in July 1931, the right 
to subscribe to 93,750 additional shares of common stock at $9 a 
share in the ratio of one new share for each four shares then held 
by the stockholders.**° By this offering, $848,750 of additional capi- 
tal was raised by Insuranshares Corporation of Delaware. 

The United Founders Corporation group of investment companies 
was engaged in accumulating additional stock in Insuranshares Cor- 
poration of Delaware and in Insuranshares and General Management 
Company which, as has been stated, controlled all of the Class B vot- 
ing stock of Insuranshares Corporation of Delaware. By April 
1932, the United Founders Corporation group had acquired 161,605 
shares of the common stock of Insuranshares Corporation of Dela- 
ware, or 34% of the 468,750 shares of such stock then outstanding 
and 158,000 shares or 51% of the 297,509 shares of the capital stock 
of Insuranshares and General Management Company. The United 
Founders Corporation group, in fact, had an actual majority voting 
control of Insuranshares Corporation of Delaware, controlling 411,- 
605 voting shares, or 57% of the 718,750 voting shares of the cor- 
poration.*4? 

Although the United Founders Corporation group had voting 
control of Insuranshares Corporation of Delaware, only two of its 
representatives, George E. Devendorf and Erwin Rankin, were mem- 
bers of the directorate of the company, which consisted of 12 indi- 


644 Qn March 5, 1930, Insuranshares and General Management Company had purchased 
from The Goldman Sachs Trading Corporation 25,000 shares of the Class B stock of 
Insuranshares Corporation of Delaware at a cost of $150,000 (op. cit. supra, note 637, 
Commission’s Exhibit No. 1908). 

645 Moody’s Manual of Investments, Banks, etc., 1933, p. 2508. 

646JTq., p. 2179. The new common stock was entitled to 85% of the corporate assets on 
liquidation of the company, and the new Class B stock was entitled to the residue of the 
corporation assets (ibid). 

647 The 161,605 shares of common stock of Insuranshares Corporation of Delaware in the 
election of directors had one vote a share multiplied by the number of directors to be elected. 
Through their voting control of Insuranshares and General Management Company, the 
United Founders Corporation group had the power to vote all of the 250,000 shares of the 
Class B stock of Insuranshares Corporation of Delaware which, although entitled by the 
company’s charter to three votes a share multiplied by the number of directors to be 
elected, had been restricted to one vote a share as a condition to the listing of the com- 
pany’s common stock on the New York Curb Exchange and subsequently on the New York 
Stock Exchange until 750,000 shares of common stock had been issued. Moody’s Manual 
of Investments, Banks, etc., 1933, p. 2510.) 
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viduals.°48 However, Mr. Devendorf was chairman of the investment 
committee of Insuranshares Corporation of Delaware.°* 

Insuranshares Corporation of Delaware did not fare well under 
the combined management of its original sponsors and the United 
Founders Corporation group. By April 19382, the net assets of the 
company had a market value of approximately $4,500,000, as com- 
pared with the $15,893,750 which had been contributed to the com- 
pany by its stockholders.®° In other words, the capital contributed 
to the company had depreciated in value by approximately $11,000,000 
in the 8-year period of the company’s active existence. The stock: 
holder who had purchased his common stock at a cost of $43.75 a 
share in March 1929,°°1 held a security which had an asset value of 
$8.30 ©? and a market value of $7 in April 1932. 

However, the portfolio of Insuranshares Corporation of Delaware 
consisted of the dividend-paying securities of well-known insurance 
companies which had been purchased to hold “for the long pull.” °° 
Hobart Brown, a director of Insuranshares Corporation of Delaware, 
testified that the policy of the company’s investment committee “was 
the investment from an investment standpoint and the question of 
marketability—in other words, not with the idea to buy these things 
and to sell them, to speculate in them, but to hold them.” 4 ‘The 
company had not invested its funds with a view to obtaining control 
of insurance companies. This policy of investment had been an- 
nounced to the stockholders at the inception of the company and 
thereafter in its annual reports.®° 

This, then, was the situation of Insuranshares Corporation of 
Delaware in March and April 1932, when the Cohen group commenced 
to negotiate with the United Founders Corporation group of invest- 
ment companies for the purchase by Insurance Equities Corporation 
of control of Insuranshares Corporation of Delaware. In the course 
of these negotiations, Mr. Menken and Mr. Cohen had made it clear 
to Mr. Devendorf, the new president of American Founders Corpora- 
tion, that in contrast to the existing investment policy of Insuran- 
shares Corporation of Delaware, the intention of the Cohen group 
after it acquired control of the company was to invest its funds in 


“8 In May 1932, when control of Insuranshares Corporation of Delaware passed to Insuran- 
shares Equities Corporation, its board of directors consisted of Arthur P. Day, Joseph P. 
Harris, Edwin K. Hoover, Daniel Pierce, Sterling Pile (one of the original sponsors of the 
company), Edward B. Twombly (another of the original sponsors), Henry B. Twombly, 
C. Parker Kuhn, Hobart B. Brown, Edgar Boles, Erwin Rankin, and George HE. Devendorf of 
the United Founders Corporation group of investment companies (op. cit. supra, note 568, 
at 207-8, 292). 

69 The investment committee of Insuranshares Corporation of Delaware consisted of 
Hobart B. Brown, Edward 8S. Goodwin, C. Parker Kuhn, and Mr. Devendorf, the chairman 


of the committee (ibid.). 
60 Public Examination, First Income Trading Corporation, et al., at 1063 and Commis- 


sion’s Exhibit No. 64. 
61 Bach share of common stock had been issued in May 1931, in exchange for two shares 
of the former Class A stock of the company which had been sold to the public in March 1929, 
at $21% a share. : 
62 Op, cit. supra, note 568, at 475-6. an ’ 
68 Td., at 64, 276, 967. ; 
4 Td., at 70. i 
5 The prospectus used in selling the securities of Insuranshares Corporation of Delaware 
to the public stated: ; 


It is the policy of the corporation adequately to diversify its holdings to include the 
securities of leading insurance companies engaged in writing life, fire, surety, casualty, 
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the purchase, in cooperation with Insurance Equities Corporation, 
of controlling blocks of the stocks of various life and casualty com- 
panies,°* as a preliminary step to the merger and consolidation of 
such insurance companies.°" 

Furthermore, as Mr. Barnes conceded, the plan of the Cohen group 
for the merger and consolidation of insurance companies was ven- 
turesome, since it was probable that control of only insurance com- 
panies then in financial difficulties could be obtained by the Cohen 
group. Moreover, it would require a large reserve of funds to main- 
tain the investments made in the insurance companies which were 
acquired. Mr. Barnes testified : °* 


Q. The program that has been referred to of acquiring a number of insurance 
companies and the consolidation or merger of them, the companies that were 
referred to were companies that either were in receivership or facing receiver- 
ship or companies which were in a distressed condition. Isn’t that correct in 
general? 

A. Those were the only kind of companies for sale. 

Q. And of course at the time they were not dividend paying investments, were 
they? 

A. Some of them—Jefferson Standard, Shenandoah, Philadelphia Life—were 
all dividend payers. 

Q. Large or small dividend payers? 

A. Their dividends had been reduced from the normal. 

Q. And the acquisition of control of any such companies required finances, 
didn’t it? 

A. Obviously. 

Q. And if these companies were acquired, not at the market value of the 
company, but the liquidation value, which would take into effect every probable 
factor to the company, 40% of unearned premiums, every other bookkeeping 
factor, plus additional payments for control that would require substantial 
capital, wouldn’t it? 

A. It would introduce a hazard unless there was capital to protect it; yes. 

Q. And in order to hold these companies beyond a point were the market, 
or earnings, would approach the price that was paid in these circumstances, 
it would require capital to hold, wouldn’t it? 

A. To insure against the hazards; yes. 


marine, and other classes of insurance and selected banks and trust companies in this 
country and abroad (op. cit. supra, note. 637, Commission’s Exhibit No. 1908). 

The annual report of Insuranshares Corporation of Delaware for the year ending December 
31, 1931, stated: 

The decline in portfolio values during the year 1931 has been in sympathy with the 
general securities market. but as it has always been the policy of the management to buy 
investments for the portfolio and not securities for speculation, price changes may be 
ignored for the immediate future and interest concentrated on prosnects over the longer 
term (op. cit. supra, note 568, at 68, and Commission’s Exhibit No. 10). 

66 For a list of the insurance companies which the Cohen group contemplated acquiring 
see note 580, supra. 

657 Op. cit. supra, note 568, at 699 and 721. However, at one point Mr. Devendorf had 
been informed by S. Stanwood Menken, the attorney for Insurance Equities Corporation, 
that it was the intention of the Cohen group to invest only 25% of the assets of Insuran- 
shares Corporation of Delaware in insurance companies in which the Cohen group was 
interested (id., at 664). Nevertheless, virtually all of the assets of Insuranshares Cor- 
poration of Delaware were invested in the acquisition of large blocks of the stocks of insur- 
ance companies which had a place in Mr. Cohen’s plans for the amalgamation of insurance 
companies. (See infra, pp. 1209-25.) 

6&8 Op. cit. supra, note 568, at 1666-8. 
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Q. And it was then in your judgment a hazardous enterprise, wasn’t it? 

A. I would call it a venturesome enterprise, the whole plan. 

Q. And without such resources such a program had very little opportunity 
for success; isn’t that correct? 

A. It was venturesome. 


Although, as Mr. Barnes testified, the program which the Cohen 
group had in mind required a substantial amount of capital, In- 
surance Equities Corporation by May 3, 1932, when it acquired con- 
trol of Insuranshares Corporation of Delaware, was virtually with- 
out funds. It will be recalled that all of the cash which Insurance 
Equities Corporation had received from the sale of its securities to 
North and South American Corporation had been expended in pay- 
ments to the United Founders Corporation group of investment 
companies and Domestic & Foreign Investors Corporation, in the 
purchase of blocks of stock in Lloyds Casualty Company of New 
York and Detroit Fidelity and Surety Company and in payments 
to its attorneys, Menken, Ferguson and Hill, and Sherman and Gold- 
ring.°* Furthermore, in April 1932 Insurance Equities Corporation 
had borrowed $70,000 from J. A. Sisto & Company on the collateral 
security of the stocks of Lloyds Casualty Company of New York and 
Detroit Fidelity and Surety Company, which it owned.*° By the 
end of April 1932 substantially all these borrowed funds had’ been 
disbursed by Insurance Equities Corporation to repay its $20,000 
indebtedness to American Founders Corporation incurred in connec- 
tion with the acquisition of control of North and South American 
Corporation and in advances to Lloyds Casualty Company and to 
a company controlled by Frank Cohen.*** On May 3, 1932, Insur- 
ance Kquities Corporation had an actual cash position of only 
$2,779,°° and in fact its liabilities then exceeded the market value 
of its assets.*¢ 

As will be described later, the contract price for the purchase of 
control of Insuranshares Corporation of Delaware exceeded $2,000,- 
000, of which $450,000 in cash was to be paid immediately and the 
remainder was to be paid in installments. Insurance Equities Cor- 
poration clearly was not in a financial position to pay this sum in 
April 1932. However, Mr. Cohen intended to use the assets of In- 


659 See supra, pp. 1191-2. 

860 Op. cit. supra, note 568, at 532-3. 

1 Td., at 528; see supra, pp. 1188-9. 

*2 Op. cit. supra, note 568, at 630, 1320-1, and 1327. Of the $70,000 berrowed by 
Insurance Equities Corporation from J. A. Sisto & Company, $65,000 was expended as 
follows: The loan of $20,000 obtained from United Founders Corporation was repaid; 
$30,000 was advanced to Motor Vehicle Underwriters, .a company controlled by Cohen, as 
the purchase price of additional blocks of the stock of Lloyds Casualty Company of New 
York; and $15,000 was advanced to Lloyds Casualty Company of New York (ibid). The 
remaining $5,000 of the $70,000 of borrowed funds was in part used by Insurance Equities 
Corporation to pay miscellaneous expenses. On May 3, 1932, Insurance Equities Corpora- 
tion had only $2,779 of actual cash on hand (id., at 580). 

8 Insurance Equities Corporation, on May 3, 1982, owed $70,000 to J. A. Sisto & Com- 
pany. Its assets consisted of its holdings of North and South American Corporation 
stock having an asset value of $11,000 (see note 619, supra), $2,779 in cash, 10,000 shares 
of Lloyds Casualty Company, with a market value of $20,000, and 4,000 shares of Lloyds 
Casualty Company, having a market value of $28,000. Insurance Equities Corporation 
thus had total assets having a market value of approximately $62,000 (op. cit. supra, 
note 568, at 533). 
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suranshares Corporation of Delaware both to pay for its control and 
to further his program for the acquisition of control and the con- 
solidation of Insurance companies. Mr. Cohen testified that the 
same method which was used by Insurance Equities Corporation to 
acquire control of North and South American Corporation was to 
be applied in the case of Insuranshares Corporation of Delaware: *** 


Q. On May 8, 1932, you know, don’t you, that Insurance Hquities Corporation 
had in its portfolio 4,000 shares of Detroit Fidelity & Surety Company and 
10,000 shares of Lloyds Casualty Company of New York which were pledged 
as security for a loan, it had the shares of North and South American relating 
to its domestic securities and which company had at that time as the total 
value of its domestic securities $6,000; and it had between two and three 
thousand dollars in the bank altogether. Insurance Equities was to pay Amer- 
ican Founders, wasn’t it, by getting the money from Insuranshares through 
having Insuranshares subscribe to the preferred and common stock of Equities 
as it had done in North and South American; isn’t that a fact? 

A. Insuranshares was to buy preferred stock of the Insurance Equities. 

Q. And the money which it was to get from Insuranshares was to be used 
in part at least to make this first payment of $450,000 to American Founders? 

A. The proceeds of the preferred stock would be used to pay for the stock; 
yes. 

cE * * * * * * 

A. We never would have bought’ Insuranshares if they wouldn’t buy pre- 
ferred stock of the Insurance Equities, if that is what you mean. 

Q. Insurance Equities had no means of financing this purchase otherwise ; 
that is true, isn’t it at this time? 

A. We were going to do it by the preferred stock. 


Although the United Founders Corporation companies were un- 
aware *® of the plan by which Mr. Cohen intended to procure the 
funds to pay for control of Insuranshares Corporation of Delaware, 
they took no steps to investigate the financial status of Insurance 
Equities Corporation during the course of the negotiations by that 
corporation for the purchase of control of Insuranshares Corpora- 
tion of Delaware. They did not demand any balance sheet of In- 
surance Equities Corporation. The United Founders Corporation 
group relied solely on the oral declarations of the Cohen group that 
they had resources in excess of $5,000,000. 

Although the investment policy which the Cohen group intended to 
pursue with the assets of Insuranshares Corporation of Delaware 
was, as Mr. Barnes testified, a “venturesome one,” totally at variance 
with the company’s existing investment policy, the United Founders 
Corporation group took no steps to inform the stockholders of In- 
suranshares Corporation of Delaware of the prospective shift in the 


664 Tq., at 1259, 1274. 

6 Td. at 1395. 

eee Td., at 619. It will be recalled that in the case of North and South American Cor- 
poration no investigation had been made by the United Founders Corporation group of 
investment companies of the financial resources of Insurance Equities Corporation because, 
as Mr. Devendorf testified, the United Founders Corporation group was to receive a single 
cash payment for the control of North and South American Corporation (ibid.). In the 
case of Insuranshares Corporation of Delaware payment was to be made in installments. 
(See infra, p. 1203.) 

67 Tq., at 699, 1388. 
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control of their assets and of the policies which the new controlling 
group intended to adopt. 

Despite the fact that the stockholders of Insuranshares Corporation 
of Delaware had presumably invested in and retained their stock in 
the company in reliance on the continuance of its existing investment 
policy, Mr. Seagrave, the president of American Founders Corpora- 
tion, testified that any change of the investment policy of the com- 
pany was a matter solely for the determination of the Cohen group 
after it acquired control: °° 


Q. Were you particularly concerned with whether or not the purchasers, 
when they came in later, would want to change the policy of the company? 

A, Well, I don’t believe that I was particularly concerned. I was told in 
advance of any need for concern, they had various insurance companies which 
they intended to put together and that they wanted to acquire this company 
[Insuranshares Corporation of Delaware] which was in that field. The ques- 
tion of whether they would change a policy or not was a question of their 
determination from time to time. 


As has been stated, during the course of the negotiations between 
the Cohen group and the United Founders Corporation companies 
in connection with purchase of control of Insuranshares Corporation 
of Delaware, the United Founders Corporation group made no at- 
tempt to investigate the financial condition of Insurance Equities 
Corporation. Nor were the officials of the United Founders Corpora- 
tion group made suspicious by a request made by the Cohen group 
that Insuranshares Corporation of Delaware realize, by the liquidation 
of part of its portfolio, $1,000,000 in cash prior to the closing of any 
contract for the passage of control of the company to the Cohen group. 
Mr. Devendorf testified that this request was made by the Cohen 
group in order that Insuranshares Corporation of Delaware have 
funds available, on the passage of its control to the Cohen group, for 
immediate investment in insurance companies in which the Cohen 
group was interested or about to become interested.* This request 
was embodied in one of the covenants in a draft contract for the 
purchase of control of Insuranshares Corporation of Delaware pre- 
pared by the Cohen group on April 18, 1932.°7% The United Founders 
Corporation group, however, refused to accede to any such covenant 
in the contract, and the final contract did not contain any such posi- 


668 At the insistence of Edward B. Twombly, one of the original sponsors of Insuranshares 
Corporation of Delaware, the Cohen group, on June 14, 1932, after it had been in control of 
Insuranshares Corporation for more than a month, informed the company’s stockholders 
of the change in its management and of the investment policy which the Cohen group 
intended to follow (id., at 419; Moody’s Manual of Investments, Banks, etc., 1933, 
p. 2509). However, by June 14, 1929, approximately $900,000 of the -total assets of 
$4,500,000 owned by Insuranshares Corporation of Delaware had been expended in the 
purchase of blocks of the stock of Insurance Equities Corporation and of Constitntion 
Indemnity Company, both of which blocks subsequently became worthless. (See infra, 
pp. 1206-12.) 

669 Op. cit. supra, note 568, at 1460. 

67 Td., at 630. 

ei Td., at 671. The provision in the draft contract was as follows: 

Such purchase shall be made with the understanding that you will liquidate and 
turn into cash to the extent of a million dollars part of the portfolio of the Insuran- 
shares Corporation of Delaware (ibid.). 
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tion. Mr. Devendorf, vice president of American Founders Corpora- 
tion, testified : °? 


Q. You didn’t want that provision in the contract, did you? 

A. We didn’t want it in the contract or agree to it in any form. 

Q. But you wanted, if you could, to have a million available for the new 
group, didn’t you? 

A. No. 

Q. Weren’t you concerned about attempting to meet their desire and to have 
cash on hand? 

A. Yes. 

Q. And did you try to do what you could to have on hand the cash which 
they wanted? 

A. Insofar as the rest of the committee of Insuranshares Corporation of 
Delaware were willing to agree with me, as being a move to the interest of 
Delaware, yes. 


Although the United Founders Corporation group refused to per- 
mit the existence of any written agreement to liquidate the portfolio 
of Insuranshares Corporation of Delaware to the extent of $1,000,000, 
Mr. Devendorf testified that it was his independent opinion, based on 
existing market conditions for insurance company stocks, that Insur- 
anshares Corporation of Delaware should convert a substantial por- 
tion of its portfolio into cash.* However, he was aware that the 
Cohen group intended to invest any cash assets of Insuranshares Cor- 
poration of Delaware in the stock of msurance companies in which 
the Cohen group was interested. 

On April 14, 1932, Mr. Devendorf, as the chairman of the invest- 
ment committee of Insuranshares Corporation of Delaware, recom- 
mended a liquidation by the company of a portion of its portfolio 
sufficient to realize from $600,000 to $1,000,000. Mr. Devendorf 
based his recommendations on “economic conditions and the condition 
of the market,” but did not recommend the sale of any particular 
securities.°”® However, Mr. Devendorf did not reveal to the members 
of the investment committee that the United Founders Corporation 
group of investment companies were contemplating the sale of their 
control of Insuranshares Corporation of Delaware to Insurance 
Equities Corporation.*° 

Hobart Brown, a member of the investment committee of Insuran- 
shares Corporation of Delaware, testified that: ° 


We had every reason to have confidence in Mr. Devendorf and the committee 
did agree to sell some securities and Mr. Goodwin prepared a list. 


Mr. Brown also testified °* that the portfolio securities selected by 
Mr. Goodwin were ones which were “lacking in merit” ° as invest- 
ments but which were also easily marketable: 


s72Td., at 626. 

678 Td., at 632. 

674 Td., at 79, 628. 

6% Td., at 182, 185. 

sé Td., at 81. 

e71d., at 79. 

678 Td., at 86-8. 

679 Tq., at 184. Mr. Brown also testified that prior to April 1932, all sales of portfolio 
securities were made either to derive funds for the payment of dividends or to procure 
funds for reinvestment in other securities selected from an investment standpoint (id., at 
262-4). 
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Q. They were selected, you say, because it was the view of the committee that 
the market would best support a sale of such shares in blocks? 
A. I would say that was correct. 


By May 3, 1932, when control of Insuranshares Corporation of 
Delaware was obtained by Insurance Equities Corporation, a portion 
of the portfolio of Insuranshares Corporation of Delaware had been 
liquidated for cash proceeds of $360,833.42.°°° The use made of these 
funds by Insurance Equities Corporation will be described later. 

Meanwhile, on April 21, 1932, Insurance Equities Corporation had 
entered into a contract °* to purchase from the United Founders Cor- 
poration group of investment companies 153,000 shares of the capital 
stock of Insuranshares & General Management Company at $2.50 a 
share, 161,605 shares of the common stock of Insuranshares Corpora- 
tion of Delaware at an average price of $8.89 a share,°®? and 64,497 
shares of the common stock of Insuranshares Certificates, Inc.® at a 
price of $3.25 a share. The total purchase price of all of these 
securities was $2,028,917.25. 

The stock of Insuranshares & General Management Company and 
of Insuranshares Corporation of Delaware was to be paid for in in- 
stallments as follows: $450,000 on the date of the closing of the con- 
tract, which occurred on May 8, 1932; $550,004 on May 31, 1932; and 
$819,297 on July 31, 1982. The United Founders Corporation group 
of companies was to retain the stock of Insuranshares & General Man- 
agement Company as security for the payment of the installments and 
was to release such stock only after the receipt of full payment for all 
of the securities which were to be sold.*** The stock of Insuranshares 
Corporation of Delaware, however, was to be released by the United 
Founders Corporation group of companies to Insurance Equities Cor- 
poration at the rate of one share for each $9 of payments made by 
Insurance Equities Corporation. 

The payment for the stock of Insuranshares Certificates, Inc., was to 
be made within 60 days after the closing of the contract between the 

arties. 
y The United Founders Corporation group also agreed to deliver at 
the closing the resignation of all of the officers and 8 of the 12 direc- 
tors of Insuranshares Corporation of Delaware and all of the officers 
and 9 of the 10 directors of Insuranshares & General Management 
Company. The United Founders Corporation group also agreed to 
cause the representatives of Insurance Equities Corporation to be 
elected as officers and directors of the two companies to fill the vacan- 


889 Op. cit, supra, note 650, Commission’s Exhibit No. 99. Mr. Brown testified that the 
portfolio securities were sold as fast as the market permitted and that Mr. Devendorf had 
protested that the sales ‘“weren’t going fast enough” (op. cit. supra, note 568, at 91). 

681 Op. cit. supra, note 650, Commission’s Exhibit No. 98. 

682 Of the 161,605 shares of the common stock of Insuranshares Corporation of Delaware, 
70,572 were to be purchased by Insurance Equities Corporation at a price of $8.75 a share 
and 91,033 shares were to be purchased at $9 a share (ibid.). 

683 Insuranshares Certificates, Inc. had been formed in Maryland on October 15, 1929, by 
the same group which had originally sponsored Insuranshares Corporation of Delaware 
(op. cit. supra, note 640, at 5031-2) as a consolidation of five fixed investment trusts which 
had previously been sponsored by the same group (Moody’s Manual of Investments, Banks, 
etc., 1933, p. 2510). In April 1932, Insuranshares Certificates, Inc. had outstanding 894,539 
shares of capital stock ’ibid.), so that the 64,497 shares of such stock which Insurance 
Hquities Corporation had agreed to purchase from the United Founders Corporation group 
did not represent control of Insuranshares Certificates, Inc. 

88! Op. cit. supra, note 650, Commisson’s Exhibit No. 98. 
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cies created by the resignations. By this procedure the United Foun- 
ders Corporation group would place Insurance Equities Corporation 
in effective control of the management and of the funds of both 
Insuranshares Corporation of Delaware and of Insuranshares & Gen- 
eral Management Company. 

However, the contract contained an agreement by Insurance Equi- 
ties Corporation to cause the resignation of its own representatives 
and the election of representatives of the United Founders Corporation 
group of companies to the offices and directorates of Insuranshares 
Corporation of Delaware and of Insuranshares & General Manage- 
ment Company in the event that Insurance Equities Corporation 
defaulted in any of the installment payments on its purchase contract. 

The United Founders Corporation group had obtained an advan- 
tageous price for their sale of control of Insuranshares Corporation 
of Delaware.**® They had a contract to sell 161,605 shares of the 
common stock of Insuranshares Corporation of Delaware at an aver- 
age price of $8.89 a share, although on April 22, 1932, the asset value 
of such stock was $8.30 a share on the basis of the bid market price of 
the company’s portfolio of securities on that day.®*° The market price 
of the stock on the same day was $7 a share. The United Founders 
Corporation group had thus disposed of their holdings of the common 
stock of Insuranshares Corporation of Delaware at an aggregate price 
of $305,483.45 in excess of the market value and $95,846.95 in excess 
of the asset value of such stock. Similarly, the 153,000 shares of the 
stock of Insuranshares & General Management Company which the 
United Founders Corporation group sold at a price of $2.50 a share 
had an asset value of $1.90 °87 a share and a market value of $1 a 
share. The United Founders Corporation group obtained for their 
holdings of this stock a price which exceeded the asset value of such 
stock by approximately $92,000 and its market value by $229,500. The 
United Founders Corporation group’s holdings of the 64,497 shares 
of Insuranshares Certificates, Inc., were sold at a price approximately 
$34,000 less than their asset value.**® However, the price obtained for 
such stock by the United Founders Corporation group from Insur- 
ance Equities Corporation exceeded the market value of the stock by 
$64,497,089 

For all of the securities sold by the United Founders Corporation 
group to Insurance Equities Corporation, they were to obtain an 
ageregate price which exceeded the market value of the securities by 
$609,480,°°° and which exceeded the aggregate asset value of such 
securities by approximately $153,000. 


65 Hdward B. Twombly, one of the original sponsors of Insuranshares Corporation of 
Delaware, testified that in his opinion the United Founders Corporation group of investment 
companies had obtained a “good price’ for their holdings of the common stock of Insuran- 
shares Corporation of Delaware and for their minority holdings of Insuranshares Certificates, 
Inc. (op. cit. supra, note 568, at 415, 426). 

686 Td., at 476. 

687 This asset value is at December 31, 1931 (Moody’s Manual of Investments, Banks, etc., 
1938, p. 2508). 

68s8As at April 22, 1932, the asset value of the stock of Insuranshares Certificates, Inc., 
based on the bid market prices of its portfolio on that day, was $3.78 a share (op. cit. 
supra, note 568, at 476). The price Insurance Equities Corporation agreed to pay for the 
stock was $3.25 a share. 


689 The market value of the stock of Insuranshares Certificates, Inc., on April 21, 1932, 
was $2.25 a share. 


690 Op. cit. supra, note 568, Hxhibit No. 22. 
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On May 3, 1982, the closing of the contract for the purchase of 
control of Insuranshares Corporation of Delaware by Insurance Equi- 
ties Corporation took place. Before receiving the $450,000 down 
payment required by the contract, the United Founders Corporation 
group of investment companies caused 8 of the 12 directors of Insur- 
anshares Corporation of Delaware to resign °* and to be replaced by 
representatives of Insurance Equities Corporation.®? C. Parker 
Kuhn, Hobart B. Brown, Edward B. Twombly, and Edgar Boles of 
the existing board of directors of Insuranshares Corporation of Dela- 
ware, continued in their positions in order to protect minority 
interests.°? 

Murray Taylor, the attorney for the United Founders Corporation 
group of investment companies, conceded that control of the manage- 
ment of Insuranshares Corporation of Delaware was turned over to 
Insurance Equities Corporation before the United Founders Corpora- 
tion group had received any payment from Insurance Equities Cor- 
poration. Mr. Taylor testified : 4 


Q. Now, on the May 8 closing, it is equally true, isn’t it, that you did not see 
the certified check before the directors of the corporation resigned and the 
nominees of Insurance Equities were elected in their place? 

A. That is true. 


The control of the directorate of Insuranshares Corporation of 
Delaware was thus gratuitously placed in the hands of Insurance 
Equities Corporation. Over the protest of Mr. Twombly and Mr. 
Kuhn,°* two of the minority directors, the eight representatives of 
Insurance Equities Corporation, immediately after they were elected 
as directors of Insuranshares Corporation of Delaware, voted to 


6st The directors who resigned were Arthur P. Day, Joseph P. Harris, Edwin K. Hoover, 
Daniel Pierce, Sterling Pile, Henry B. Twombly, Erwin Rankin, and George B. Devendorf. 
Edward B. Twombly, one of the original founders of the company, at the request of Mr. 
Devendorf, procured the resignation of several of these directors (id., at 289), because he 
felt they would be deposed at the next annual meeting (which was to occur on May 10, 
19382) anyway and he wanted to expedite matters (id., at 336). 

se The directors elected as representatives of Insurance Equities Corporation were: 
‘Julius H. Barnes, who became the chairman of the board of directors of Insuranshares 
Corporation of Delaware, Franklin Berwin, Esmond P. O’Brien, Griswold Daniell, Edward 
C. Denby, Kenneth Gayle, Carl Sherman and Victor Sincere (id., at 207-9). 

63 On May 2, 1932, Edward B. Twombly had asked Mr. Devendorf to request the Cohen 
group to permit several of the existing directors to remain to represent minorities, and 
the Cohen group had agreed to this request (id., at 291-2). Mr. Twombly, as a director 
of Insuranshares Corporation of Delaware, opposed all of the later transactions between 
Insurance Equities Corporation and Insuranshares Corporation of Delaware (id., at 312). 
Messrs. Twombly, Brown, Kuhn and Boles resigned as directors of Insuranshares Corpora- 
tion of Delaware in December 1932, when Mr. Twombly felt he could no longer “be 
effective on behalf of the minority group” (id., at 327 and 232). On March 23, 1933, Mr. 
Twombly and Mr. Brown filed a complaint with the Attorney General of the State of 
New York with reference to the activities of Insurance Equities Corporation in the 
management of Insuranshares Corporation of Delaware, but the Attorney General took 
no action on the complaint (id., at 255-6, 327). 

64 7d., at 1581. 

65 Mr. Kuhn and Mr. Twombly inquired about the necessity for the loan, and Mr. 
Twombly testified : 


They said they had plans, development plans that they wanted to invest in a 
company in which they were interested, that they would not want to liquidate the 
portfolio. They wanted to make a loan so that they could make an investment 
which had to be made immediately. Both Mr. Kuhn and I objected on the ground that 
we didn’t consider the company should be operated in that way; that future funds 
from the sale of securities should be anticipated and borrowing made; we objected 
to the borrowing on principle and they said it was part of their plans; so Mr. Kuhn 
and I merely did not vote (id., at 295). 
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borrow $300,000 from the National City Bank of New York, to be 
secured by portfolio securities of Insuranshares Corporation of Dela- 
ware which the bank was empowered to liquidate to satisfy its loan. 
A representative of the bank present at the meeting turned over the 
bank’s check for $300,000 and received portfolio securities of Insuran- 
shares Corporation of Delaware as collateral for the loan.°”® 

It will be recalled that Insuranshares Corporation of Delaware had 
derived cash proceeds of $360,833 ° as the result of the liquidation 
of a portion of its portfolio securities between April 14, 1932, and 
May 3, 1932. The $300,000 loan thus increased the company’s avail- 
able cash to $660,833. 

Immediately following the passage of the resolution to borrow 
$300,000, the Cohen group representatives on the directorate of 
Insuranshares Corporation of Delaware, over the protests of Edward 
B. Twombly and C. Parker Kuhn, two of the minority directors, 
adopted a resolution to authorize the purchase at a cost of $651,300 
of 6,500 shares of the preferred and 13,000 shares of the common 
stock of Insurance Equities Corporation.’® Mr. Twombly and Mr. 
Kuhn futilely voted against the purchase after their demand for a 
financial statement of Insurance Equities Corporation had_ been 
denied.*® Mr. Twombly also contended that the investment in the 
securities of Insurance Equities Corporation was a violation of the 
charter of Insuranshares Corporation of Delaware which prohibited 
the investment of more than 10% of the assets of the company in 
the securities of any other company '°° with the exception of a com- 
pany engaged in a type of business similar to that of Insuranshares 
Corporation of Delaware. Mr. Twombly argued that Insurance 
Equities Corporation which was engaged in acquiring control of 
insurance companies was engaged in a business dissimilar to that of 
Insuranshares Corporation of Delaware which, prior to the advent 
of the Cohen group, had only invested in minority blocks of the 
stocks of insurance companies." 

Murray Taylor, the counsel for the United Founders Corporation 
group of investment companies, who had remained at the meeting 
to obtain the down payment of $450,000 from Insurance Equities 
Corporation required by its purchase contract with the United 
Founders Corporation group of investment companies, witnessed 


6% On May 2, 1932, Franklin Berwin of the Cohen group had arranged this loan with 
the National City Bank (id., at 1626-7). 

67 Op. cit. supra, note 650, Commission’s Exhibit No. 99. 

6988 Op. cit. supra, note 568, at 303-4 and Hxhibit No. 25A. 

69 Mr. Twombly testified that he “complained that the directors had no right to invest 
in any organization as to which they were not fully apprised both as to the security they 
were buying and what the statement of the company showed”? (id., at 304). The Cohen 
group promised to submit a financial statement of Insurance Equities Corporation to the 
board of directors of Insuranshares Corporation of Delaware at a later date. 

70'The then assets of Insuranshares Corporation of Delaware had a value of approxi- 
mately $4,500,000. The investment of $651,300 made in the securities of Insurance Hqui- 
ties Corporation thus exceeded 10% of the value of the assets of Insuranshares Corpora- 
tion of Delaware. 

701 Op. cit. supra, note 568, at 309 and 348-9. Mr. Twombly testified : 

I told him [Menken] that I thought it was an entirely improper transaction to 
invest the money of Insuranshares Corporation of Delaware in the stock of a_ so- 
called parent company. I protested that it was a direct violation of the provisions 


of the certificate of incorporation. I told him that steps would have to be taken 
promptly to undo the transaction or to substitute other securities for it (id., at 309). 
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without protest this purchase by Insuranshares Corporation of Dela- 
ware of the securities of Insurance Equities Corporation.’” 

As a result of the sale of its securities to Insuranshares Corpora- 
tion of Delaware, Insurance Equities Corporation derived $651,300 
of funds. Late in the afternoon of May 3, 1932, Insurance Equities 
Corporation turned over to Mr. Taylor, the attorney for the United 
Founders Corporation group, a certified check for $450,000 as the 
down payment of its purchase of control of Insuranshares Corpora- 
tion of Delaware.”? Thus, the United Founders Corporation group 
of companies received in part payment for their sale of control of 
Insuranshares Corporation of Delaware, $450,000 in cash which was 
derived from the assets of Insuranshares Corporation of Delaware it- 
self. George E. Devendorf, although he denied that the United 
Founders Corporation group had been previously aware of the fact 
that the Cohen group intended to use the assets of Insuranshares Cor- 
poration of Delaware to pay for its control,’°* admitted that the 
United Founders Corporation group of investment companies had 
actually been paid a large part of the price for its sale of control of 
Insuranshares Corporation of Delaware with the assets of that cor- 
poration itself. Mr. Devendorf testified : 7 


Q. Now, Insuranshares Corporation of Delaware, that had a pretty unfortu- 
nate experience, too, did it not? 

A. Well, it didn’t have a very unfortunate experience in its investments, it 
had an unfortunate experience in its change of Sponsorship. 

Q. That is new management came in and then things happened; isn’t that so? 

A. That is correct. 

ok * ok * * * % 

Q. Did you participate in the negotiations which looked: forward to the sale 
of control of Insuranshares Corp. of Delaware, by the Founders group to 
the * * * two new sponsors, Barnes and Frank Cohen? 

A. Yes. 

Q. And after Barnes and Cohen got into that picture they had bought control 
of Insuranshares Corp. of Delaware from the Founders on the installment plan ; 
isn’t that so? 

A. On time payments. 

Q. You are not squeamish about “installment plan” are you? 

A. No. 

Q. It subsequently turned out that Mr. Barnes and Mr. Cohen made those 
payments with receipts that they had obtained from the sale of securities to 
Insuranshares Corp. of Delaware; isn’t that so? 

A. At least partly ; yes. 

Q. At least a good part of it, isn’t that so? 

A. I don’t remember just what part of it it was. 


Substantially all of the remaining $201,300 of the $651,300 which 
Insurance Equities Corporation had derived from the sale of its 
securities to Insuranshares Corporation of Delaware, were disbursed 
by Insurance Equities Corporation by May 10, 1932. J. A. Sisto & 
Company received $40,000 in partial repayment of its $70,000 loan 


727d., at 1555-7. After hearing the resolution to make the purchase, Mr. Taylor re- 
marked to Mr. Twombly, “that sounds like an upstream investment” (ibid.). 

73 Td., at 544, 1555-7. 

747Td., at 334. 

7 Public Examination, General Investment Corporation, at 15046—7. 


1208 SECURITIES AND EXCHANGE COMMISSION 


to Insurance Equities Corporation; $50,000 was paid to Frederic P. 
Robert, of E. A. Pierce & Company, for his services as a “finder” of 
Insuranshares Corporation of Delaware for Insurance Equities Cor- 
poration; Menken, Ferguson and Hill received $15,000 for legal 
services; Sherman and Goldring received $10,000 for legal Services 5 
$17,000 was advanced to Frank Cohen ostensibly for the delivery of 
further shares of the stock of Lloyds Casualty Company of New 
York and of Detroit Fidelity and Surety Company; $2,500 was ad- 
vanced to Franklin Berwin, a member of the Cohen group; $7,500 
was advanced to Lloyds Casualty Company of New York; the re- 
mainder of the funds were used to purchase various other securities. 
At May 10, 1932 Insurance Equities Corporation had a cash balance 
of about $1,500.7°° 

At the insistence of Mr. Twombly, the Cohen group promised to 
substitute for the securities of Insurance Equities Corporation, at 
some later date, the stock of Lloyds Insurance Company of America, 
a company which the group intended to form as a consolidation of 
Lloyds Casualty Company, Detroit Fidelity and Surety Company, 
and other casualty insurance companies.’ However, on June 10, 
1932, there were removed from the portfolio of Insuranshares Cor- 
poration of Delaware 2,880 shares of the preferred and 2,310 shares 
of the common stock of Insurance Equities Corporation in exchange 
for 96,077 shares of the capital stock of Insuranshares Certificates, 
Inc., held by Insuranshares & General Management Company." ‘The 
blocks of Insurance Equities Corporation stock involved in the “in- 
tercompany” exchange had cost Insuranshares Corporation of Dela- 
ware $288,231.79 The Insuranshares Certificates, Inc., stock received 
by Insuranshares Corporation of Delaware for the stock of Insurance 
Equities Corporation had a market value $96,077™° less than the 
cost of the stock of Insurance Equities Corporation. In other words, 
the exchange resulted in a loss to Insuranshares Corporation of Dela- 
ware of approximately $96,077. Subsequently, however, Insurance 
Equities Corporation removed these and other shares of Insuran- 
shares Certificates, Inc., from the portfolio of Insuranshares Cor- 
poration of Delaware as part of a series of transactions by which 
various securities ™ held by Insuranshares Corporation of Delaware 
were delivered to Insurance Equities Corporation in exchange for 
common stock of Insuranshares Corporation of Delaware itself. 
These transactions will be described in detail later. 

On December 31, 1933, the date when the Cohen group control of 
Insuranshares Corporation of Delaware terminated, that company 
still had in its portfolio 2,777 shares of the preferred stock and 9,442 
shares of the common stock of Insurance Equities Corporation.” 


76 Op. cit. supra, note 568, at 544, 816. 
. 77 Mr. Twombly testified : 
eT PPwe eventually obtained an agreement, a gentlemen’s agreement by the 
controlling parties that they would eliminate Insurance Equities stock from the port- 
folio and substitute the stock of a new company to be formed, called Lloyds Casualty 
Company of America (id., at 309). 

78 Td., Exhibit No. 138. 

709 Td., at 889, 1687 (testimony of Julius H. Barnes). 

710 Tbid. 

711 These securities removed from the portfolio of Insuranshares Corporation of Delaware 
in exchange for its own stock included 43 shares of the preferred and 1,248 shares of the 
common stock of Insurance Equities Corporation itself. 

112 Moody’s Manual of Investments, Banks, etc., 1934, p. 2699. 
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These remaining shares of the stock of Insurance Equities Corpora- 
tion had cost Insuranshares Corporation of Delaware $278,644. On 
February 18, 1934, Insurance Equities Corporation, which was then 
insolvent, was placed in receivership.”* The securities of Insurance 
Equities Corporation then held by Insuranshares Corporation of 
Delaware thus became worthless.” 

From the moment it had acquired control of Insuranshares Cor- 
poration of Delaware, Insurance Equities Corporation began to 
liquidate the portfolio of Insuranshares Corporation in order to pro- 
vide cash for further payments on its purchase obligation to the 
United Founders Corporation group of investment companies and 
to provide funds to be invested by Insuranshares Corporation of 
Delaware in furtherance of Mr. Cohen’s plan for the consolidation 
and merger of various insurance companies.“> Between April 1932 
and December 19338, when the Cohen group lost control of Insuran- 
shares Corporation of Delaware, that company sold nearly its entire 
portfolio of securities for proceeds of approximately $4,500,000 in 
cash."° Based on the cost of the securities sold, Insuranshares Cor- 
poration of Delaware, as a result of the liquidation of its portfolio, 
suffered a realized loss of approximately $11,800,000.7%7 The funds 
realized by the sale of the company’s portfolio were nearly all rein- 
vested in the stocks of insurance companies acquired from or through 
Insurance Equities Corporation at prices in excess of the market 
prices of the securities or in companies in which Frank Cohen was 
interested. 

In several of these transactions Insurance Equities Corporation was 
enabled to derive funds to meet nearly all of the installment payments 
due to the United Founders Corporation group of investment com- 
panies on the purchase price of control of Insuranshares Corporation 
of Delaware. 

On May 31, 1982, there was due the United Founders Corporation 
group by Insurance Equities Corporation an installment payment 
of $550,004. At that date Insurance Equities Corporation had a 
cash balance in banks of $453.8 Insurance Equities Corporation 
failed to meet its installment payments to United Founders Corpo- 
ration group on May 31, 1982. However, as a result of a series of 
transactions between. Insuranshares Corporation of Delaware, Insur- 
ance Equities Corporation and two insurance companies under the 
control of Insurance Equities Corporation, the latter company, by 
June 10, 1982, derived $306,000 which it paid over to the United 
Founders Corporation group in partial satisfaction of the $550,004 
due them on May 31, 1982. 

Prior to May 31, 1932, Insurance Equities Corporation had bor- 
rowed $500,000 7° from the National City Bank of New York and 
had purchased at a price of $5 a share all of the outstanding 100,000 
shares of capital stock of Constitution Indemnity Company of Phila- 


713 Td., 1935, p. 1597. 

74 As at December 31, 1933, Insuranshares Corporation of Delaware had written its in- 
vestment in the stock of Insurance Equities Corporation down to $1 (ibid.). 

715 See supra, pp. 1197-99. 

716 Op. cit. supra, note 650, Commission’s Exhibit No. 99. 

717 Thid. 

718 Op. cit. supra, note 568, at 832-3. 

719Td., at 1695. 
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delphia.”° Insurance Equities Corporation had transferred 45,000 
shares of the stock of Constitution Indemnity Company to Lloyds 
Casualty Company of New York for $225,000.77 

However, on June 6, 1932, Insuranshares Corporation of Delaware 
acquired, by purchase. from Insurance Equities Corporation, 45,000 
shares of the stock of Constitution Indemnity Company at a price 
of $225,000 plus a “loading charge” 7? of $22,500 or a total price of 
$9.47,500.728 

Edward B. Twombly, C. Parker Kuhn, and Edgar Boles, the 
minority directors of Insuranshares Corporation of Delaware, ob- 
jected to the purchase by the company of the 45,000 shares of the 
stock of Constitution Indemnity Company on the ground that, as 
Mr. Barnes testified, “they had grave doubts as to the value of ‘the 
stock to be purchased.” "28 

At the same time that Insurance Equities Corporation derived 
$247,500 from the sale of the stock of Constitution Indemnity Com- 
pany to Insuranshares Corporation of Delaware, Insurance Equities 
Corporation sold to Constitution Indemnity Company, which it con- 
trolled, 57,000 shares of the common stock of Insuranshares Corpo- 
ration of Delaware at $8.75 a share or a total price of $498,750. This 
price, paid by Constitution Indemnity Company, was approximately 
$235,000 in excess of the then market price of the stock of Insuran- 
shares Corporation of Delaware.” 

From these transactions with its controlled companies, Insurance 
Equities Corporation derived a total of $746,250. Of these funds, 
$306,000 was paid to the United Founders Corporation group in par- 
tial satisfaction of the installment payment of $550,004 which had 


720 Tpid. The stock of Constitution Indemnity Company had been acquired from the 
Fire Association of Philadelphia (id., at 1140). Frank Cohen, Percy H. Biglin, Franklin 
Berwin and Carl Sherman became directors of Constitution Indemnity Company (id., at 
831-2). In addition, Esmond P. O’Brien, a representative of the Cohen group on the 
directorate of Insuranshares Corporation of Delaware, also became a director of Consti- 
tution Indemnity Company (ibid.). 

7.7q., at 1141. The remaining 55,000 shares of the stock of Constitution Indemnity 
Company plus 25,000 shares of the stock of Lloyds Casualty Company had been deposited 
with the National City Bank as security for the loan which it had made to Insurance 
Equities Corporation to enable it to purchase the stock of Constitution Indemnity Com- 
pany (id., at 1695). 

7227d., at 1076. Mr. Barnes testified that this and other “loading charges’’ required of 
Insuranshares Corporation of Delaware in connection with the purchase of securities from 
Insurance Equities Corporation were fixed at 10% of the cost of the securities sold to In- 
surance Equities Corporation and were intended to defray the expenses of Insurance 
Equities Corporation attendant on its investigation of insurance companies over which it 
was seeking control (id. at 1658). A total of $182,727 was ultimately derived by 
Insurance Equities Corporation as “loading charges” on securities sold to Insuranshares 
Corporation of Delaware (id., at 1076). However, the total expenses of Insurance Equities 
Corporation, from May 1932 to October 1933, did not exceed $117,000 (id., at 1081 and 
1089). 

™31Td., at 822-3. 

77d., at 1670. For the year 1980, the combined loss on underwritings and investments 
suffered by Constitution Indemnity Company was $1,071,403; in 1931 such loss totaled 
$889,518. The company’s ratio of losses to premiums earned for 1930 was 72.17%. For 
1931 the ratio was 68.55%. The company had paid no dividends after July 1, 1930 
(Moody’s Manual of Investments, Banks, etc., 1932, p. 1908). 

75 Op. cit. supra, note 568, at 827-9. The highest market price for the common stock of 
Insuranshares Corporation of Delaware, in June 19382, was $4.63 a share, or a total market 
price of $264,000 for the 57,000 shares of such stock acquired by Constitution Indemnity 
Company. 
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been payable on May 31, 1932, to the United Founders Corporation 
group by Insurance Equities Corporation. The Founders companies, 
on the receipt of this payment, released 34,000 shares of the stock of 
Insuranshares Corporation of Delaware to Insurance Equities Cor- 
poration.”° ‘These shares of the stock of Insuranshares Corporation 
of Delaware, together with 23,000 additional shares of such stock 
which Insurance Equities Corporation had purchased from Allied 
General Corporation at $4.75 ”’ a share, or a total price of $119,250, 
were delivered to Constitution Indemnity Company by Insurance 
Equities Corporation. 

Finally, Insurance Equities Corporation paid $225,000 to Lloyds 
Casualty Company of New York and received 45,000 shares of the 
stock of Constitution Indemnity Company, which were delivered 
by Insurance Equities Corporation to Insuranshares Corporation of 
Delaware. It will be recalled that Insuranshares Corporation of 
Delaware had agreed to pay and had paid $247,500 for these shares. 

On November 4, 1932, the Cohen group effected a consolidation 7% 
of Lloyds Casualty Company of New York, Detroit Fidelity and 
Surety Company, and Constitution Indemnity Company, all of which 
had suffered large losses on their underwritings and investments in 
1980 and 1931.”° Under the terms of the merger, Insuranshares Cor- 
poration of Delaware acquired 18,000 shares of the new company, 
Lloyds Insurance Company of America, in exchange for its holdings 
of 45,000 shares of the stock of Constitution Indemnity Company.” 

The consolidated company, Lloyds Insurance Company of America, 
did not fare well. On August 4, 1933, within eight months after the 
formation of the company, the Insurance Department of the State 
of New York placed Lloyds Insurance Company of America in liqui- 
dation." As a consequence, Insuranshares Corporation of Delaware 


7261d., at 827-9. 

7 Tbid. In June 1932, Allied General Corporation, which under its former name of In- 
suranshares Corporation of New York had distributed the stock of Insuranshares Corpora- 
tion of Delaware to the public in 1929 (see supra), had agreed to sell 43,000 shares of the 
common stock of Insuranshares Corporation of Delaware to Insurance Equities Corporation. 
Insurance Equities Corporation was to purchase these shares on an installment plan of 
payments (id., at 359 and op. cit. supra, note 640, at 5284). 

8 Moody’s Manual of Investments, Banks, etc., 1938, p. 2345. Insurance Equities Cor- 
poration, it will be recalled, held substantial blocks of the stocks of Lloyds Casualty Com- 
pany and of Detroit Fidelity and Surety Company. See note 623, supra. Three of the five 
voting trustees of the stocks of Lloyds Casualty Company of New York and Detroit Fidelity 
and Surety Company were members of the Cohen group (op. cit. supra, note 568, at 
1342-3). 

9 See notes 577 and 724, supra. In a letter (op. cit. supra, note 568, Exhibit No. 193—A) 
written to Mr. Barnes by Edward S. Goodwin, one of the founders of Insuranshares Corpo- 
ration of Delaware, and a reputed authority in insurance company stocks (id., at 91), Mr. 
Goodwin stated: 

In the first place, you and your associates must know that the operating results of 
the Detroit Fidelity and Surety Company and the Lloyds Casualty Coumpaay during 
1931 were very unfavorable, and a very large aggregate loss was sustained. The surplus 
accounts of both companies have been greatly depleted. Both are stocks which were 
eliminated from our [Insuranshares Corporation of Delaware] portfolio when the turn 
for the worse in their affairs became apparent. This was done Some time ago, and 
since then matters have gone from bad to worse, and it is difficult to see how anyone 
could recommend these stocks at the present time as proper purchases for the port- 
folio of the investment company. 

730Td., at 829. 

1 1d., at 882. 
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suffered a loss of $247,500, its entire investment in the stock of Lloyds 
Insurance Company of America.”” 

On July 3, 1932, the obligation of Insurance Equities Corporation 
to purchase 64,497 shares of the stock of Insuranshares Certificates, 
Inc. at $3.25 a share from the United Founders Corporation group, 
matured. On June 30, 1932, the Cohen controlled investment com- 
mittee ? of Insuranshares Corporation of Delaware agreed to pur- 
chase 64,497 shares of the stock of Insuranshares Certificates, Inc. 
from Insurance Equities Corporation at a price of $3.25 a share, 
although the market price of such stock was $1.50 a share.™ 

Early in July 1932, Insuranshares Corporation of Delaware ten- 
dered its own check to the United Founders Corporation group in 
payment for the 64,497 shares of the stock of Insuranshares Certifi- 
cates, Inc. The United Founders Corporation group, on the advice of 
counsel,’®> refused to accept the check of Insuranshares Corporation 
of Delaware in a performance of the obligation of Insurance Equities 
Corporation. Thereafter, Insuranshares Corporation of Delaware 
paid to Insurance Equities Corporation $909,615.25 for the 64,497 
shares of the stock of Insuranshares Certificates, Inc., and Insurance 
Equities Corporation by its own check paid this sum over to the 
United Founders Corporation group in satisfaction of its obligation 
to purchase such shares from the United Founders Corporation 
group.”° As a result, Insuranshares Corporation of Delaware had 
acquired 64,497 shares of the stock of Insuranshares Certificates, Inc., 
at a cost of $209,615.25 when the market value of such stock was 
$96,745.40. In other words, Tnsuranshares Corporation of Delaware 
«nourred an excessive cost of $112,869.85 as a result of the transaction. 
Furthermore, Insurance Equities Corporation, as will be described 
later, removed the shares of Insuranshares Certificates, Inc., from the 
portfolio of Insuranshares Corporation of Delaware by exchanging 
for such stock the common stock of TInsuranshares Corporation of 
Delaware itself. 

Meanwhile, on June 6, 1932, Edward B. Twombly and C. Parker 
Kuhn, two of the minority directors of Insuranshares Corporation of 
Delaware, met Mr. Seagrave, Mr. Devendorf, and Mr. Taylor of the 
United Founders Corporation group of companies in the office of Mr. 
Seagrave. At this meeting, Mr. Twombly charged that the United 
Founders Corporation group had been aware of the fact that Insur- 
ance Equities Corporation had sold its own stock to Insuranshares 
Corporation of Delaware in order to derive funds to make the down. 


733 At December 31, 1933, Insuranshares Corporation of Delaware valued its holdings of 
18,000 shares of the stock of Lloyds Insurance Company of America at one dollar (Moody’s 
Manual of Investments, Banks, etc., 1935, p. 1597). 

78 Mr. Barnes testified that after the objection of the minority directors of Insuranshares 
Corporation of Delaware to the purchase of the stock of Constitution Indemnity Company, 
all transactions of Insuranshares Corporation of Delaware with Insurance Equities Corpo- 
ration were approved by the investment committee of the company which reported them to 
the board of directors as “secomplished facts” (op. cit. supra, note 568, at 1670). Mr. 
Barnes also testified that meetings of the investment committee were so arranged that 
Hobart B. Brown, the minority member of the committee, “never quite got to the meetings 
until they were over’ (id., at 1671). Mr. Twombly protested several times that control 
over the purchase of securities by Insuranshares Corporation of Delaware should remain 
in the company’s board of directors and not in its investment committee (id., at 381). 

734 1d., at 896 and Commission’s Exhibit No. 140. 

725 1d., at 1561. 

76Td,, at 892. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1213 


payment due the United Founders Corporation group of investment 
companies for control of Insuranshares Corporation of Delaware. 
Mr. Twombly testified : 787 

“The demand was made that United Founders refund the money 
and undo the transaction. We said we believed that the transaction 
was an improper transaction and could be upset by proper legal 
action and we threatened legal action at that time.” 

Mr. Twombly further testified * that in reply to his charge and 
his demand that the United Founders Corporation group “undo the 
transaction,” the statement was made by Mr. Seagrave that “the 
[United Founders Corporation] companies had been without knowl- 
edge of the purposes of the new management in respect of this in- 
vestment [by Insuranshares Corporation of Delaware in the stock of 
Insurance Equities Corporation], that they assumed no responsibility 
for it, the sale had been a bona fide one, and good afternoon gentle- 
men a * 739 

However, after this meeting Mr. Devendorf went to see Mr. Men- 
ken, who was counsel for Insurance Equities Corporation. Mr. 
Menken informed Mr. Devendorf that he thought the purchase by 
Insuranshares Corporation of Delaware of the stock of Insurance 
Equities Corporation was a legally sound transaction.7*° Mr. Sea- 
grave later was informed that the Cohen group had consented to sub- 
stitute other securities for the securities of Insurance Equities Cor- 
poration in the portfolio of Insuranshares Corporation of Delaware. 

However, the officials of the United Founders Corporation group 
of investment companies never took any steps to ascertain whether or 
not the substitution had been made. Mr. Seagrave testified : 7 


Q. In July, August, September, October, November and December of 1932, 
did you find out whether or not that transaction [the purchase of the stock 
of Insurance Equities Corporation of Delaware] had been rescinded? 

A. No, because every one of the men who complained remained on that board 
and throughout that period there was no further complaint. 

Q. Did you find out whether or not the transaction had been rescinded? 

A. No, I did not. 

Q. Were you ever told that that transaction had ever been rescinded? 

A. I don’t believe I was told that it actually had been done. 


At this time, June 1932, Insurance Equities Corporation had only 
paid $306,000 of its $550,004 obligation to the United Founders Cor- 
poration group, which had matured on May 31, 1932. Insurance Equi- 
ties Corporation was also obligated to pay United Founders Corpora- 
tion group on July 31, 1932, the final installment of $819,297 on the 
purchase price for control of Insuranshares Corporation of Delaware. 
In June 1932, Insurance Equities Corporation informed the United 
Founders Corporation group that it would not be able to meet the 
payment due them on July 31, 1932, and requested an extension of 
time to pay its total indebtedness."# 


37 Td., at 313-4. 

™8Td., at 334. 

79 Mr. Seagrave testified that he told Mr. Twombly “to sue all he wanted to. I was 
very much annoyed and I said it very emphatically” (id., at 1398). 

7401d., at 742, 1399. 

™1d., at 1477-8. 

™2Td., at 1406-7. 
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In this situation, the United Founders Corporation group of invest- 
ment companies, for the first time, demanded a financial statement of 
Insurance Equities Corporation, and on June 21, 1932, Insurance 
Equities Corporation submitted to the United Founders Corporation 
eroup an uncertified financial statement of its affairs as of May 31, 
1932.748 The United Founders Corporation group did not insist on 
a balance sheet of Insurance Equities Corporation certified by inde- 
pendent public accounts.“* The uncertified statement set forth 
the assets of Insurance Equities Corporation as having a value of 
$6,841,000. However, this valuation represented the cost of the se- 
curities listed as owned by Insurance Equities Corporation.’*® More- 
over, the securities listed, for the most part, represented securities 
which Insurance Equities Corporation had agreed to purchase but 
had not yet acquired.”** The unpaid purchase prices which Insur- 
ance Equities Corporation was obligated to pay for such securities 
were carried as liabilities. The total liabilities of Insurance Equities 
Corporation were listed at $3,787,000. However, the securities listed 
by Insurance Equities Corporation as assets at a cost of $6,341,000 had 
an actual market value, in June 1932, of approximately $2,937,628,"*7 
so that, based on the market value of its assets, Insurance Equities 
Corporation with listed liabilities of $3,787,000 was then actually 
insolvent."*8 

Furthermore, Mr. Barnes testified that, during the course of his 
negotiations with Mr. Seagrave to obtain for Insurance Equities Cor- 
poration an extension of time for the payment of its indebtedness to 
the United Founders Corporation companies, he had informed Mr. 
Seagrave that it would be “suicidal” for Insurance Equities Corpora- 
tion to dispose of its portfolio in the market to derive funds: ‘*° 


Q. And isn’t it correct, Mr. Barnes, that in these discussions that you had 
with Mr. Seagrave, you frankly expressed yourself and that he agreed with you 
that it would be suicidal, to use your phrase, to have Insurance Equities Cor- 
poration attempt to simply sell in the market such securities as it had? 

A. In the manner you describe of telling a broker to sell it in the market, 
yes, it would have been suicidal. 


Mr. Seagrave, himself, testified that during his discussions with 
Mr. Barnes, it became obvious to him that the Cohen group did not 


u3Id., at 1450 and Exhibit M. 

™47d., at 1466. 

45 7d., at 1446-7. 

™46 Wor example, the 64,497 shares of the stock of Insuranshares Certificates, Inc., which 
Insurance Equities Corporation was obligated to purchase from the United Founders 
Corporation group on July 3, 1932, and which were later purchased by Insuranshares 
Corporation of Delaware from Insurance Equities Corporation (see supra), were carried 
on the balance sheet of Insurance Equities Corporation at cost. Similarly, 100,000 shares 
of Lloyds Casualty Company were carried as owned by Insurance Equities Corporation 
when it actually held only approximately 22,000 shares of the stock of Lloyds Casualty 
Company (ibid.). i 

™47 Op. cit. Supra, note 568, Bxhibit 192. 

748 Mr, Seagrave, however, contended that market values were not fair values in view 
of the then demoralized and depressed condition of securities markets (id., at 1449). Mr. 
Seagrave testified (id., at 1451) : 

Q. With a company which was owing $1,500,000 to American Founders, didn’t you 
concern yourself with what the realizable value of its securities was? Did you or 
didn’t you? 

A. I did not attempt to find the market. 


9 Td., at 1690. 


oe 
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have the $5,000,000 of resources which they had represented they 
possessed.*° However, Mr. Barnes informed Mr. Seagrave that In- 
surance Equities Corporation expected to raise money to meet its 
installment payments due the United Founders Corporation group by 
borrowing $800,000 after the formation of Lloyds Insurance Com- 
pany of America as a consolidation of Constitution Indemnity Com- 
pany, Lloyds Casualty Company, and Detroit Fidelity and Surety 
Company; by exchanging Insuranshares. Corporation of Delaware 
stock for the stock of two California insurance companies and 
$400,000 in cash; and finally by exchanging Insuranshares Cor- 
poration of Delaware stock through Allied General Corporation for 
the certificates of beneficial interest in various fixed trusts. The 
fixed trust certificates were to be turned in for the underlying port- 
folio securities held by the various fixed trusts, and the sale of the 
portfolio securities, according to Mr. Barnes, would bring to Insur- 
ance Equities Corporation approximately $350,000.74 

It will be recalled that the contract for the purchase of control of 
Insuranshares Corporation of Delaware by Insurance Equities Corpo- 
ration provided that a majority of the board of directors of Insuran- 
shares Corporation of Delaware was to be restored to the United 
Founders Corporation group of investment companies by Insurance 
Equities Corporation if it defaulted on any of its payments to the 
United Founders Corporation group. However, despite Mr. Twom- 
bly’s charge that Insurance Equities Corporation had used the assets 
of Insuranshares Corporation of Delaware itself to make payments 
to the United Founders Corporation group, and Insurance Equities 
Corporation’s acknowledgement in July 1932 of its inability to meet 
the installments due to the United Founders Corporation group on 
the purchase contract, the United Founders Corporation group did 
not exercise its privilege to be restored to control of Insuranshares 
Corporation of Delaware. Mr. Seagrave testified : 7° 


Q. After these accusations of fraud that Mr. Twombly had made that the 
Insurance Equities people were acting improperly, after they had defaulted in 
their payments and after they had told you that they would have to have 
extensions of time and after you saw Exhibit M [the uncertified financial state- 
ment of Insurance Equities Corporation as at May 31, 1932] neither you. nor 
anyone else of American Founders ever made any demand on Insurance Equi- 
ties Corporation to restore to the control of the corporation [Insuranshares] 
until full payment had been made, the nominees of American Founders? 

A. No, because I had been informed that these matters complained of on 
June 6th had been or were in the process of being corrected. 


Instead, the United Founders Corporation group of investment 
companies granted to Insurance Equities Corporation an extension 
of time on the following terms: $63,000 was to be paid to the United 
Founders Corporation group on August 4, 1932; the balance of 
$1,000,000 then remaining due was to be paid in equal installments 


0 Mr. Seagrave testified (id., at 1481) : 


Q. * * * the obvious reason was that these people did not have it and could 
not pay; isn’t that the fact? 
A. They told me that. 
1 Tq., at 1405, 1412, 
m21d., at 1474. 
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of $250,000 on September 4, October 4, November 4, and December 4, 
LOSI e2 

On August 4, 1932, Insurance Equities Corporation paid $63,000 to 
the United Founders Corporation group and was thereby permitted to 
remain in control of Insuranshares Corporation of Delaware.™ 
Thereafter, Insurance Equities Corporation continued to use the assets 
of Insuranshares Corporation of Delaware both as a source of funds 
to meet its installment obligations to the United Founders Corpora- 
ition group of investment companies and for the consummation of 
Mr. Cohen’s program for the consolidation of insurance companies. 

After the passage of control of Insuranshares Corporation of Dela- 
ware to Insurance Equities Corporation, Frank Cohen and Albert 
Greenfield, a Philadelphia banker, agreed to contribute the funds neces- 
sary to purchase all of the assets of Inter-Southern Life Insurance 
Company which on April 16, 1932, had been taken over for liquidation 
by the Insurance Department of the State of Kentucky.”* Among the 
principal assets of Inter-Southern Life Insurance Company were its 
holdings of 148,500 shares, or approximately 80%, of the stock of 
Missouri State Life Insurance Company.”°° 

On July 19, 1932, Mr. Cohen and Mr. Greenfield organized the Ken- 
tucky Home Life Insurance Company with a capitalization of 50,000 
shares of $10 par value stock.7** Mr. Greenfield purchased 37,500 
shares of the new company’s stock at a price of $20 a share, or a total 
of $750,000, and on July 29, 1932, Insuranshares Corporation of Dela- 
ware purchased from the new company 12,500 shares of its stock at a 
total price of $275,000 which included a $25,000 “loading charge” paid 
to Insurance Equities Corporation.”* 

On August 4, 1932, the new company, Kentucky Home Life Insur- 
ance Company, purchased all the assets of Inter-Southern Life Insur- 
ance Company.”® 

The plan of the Cohen group was eventually to merge the Kentucky 
Home Life Insurance Company with the Jefferson Standard Life In- 
surance Company and to use Missouri State Life Insurance Company 
as the nucleus for a merger of various life insurance companies doing 
business in the Southwest." 

Subsequently, Insurance Equities Corporation, with $1,000,000 bor- 
rowed from The Continental Bank & Trust Company of New York,™ 
purchased Mr. Greenfield’s holdings of the stock of Kentucky Home 
Life Insurance Company. 

Thus, the Cohen group through its controlled companies, Insurance 
Equities Corporation and Insuranshares Corporation of Delaware, 


8 1d., at 1406-7, 1640. 

754 Tbid. 

™5Tq., at 1143 and Moody’s Manual of Investments, Banks, etc., 1933, p. 2163. 

76 Moody’s Manual of Investments, Banks, etc., 1933, pp. 2184 and 2700; and op. cit. 
supra, note 568, at 1143. 

™1 Moody’s Manual of Investments, Banks, etc., 1933, p. 2700. 

78 Op cit. supra, note 568, at 909-10, 1143. 

79 Moody’s Manual of Investments, Banks, etc., 1983, p. 2168. 

70 Op. cit. supra, note 568, at 1148, 1150-1. As will be described later, Insuranshares 
Corporation of Delaware was caused by Insurance Equities Corporation to purchase 1,000 
shares, or 10%, of the stock of Jefferson Standard Life Insurance Company. 

761 7d., at 1160. The loan was secured by 26,000 shares or 57% of the stock of Kentucky 
Home Life Insurance Company, 28,000 shares of the stock of Insuranshares Corporation of 
Delaware, and “$500,000 worth” of the stock of Lloyds Casualty Company of New York 
(id., at 1152). 
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acquired substantially all of the stock of Kentucky Home Life Insur- 


ance Company,’ and through their control of Kentucky Home Life 
Insurance Company *® the Cohen group acquired a substantial influ- 


ence in the management of Missouri State Life Insurance Company,’ 
30% of the stock of which was owned by Kentucky Home Life Insur- 
‘ance Company. 

Without the expenditure of any of their own funds the Cohen group 
thus had acquired control or a substantial influence in the affairs of 
two life insurance companies which had combined assets of approxi- 
mately $175,000,000 **° and combined insurance written and in force of 
approximately $1,216,000,000.7¢6 

By December 1938, Insuranshares Corporation of Delaware had ac- 
cumulated 17,160 shares 7°" of the stock of Kentucky Home Life Insur- 
anee Company at a cost of $391,500. In addition, by the same date 
Insuranshares Corporation of Delaware had acquired, at a cost of 
$143,799.88, a total of 15,770 shares of the stock of Missouri State 
Life Insurance Company,” a company in which, as has been indi- 
cated, Kentucky Home Life Insurance Company also had a substantial 
interest. 

Meanwhile, in June 1933, the Cohen group had drawn a plan for 
the merger of Kentucky Home Life Insurance Company with Jeffer- 
son Standard Life Insurance Company “° which, however, The Con- 
tinental Bank & Trust Company of New York, which held 52% of the 
stock of Kentucky Home Life Insurance Company as collateral for 
a loan to Insurance Equities Corporation, refused to approve.” 


72 Mr. Cohen testified that between them Insurance Equities Corporation and Insuran- 
shares Corporation of Delaware held 49,955 shares of the stock of Kentucky Home Life 
Insurance Company (id., at 1144). 

3 Julius H. Barnes, Franklin Berwin, Carl Sherman, and Frank Cohen, all members of 
the Cohen group, became directors of Kentucky Home Life Insurance Company (Moody’s 
Manual of Investments, Banks, etc., 1938, p. 2700). 

74 Julius H. Barnes became chairman of the board of directors and a voting trustee of 
the stock of Missouri State Life Insurance Company (Moody’s Manual of Investments, 
Banks, etc., 1933, p. 2183-4). 

65 The total assets of Missouri State Life Insurance Company at the end of 1931 had a 
balance-sheet value of approximately $155,000,000 and the total assets of Kentucky Home 
Life Insurance Company were approximately $20,000,000 (Moody’s Manual of Investments, 
Banks, etc., 1938, pp. 2184, 2701). 

76 The Missouri State Life Insurance Company had at the end of 1931 total insurance 
written and in force of approximately $1,125,000,000 (id., at 2183). Kentucky Home Life 
Insurance Company had at the end of 1932 insurance written and in force of approximately 
$91,000,000, representing principally reinsurance of policies which had been issued by 
Inter-Southern Life Insurance Company (id., at 2700). 

oT As hag been described, 12,500 shares of the stock were acquired from Kentucky Home 
Life Insurance Company itself. The remaining 4,660 shares of the stock were acquired 
from Insurance Equities Corporation and other controlled companies in 1933 in an exchange 
of securities. (See infra, pp. 1223-5.) 

768 Op. cit. supra, note 650, Commission’s Exhibit No. 99; Moody’s Manual of Investments, 
Banks, et¢., p. 1597; and derived from supplementary information supplied the Commission 
for Insuranshares Corporation of Delaware. 

769 Tbid. 

70 By this time Insuranshares Corporation of Delaware had been caused by Insurance 
Equities Corporation to purchase 10% of the stock of Jefferson Standard Life Insurance 
Company. 

™1 Op. cit. supra, note 568, at 1150. In September 1933 The Continental Bank & Trust 
Company of New York, which had advanced $1,000,000 to Insurance Equities Corporation 
to enable it to secure control of Kentucky Home Life Insurance Company, on the failure 
of Insurance Equities Corporation to repay the loan, acquired the collateral for such loan, 
which included 52% of the stock of Kentucky Home Life Insurance Company, at a public 
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Thereafter, on August 28, 1933, Missouri State Life Insurance 
Company became insolvent and was taken over by the Insurance 
Department of the State of Missouri.” KE. B. McHaney, who at 
the time was chief counsel for the Insurance Department of the 
State of Missouri, testified : 7” 


A. The Superintendent as plaintiff instituted an action under the law of 
Missouri on the ground that the company [Missouri State Life Insurance 
Company] was insolvent * * *. 

Q. Had the difficulty with the Missouri State Life been that in the past 
various individuals had obtained control of that company and had used the 
company for their own purposes? 

A. That is true. The Missouri State Life had an unfortunate experience or 
experiences. Beginning in the ’20’s the stock of Missouri State Life had been 
sold repeatedly to various interests and as the result of those interests abusing 
the assets, the Missouri State Life combined with the financial depression at 
the time the suit was brought, the company was impaired to the extent of at 
least twenty-nine million dollars. 


As a result of the insolvency of Missouri State Life Insurance 
Company, Insuranshares Corporation of Delaware’s investment of 
$143,799.88 in the stock of Missouri State Life Insurance Company 
was appraised by directors of Insuranshares Corporation of Dela- 
ware at $23,655 at the end of 1933.7 An unrealized loss of 
$120,846.88 had then been suffered by Insuranshares Corporation of 
Delaware on this investment. 

The insolvency of Missouri State Life Insurance Company caused 
a sharp depreciation in the value of the holdings of Insuranshares 
Corporation of Delaware in the stock of Kentucky Home Life In- 
surance Company, which owned 30% of the stock of Missouri State 
Life Insurance Company. As at December 31, 1983, the 17,160 shares 
of Kentucky Home Life Insurance Company which had been ac- 
quired at a cost of $391,500 were valued by the directors of Insuran- 
shares Corporation of Delaware at $171,600.%° An unrealized loss 
of $219,900 had thus been suffered in this investment. 

On September 4, 1932, Insurance Equities Corporation was obli- 
gated to pay $250,000 to the United Founders Corporation group. 
On August 30, 1932, Insurance Equities Corporation had a bank 
balance of only $1,000." However, on that day Insurance Equities 
Corporation had agreed to purchase 6,500 shares, or 187%, of the 
capital stock of Shenandoah Life Insurance Company at a price of 


auction of such collateral (id., at 1160 and Moody’s Manuat of Investments, Banks eitc., 
1935, p. 1597). Mr. Cohen testified that at this point the credit of Insurance Equities 
Corporation “went all to pieces.” (Op. cit. supra, note 568, at 1169.) On February 13, 
1934, Insurance Equities Corporation was placed in the hands of a receiver by the Chancery 
Court of Delaware (Moody’s Manual of Investments, Banks, etc., 1935, p. 1597). 

712 Poor’s Fiscal Volume, 1934, p. 1784. On September 7, 1933, all of the assets and the 
policies of Missouri State Life Insurance Company were taken over by General American 
Life Insurance Company (ibid.), which had been formed and was controlled by The Equity 
Corporation, an investment company of the general-management type (Public Examination, 
The Equity Corporation, at 7987, et seq.) 

73 1q., at 7990-1. 

4 Moody’s Manual of Investments, Banks, etc., 1934, p. 2699. 

™5 Tbid. 

176 Op. cit. supra, note 568, at 922. 
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$42 a share.” Insurance Equities Corporation was to pay $142,671 
in cash for this stock and to deliver its note for $121,000 for the 
balance of the purchase price.“”® On the same day Insurance Equi- 
ties Corporation sold these 6,500 shares of the stock of Shenandoah 
Life Insurance Company to Insuranshares Corporation of Delaware 
for a total price of $301,500,’ or a per share price of $46. The 
highest market price of the stock of Shenandoah Life Insurance 
Company on the Richmond Stock Exchange during the year 1932 
was $30 a share; the low was $15."°° The payment of $301,500 made 
to Insurance Equities Corporation for this stock was therefore 
$104,000 in excess of its maximum market price for the year 1932. 

Of the $301,500 so obtained by Insurance Equities Corporation, 
$142,671 was paid by it to the sellers of the stock of Shenandoah 
Life Insurance Company and $28,500 was paid as a commission to 
one David Baird.*+ The remaining $130,329, plus an additional 
$120,000 which Insurance Equities Corporation had borrowed, was 
paid over to the United Founders Corporation group on September 
1, 1932.78? In this manner, Insurance Equities Corporation met its 
installment payment of $250,000 due to the United Founders Cor- 
poration group on that date. To meet this payment Insurance 
Equities Corporation had used $130,000 of the assets of Insuranshares 
Corporation of Delaware. Furthermore, by the use of the funds of 
Insuranshares Corporation of Delaware and without the expenditure 
of their own funds, the Cohen group had acquired a position of 
influence in Shenandoah Life Insurance Company, which at the end 
of 1932 had total assets of approximately $7,000,000 and insurance 
written and in force of approximately $127,000,000.7% 

On October 4, 1932, another installment payment of $250,000 was 
due by Insurance Equities Corporation to the United Founders Cor- 
poration group. On that day Insurance Equities Corporation had 
available cash of only $3,000.74 On that day, however, Insuranshares 
Corporation of Delaware paid over $250,000 to Insurance Equities 
Corporation against the future delivery of 16,363 shares of the stock 
of Philadelphia Life Insurance Company. On the same day In- 
surance Equities Corporation paid to the United Founders Corpora- 


m7 Td., at 918 and Exhibit 162. ‘The sellers were Shenandoah Holding Corporation and 
Foundation Finance Corporation, two Virginia corporations (ibid.). 

™8Td., at 1295. The note given by Insurance Equities Corporation to the sellers of the 
Shenandoah Life Insurance Company stock was never paid by Insurance Equities Corpora- 
tion (ibid.). 

79 Td., at 918. 

780 Moody’s Manual of Investments, Banks, etc., 1933, p. 2175. 

7 Op. cit. supra, note 568, at 918, and Commission’s Exhibit No. 163. 

72 Td., at 918 and 923. The $120,000 of loans were obtained from The Continental Bank 
& Trust Company of New York and from William Morris and Co. of Philadelphia (id., at 
923). 

73 Julius H. Barnes became chairman of the board of directors and Frank Coben and 
Franklin Berwin, other members of the Cohen group, became directors of Shenandoah Life 
Insurance Company (Moody’s Manual of Investments, Banks, etc., 1938, p. 2175). 

784 Op. cit. supra, note 568, at 837, 

5 Id., at 839, The transaction was set up as a loan by Insuranshares Corporation of 
Delaware to Insurance Equities Corporation and, pending the delivery of the stock of Phila- 
delphia Life Insurance Company, was secured by 40,000 shares of the common stock of 
Insuranshares Corporation of Delaware, which were released by the United Founders Cor- 
poration group to Insurance Equities Corporation on the payment of the $250,000 to the 
United Founders Corporation group on October 4, 1932 (id., at 841, 1060, 1416). 
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tion group of investment companies the $250,000 which it had obtained 
from Insuranshares Corporation of Delaware.7* 

In November 1932, Insurance Equities Corporation acquired 16,363 
shares, or 23%,"*" of the stock of Philadelphia Life Insurance Com- 
pany from various individuals in Philadelphia for a total price of 
$212 ,734,78§ or approximately $37,000 less than the price Insuranshares 
Corporation of Delaware had paid for the shares. Insurance Equities 
Corporation, however, paid only $51,734 in cash for the stock and 
delivered its note for $161,000, collateralized by 24,806 shares of 
the stock of Insuranshares Corporation of Delaware, to the sellers 
of the Philadelphia Life Insurance Company stock.° This note, 
however, was never paid by Insurance Equities Corporation.’”™ 

The 16,363 shares of the stock of Philadelphia Life Insurance Com- 
pany were transferred by Insurance Equities Corporation to Insur- 
anshares Corporation of Delaware in November 1932.7 These 16,363 
shares cost Insuranshares Corporation of Delaware $250,000, or an 
average price of $15. No quoted market price for the stock existed. 
However, it is significant that in December 1932, Insuranshares Cor- 
poration of Delaware purchased an additional 440 shares of such stock 
at a price of $5 a share."®? 

However, the Cohen group did not permit Insuranshares Corpo- 
ration of Delaware to retain the Philadelphia Life Insurance Com- 
pany stock. On February 21, 1933, Insurance Equities Corporation 
exchanged 18,000 shares of the stock of Insuranshares Corporation 
of Delaware for 8,500 shares of the stock of Philadelphia Life In- 
surance Company held by Insuranshares Corporation of Delaware. 
The total cost of the Philadelphia Life Insurance Company stock 
exchanged by Insuranshares Corporation of Delaware for its own 
stock was approximately $127,500. The 18,000 shares of its own 
stock which Insuranshares Corporation of Delaware received in ex- 
change had a then market value of $2.75 a share,™ or a total market 
value of $49,500. In other words, the effect of the sale to Insur- 
anshares Corporation of stock of Philadelphia Life Insurance Com- 
pany and the subsequent exchange for its own stock was to cause 
Tnsuranshares Corporation of Delaware to purchase its own stock 
at a price $78,000 in excess of its market value. 

On May 26, 1933, Insurance Equities Corporation exchanged 4,610 
shares of the stock of Kentucky Home Life Insurance Company for 
the remaining shares of the stock of Philadelphia Life Insurance Com- 
pany held by Insuranshares Corporation of Delaware."® A substan- 
tial loss was later incurred by Insuranshares Corporation of Dela- 
ware 7° on the Kentucky Home Life Insurance Company stock so 
acquired from Insurance Equities Corporation. 


86 Td., at 839. 

731 At December 31, 1931, Philadelphia Life Insurance Company had outstanding 70.000 
shares of capital stock (Moody’s Manual of Investments, Banks, etc., 1932, p. 2059). 

788 Op. cit. supra, note 568, at 843. 

789 Ibid. 

70 Td., at 844, 

71Td., at 840. 

72 Td., at 849. 

73 Td., at 846-7. 

747Td., at 867. 

75 1d., at 846-7. 

76 See supra. 
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On November 4, 1932, the installment payment of $250,000 due 
from Insurance Equities Corporation to the United Founders Cor- 
poration group was not paid, and on November 23, 1982, the United 
Founders Corporation group demanded final payment of the $500,000 
still due them by Insurance Equities Corporation. However, on the 
agreement of Insurance Equities Corporation to pay $250,000 in 
December 1932, the United Founders Corporation group permitted 
the continuation of the control of Insurance Equities Corporation 
over Insuranshares Corporation of Delaware.’ The United Founders 
Corporation group did not assert their contractual right to be restored 
to the management of Insuranshares Corporation of*Delaware until 
they had been fully paid by Insurance Equities Corporation. 

On December 17, 1932, Insurance Equities Corporation paid 
$250,000 to the United Founders Corporation group of investment 
companies. Although the record does not indicate the source from 
which Insurance Equities Corporation had derived these funds, on 
December 12, 1932, Insurance Equities Corporation had sold to In- 
suranshares Corporation of Delaware, 1,000 shares of the stock of Jef- 
ferson Standard Life Insurance Company at a profit of $45,000."°* 

Early in December 1932, Insurance Equities Corporation had 
agreed to purchase from Julian Price, the president of Jefferson 
Standard Life Insurance Company,” 51,000 shares or 51% of the 
stock of that company, at a price of $350 a share,®°° a sum $85 a share 
in excess of the liquidating value of the stock.2°% On December 12, 
1932, Insuranshares Corporation of Delaware, through Insurance 
Equities Corporation, purchased 1,000 shares or 10% of the stock of 
Jefferson Standard Life Insurance Company for $350,000, plus a 
$45,000 “loading charge” to Insurance Equities Corporation, or a total 
price of $395,000. 

The Jefferson Standard Life Insurance Company stock which 
Insuranshares Corporation of Delaware had then acquired had no 
quoted market value,®°* and, as has been stated, had been acquired 
at a price approximately $85 a share in excess of the asset value of 
such stock. On December 31, 1933, after the termination of the con- 
trol of Insuranshares Corporation of Delaware by Insurance Equities 
Corporation, the directors of Insuranshares Corporation of Delaware 
appraised the value of the 1,000 shares of Jefferson Standard Life 
Insurance Company stock held by Insuranshares Corporation of 
Delaware at $218,500.8°* Thus, by December 31, 1933 Insuranshares 


77 Op. cit. supra, note 568, at 1417-8. 

798 Td., at 947-9. 

79 Mr. Cohen described Jefferson Standard Life Insurance Company as a “very important 
company” in his plans. This company was to form the nucleus for a consolidation of 
various life insurance companies, including Shenandoah Life Insurance Company, Phila- 
delphia Life Insurance Company (large blocks of which, as has been seen, were acquired 
by Insuranshares Corporation of Delaware), Kentucky Home Life Insurance Company, and 
Occidental Life Insurance Company, Raleigh, N. C. (id., at 1148). 

800 Td., at 945 and Commission’s HMxhibit No. 173. The 1,000 shares of the stock acquired 
by Insuranshares Corporation of Delaware were the only shares of the company’s stock 
actually acquired by the Cohen group (id., at 945). 

801 Td., at 953-4. 

82 The actual expense (including commissions) of Insurance Equities Corporation in 
negotiating the purchase of this stock was $2,050 (id., at 949, 952-3). 

803 Td., at 953-4. 

804 Moody’s Manual of Investments, Banks, etc., 1934,, p. 2699. 
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Corporation of Delaware had suffered an unrealized loss of $176,500 
on this investment. 

The final installment of $250,000 due by Insurance Equities Cor- 
poration on December 4, 1932, was not paid on maturity nor was it 
ever fully paid by Insurance Equities Corporation. Nevertheless, the 
United Founders Corporation group of companies permitted In- 
surance Equities Corporation to remain in sole control of Insuran- 
shares Corporation of Delaware. 

On March 17, 1933, Insurance Equities Corporation, as a result of 
a series of transactions with Insuranshares Corporation of Delaware, 
was enabled to ‘pay $75,000 of its final $250,000 installment payment 
to the United Founders Corporation group. 

During February and up to March 7, 1933, Insuranshares Corpora- 
tion of Delaware had purchased through Insurance Equities Cor- 
poration 48,185 shares of the stock of Penn General Casualty Com- 
pany at a cost of $6.30 a share, or a total of $271,780.25, a price which 
included a $35,000 “loading charge,” or commission retained by In- 
surance Equities Corporation.*°® 

On March 10, 1938, a total of 32,000 shares of the stock of Penn 
General Casualty Company were transferred to Insurance Equities 
Corporation by Insuranshares Corporation of Delaware in exchange 
for 32,000 shares of its own stock. The 32,000 shares of its own stock 
which Insuranshares Corporation of Delaware thus acquired had a 
market value of $2.50 a share,®°* or a total market value of $80,000. 
On the other hand, the 32,000 shares of Penn General Casualty Com- 
pany had cost Insuranshares Corporation of Delaware $6.30 a share, 
or a total of $201,600. The effect of the transaction, therefore, was 
to compel Insuranshares Corporation of Delaware to reacquire 
32,000 shares of its own stock at a cost $121,600 in excess of its 
market value. 

Insurance Equities Corporation immediately sold 25,000 shares of 
the 32,000 shares of the stock of Penn General Casualty Company 
which it had acquired in this exchange to C. B. Love, one of the origi- 
nal sellers of the stock,®’ to Insuranshares Corporation of Delaware for 
$143,000.8° Mr. Love, however, paid only $238,372.87 to Insurance 
Equities Corporation itself. For the account of Insurance Equities 
Corporation, Mr. Love paid $75,000 to the United Founders Cor- 
poration group of investment companies which applied the payment 
against the $250,000 then due them by Insurance Equities Corpora- 
tion. Mr. Love also paid $36,000 of the purchase price of the Penn 
General Casualty Company stock to Frank Cohen, and the balance 
of the purchase price was used to pay certain small obligations of 
Insurance Equities Corporation to brokers.*°? 

As at December 31, 1933, Insuranshares Corporation of Delaware 
held 16,335 shares of the stock of Penn General Casualty Company,®” 
or approximately 82% of the 50,000 outstanding shares of that com- 


805 Op. cit. supra, note 568, at 930-1 and 937. The actual sellers of the Penn General 
Casualty Company stock were Edward J. Boughton of Philadelphia who sold 29,560 shares 
and C. B. Love who sold 13,575 shares (id., at 931). 

806 Td., at 935. 

807 See note 805, supra. 

808 Op. cit. supra, note 568, at 935-6. 

809 Thid. 

810 Moody’s Manual of Investments, Banks, etc., 1935, p. 1597. 
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pany. The cost of these securities to Insuranshares Corporation of 
Delaware was $102,256.95." In 1933 Penn General Casualty Com- 
pany was restrained from doing business.*#?_ As at December 381, 1935, 
the board of directors of Insuranshares Corporation of Delaware 
appraised the company’s holdings of the stock of Penn General Cas- 
ualty Company at $30,920.%* Thus an unrealized loss of $71,337 had 
been suffered on this stock by Insuranshares Corporation of Delaware. 

As has been described, by March 1933, primarily by the use of the 
assets of Insuranshares Corporation of Delaware, the United Found- 
ers Corporation group of investment companies had received pay- 
ment from Insurance Equities Corporation of all but $175,000 of the 
purchase price for control of Insuranshares Corporation of Delaware. 

Although Insurance Equities Corporation had defaulted on its final 
installment payment to the United Founders Corporation group of 
investment companies, the United Founders Corporation group did 
not attempt to restore themselves to control of the management of 
Insuranshares Corporation of Delaware. 

The Cohen group utilized their continued control of Insuranshares 
Corporation of Delaware to remove a large portion of the portfolio 
of Insuranshares Corporation of Delaware in exchange for stock of 
Insuranshares Corporation of Delaware itself and other securities, 
many of which later proved to be worthless. 

From May 29 to October 30, 1933, Insuranshares Corporation of 
Delaware delivered securities and cash having a total value of $1,114,- 
987.49 to F. E. C., Inc., a corporation controlled by Frank Cohen,°14 
in exchange for securities (principally its own stock) having a total 
market value at the time of the exchanges of $884,693.50. By these 
exchanges Insuranshares Corporation of Delaware therefore suffered 
a loss of $230,293.99.%° Insuranshares Corporation of Delaware 
received in these exchanges 90,018 shares of its own stock; §° 50 
shares of the stock of Jefferson Standard Life Insurance Company; 
290,638 shares of the stock of Insuranshares and General Management 
Company; **’ 4,660 shares of the stock of Kentucky Home Life Insur- 
ance Company; 2,200 shares of the stock of Penn General Casualty 
Company ; **® 702 shares of the stock of Missouri State Life Insurance 
Company ; *° and 32,709 shares of the stock of Brewery and Distil- 
leries Securities Corporation. The cost of this latter block of stock to 
Insuranshares Corporation of Delaware was $156,045.82. On Decem- 


81 Derived from supplementary information supplied the Commission for Insuranshares 
Corporation of Delaware. 

82 Moody’s Manual of Investments, Banks, etc., 1935, p. 1597. 

813 Op. cit. supra, note 811. 

814 Op. cit supra, note 568, at 1197-8. 

815 Td., at 955-7. 

s6Id., at 1717-8. These shares of its own stock were taken in by Insuranshares Cor- 
poration of Delaware at $7 a share, although the average market value of such stock from 
May to October was approximately $3 a share. 

8 This stock of Insuranshares & General Management Company had, at December 31, 
1986, been written off the books of Insuranshares Corporation of Delaware as practically 
worthless (Poor’s Fiscal Volume, 1938, p. 2873). 

%8 This company, as has been stated, was restrained from doing business in 1933. 

319 This company, as has been described, became insolvent in 1933. 

8° Derived from supplementary information supplied the Commission for Insuranshares 
Corporation of Delaware. 
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ber 31, 1936, the directors of Tnsuranshares Corporation of Delaware 
valued the entire block at $1.57 

In return for these securities Insuranshares Corporation of Dela- 
ware transferred to F. E. C., Inc., 157,514 shares of the stock of 
Insuranshares Certificates, Inc., 3,820 shares of the stock of Shenan- 
doah Life Insurance Company, 8,303 shares of the stock of Philadel- 
phia Life Insurance Company, and small blocks of the preferred and 
common stocks of Insurance Equities Corporation.*” 

As a result of this exchange with F. E. C., Inc., and previous 
exchanges of securities with Insurance Equities Corporation,*** 
Insuranshares Corporation of Delaware had reacquired from these 
two sources a total of 140,018 shares of its own stock at a cost of 
approximately $550,000 in excess of the market value of such stock.°** 

As has been stated, Insurance Equities Corporation, largely because 
of its access to the funds of Insuranshares Corporation of Delaware, 
was able to complete all but $175,000 of its installment payments due 
the United Founders Corporation group. In August 1938, because of 
the failure of Insurance Equities Corporation to meet its final pay- 
ment of $175,000, the United Founders Corporation group of invest- 
ment companies sold its notes and the collateral consisting of the con- 
trolling block of stock of Insuranshares & General Management Com- 
pany, which in turn held all of the Class B stock of Insuranshares 
Corporation of Delaware, to John H. Orgill, a Cleveland attorney, 
for $100,000.°° Mr. Orgill then designated Harry M. Blair as his 
representative on the board of directors of Insuranshares Corporation 
of Delaware.*”° . 

By December 31, 1983, all of the representatives of Insurance Equi- 
ties Corporation and Frank Cohen had resigned from the board of 
directors of Insuranshares Corporation of Delaware.*”’ At that date, 
the total assets of Insuranshares Corporation of Delaware had a value 
of approximately $300,000,**° as compared with the approximately 
$15,000,000 originally contributed by the public to Insuranshares Cor- 


821 Poor’s Fiscal Volume, 1988, p. 28738. 

822 Derived from supplementary information supplied the Commission for Insuranshares 
Corporation of Delaware. 

83 It will be recalled that Insurance Equities Corporation had transferred to Insur- 
anshares Corporation of Delaware 32,000 shares of the stock of the latter corporation in 
exchange for 32,000 shares of the stock of Penn General Casualty Company and an addi- 
tional 18,000 shares of the stock of Insuranshares Corporation of Delaware for 8,500 shares 
of the stock of Philadelphia Life Insurance Company. (See supra, pp. 1220-22.) 

84 The 90,018 shares acquired in the F. BH. C., Inc., exchange were taken in by Insur- 
anshares Corporation of Delaware at a price of $7, although the market value of the stock 
was $3 a share. AS a result, the corporation acquired the 90,018 shares of its own stock 
at a price approximately $360,000 in excess of its market value. The total excess cost over 
the market value of the 50,000 shares of its own stock which Insuranshares Corporation 
had acquired from Insurance Equities Corporation in exchange for the stock of Penn General 
Casualty Company and Philadelphia Life Insurance Company was $199,600. (See supra, 
pp. 1220 and 1222.) 

82 Op. cit supra, note 568, at 1563. 

826 Public Hxamination, First Income Trading Corporation, et al., at 1051. 

827 Op. cit. supra, note 568, at 1034. 

828 Op. cit. supra, note 826, at 1063-4. Mr. Blair testified (ibid.) : 

Q. Well, after they [the Cohen group] got through liquidating what was the value 
of the portfolio? 
A. I think we could have liquidated in October, November, December 1933, for about 
$250,000 to $300,000. 
So that the portfolio which, if they had locked it up at that time, you said in 


October 1933, was only worth a quarter of a million dollars; is that so? 
A. Under the hammer, that is all we could have gotten for it. 
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poration of Delaware. In the period of approximately one year and 
a half during which Insurance Equities Corporation controlled In- 
suranshares Corporation of Delaware, the latter company was caused 
-to liquidate its entire portfolio of well-known insurance company 
stocks at a realized loss on the basis of original cost of approxi- 
mately $11,000,000; and these portfolio securities were replaced with 
non-dividend-paying stocks of the lesser known casualty and life in- 
surance companies, several of which it will be recalled, had thereafter 
become insolvent.®?® Had the securities which were in the portfolio 
of Insuranshares Corporation of Delaware prior to the passage of its 
control to Insurance Equities Corporation been kept intact, the port- 
folio would have had a value of about $7,000,000 at the end of 1936.8*° 

Early in 1937, Insuranshares Corporation of Delaware received 
from the United Founders Corporation group approximately $320,- 
000 *** in settlement of a suit brought against the United Founders 
Corporation group to recover the amount paid by Insurance Equities 
Corporation to the United Founders Corporation group on the con- 
tract to purchase control of Insuranshares Corporation of Delaware, 
which payments were made with the cash realized by Insurance 
Equities Corporation in self-dealing transactions with Insuranshares 
Corporation of Delaware.® 


i, Insuranshares Corporation of Delaware—Northern Fiscal 
Corporation 


By December 1937 Insuranshares Corporation of Delaware had 
total assets of approximately $800,000 and had outstanding 284,032 
shares of its common stock.*** The original purchasers of these shares 
had contributed approximately $18,878,933 net to Insuranshares Cor- 
poration of Delaware, so that as at December 31, 1937, the stock- 
holders *** had experienced a loss, realized and unrealized, of approxi- 
mately $13,000,000 on their investment.8*® 

Of 284,032 shares of the common stock of Insuranshares Corpora- 
tion of Delaware outstanding on December 31, 1937 , an aggregate of 
approximately 80,000 was held by Mr. Blair, who was president and a 
director of the company, by The Continental Bank & Trust Company 


89 Op. cit. supra, note 826 at 1059, 1062-8, and Commission’s Exhibit No. 99. 

880 Td., at 1063. 

831 Td., at 1069. 

82 The suit was settled by the payment of $750,000 by American General Corporation 
(successor by consolidation of the United Founders Corporation group of companies), and 
of this amount approximately $320,000 was received by Insuranshares Corporation of Dela- 
ware, $239,000 by counsel (39 Col. L. Rey. 814 (1939) ), and the remainder by creditors of 
Insurance Equities Corporation. 

*8Td., at 1070 and Commission’s Exhibits Nos. 53 and 64. By this time Insuranshareg & 
General Management Company had been liquidated and its holdings of all of the Class B 
stock of Insuranshares Corporation of Delaware had been acquired and retired by Insuran- 
shares Corporation of Delaware (Moody’s Manual of Invesiments, Banks, ete., 1938, p. 1525; 
and Public Hxamination, First Income Trading Corporation, et al., at 1510). 

*4 As at December 18, 1937, there were 4,658 shareholders of Insuranshares Corporation 
of Delaware (Public Examination, First Income Trading Corporation, et al., Commission’s 
Exhibit No. 53, p. 8). 

8° Public Examination, First Income Trading Corporation, et al., Commission’s Exhibit 
No. 64. The total capital raised by the company was $15,893,750, but the company, to 
December 31, 1937, had returned to its stockholders by way of dividends and repurchases of 
its shares $2,014,817 (ibid.). 
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of New York and by three Philadelphia banks.**° Mr. Blair had ac- 
quired 4,000 shares of the common stock of Insuranshares Corpora- 
tion of Delaware in the open market at a cost of $3,200, and, in addi- 
tion, he and C. J. Simmons, another director and the counsel for 
Insuranshares Corporation of Delaware, were jointly obligated to 
purchase an additional 10,000 shares of this common stock from a 
certain bank at a cost of $20,000.87 Thus, Mr. Blair, in effect, was 
the owner of 14,000 shares of the common stock of Insuranshares 
Corporation of Delaware which had cost him $23,200. 

In December 1937, S. Leo Solomont, Ralph H. Robb, and Thomas 
W. Morris began to acquire control of investment companies.®*** ‘They 
first. directed their attention to the acquisition of control of Insuran- 
shares Corporation of Delaware. Mr. Blair testified that, although 
he did not desire another “Frank Cohen pulled” on him,**? he was 
particularly impressed with Mr. Robb: ** 


Q. What did he say that impressed you? 

A. Oh, the general thing. You know, you judge a man by his appearance, and 
so forth. 

Q. What? 

A. First by his appearance, by the way he comports himself. I had quite 
a conversation with him. I happened to know some people in Boston that he 
knew and we exchanged notes. I was really impressed. He was the one man 
that I got best acquainted with. 


On December 15, 1937, Mr. Blair agreed to sell his holdings and to 
cause the other large stockholders of Insuranshares Corporation of 
Delaware—The Continental Bank & Trust Company of New York 
and other banks located in Philadelphia—to sell their holdings of 
the common stock of Insuranshares Corporation of Delaware to 
Thomas W. Morris. Mr. Morris agreed to purchase an aggregate 
of 78,260 shares of the common stock of Insuranshares Corporation ° 
of Delaware at a price of $3.60 a share and also agreed to pay to Mr. 
Blair a commission of $10,091 for his services in “arranging that 
sale * * * to me of this stock.” ®t Both Mr. Morris and the 
sellers of the stock were aware that the then liquidating value of the 
stock to be sold was $2.87 a share,°#? so that Mr. Blair and the other 
large selling stockholders of Insuranshares Corporation of Delaware 
were conscious of the fact that Mr. Morris was willing to pay a total 
anne above the asset value of their shares of approximately 

8,000. d 

That Mr. Morris was paying this price solely to obtain control is 
evident from the fact that although the total number of shares he 
had agreed to purchase constituted only approximately 28% of the 
outstanding stock of Insuranshares Corporation of Delaware, he in- 


83 Tq., at 1106-7, and Commission’s BExhibit No. 53. 

837 Td., at 1071-3. 

838 For a detailed discussion of the activities of these individuals in the acquisition of 
control of investment companies, see supra, pp. 1075-8, and Ch. II of this part of the 
report, pp. 437 et seq. 

839 Public Examination, First Income Trading Corporation, et al., at 1105-6. 

840 Td., at 1094-5. 

841Tq., Commission’s Exhibit No. 53. 

82 Thid. 
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sisted upon the resignation of all the existing directors and officers 
of the company and upon their replacement by his own nominees. 
Mr. Blair and the other stockholders selling their shares acceded to 
this demand.*** Mr. Blair also agreed that the 21,500 shares of New 
England Fund held by Insuranshares Corporation of Delaware 
would be converted into cash prior to the closing date of the con- 
tract.“ The fact that Mr. Morris agreed to pay this substantial 
premium on a minority block of the company’s stock, his evident 
insistence upon obtaining control of the management of the com- 
pany, and his demand that the New England Fund stock be con- 
verted into cash prior to the date of the closing, might have sug- 
gested that Mr. Morris may have intended to recoup his investment 
in the company in a manner detrimental to the interest of the com- 
pany’s stockholders. Yet Mr. Blair took no steps to protect the 
minority stockholders of Insuranshares Corporation of Delaware, 
who, it will be recalled, had already suffered tremendous losses as 
a result of a prior change in the management of their company. Mr. 
Blair, when examined on that aspect, testified : *4 


Q. Did you ask these people whether they would make the same offer to 
other stockholders so that they could get the same price and get out? 

A. No; I didn’t. 

Q. Did you ask for any representation on the Board of Directors, the new 
Board? 

A. No; I didn’t want it. 

Q. Did you get any agreement in writing that they were not going to change 
the nature of the portfolio? 

A. No. 


The closing date for the contract was set for December 21, 1937.84 
Prior thereto Paine, Webber & Co. had agreed to advance to Mr. 
Solomont $310,000.87 Of this amount, $270,000 was to constitute an 
advance cash payment on 21,500 shares of beneficial interest in New 
England Fund, which were owned by Insuranshares Corporation of 
Delaware.§** Paine, Webber & Co. were informed that these shares 


88 Thid. 


‘This conversion into cash did not take place. However, on December 16, 1937, five 
days before the closing of the contract for the sale of control of Insuranshares Corporation | 
of Delaware, the board of directors of that corperation, all of whom were either the owners | 
or represented the owners of the stock which was to be sold to the Northern Fiscal group 
(Messrs. Solomont, Robb, Morris, and their associates), “authorized the New England Fund 
to transfer certificates of beneficial interest of said New England Fund standing in the 
name of Insuranshares Corporation of Delaware and aggregating 21,500 shares to S. Leo 
Solomont,” and “further that they shall not be placed in the name of S. Leo Solomont until 
he is duly elected and qualified as treasurer” of Insuranshares Corporation of Delaware 
(id., Commission’s Exhibit No. 52). As will be seen, infra, the New England Fund shares 
were used by the Northern Fiscal group to derive the major part of the funds necessary to 
purchase control of Insuranshares Corporation of Delaware. 
8 Td., at 1113-4. 
846Tq., Commission’s Exhibit No. 53. 
87 Td., at 350-1. 
88 Td., at 351-3. Mr. Paine testified that he could not consider the investment in New 
England Fund as collateral for a loan since it was not a listed security. He suggested to Mr. 
Solomont that the board of directors of Insuranshares Corporation of Delaware authorize 
the liquidation of this stock. The transfer of the shares in New England Fund to Paine, 
Webber & Co., therefore, constituted merely a transfer for the purposes of their sale on be- 
half of Insuranshares Corporation of Delaware (id., at 352). In order to have these shares 
in proper negotiable form, the board of directors representing the old management, on Decem- 
ber 16, 1937, provided that the 21,500 shares of beneficial interest in New England Fund be 


153373—41 29 
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were to be liquidated for the account of Insuranshares Corporation 
of Delaware and the proceeds were to be invested in “a Canadian 
investment company.” &*° The balance of $40,000, to the knowledge 
of Paine, Webber & Co., was to constitute a loan to be secured by 
“other securities” of Insuranshares Corporation of Delaware as 
collateral.®*° 

On December 21, 1937, checks of Paine, Webber & Co. totaling 
$310,000 were made payable to Mr. Blair and the other sellers of 
the stock of Insuranshares Corporation of Delaware.*** Immediately 
upon the payment for this stock, the representatives of the old man- 
agement resigned, in accordance with the terms of the contract of 
sale, and the nominees of Messrs. Solomont, Robb, and Morris (the 
Northern Fiscal group) were placed on the board.**? The new board 
of directors of Insuranshares Corporation of Delaware immediately 
caused that investment company to purchase 5,000 shares of preferred 
stock of Northern Fiscal Corporation, Ltd., the personal company of 
Messrs. Solomont, Robb, and Morris at $100 a share for a total of 
$500,000 from Arthur Quint, a representative of S. Leo Solomont.*® 
Portfolio securities of Insuranshares Corporation, valued at $500,000, 
including the New England Fund shares, were turned over to Mr. 
Quint, as consideration for the 5,000 shares of preferred stock of 
Northern Fiscal Corporation, Ltd.,°°* sold to Insuranshares Corpora- 
tion of Delaware. 

Mr. Quint immediately assigned these portfolio securities to Mr. 
Solomont and Mr. Robb with the direction that they liquidate these 
securities, retain $310,000, which constituted the amount of the ad- 
vance made by Paine, Webber & Co., and return the balance to North- 
ern Fiscal Corporation, Ltd.°> These portfolio securities were 
removed on December 21, 1937, from the vault of Insuranshares Cor- 
poration of Delaware and were transferred to Paine, Webber & Co. 
for the account of Insuranshares Corporation of Delaware in the 
name of Mr. Solomont and Mr. Robb.** 

Paine, Webber & Co. liquidated these securities, deducted its 
€310,000 advance, and transmitted a balance of $152,321.40 to North- 


placed in the name of S. Leo Solomont as soon as he was elected and qualified as treasurer 
of Insuranshares Corporation of Delaware (id., at 1109-11). 

#9 Td., at 1701-2. 

80Td., at 351-38. These “other securities’ were already in marketable form (id., at 
1111). The contract had permitted the new management, between December 15 and 
December 21, 1937, to check the portfolio securities of the investment company, and pro- 
vided that these securities be in bearer form (id., Commission’s Hxhibit No. 53). 

851 Jd., Commission’s Exhibits Nos. 49 and 53. 

82 The new officers and directors were Ralph H. Robb, S. Leo Solomont, Harold J. Tracy, 
D. C. Morgan, Thomas F. Stanton, Thomas W. Morris, and Arthur Quint. Mr. Robb was 
elected president of the company, and Mr. Solomont was elected treasurer (id., Commis. 
sion’s Exhibit No. 52). 

853 Mr. Solomont and his associates had organized Northern Fiscal Corporation, Ltd., in 
Canada on December 14, 1937, as a personal holding company, of which S. Leo Solomont 
was president, Ralph H. Robb was vice president, and Thomas W. Morris was treasurer, 
10,000 shares of common stock were authorized, of which 9,997 shares were issued to 
Priscilla French, who was an employee of Mr. Morris and Mr. Robb, in consideration for 
3,000 shares of Amm Gold Mines, Ltd., 6,000 shares of Cook Lake Gold Mines, Ltd., and 
$1,000 in cash (id., Commission’s Exhibit No. 54). The remaining three shares of common 
stock were issued to Messrs. Solomont, Robb, and Morris. 

847Tq., Commission’s Exhibit No. 48. 

855 Tbid. 

86 Td., Commission’s Hxhibits Nos. 48, 50. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1229 


ern Fiscal Corporation, Ltd.**? In addition to this $159,321.40, the 
78,260 shares of Insuranshares Corporation of Delaware common 
stock were also transferred to Northern Fiscal Corporation, Ltd., by 
Messrs. Robb, Morris, and Solomont as consideration for the sale of 
5,000 shares of its own preferred stock to Insuranshares Corporation 
of Delaware.**8 

To sum up the transaction, portfolio securities of Insuranshares 
Corporation of Delaware, valued at $500,000, were liquidated, and 
$310,000 of the proceeds were used by the Northern Fiscal group to 
acquire control of Insuranshares Corporation of Delaware. In place 
of these liquid portfolio securities, valued at $500,000, thus removed 
by the Northern Fiscal group, Insuranshares Corporation of Dela- 
ware held 5,000 shares of the preferred stock of Northern Fiscal Cor- 
poration, Ltd. This preferred stock of Northern Fiscal Corporation, 
Ltd., held by Insuranshares Corporation of Delaware represented an 
interest in a corporation which held, in turn, 78,260 shares or 28% of 
Insuranshares Corporation of Delaware common stock, $152,321 in 
cash, and various Canadian mining stocks of uncertain value. At 
the conclusion of these transactions, the portfolio of Insuranshares 
Corporation of Delaware consisted_only of its holdings of the pre- 
ferred stock of Northern Fiscal Corporation, Ltd., which had no 
market, and certain other unmarketable blocks of securities of insur- 
ance companies and other companies which had been acquired by 
Insuranshares Corporation of Delaware from Insurance Equities 
Corporation during the period of the latter’s control and manage- 
ment of Insuranshares Corporation of Delaware. 

Thus, within a space of five years, from 1932 to 1987, the stock- 
holders of Insuranshares Corporation of Delaware suffered a loss of 
practically their entire investment in the company as the result of 
the transfer of its control to Insurance Equities Corporation and 
thereafter to Northern Fiscal Corporation, Ltd. In each case the 
new controlling interests paid for their control by the use of the 


st Francis X. Mancuso, a former judge of the Court of General Sessions of the County 
of New York, and Lorimer A. Davidson received $15,000 as “‘commissions” for effecting 
this transaction (id., Commission’s Exhibit No. 89). Upon the consummation of the 
transaction Mr. Mancuso and Mr. Davidson received $7,500 in cash (id., at 791). Two days 
after the closing of the contract on December 238, 1937, Mr. Mancuso and Mr. Davidson 
received the balance in the form of a telegraphic postal money order (id., at 792). Mr. 
Mancuso denied that there was anything unusual in this practice. He testified (id., at 792) : 

Q. Let me understand, when you say cash, do you mean dollars? 

A. Currency, actual cash. There were one-hundred-dollar bills—no; there were sev- 
eral five-hundred-dollar bills and one-hundred-dollar bills. 

And the second seventy-five hundred dollars you got in a money order; ig that it? 

A. Western Union Telegraph Company. ; ‘ 

Q. Didn’t it seem strange to you, Judge, that you were being paid in cash and not 
by check; did you give these people a receipt for this seventy-five hundred dollars? 

A. I think we did. There was nothing strange. As a matter of fact, I understand 
that is the usual way brokers in those deals are paid, in cash. 

Q. By hundred-dollar bills? 

A. Five-hundred and one-hundred bills. 

However, when Mr. Mancuso received a commission from the same individuals for a 
subsequent transaction involving the acquisition of control of another investment com- 
pany, he was paid in check. This change in procedure did not, however, arouse Mr. Man- 
cuso’s suspicions. 

88 Td., Commission’s HWxhibit No. 54. In addition, Northern Fiscal Corporation, Ltd., 
received an assignment of an oil and gas lease consisting of about 127 acres on the G. Ander- 
son survey in Texas. (Ibid.) 
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investment company’s own assets. Mr. Blair, when examined on that 
phase of the company’s history, testified : *°° 


Q. And do the things that have transpired in the last couple of months kind 
of remind you of the things that transpired in that corporation in 1932? 

A. The only difference is in the size. 

Q. And the difference in the name, isn’t that so? 

A. Yes. 

Q. Instead of Northern Fiscal Corporation, Ltd., that you have now, all you 
have to do is substitute the name Insurance Equities Corporation and you have 
precisely the same picture in 1932. 

A. And other subordinate corporations that followed that. 

* * % % * ® * 

Q. The Northern Fiscal Corporation sold Insuranshares Corporation of Dela- 
ware only $500,000 of its own stock, and in 1932 Insurance Equities Corporation 
sold Insuranshares Corporation of Delaware $600,000 of its own stock. 

A. $650,000. 


Bo * * co * * & 

Q. They made a loan to make the initial down payment on the contract, and 
then they went in and sold Insurance Equities Corporation stock to Insuran- 
shares Corporation of Delaware and paid off the loan with the bank, isn’t 
that so? 

A. They took out of the portfolio of Insuranshares Corporation of Dela- 
ware—they took out enough good securities to turn it over to the bank and gave 
them carte blanche to sell them and pay them. 

Q. In the case of the sale of control of Insuranshares Corporation of Dela- 
ware in 1988 there was an assignment to Robb, Morris, Solomont to sell enough 
securities to pay the $300,000? 

A. Yes. 


* * * % * * ® 
Q. And you know that Insurance Equities Corporation which sold the insur- 
ance stocks to Insuranshares Corporation of Delaware, that Insurance Equities 
Corporation was Cohen & Barnes, isn’t that so? 


A. Practically. 
Q. Now, that Insurance Equities Corporation corresponds to the Northern 


Fiscal Corporation, Ltd., which was the holding company that they organized 
specifically for the transaction, isn’t that so? 
A. I think it was. 


On June 15, 1938, Insuranshares Corporation of Delaware was 
placed in receivership. 


j. Ungerleider Financial Corporation—Atlas Corporation 


Ungerleider Financial Corporation was incorporated in Delaware 
on May 7, 1929, with an authorized capitalization of 3,000,000 shares 
of stock, all of one class and without par value. The corporation 
had general power to buy, sell, and deal in securities and to engage in 


the underwriting and distribution of securities." The corporation 


859 Tq., at 1053-4, 1058-9, 1064. 

860 On June 15, 1938, a custodial receiver was appointed on the petition of a stockholder 
to protect the company’s assets against further depletion by the Northern Fiscal group 
(The New York Times, June 16, 1938, p. 33). 

861 Public Hxamination, Ungerleider Financial Corporation, Commission’s Exhibit No. 
1528. 
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was created at the instance of Samuel Ungerleider & Company, mem- 
bers of the New York Stock Exchange and investment bankers?” 

On May 8, 1929, the corporation entered into a contract with Sam- 
uel Ungerleider & Company whereby Samuel Ungerleider & Company 
was to manage the corporation’s affairs until December 31, 1939, for 
an annual fee of 20% of the corporation’s net profits, provided that 
after deduction of this fee the remaining profits for the year were 
equivalent to at least 8% of the corporation’s invested capital. The 
agreement, however, could be terminated at any time upon the vote 
of a majority of the corporation’s stockholders.® Since the corpora- 
tion’s profits at no time exceeded 8% of its invested capital, no man- 
agement fees were ever paid to Samuel Ungerleider & Company.® 
During the period of the management of the corporation by Samuel 
Ungerleider & Company, all of the brokerage business of the corpo- 
ration accrued to that firm. 

On May 18, 1929, Samuel Ungerleider & Company entered into an 
agreement with the corporation to purchase 500,000 shares of its stock 
at a price of $50 a share to net the corporation a total of $25,000,000. 

The prospectus offering these shares stated that Samuel Ungerleider 
& Company were purchasing 50,000 shares of the corporation’s stock, 
creating the fair implication that the firm was purchasing the stock 
for permanent investment.*” Actually, the firm only purchased 20,000 
shares of the corporation’s stock for its own account.®®8 

Eventually the corporation disposed of 244,400 shares of its stock 
for which it received a total consideration of $13,205,575.76.2 

As at April 30, 1931, the date that control of Ungerleider Financial 
Corporation was acquired by Atlas Corporation, the net assets of 
the corporation totaled $10,192,643.69%° as compared with its net 
contributed capital of $13,205,575.76. Losses realized and unrealized 
incurred by the corporation during its management by Samuel Un- 
gerleider & Company totaled, therefore, $3,012,932.07. 

In large part these losses were due to unsuccessful underwritings 
and to defaults on loans secured by non-liquid collateral. A number 
of these transactions will be described in another chapter of the 
Commission’s over-all report.§” 

Loans made by the corporation and secured by unmarketable col- 
lateral totaled approximately $1,600,000 by the close of 1929, and 
constituted more than 10% of the Ungerleider Financial Corpora- 
tion’s net contributed capital of $13,205,575.8 The prospectus used 
in selling its stocks did not reveal any intention upon the part of the 
corporation to act as a lending institution®? Eventually a realized 


82 Td., at 14879. 

863 Id., Commission’s Exhibit No. 1546. 

864 Td., Commission’s Hxhibit No. 1554. 

865 Jd., Commission’s Exhibit No. 1546. 

866 Td., Commission’s Exhibit No. 1530. 

867 Id., Commission’s Hxhibit No. 1532. 

868 Td., at 14986. 

869 Td., at 14910. 

8 Public Examination, Atlas Corporation, Commission’s Exhibits Nos. 2003 and 2043. 

si For discussion of these loans, see Chapter VII of this part of the report, which 
relates to the management of assets of investment companies. 

82 Op. cit. supra, note 861, at 14953. 

83 Td., Commission’s Exhibit No. 1532. 
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loss of approximately $700,000 was suffered on these loans.** In 
addition, by July 1931, when Atlas Corporation took over the man- 
agement of the corporation, it had suffered an unrealized loss on an 
underwriting of the securities of Bonwit Teller, Inc., of approxi- 
mately $700,000.8% 

As early as April 9, 1930, the lack of success of Ungerleider Finan- 
cial Corporation led to requests by stockholders of the company that 
it be dissolved.?7* Samuel Ungerleider & Company, however, re- 
fused to assent to a dissolution of the company, first, because it would 
have reflected upon the prestige and reputation of the firm and, 
second, because it was felt that the downward trend in the market for 
securities might cease in the near future.°” 

In addition, in October 1930, the New York Stock Exchange re- 
quested that, for the protection of its brokerage clients, the firm of 
Samuel Ungerleider & Company attain a more liquid asset posi- 
tion.8’8 In order to accomplish this, it was necessary for the firm to 
dispose of some of its securities. On October 31, 1930, Louis R. 
Lurie, a wealthy San Francisco real-estate operator, whom Mr. 
Ungerleider described as a “friend” *® of his firm, was induced to 
purchase the 20,000 shares of the stock of Ungerleider Financial 
Corporation owned by Samuel Ungerleider & Company. Mr. Lurie 
purchased this stock at a price of $25 a share, the then market price 
of the stock.28° Though there was no understanding that Mr. Lurie 
would retain these shares, Mr. Ungerleider was under the impression 
that it was not the intention of Mr. Lurie to dispose of the shares.** 
Mr. Lurie subsequently became a special partner in the firm of 
Samuel Ungerleider & Company *? and commenced to increase his 
holdings of Ungerleider Financial Corporation shares. By Febru- 
ary 1931 Mr. Lurie had, apparently by purchases in the market, in- 
creased his holdings of the stock of Ungerleider Financial Corpora- 
tion to 70,000 shares.§** 

Meanwhile, L. Boyd Hatch, a director and vice president of Atlas 
Corporation, had approached Mr. Ungerleider several times to dis- 
cuss the possible acquisition of control of Ungerleider Financial 
Corporation by Atlas Corporation.*** In December 1930, Father 
Joseph Conner, a priest who was a mutual friend of both Mr. Odlum 
and Mr. Ungerleider, arranged for a meeting among Mr. Lurie, Mr. 
Ungerleider, and Mr. Odlum.*** The meeting, however, did not re- 


874 "This loss was incurred as follows: $95,288 on a loan to Adrian Renz (id., at 14950) ; 
$366,975.50 on a loan to Magowan, Cassidy & White (id., at 14964) ; and $236,283 on a loan 
to Martin T. Manton, formerly a judge of the United States Circuit Court of Appeals for the 
Second Circuit (id., at 14941-2). These loans will be described in detail in Chapter VII 
of this part of the report, which relates to the management of the assets of investment 
companies. 

875 Td., at 14998. 

876 Tq., Commission’s Exhibit No. 1552. 

sm7Td., at 15003. 

878 Td., at 15001. 

879 Thid. 

880 Td., at 15006. 

881J7d., at 15006—-7. 

82 Td., at 15012-13. 

883 Tq., Commission’s Hxhibit No. 1553. 

84Td., at 15007. 

88 1q., at 15007-8. Father Conner subsequently received $30,000 in “finder’s fees,” of 
which $15,000 was paid by Atlas Corporation (op. cit. supra, note 870, Commission’s Exhibit 
No. 2001, p. 128) and $15,000 was paid by Mr. Lurie. (Derived from supplementary 
information supplied the Commission for Ungerleider Financial Corporation.) 
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sult in any definitive arrangement. Both Mr. Ungerleider and Mr. 
Lurie agreed to submit financial statements of the condition of 
Ungerleider Financial Corporation to Mr. Odlum for his considera- 
tion at a subsequent meeting between the parties.%*¢ 

However, before the date of meeting arranged by the parties, Mr. 
Lurie, apparently without the knowledge of Mr. Ungerleider, met 
with Mr. Odlum, who was under the impression that Mr. Lurie 
represented Mr. Ungerleider as well as himself.8**7 As a result of 
this meeting an agreement was reached on February 6, 1931, between 
Mr. Odlum and Mr. Lurie.*** This agreement provided for the sale 
to Atlas Corporation by Mr. Lurie of his 70,000 shares of Unger- 
leider Financial Corporation at a price of $40 per share. The asset 
value of the stock at the time was approximately $40.95 per share, 
but its market value was approximately $24 per share. In fact the 
market price for the stock during the entire year of 1931 ranged 
from a high of $2914 to a low of $20.88 

Mr. Lurie also agreed: *° that (a) upon the request of Samuel 
Ungerleider or upon the request of Atlas Corporation he would 
“cause the name of Ungerleider Financial Corporation to be changed - 
in accordance with such request”; and (b) he would “cause Samuel 
Ungerleider to assist and advise | Atlas Corporation] at all times in 
the liquidation of assets of Ungerleider Financial Corporation which 
are frozen or not readily liquid.” The contract with Mr. Lurie fur- 
ther provided that Mr. Lurie would “cooperate with [Atlas Corpo- 
ration] and cause Samuel Ungerleider to cooperate with [Atlas 
Corporation] in purchasing for [its] account shares of the capital 
stock of Ungerleider Financial Corporation, and [would] refrain 
and will cause Samuel Ungerleider to refrain from competing in any 
fashion whatsoever in the purchase of said shares.” 

Although Atlas Corporation itself was the nominal contracting 
party with Mr. Lurie, it purchased only 2,500 of the 70,000 shares 
of Ungerleider Financial Corporation stock acquired from Mr. Lurie. 
Atlas Utilities & Investors Company, Ltd., the Canadian subsidiary 
of Atlas Corporation, purchased 10,000 of the shares. However, 
57,500 of the 70,000 shares were purchased by Allied Atlas Corpora- 
tion (originally known as Exide Securities Corporation), which was 
then 90% owned by Atlas Corporation. Allied Atlas Corporation 
paid $2,300,000 for the shares, purchasing them at $40 a share.2*? As 
has been stated, the market price of the shares was $24 a share, so 
that Allied Atlas Corporation paid a total of $920,000 in excess of 
the market price of the stock. The $2,300,000 expended by Allied 
Atlas Corporation constituted in excess of 3314% of its total assets.8%* 
As at December 31, 1930, the public held 29,901 shares or approxi- 
mately 10% of the outstanding stock of Allied Atlas Corporation.®** 


886 Op. cit. supra, note 861, at 15008. 

87 Td., at 15007-8. 

888 Tq., Commission’s Exhibit No. 1553. 

889 Op. cit, supra, note 870, Commission’s Exhibit No. 2001 (p. 126). 

89 Op. cit. supra, note 861, Commission’s Exhibit No. 15538. 

891 Tbid. 

582 Op. cit. supra, note 870, Commission’s Exhibit No. 2001 (p. 126). 

888 Reply to the Commission’s questionnaire for Allied Atlas Corporation, Pt. I. 
“4 Op. cit. supra, note 870, Id., Commission’s Exhibit No. 2001 (p. 39). 
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Although Mr. Ungerleider testified that he had not authorized Mr. 
Lurie to represent him in these negotiations with Mr. Odlum,°* Mr. 
Ungerleider remained a director and president of Ungerleider Finan- 
cial Corporation until April 4, 1933,8°° and assisted Atlas Corporation 
in its attempts to salvage the illiquid loans of Ungerleider Financial 
Corporation, as well as aiding Atlas Corporation in its attempts to 
rehabilitate Bonwit Teller, Inc.*°7 Samuel Ungerleider & Company 
and Fenner, Beane & Ungerleider, a stock exchange firm with which 
Mr. Ungerleider became associated in November 1931 and with which 
he remained until 1983, received a substantial amount of brokerage 
business from Atlas Corporation.®®? In addition, Samuel Ungerleider 
& Company acted as Atlas Corporation’s brokers in the purchase of | 
additional shares of Ungerleider Financial Corporation.*®® On Feb- 
ruary 25, 1931, Mr. Ungerleider introduced David Bernstein, a 
director of Ungerleider Financial Corporation and the holder of 
30,000 shares of its stock, to L. Boyd Hatch of Atlas Corporation.°® 
Mr. Bernstein had become aware of Mr. Lurie’s sale to Atlas Corpo- 
ration and apparently desired a similar price for his shares. As a 
result of this introduction, Atlas Corporation agreed to purchase Mr. 
Bernstein’s stock at a price of $38 a share, a price approximately $2 
less than the asset value of the stock but $11.62 a share in excess of 
the market value of the stock which was then selling at $27%% a 
share.°°t 

These 30,000 shares of stock were not, however, acquired by Atlas 
Corporation itself. They were purchased by All America General 
Corporation, which was then approximately 60% owned by Atlas 
Corporation.°°? All America General Corporation’s payment of 
$1,140,000 for the shares was approximately $318,750 in excess of the | 
market value of the stock,®°* so that the 40% public interest in All | 
America General Corporation °° suffered an immediate loss on the | 
purchase of approximately $127,500. The purchase price of $1,140,000 
paid by All America General Corporation constituted in excess of 
50% of its total assets.°° 

Asa result of these two transactions, Atlas Corporation, through its | 
controlled companies, acquired control of 100,000 shares of the stock | 
of Ungerleider Financial Corporation, or approximately 41% of the | 
244.320 shares of the company then outstanding.®°° On March 31, 
1931, L. Boyd Hatch, a director of Atlas Corporation, was elected a 
director of Ungerleider Financial Corporation.° By September 17, 
1931, in addition to Mr. Hatch, Floyd B. Odlum, Oswald Johnston, 


89 Op. cit. supra, note 861, at 15012. 

896 Tq., Commission’s Exhibit No. 1557. 

897 Derived from supplementary information supplied the Commission for Ungerleider 
Financial Corporation. 

898 Thid. 

809 Op. cit. supra, note 870, Commission’s Hxhibit No. 2001, p. 128. 

90 Op. cit. supra, note 861, at 15012. 

%1Derived from supplementary information supplied the Commission for Ungerleider 
Financial Corporation and op. cit. supra, note 870, Commission’s Exhibit No. 2001 (p. 126). 

92 Op. cit. supra, note 870, Commission’s Exhibit No. 2001 (p. 22). 

903 Thid. 

904 Thid. 

95 Reply to the Commission’s questionnaire for All America General Corporation, Pt. I. 

6 Op. cit. supra, note 870, Commission’s Exhibit No. 2001 (p. 127). 

97 Op. cit. supra, note 861, Commission’s Exhibit No. 1557. 
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Walter Petersen, and John W. Donaldson, all directors or officers 
of Atlas Corporation, had been elected to the board of directors of 
Ungerleider Financial Corporation.®® 

Minority stockholders were not formally informed of the shift in 
control of their corporation to Atlas Corporation until June 4, 1932, 
when they received an exchange offer of the shares of Atlas Corpora- 
tion for their shares. 

During the year 1931, Atlas Corporation purchased in the open 
market, largely through Samuel Ungerleider & Company as brokers, 
a total of 42,405 shares of the capital stock of Ungerleider Financial 
Corporation at a total cost of $1,262,405.25.°° However, by December 
31, 1931, Atlas Corporation had transferred to its then subsidiaries a 
total of 40,580 of these shares.*° All sales were made on the basis of 
market values.* 

These sales illustrate the technique by which Atlas Corporation 
caused its controlled investment companies to acquire control of other 
investment companies. 

As at December 31, 1931, Atlas Corporation and its subsidiaries held 
200,384 shares of Ungerleider Financial Corporation stock out of 244,- 
320 shares outstanding. In other words, Atlas Corporation through 
its subsidiaries held 82% of the outstanding stock of Ungerleider 
Financial Corporation. Atlas Corporation itself held 3,525 shares. 
Its controlled companies owned the balance of the shares held within 
the Atlas Corporation group. All America General Corporation held 
60,000; Allied Atlas Corporation, to which on May 29, 1931, Atlas 
Corporation had sold its controlling interest in All America General 
Corporation held 60,000 shares; and Securities ‘Allied Corporation, 
which on August 17, 1931, had acquired control of Allied Atlas Cor- 
poration and, therefore, controlled All America General Corporation, 
held 76,859 shares.%? 

On June 4, 1932, Atlas Corporation addressed a letter to the minor- 
ity stockholders of Ungerleider Financial Corporation offering to ex- 
change three and one-half shares of its common stock for each share 
of the capital stock of Ungerleider Financial Corporation. The letter 
revealed the asset value of each Ungerleider Financial Corporation 
share to be $28.75.923 

The letter did not reveal that the then asset value of the Atlas Cor- 
poration common shares was $2.97 a share, or a total asset value of 


908 Tbid. 

99 Op. cit. supra, note 870, Commission’s Exhibit No. 2001 (p. 127). 
910 Tpid. 

%1Tbid. The sales were as follows: 


Num- 
Cost to Atlas . . Profit or 
Date 1931 periok To whom sold Corporation Selling price (loss 
Apr. 30_..-| 10,000 | All America General Corporation___| $310,000.00 | $310,000.00 |____________ 
June 4.____| 9,635 | Iroquois Share Corporation___.-___- 298, 532. 00 269, 780. 00 | ($28, 752. 00) 
Sept. 12___} 1,325 | Securities Allied Corporation_______- 36, 711. 50 St OULD) | eos maassomes 
Sept. 19___] 2,120 | Securities Allied Corporation_______- 66, 883. 00 G6RSS3500) | eae 
Oct. 24____| 17,500 | Securities Allied Corporation_..____- 529, 060. 10 607, 425. 00 78, 364. 90 
No talacAOf580 yee tae ah. LCS falree 1, 241, 186.60 | 1, 290, 799. 50 49, 612. 90 


2 Td., Commission’s Exhibit No. 2001 (pp. 24, 108, and 129). 
%13Td., Commission’s Exhibit No. 1970. 
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$10.39 for the three and one-half shares offered for each Ungerleider 
Financial Corporation share. However, the offering letter did state 
that the asset value of Atlas Corporation’s common stock would be $7.30 
a share if all of the stockholders of its 12 subsidiary investment com- 
panies accepted the exchange offers of Atlas Corporation which were 
being made simultaneously with the exchange offer for the stock of 
Ungerleider Financial Corporation. On the basis of an asset value of 
$9.97 for Atlas Corporation’s common stock, acceptance of the Atlas 
Corporation offer involved a gross loss in assets of $18.36 a share to 
stockholders of Ungerleider Financial Corporation. On the basis of 
the hypothetical asset value of $7.80 a share of Atlas Corporation 
common stock, acceptance of the Atlas Corporation offer involved a 
loss in assets of $3.20 a share to stockholders of Ungerleider Financial 
Corporation. On the basis of market values the offer would result in 
a gain of 50 cents per share for each Ungerleider Financial Corpora- 
tion shareholder.*"* 

On September 23, 1932, Atlas Corporation, which then owned 91% 
of the stock of Ungerleider Financial Corporation renewed its above 
offer and as an alternative offered to exchange four-fifths of a share of 
its preference stock for each share of Ungerleider Financial Corpora- 
tion stock. ‘As a result of these offers, Atlas Corporation acquired 
97,639 shares of Ungerleider Financial Corporation stock in exchange 
for 2,577 shares of its preference stock and 84,58514 shares of its com- 
mon stock. On the basis of the June 4, 1932, asset value of $2,97 for 
each share of Atlas Corporation common stock, the loss to Unger- 
leider Financial Corporation stockholders who accepted the offer, re- 
sulting from the disparity in asset values of the securities exchanged, 
was $414,552.95 

On November 4, 1933, the date on which Atlas Corporation caused 
Ungerleider Financial Corporation to be dissolved, Atlas Corporation 
and its subsidiaries held 215,025 shares of its stock, or 97.85% of the 
990,755 shares of the corporation’s stock then outstanding. The hold- 
ings of Atlas Corporation and its subsidiaries had been acquired at a 
book cost of $7,753,429.87. On the dissolution of Ungerleider Finan- 
cial Corporation, Atlas Corporation, and its subsidiaries received a 
total in cash and in securities taken at their market values, of $6,342,- 
646.40. Upon the basis of the market values of the securities received 
as a liquidating dividend by Atlas Corporation and its controlled 
companies, the Atlas Corporation group of companies suffered a loss 
of $1,410,783.47 on its investment in the stock of Ungerleider Financial 
Corporation.*"* 

In determining the cash distributive shares due to stockholders of 
Ungerleider Financial Corporation, market prices of the securities 1n 
its portfolio were used as the basis of valuation. However, the port- 
folio of Ungerleider Financial Corporation which was distributed to 
Atlas Corporation and its subsidiaries and to minority stockholders 
who exercised an option to receive their distributive share of the cor- 
porate assets in portfolio securities included securities of several Atlas 


14 Tbid. and id., Commission’s Exhibit No. 2001 (p. 131). 

915 Iq. Commission’s Exhibit No. 2001 (p. 130). However, by becoming stockholders of 
Atlas Corporation, exchanging Ungerleider Financial Corporation stockholders to some 
extent retrieved their loss in asset values. 

916 Iq., Commission’s Exhibit No. 2001 (pp. 130-1 and 133-8). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIFS 1237 


Corporation controlled investment. companies which at market prices 
were valued at $8,620,801.25. As at December 31, 1933, these securities 
had an asset value of $6,492,258.83. On the basis of the asset values of 
these securities, Atlas Corporation and its subsidiaries received a total 
of $9,214,103.98 as their distributive shares of the assets of Ungerleider 
Financial Corporation. On this basis of calculation, Atlas Corpora- 
tion and its controlled companies derived a profit of*$1,460,673.71 on 
their investment in the stock of Ungerleider Financial Corporation. 
In addition, the trustees in liquidation of Ungerleider Financial Cor- 
poration, as at June 30, 1936, still retained assets consisting primarily 
of the stock of Bonwit Teller, Inc., totaling $521,398.69. The propor- 
tionate interest of Atlas Corporation in these assets was $507,580.62.” 


2. PURCHASE OF MANAGEMENT WARRANTS 


a. To Induce Transfer of Control 


(1) THE INVESTMENT COMPANY OF AMERICA—JONATHAN B. 
LOVELACE AND ASSOCIATES 


The Investment Company of America was organized as a common- 
law business trust in Michigan on March 27, 1926, under the sponsor- 
ship of E. E. MacCrone & Company, a Detroit investment banking 
firm, which had membership in the New York Stock Exchange.** 
The trust indenture creating the company vested the sole power of 
management and control in the trustees and permitted the trustees 
to deal with the trust as principals.*’® However, the indenture pro- 
vided for the creation of an advisory board which, by the vote of 
three-quarters of its members, was given the power to veto any pro- 
posed transaction between the trust and its trustees.°?° An advisory 
board of 10 prominent businessmen °* was subsequently selected by 
E. E. MacCrone & Company,°”? and their names and corporate affili- 
ations were prominently featured in the prospectuses used to sell the 
cecurities of The Investment Company of America to the public.®* 


%17 Td., Commission’s Exhibit No. 2001 (p. 139). | 

918 Public Examination, American Capital Corporation, at 6994—5, 7001, and Commission’s | 
Exhibit No. 667. 

919 Id., Commission’s Exhibit No. 667. The trust indenture provided: “The shareholders 
shall have no right to exercise any control over the Investment Fund nor to participate in 
the management of the trust’ (ibid.). 

0 Ibid. The sole additional power of the advisory board was to approve or disapprove 
investments suggested by the trustees for inclusion in the “eligible list” of securities from 
which the trustees were to select investments for the trust (ibid.). 

%1 The initial members of the advisory board were: Standish Backus, president of the 
Burroughs Adding Machine Company ; Leo M. Butzel, a director of the First National Bank 
in Detroit; Roy D. Chapin, chairman of the board of directors of Hudson Motor Company; 
Stanford T. Crapo, secretary-treasurer of Huron Portland Cement Company and a director 
of the Pere Marquette Railway Company; H. H. MacCrone, of HE. E. MacCrone & Company; 
James §. Holden, chairman of the board of directors of The Security Trust Company of 
Detroit; H. D. Stair, president of the Detroit Free Press; Charles S. Mott, vice president 
of General Motors Corporation; Thomas H. White, vice president and general manager of 
White Motor Company; and EH. A. Pierce, of E. A. Pierce & Company, members of the New 

' York Stock Exchange (id., Commission’s Exhibits Nos. 669 and 670). Subsequently, Mr. 
Pierce was replaced by Arthur H, Buhl (id., Commission’s Exhibit No. 682). 

822Td., at 7034-7. 

3 JTd., Commission’s Exhibits Nos. 669 and 670. Apparently many stockholders of The 
Investment Company of America were under the impression that the advisory board was 
responsible for the actual management of The Investment Company of America. In a 
letter written by the advisory board to the stockholders with reference to the transaction 


, 
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Edward E. MacCrone, Jonathan B. Lovelace, and Charles J. Collins, 
all of whom were partners in E. E. MacCrone & Company, became 
three of the five trustees of The Investment Company of America.°** 
In addition, E. E. MacCrone & Company, on March 21, 1927, 
obtained an exclusive fiscal agency contract to distribute the securi- 
ties of The Investment Company of America for a period of 10 years **° 
and in June 1927, through Investment Research Corporation, which 
was 80% owned °° by E. E. MacCrone & Company, obtained a contract 
to furnish investment advice to The Investment Company of America 
on a cost basis.°7 

Between 1927 and 1930 the public purchased $5,000,000 face amount 
of debentures; 60,000 shares of 7% $100 par value preferred stock and 
137,827 shares of common stock of The Investment Company of 
America for $14,581,658, of which $550,000 was retained as gross com- 
missions by E. E. MacCrone & Company and $200,000 was retained by 
Bonbright & Company, Inc., which had offered to the public the 
$5,000,000 of debentures of The Investment Company of America.®?® 
The net proceeds derived by The Investment Company of America 
from the sale of these various securities amounted to $18,831,658.° 

Tn addition to the underwriting commissions which it received, HK. E. 
MacCrone & Company also received from The Investment Company of 
America option warrants to purchase within a period of 10 years a total 
of 210,000 shares of the common stock of The Investment Company of 
America at prices of $24 to $37.50 a share.°° These warrants, Mr. 
MacCrone testified, were issued to his firm as compensation for its 
services in organizing The Investment Company of America and as 
permanent compensation for the firm’s management of the investment 
company.°*? Of these warrants, approximately 58,000 were distributed 
by E. E. MacCrone & Company to members of the advisory board of 


by which control of The Investment Company of America was transferred from HE. E. 
MacCrone & Company to J. B. Lovelace (see infra), the advisory board stated (id., Com- 
mission’s Exhibit No. 683) : 

Many of the letters [received by the advisory board from shareholders with reference 
to the proposed transfer of control] are written as if the writer were under the 
impression that the members of the Advisory Board had been managing The Invest- 
ment Company of America or were charged with some specific duty in the conduct 
of its affairs and were in some way responsible for the present condition of the 
Sona or its affairs. The Advisory Board has not only no such duty but no such 

941d. at 7000 and 7025-6. The two remaining trustees were Raymond K. Dykema, 
counsel for E. E. MacCrone & Company (ibid.), and Albert J. Hettinger, Jr., the head of 
the investment research department of BE. E. MacCrone & Company (id., at 7119) and 
the president of Investment Research Corporation, a company formed by E. EH. MacCrone & 
Company to supply investment advice to various investment companies, including The 
Investment Company of America (id., at 7028 and Commission’s Exhibit No. 670). 

825 Reply to the Commission’s questionnaire for The Investment Company of America, 
Pt. I (Exhibit 6). 

226 Op. cit. supra, note 918, at 7275; but see id., Commission’s Exhibit No. 682, which 
states that E. BE. MacCrone & Company had a 90% ownership of Investment Research 
Corporation. 

s271d., at 7040 and the reply to the Commission’s questionnaire for The Investment 
Company of America, Pt. I (Exhibit 11). The contract could be terminated by either 
party on six months’ notice. 

981d. at 7016, 7023-4, and Commission’s Exhibit No. 671, and derived from supple- 
mentary information supplied the Commission for The Investment Company of America. 

29 Op. cit. supra, note 925, Pt. IV (Item 21). 

90 Op. cit. supra, note 918, at 7016—7, 7022, 7039, and op. cit. supra, note 925, Pt. VII 
{Item 76). 

931 Op. cit. supra, note 918, at 7018. 
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The Investment Company of America and to Albert J. Hettinger, Jr., 
and Raymond Dykema, two of the trustees of The Investment Company 
of America.?*? 

From the inception of The Investment Company of America until 
June 1982, E. E. MacCrone & Company received all of the investment 
company’s brokerage business, which Mr. MacCrone characterized as 
“profitable” to the firm of EK. KE. MacCrone & Company.%** 

By June 1982 the net assets of The Investment Company of America 
had declined to approximately $4,575,000,°** as against the approxi- 
mately $13,830,000 which the corporation had received from the sale 
of its securities.°* 

As the assets of the company declined in value, a sharp dispute arose 
among the trustees and members of the advisory board as to the invest- 
ment policy to be pursued.**° The immediate problem which generated 
this dispute was the fact that the debentures of The Investment Com- 
pany of America contained a provision to the effect that a default 
would occur on such debentures if at any time the total resources of the 
company were less than 125% of the face amount of the outstanding 
debentures.°*7 In June 1932 The Investment Company of America had 
outstanding $3,353,000 principal amount of debentures and total assets 
of approximately $4,875,000,°°* the equivalent of about 136% of the 
face amount of the company’s outstanding debentures. In other words, 
a comparatively small further decline in the company’s assets would 
have resulted in a default on the company’s outstanding debentures. 

Mr. Dykema and Mr. Hettinger, two of the trustees, were of the 
opinion that the investment company should repurchase its debentures 
which were then selling at a 40% discount from their face value, in 
order to increase the asset coverage of the remaining debentures and to 
free the corporate funds for investment in an effort to enhance the 
asset value of the holdings of the company’s preferred and common 


921d. at 7039. The nine members of the advisory board other than Mr. MacCrone 
received an average of 5,300 warrants; Mr. Hettinger received 6,100 warrants; and Mr. 
Dykema received 5,000 warrants (ibid., and the reply to the Commission’s questionnaire 
for The Investment Company of America, Pt. VIII [Item 76]). 

933 Op. cit. supra, note 918, at 7267. Mr. MacCrone testified (ibid.) : 

Q. Now, in addition to your investments in the stock of The Investment Company 
of America and in the warrants, your firm had the brokerage of the trust? 

A. It had the brokerage of the trust. 

Q. That was a valuable source of business ? 

A. I think it proved profitable. 

934 Td., Commission’s Hxhibit No. 683. 

%5 However, to December 31, 1931, the company had paid out in the form of interest 
and dividends a total of approximately $2,600,000 and had expended approximately 
$1,300,000 in the repurchase of $1,508,500 principal amount of its debentures and 2,742 
shares of its preferred stock (Reply to Commission’s questionnaire for The Investment 
Company of America, Pt. II [Schedules 16-5, 18-5, 20-1-6, and 20—-A]). If the total of 
$3,900,000 expended for these purposes be deemed a partial return to the security holders 
of their investment in the company, the net capital contributed to the company to the end 
of 1931 was approximately $10,000,000. By June 1932, therefore, The Investment Com- 
pany of America had suffered a shrinkage in the value of its assets approximately equal 
to 50% of its net contributed capital. 

8% Op. cit. supra, note 918, at 7150-4, 7240-1. 

7JTd., at 7151. Mr. Hettinger, one of the trustees of The Investment Company of 
America, testified : 

You can put the thing this way: Th n i ° 
was your touch-off BOLLE. There ae pepepter comrcuuitcd Re ea ee 


hampered tremendously by that. I would say that in those stages internal fiscal 
policy was a matter of at least large moment in the picture as a whole (ibid.), 


938 Td., Commission’s Exhibit No. 683. 
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stockholders.®*® The advisory board (particularly James 8. Holden), 
the members of which with their families held a total of 5,473 shares 
of the preferred stock and 8,143 shares of the common stock of The 
Investment Company of America, were in accord with Mr. Dykema 
and Mr. Hettinger as to the investment policy to be pursued by the 
company.°*° 

On the other hand, Mr. MacCrone and Mr. Collins, both of whom 
were partners in KE. E. MacCrone & Company and trustees of The 
Investment Company of America, “urged that we liquidate that fund 
[The Investment Company of America] to cash and sit there until we 
were convinced that the tide had definitely turned.” °* 

By 1932 the fifth trustee of The Investment Company of America, 
Mr. Lovelace, who had severed his connection with K. EK. MacCrone & 
Company at the end of 1929°? to become associated with American 
Capital Corporation and Pacific Southern Investors, Inc.,°* two Cali- 
fornia investment companies, had become very inactive in the affairs 
of The Investment Company of America.°** 

As has been described, the four active trustees of The Investment 
Company of America were deadlocked on the question of the invest- 
ment policy to be adopted by the company.*** In addition, the ad- 
visory board, led by Mr. Holden, who Mr. MacCrone felt was the 
dominant personality on the advisory board, had become “an- 
tagonistic” to Mr. MacCrone.%*° 


989 Id., at 7152-5. Mr. Hettinger testified : 


I was not worried about the bondholder because Bonbright, when they drew that 
indenture, drew a good clean type of indenture and the bondholder had nothing to 
worry about. But I wanted to be sure that the junior shareholders had their chance 
to come back (id., at 7156). ; 

In June 1932 the net assets of The Investment Company of America were approximately 
$4,575,000. After deducting the $3,353,000 face amount of debentures outstanding, the 
assets available for the 57,000 outstanding shares of preferred stock and 137,627 shares 
of common stock totaled approximately $1,200,000 (id., Commission’s Exhibit No. 683). 
In this situation the 57,000 shares of preferred stock, which had a liquidating preference 
of $5,700,000, had an actual asset value of approximately $21 a share and the common stock 
had a negative asset value. The preferred and common stocks had been sold to the public 
in 1927 and 1928 by E. E. MacCrone & Company in units of one share each at a price of 
$116.50 a unit (id., at 7015-6 and Commission’s Exhibit No. 669). 

940 Tq., at 7240-4, 7279, and Commission’s Exhibit No. 683. 

9411d., at 7240. Mr. Hettinger testified (id., at 7154) : 

Q. What was your recollection of what Mr. MacCrone and Mr. Collins wanted to do 
at that time? You say they were opposed to further repurchases? 

A. As I recall it, they were opposed to further repurchases [of debentures] and 
wanted to keep quite liquid representing thereby the only basis for retaining insured 
solvency of the fund. 

927d., at 7320. 

048 Mr. Lovelace had been associated in the formation of American Capital Corporation in 
May 1928 (id., at 7094), and had purchased 30,000 shares of the Class B stock of American 
Capital Corporation at $2 a share (id., at 7105, 7323). In November 1931 Mr. Lovelace 
had taken an active part in the management of American Capital Corporation and of Pacific 
Southern Investors, Inc., which in 1932 was 40% controlled by American Capital Corpora- 
tion (id., at 7381). Mr. Lovelace had become a director and chairman of the investment 
committees of both American Capital Corporation and Pacific Southern Investors, Inc. (id., 
Commission’s Exhibit No. 683). 

944 7Td., at 7368. 

45 As at June 17, 1932, the company had in fact repurchased $1,647,000 face amount of 
its debentures (id., Commission’s Exhibit No. 683). On the other hand, on the same date 
$4,434,000 of the company’s total assets of approximately $4,575,000 consisted of cash, 
United States Treasury Certificates, and short term corporate notes (ibid.). 

#481d., at 7238, 7242-3, 7299. 
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To some extent this “antagonism” to Mr. MacCrone may have been 
the result of the fact that in 1982 E. E. MacCrone & Company had 
begun to negotiate for the sale of its fiscal agency contract with The 
Investment Company of America, its remaining 116,286 warrants to 
purchase stock of that company and its interest in Investment Re- 
search. Corporation, which supplied research services to The Invest- 
ment Company of America.°*? At this time, E. E. MacCrone & Com- 
pany was indebted to Detroit banks to the extent of $1,000,000 secured 
by all the securities owned by E. E. MacCrone & Company, including 
the 116,287 warrants to purchase common stock of The Investment 
Company of America.°*® In 1932 the banks began to press for pro- 
tection of the firm’s loans.**® In order to derive funds to meet the 
banks’ demands, Mr. MacCrone entered into negotiations with others 
to sell his interests in The Investment Company of America.?° Mr. 
MacCrone from time to time negotiated with a Chicago group of 
bankers who desired to purchase the E. E. MacCrone & Goulstiiy 
warrants and other interests in The Investment Company of America 
for $1,000,000 **! in order to invest the company’s funds in commercial 
paper, and with the New York Stock Exchange firm of E. A. Pierce 
& Company which proposed to purchase the same assets of E. EK. Mac- 
Crone & Company for $750,000 and to invest an additional $1,000,000 
in the stock of The Investment Company of America.*? That these 
offers were attractive is evident from the fact that the warrants held 
by E. E. MacCrone & Company to purchase 116,287 shares of the 
common stock of The Investment Company of America were exer- 
cisable at prices varying from $24 to $37.50 a share and at this time 
(early in 1982) the common stock of The Investment Company of 
America had no asset value.®** In other words, the warrants had no 
immediate value.®** The chief value of the fiscal agency contract with 
The Investment Company of America held by E. E. MacCrone & 
Company lay in the fact that under its terms the sale of any further 
original issues of securities by The Investment Company of America 
would require the issuance of additional warrants to the holder of 


“7 Td,, Commission’s Exhibit No. 682. These warrants were the remainder of 210,000 
warrants which E. B. MacCrone & Company had acquired in 1928 as part compensation for 
their organization and sale of the securities of The Investment Company of America. (See 
supra, pp. 1238-9.) : 

48 Op. cit. supra, note 918, at 7254-6. In addition, E. EH. MacCrone & Company held 
2,000 shares of the common stock of The Investment Company of America and a 22% 
interest in American Industries Corporation, which held 10,000 shares of the common stock 
of The Investment Company of America (id., at 7298). 

49 Td., at 7256. Mr. MacCrone testified : 

x * * [the banks] came to me and said, “Well, we feel that you should take steps 
to sell these assets and protect those loans” (ibid.). 

950Tq., at 7262-8. Mr. MacCrone testified : 


x * * dt was not until it became obviously impossible for me to influence as I 
thought properly should be influenced, the policy, and obtain protection for the fund 
and my own personal loans got to a point where it was HECeSSAT Yh to realize something by 
the sale of my assets, that I entered in actively or considered the sale of these interests 


at all (ibid.). 

%17d., at 7257. 

%2Td., at 7259-61. 

93 See note 939, supra. 

%4The advisory board, which also held warrants to purchase stock of The Investment 
Company of America, which had been given to them by E. EB. MacCrone & Company in 1928 
(see note 932, supra), were of the opinion that their warrants as well as those held by 
i. B. MacCrone & Company were in 1982 not of “any present value” (op. cit. supra, note 
918, Commission’s Exhibit No. 683). 
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the contract.*> The stock of Investment Research Corporation had 
little value since, according to the testimony of Mr. Lovelace, the 
corporation had a liability on a lease which exceeded its assets.°*° 

However, the advisory board, led by Mr. Holden, refused to consent 
to the sale of E. E. MacCrone & Company’s contracts and warrants to 
outside interests,°*’ apparently because it was the “considered opinion” 
of the advisory board “that if any interest purchased The Investment 
Company of America that they would expect to get the value out of 
the investment in some way.” *® Moreover, the advisory board op- 
posed the plan of the Chicago group, with whom Mr. MacCrone was 
negotiating to invest the assets of The Investment Company of 
America in commercial paper, on the ground “that there would be 
very small opportunity for recovery for the common stockholders.” %° 
In the face of this opposition upon the part of the advisory board, 
Mr. MacCrone abandoned the attempt of E. EK. MacCrone & Company 
to dispose of its interests in The Investment Company of America to 
outsiders.°© 

Meanwhile, the deadlock of the trustees as to the investment policy 
to be adopted by The Investment Company of America continued. 
The attempts by E. E. MacCrone & Company to sell its various in- 
terests in The Investment Company of America apparently 
heightened the disagreement among the trustees and increased the 
advisory board’s “antagonism” to Mr. MacCrone by creating the 
impression that E. EK. MacCrone & Company were opposed to any 
shrinkage in the assets of The Investment Company of America which 
would result from the repurchase of its debentures, solely because of 
its desire to obtain an attractive price from others for its interests in 
The Investment Company of America. Mr. Hettinger testified : 9% 


Q. Had you heard of any other reason for wanting to keep liquid? Was there 
any talk of selling out to other interests? 

A. Yes. 

Q. What talk was there? 

A. That was a time when distress situations were being purchased by 
companies * * * and the larger the fund that they could purchase, the 
greater the price they would pay for it. I think it would be obvious that a 
five million fund presumably would command something more than a three- 


95 Reply to the Commission’s questionnaire for The Investment Company of America, 
Pt. I (Exhibit 6). 

956 Op. cit. supra, note 918, at 7379. 

97 Mr. MacCrone testified (id., at 7296-7) : 


The matter was taken up with the Advisory Board through Mr. Butzel, and I ad- 
dressed a letter to him outlining the plan completely, and it was discussed to. the trus- 
tees, and [I received no consideration for the plan whatsoever, and I discussed it with 
my friends, and they said that in view of the fact that the Advisory Board would give 
it no consideration, as they indicated they would not do, that to try to obtain considera- 
tion for it I would have to go to the courts, and that it would conceivably—if court 
action ensued—the court might say that by reason of the course of events that the 
trust should be dissolved, and all interests would be harmed by such a course. * * 
I felt that I could get no place at all with the opposition of the Advisory Board. 

958 Td., at 7372-5. 
99 Td., at 7378. 


9600 See note 957, supra. Mr. MacCrone was of the opinion that the advisory board 
resented the fact that the outside individuals who were negotiating for the purchase of 
E. BE. MacCrone & Company’s interests in The Investment Company of America intended to 
eliminate the advisory board and to retain Mr. MacCrone as a trustee (op. cit. supra, note 
918, at 7258, 7261, 7299). 

1 Td., at 7154-5. 


é 
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million fund. And Mr. MacCrone, I believe, was interested in negotiations at 
various times for the transfer of his interests. 


In order to resolve the deadlock between the trustees, the advisory 
board had before it the possibility of a resort to the courts to obtain 
a judicial opinion as to the course to be pursued by the trust. Ap- 
parently the advisory board was of the belief that a court might order 
a dissolution of The Investment Company of America, which would 
wipe out substantially the entire investment of the preferred and 
common stockholders of the company.°* It will be recalled that the 
members of the advisory board and their families held a large amount 
of the preferred and common stock of The Investment Company of 
America. In their dilemma, Mr. Dykema and Mr. Hettinger and the 
advisory board communicated early in 1932 with Mr. Lovelace, the 
fifth trustee of The Investment Company of America,*? who pre- 
sented a plan to the advisory: board for the elimination of Mr. Mac- 
Crone and Mr. Collins as trustees of The Investment Company of 
America. Mr. Lovelace and certain associates °** who owned 140,000 
shares of the Class B stock of American Capital Corporation, a stock 
then having no asset value ° and a market value of $1.50 a share, 
proposed to transfer such stock to E. E. MacCrone & Company in 
return for that firm’s fiscal agency contract with The Investment 
Company of America, the firm’s holdings of 116,287 warrants to pur- 
chase common stock in The Investment Company of America, and the 
firm’s 80% interest in Investment Research Corporation.°%7 In addi- 
tion, as further consideration, Mr. MacCrone and Mr. Collins were to 
resign as trustees of The Investment Company of America. Mr. Love- 
lace was to remain as a trustee and Reno Renfrew, one of his associ- 
ates, would also be elected a trustee.°** By these transactions Mr. 
Lovelace and Mr. Renfrew would acquire a position of substantial 
influence in the management of The Investment Company of America. 

However, Mr. MacCrone was, as has been stated, in need of cash to 
meet his firm’s bank loans. Accordingly, in order to procure Mr. 
MacCrone’s assent to his plan, Mr. Lovelace proposed that The Invest- 
ment Company of America purchase from E. BE. MacCrone & Com- 
pany at a price of $300,000, or $4 a share, 75,000 shares of the 140,000 
shares of the Class B stock of American Capital Corporation which 


92 Id., Commission’s Exhibits Nos. 682 and 683. It will be recalled that in June 1932 
the preferred stock of The Investment Company of America which had a liquidating prefer- 
ence of $100 a share had an actual asset value of approximately $21 a share and the common 
stock had a negative asset value. See note 939, supra. 

93 Op. cit. supra, note 918, at 7156 and 7369-71. 

4 These associates, and the number of shares of the Class B stock of American Capital 
Corporation which they owned, were as follows: 


EU see ERC TNL C Vy ee ee oe ea SSeS Se Se eee UL ANN 
Georsew IM Snook Ot seems ot AVGT LF sadameth Mort” TIS Bil 72 Pe oi 36, 900 
Neg Sx eniniS sacs neues tnt RAT pee Ga waeuacih aaacneeee atl hae = 23, 700 
A Colitornianbance aa sa ee eee Se ee ee SR EAU EOS CRE SEE Cuan aay eg 27, 300 
CONS ONE AS espe na la seep ph pee pace fag EN Salad ae) freramalbaek case a ol 9, 400 


(Id., at 7375; and derived from supplementary information supplied the Commission for 
The Investment Company of America.) 

°° Op. cit. supra, note 918, Commission’s Exhibit No. 682. 

°° Reply to the Commission’s questionnaire for The Investment Company of America, 
Pt. VII (Item 70). 

*7 Op. cit. supra, note 918, Commission’s Exhibits Nos. 682, 683. 

968 Td., Commission’s Exhibit No. 682. 
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that firm was to acquire from Mr. Lovelace and his associates.°° In 
other words, Mr. Lovelace’s proposal essentially was that The Invest- 
ment Company of America itself was to pay E. E. MacCrone & Com- 
pany $300,000 for the relinquishment of that firm’s various interests 
in The Investment Company of America.” In return for the $300,- 
000 which it was to pay to E. E. MacCrone & Company, The Invest- 
ment Company of America was to receive 75,000 shares of the Class B 
stock of American Capital Corporation which had no asset value and 
a total market value of approximately $112,500. 

On the other hand, this last aspect of the transactions for the elimi- 
nation of E. E. MacCrone & Company from the management of The 
Investment Company of America would be advantageous to Mr. Love- 
lace. The 75,000 shares of the Class B stock of American Capital 
Corporation constituted 11% of the voting stock of that company, 
which then had assets of $4,000,000, and which in turn held 40% of the 
voting stock of Pacific Southern Investors, Inc., which then possessed 
assets of $5,500,000.°% In other words, the Lovelace group, as a result 
of the transactions proposed, would acquire control and the manage- 
ment of approximately $14,000,000 of assets.°% 

Although the advisory board “did not feel that as organizer of the 
company | The Investment Company of America], one of the trustees, 
president of the company or holder of any contract with the company, 
Mr. MacCrone has anything to sell,” 7° nevertheless, they assented to 
Mr. Lovelace’s plam as a means of resolving the deadlock among the 
trustees as to the investment policy to be adopted by the investment 


99 Td., Commission’s Exhibits Nos. 682, 688. 

970Td., at 7289. 

971 Td., at 7381 and Commission’s Exhibit No. 682. 

972 Including the then $4,575,000 of assets of The Investment Company of America. Mr. 
Lovelace conceded that this transaction resulted in his obtaining control of The Investment 
Company of America, American Capital Corporation, and Pacific Southern Investors, Inc. 
(id., at 7383). In October 1933 Mr. Lovelace caused a new The Investment Company of 
America to be incorporated in Delaware. To this new company all of the assets of the 
existing common-law trust, The Investment Company of America, were transferred. The 
preferred and common stockholders of the common-law trust received common stock and 
warrants, respectively, in the new company (id., Commission’s Exhibits Nos. 687—A and 
687-B). As part of this reorganization, the new company entered into a management 
contract for a period of 5 years with The Management Company (now known as Manage- 
ment Group, Inc.), a company controlled by Messrs. Lovelace, Dykema, Renfrew, and 
Hettinger, under the terms of which The Management Company was to receive as annual 
compensation 1214% of the net profits of The Investment Company of America, provided 
there remained an annual profit to the company equivalent to at least 6% of its investment 
capital. The sums obtained by The Management Company were to be reinvested in the 
common stock of The Investment Company of America taken at its asset value. No pay- 
ment of any compensation under this agreement, however, was to occur unless and until 
the liquidating value of The Investment Company of America’s common shares had increased 
to $50 a share. Such value increased to an amount exceeding $50 per share in December 
1936 (ibid. and reply to the Commission’s questionnaire for The Investment Company of 
America, Pt. IV [Item 21]). From December 31, 1935, to June 30, 1937, The Management 
Company and its successor, Management Group, Inc., which were controlled by Mr. Love- 
lace and his associates, received in management fees from The Investment Company of 
America a total of approximately $400,000, which was reinvested in common stock of The 
Investment Company of America at a price based on the asset value of such stock (Reply 
to the Commission’s questionnaire for The Investment Company of America, Pt. I [semi- 
annual financial reports of The Investment Company of America]). 

93 Op. cit. supra, note 918, Commission’s Exhibit No. 683. Mr. MacCrone, however, 
testified that he had consulted counsel, who had informed him that his various interests in 
The Investment Company of Ameria were legally salable assets (id., at 7281). Compare, 
however, the decisions of the courts with reference to the assignability of management 
contracts, note 62 of this section, supra. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1245 


company, particularly in view of the fact that Mr. Lovelace and 
Mr. Renfrew, the proposed new trustees, had agreed to a policy of 
repurchasing the company’s debentures.°74 

In the opinion of the advisory board the payment of $300,000, which 
was to be made to E. E. MacCrone & Company by The Investment 
Company of America in return for 75,000 shares of the negative asset 
value Class B common stock of American Capital Corporation, repre- 
sented primarily not an investment in such stock but the price for the 
elimination of Mr. MacCrone and Mr. Collins as trustees of The In- 
vestment Company of America.*® This price, in the judgment of the 
advisory board, would be cheaper than litigation to break the existing 
deadlock among the trustees of The Investment Company of Amer- 
ica—litigation which might result in the dissolution of the trust with 
its attendant eradication of substantially the entire investment of the 
trust’s preferred and common stockholders.” 

EK. E. MacCrone & Company assented to this plan of Mr. Lovelace 
and the advisory board.*” However, although the preferred and 
common stockholders of The Investment Company of America had no 
legal right to pass on the transaction,°’* and the advisory board on the 
vote of three-quarters of its members could have itself approved this 
self-dealing transaction between E. E. MacCrone & Company and the 
investment trust, the advisory board determined to submit the trans- 
action to the preferred and common stockholders of the company for 
their opinion. The advisory board stated in letters written to the 
investment trust’s shareholders on June 1 and July 16, 1932, that if a 
substantial number of stockholders opposed the transaction it would 
be abandoned. However, in response to its letters the advisory board 
received letters of objection from only 22 of the shareholders of the 
company holding 1,200 shares of the preferred and 1,290 shares of the 
common stock out of the outstanding 57,258 shares of preferred and 
187,827 shares of the common stock of the investment trust.” 

On August 24, 1932, the transaction was consummated.®® The 
Lovelace group transferred 140,000 shares °** of the Class B stock of 


%* Op. cit. supra, note 918, Commission’s Exhibit Nos. 682, 683. 

In a letter dated July 16, 1932, addressed to the preferred and common stockholders 
of The Investment Company of America, which described the proposed transaction for the 
elimination of HE. E. MacCrone & Company from the management of the trust, the advisory 
board stated: “This is not to be viewed primarily as an investment, but as a way out of a 
situation arising from the many surrounding and collateral circumstances which have 
been referred to in these communications, and secondarily as affording a means of ultimate 
recovery back of the present outlay’? (id., Commission’s Exhibit No. 683). The latter 
portion of the sentence referred to the leverage in the Class B common stock of American 
Capital Corporation, which was a leverage investment company and which in turn held 
40% of the common stock of Pacific Southern Investors, Inc., another leverage investment 
company (id., Commission’s Exhibit No. 682). 

%6 Jn the letter referred to in the preceding footnote the advisory board stated (id., 
Commission’s Exhibit No. 683) : 

If litigation were to be instituted and to result in liquidation the loss to shareholders 
would be much more than the $300,000 to be paid in the proposed transaction and there 
would be no opportunity to ever get it back through subsequent operation; and even 
if litigation stopped short of liquidation before getting through it and over the effect 
of it, the loss suffered by the interest of the shareholders would most probably exceed 
the $300,000. 

7 Td., at 7299. 

8 Td., at 7311. 

9” Jd., Commission’s Exhibits Nos. 682, 683. 

%0 Reply to the Commission’s questionnaire for The Investment Company of America, 
Pt. VII (Item 70). 

981 Op. cit. supra, note 918, at 7379. 
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American Capital Corporation to E. E. MacCrone & Company in 
return for 116,287 warrants to purchase common stock of The Invest- 
ment Company of America which “were of no present value,” °°? 80% 
of the stock of Investment Research Corporation which the Lovelace 
group regarded as having no value,®** and the fiscal agency contract 
between E. E. MacCrone & Company and The Investment Company 
of America. KE. E. MacCrone & Company on the same day transferred 
75,000 shares of the Class B common stock of American Capital Cor- 
poration, which it had received from the Lovelace group, to The 
Investment Company of America for $300,000.°°4 

Clearly, the net effect of this transaction was to have The Investment 
Company of America itself expend $300,000 for the elimination of 
E. E. MacCrone & Company from its management and control, and 
the transfer of control of the company to the Lovelace group. Mr. 
E. E. MacCrone conceded that the $300,000 which he had received for 
the sale of his warrants and other interests to the Lovelace group, had 
been paid to him by The Investment Company of America itself: °* 


Q. If this three hundred thousand dollars did not come out of the trust, from 
where did it come? 

A. In the long run, of course, apparently it did come out of the trust. I do not 
know that as a fact, but I assume it did. 


Despite the poor performance of The Investment Company of 
America under the sponsorship, management, and control of E. E. 
MacCrone & Company, Mr. MacCrone testified that he saw nothing 
wrong in accepting $300,000 from the investment company itself as 
the price of the termination of his firm’s relationship with it. Mr. 
MacCrone testified : °° 


Q. Wasn’t the net result of this transaction that there was a shrinkage from 
$15,000,000 to $3,000,000 under your control and domination during this period 
and it had to pay an additional premium of $300,000 in order that you might 
get out and Mr. Lovelace take it over. Isn’t that the net result of the transac- 
tion? And in the judgment of these trustees it was worth apparently this addi- 
tional $300,000 which brought the net assets of the trust to the point where 
I think a 5 percent fluctuation in the market would touch off the debentures.” 
They thought it was worth that to get rid of a management which, whether re- 
sponsible or not, had been dominating over the period when this trust had lost 
millions of dollars. 

A. As a matter of fact, the management or power over the period of time 
was in our friends. In other words, Mr. Lovelace himself was a trustee all of 
this time. He had the same responsibility that the rest of us had. 

¥ ® * Ps x * * 


Q. You felt no qualms about taking the $300,000? 

A. I thought it was a good business transaction all the way around. 

Q. At the time you sponsored the trust, you took warrants as your form of 
compensation. All the warrant is is a guarantee that if the common stock 


92 [q., Commission’s Exhibit No. 683. 

931d., at 7379. 

4 1d., at 7273, 7299. 

985 Td., at 7289. 

986 Td., at 7285, 7299-7300. 

987 This means that a 5% decline in the value of the portfolio would bring the assets to 
a value less than 125% of the face amount of the investment trust’s outstanding de- 
bentures, thus constituting a default on such debentures. 
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performs the way you think it is going to perform, as of the time when that 
performance arises, you will get your proportion out of it as a reward for proper 
management. At this time, however, you weren’t content with that because 
there was no profit in the warrant and either way you were recompensed and 
rather handsomely so. 

A. I don’t consider so handsomely. 

Q. You don’t consider $300,000 a handsome sum at the time the trust had 
only $3,000,000? 

A. Not for the effort we put into it during the years. 

Q. How valuable had been your effort to the stockholders? 

A. Well, as it worked out the efforts of nobody connected with the thing had 
been very helpful to it. 


Mr. MacCrone further testified that the $300,000 which he received 
from The Investment Company of America had enabled him to meet 
a sufficient amount of the bank indebtedness of his firm to permit it 
to stay in business: °°8 


A. * * * In connection with the whole business, the banks of the city of 
Detroit took that collateral off my loans and allowed me to re-establish myself 
in business. 

Q. That was your whole business and not your affiliation with The Invest- 
ment Company of America. 

A. That was to make it possible for me to go back into business with naturally 
the hope that I would be able to make up whatever balance there was of loans 
and so forth. 


On the other hand, in November 1935 The Investment Company of 
America sold, at a loss of $262,500,°°° the 75,000 shares of the Class 
B stock of American Capital Corporation which it had purchased 
from E. E. MacCrone & Company for $300,000. 


b. To Induce Recommendation of Exchange Offers 
(1) ATLANTIC SECURITIES CORPORATION—ATLAS CORPORATION 


Atlantic Securities Corporation was incorporated in Delaware on 
August 15, 1927, under the joint auspices of F. S. Smithers & Co., 
Inc., A. Iselin & Company (both of whom were members of the New 
York Stock Exchange), Administratie en Handel Associate “Cos- 
mos” of Amsterdam, Holland, and the New York law firm of Cotton 
& Franklin.° The corporation was created for the “purpose of in- 
vesting and reinvesting its assets in a diversified group of stocks and 
bonds and other securities.” °* Representatives of the four sponsor- 
ing institutions constituted the entire board of directors of the cor- 
poration until May 20, 1932, when control of the corporation passed to 
Atlas Corporation.°*” 

The original authorized capitalization of the corporation consisted 
of 100,000 shares of capital stock all of one class and with a par value 
of $100 a share.®*? Immediately on incorporation of the company, the 


888 Op. cit. supra, note 918, at 7301. 

%89 Td., Respondent’s Exhibit No. A. 

#0 Public Examination, Atlas Corporation, at 18039, and Commission’s Exhibit No. 1993. 
91Td., at 18040, and Commission’s Exhibit No. 1993. 

%2Td., Commission’s Exhibit No. 1993. 

98 Tbid. 
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sponsors succeeded in privately disposing of 21,650 shares of the cor- 
poration’s stock at a price of $105, the corporation receiving a total of 
$2,278,250. Although the sponsors charged no commission for their 
services, they entered into a contract with the corporation on October 
25, 1927,°°* pursuant to which the corporation agreed to issue to them, 
as permanent management compensation,®°** “management” option 
warrants to purchase an amount of shares equivalent to one-ninth of 
any and all shares of stock then issued or thereafter issued by the 
corporation. The warrants were to be exercisable at the issue price 
of the shares of the corporation and were to be exercisable within five 
years after the issuance of the shares. Pursuant to this agreement, 
the four sponsors each acquired a one-fourth interest in option war- 
rants to purchase 2,405 shares of the corporation’s stock on or before 
October 25, 1982, at a price of $105 a share.®*? In consideration of 
this right to the receipt of management option warrants, no salaries 
or other compensation was to be paid to the directors and officers of 
the corporation who were, as has been pointed out, nominees of the 
sponsors.°°? 

In February 1929 the authorized capitalization of the corpora- 
tion was changed to 620,000 shares of stock without par value, con- 
sisting of 120,000 shares of preferred stock and 500,000 shares of 
common stock.®® The outstanding 21,650 shares of the company’s 
stock of a par value of $100 each were converted into five shares of 
new common stock without par value.*°? The company thus had out- 
standing 108,250 shares of common stock without par value.” 

Similarly, the outstanding warrants held by the sponsors of the 
corporation were increased fivefold in accordance with the contract 
of October 25, 1929, by which the sponsors were entitled to receive 
a warrant to purchase one share for each nine shares issued by the 
corporation. The option warrants to purchase 2,405 shares of the 
company’s common stock on or before October 25, 1932, at a price 
of $105 a share, were exchanged for option warrants to purchase 
12,027 shares of the company’s common stock on or before October 25, 
1932, at a price of $21 a share.” 

On February 15, 1929, Atlantic Securities Corporation offered to 
its stockholders 60,000 units of its new securities at a price of $85 
a unit, each unit consisting of: (a) a share of preferred stock accom- 
panied by a nondetachable option warrant to purchase a half share 
of common stock on or before March 1, 1934, at prices (graduated 
by year ends) from $35 to $45 a share; (b) a share of common stock; 
and. (c) a detachable option warrant to purchase a half share of the 
corporation’s common stock, having the same terms regarding exer- 
cisability as the nondetachable warrants. The preferred stock was 
entitled to cumulative annual dividends of $3 a share, was entitled 


04 Tbid. 

995 Thid. 

96 1d., at 18042. 

7 Id., Commission’s Exhibit No. 1993. 

98 Tq., at 1804, and Commission’s Exhibit No. 1993. 
999 Id., Commission’s Exhibit No. 1993. 

1000 Thid. 

1001 [hid. 

1002 Thid. 
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on liquidation to a preference in assets to the extent of $52.50 and 
accrued dividends, and had one vote a share.*°° 

A selling group, composed of F. S. Smithers & Co., Inc., A. Iselin 
& Company, and International Acceptance Bank, Inc., agreed to take 
up and pay for such units at $85 a unit, less a 5% commission, as 
were not subscribed for by the stockholders. Stockholders of the 
corporation purchased only 6,742 of the units.°® On these sales the 
corporation realized $573,070. 

In February 1929 the above-named selling group offered to the 
public the remaining 53,258 units of the corporation’s securities at 
a price of $85 a unit. However, the unit which was offered to 
the public did not include the detachable option warrant to purchase 
a half share of the corporation’s common stock.’ These detachable 
warrants were apparently privately distributed by the company’s 
sponsors. The record indicates that these warrants were outstand- 
ing but were not owned by the sponsors.*°°* 

As a result of the public offering the company received $4,300,583.50 
($85 a unit less 5%), and the sponsors received gross underwriting 
commissions totaling $226,346.50,°° which were divided among them 
as follows: A. Iselin & Company, $113,173.25 ; 1° F.S. Smithers & Co., 
Inc., $90,588.60; *" and International Acceptance Bank, Inc., $22,- 
634.652 In accordance with the agreement of October 25, 1932, 
the sponsors received, on the issuance of the units to the company’s 
stockholders, warrants to purchase 749 shares of the company’s com- 
mon stock on or before March 1, 1934, at a price of $35 a share, and, 
on the issuance of the units to the public warrants to purchase 5,917 
shares of the company’s common stock on or before March 1, 1934, 
at a price of $33.25 a share. 

At the conclusion of the corporation’s recapitalization and after 
giving effect to its additional financing the corporation had received 
a total capital contribution of $7,146,903.50.1°* In consideration of 
the receipt of these funds from its stockholders it had issued 60,000 
shares of preferred stock and 168,250 shares of common stock. In 
addition, the corporation had outstanding in the hands of the public 
120,000 option warrants to purchase 60,000 shares of its common 
stock on or before March 1, 1934, at prices varying from $35 to $45 
a share. Of these warrants, 60,000 were attached to the preferred 
shares of the company and were nontransferable except in conjunc- 
tion with the preferred shares; the remaining 60,000 warrants were 
transferable independently of the other securities of the company. 
Finally, the sponsors of the corporation held as management com- 
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pensation a total of 18,693 warrants to purchase common stock of the 
corporation, of which 12,027 were exercisable on or before October 
95, 1932, at a price of $25 a share; 5,917 were exercisable on or before 
March 1, 1934, at $33.25 a share; and 749 were exercisable at a price 
of $35 a share on or before March 1, 1934. On November 6, 1931, 
Administratie en Handel Associate “Cosmos,” one of the original 
sponsors, transferred its interest in the management warrants to the 
International Acceptance Bank, Inc.*”¢ 

In the years 1931 and 1932 the corporation repurchased 9,111 shares 
of its preferred stock at a cost of $218,867, and, from 1929 to 1932, 
the corporation paid out as dividends on its preference stock $490,- 
959.75 Treating dividends paid and amounts expended by the cor- 
poration on its repurchases of its stock as a return of capital to 
the investor, the net capital contributed to the corporation was 
$6,237,076.75.207 

Throughout the management regime of the original sponsors of 
the corporation, the investment policies of the corporation, as out- 
lined in the prospectus offering its shares to the public, were fol- 
lowed. The corporation’s portfolio securities, though consisting pre- 
dominantly of common stocks (which constituted in excess of 90% 
of the portfolio securities) were to a large extent diversified by indus- 
tries.18 However, serious difficulties were encountered in attempt- 
ing to reconcile the investment opinions of the various sponsors and 
managers of the corporation with reference to particular invest- 
ments.%® Disputes as to the purchase and sale of particular securi- 
ties impeded the management, of the corporate assets. 

As a result of these management difficulties and the collapse in 
security prices in 1929 the company, by April 30, 1932, had suffered 
a 70% shrinkage in its assets. The net assets of the company, as at 
April 80, 1932, were $1,927,992.73, as compared with its net contributed 
capital of $6,237,076.75.°7° As at April 30, 1932, the net assets of 
the corporation were sufficient, if the company were dissolved, to pay 
only $37.87 for each share of its outstanding preferred stock. Since 
the preferred stock, under the company’s charter, was entitled to 
receive $52.50 a share on liquidation of the company, the common 
stock of the company would not have been entitled to any share of the 
corporation’s assets if the corporation were dissolved on or about 
April 28, 1932. 

Obviously, as at April 30, 1932, the 18,693 management option war- 
rants held by the sponsors of Atlantic Securities Corporation were with- 
out any actual value. They had no market value. They were exer- 
cisable at prices of $21, $33.25, and $35 a share for the common stock 
of Atlantic Securities Corporation.*? As has been stated, the com- 
mon stock of Atlantic Securities Corporation had no asset value. In 
fact, in order for the corporation’s common stock to attain an asset 
value equivalent to the minimum exercise price ($21) of the manage- 
ment warrants, the value of the assets of the corporation would have 
had to increase approximately $4,000,000. The market value of the 
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common stock of Atlantic Securities Corporation was then $2 a 
share,*°*? as compared with the exercise prices of the warrants of $21, 
$33.25, and $35 a share for the corporation’s common stock. The exer- 
cise of the 18,693 manager’s warrants would not give to the sponsors 
control of the corporation in view of the fact that the corporation then 
had 168,250 shares of common stock outstanding. Nor could the fact 
that the corporation had option warrants outstanding prevent a disso- 
lution of the corporation. First, 12,027 of the management warrants 
would by their terms expire on October 25, 1932, or within a six-months’ 
period. Second, the law would seem to be that on dissolution of a cor- 
poration the holders of warrants, whether limited or unlimited in time, 
have only a contractual right to exercise their warrants and receive 
their pro rata portion of the corporate assets. They apparently can- 
not prevent dissolution of the corporation.1°? That this view of the 
law was taken by Atlas Corporation is indicated by the fact that 
although it acquired the manager’s warrants it made no attempt to 
acquire and never acquired any of the 60,000 detachable option war- 
rants, expiring on November 1, 1934, which had been issued by Atlantic 
Securities Corporation in 1929. On dissolution of Atlantic Securities 
Corporation on December 31, 1933, Atlas Corporation made no offer 
of compensation to the holders of these warrants, but merely informed 
them of their right to exercise the warrants and thereafter to receive 
their distributive share of the corporate assets.1°24 None of the war- 
rants were exercised. 

Nevertheless, although the 18,693 management warrants were of no 
real monetary value and of no value for control purposes, they were 
held by the actual managers of the corporation who were in a position 
to oppose any attempt to acquire control of their corporation. The 
good will of the management, however, might be acquired by a pur- 
chase, at an attractive price, of their option warrants. 

Early in May 1932, D. M. S. Hegarty and Mr. Conroy, two of the 
individuals engaged in finding investment companies for Atlas Cor- 
poration, suggested to Maurice L. Farrell, the president of Atlantic 
Securities Corporation and a partner in F. S. Smithers & Co., Inc., the 
possibility of shifting control of Atlantic Securities Corporation to 
Atlas Corporation. For their services Atlas Corporation later paid 
a $15,000 commission to Mr. Hegarty and a $4,500 commission to Mr. 
Conroy.'°5 

On April 8, 1932, F. S. Smithers & Co. Inc. and A. Iselin & Com- 
pany entered into a contract °° with Atlas Corporation wherein it 
was agreed that they would recommend the acceptance by the pre- 
ferred and common stockholders of Atlantic Securities Corporation 
of an offer of exchange of Atlas Corporation securities, the terms of 
which shall be described later. Atlas Corporation agreed that, if 
it acquired by its exchange offer 51% of the outstanding stock of 
Atlantic Securities Corporation irrespective of class, it would ex- 
change 100,000 Atlas Corporation option warrants for the 18,693 
warrants of Atlantic Securities Corporation held by the managers of 
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that corporation. The Atlas Corporation option warrants to be 
exchanged had a then market value of $125,000.1°" Subsequently 
the agreement was modified to provide that Atlas Corporation would 
pay $150,000 in cash for the management warrants.’°”* 

In essence, the agreement created in F. S. Smithers & Co. Inc. and 
A. Iselin & Company, both of whom had sponsored the Atlantic Se- 
curities Corporation and had underwritten and sold its securities to 
the public, a pecuniary interest in the acceptance of the Atlas Cor- 
poration exchange offers. It will be remembered that their “mana- 
ger’s warrants” had cost the sponsors nothing and represented a con- 
sideration for management which they themselves had imposed upon 
the stockholders as the price of their trust relationship to such stock- 
holders. Furthermore, no offer was made by Atlas Corporation to 
acquire by exchange or purchase the 60,000 detachable warrants of 
Atlantic Securities Corporation which were held by the public. 
Thus, the sponsors, by virtue of their position of control had obtained 
from Atlas Corporation an advantage not accorded to any of the 
public holders of the warrants of Atlantic Securities Corporation. 

The minutes of the meeting on April 8, 1982, of the board of 
directors of Atlas Corporation, clearly indicate that the purchase of 
the manager’s warrants held by the sponsors of Atlantic Securities 
Corporation was made as an inducement for and in consideration of 
the recommendation by A. Iselin & Company, and F. S. Smithers & 
Co. Inc. of acceptance of the Atlas exchange offers by the stock- 
. holders of Atlantic Securities Corporation. The minutes recite: ** 


The chairman stated that subject to the approval of such proposed offer of 
exchange by this board, it had been suggested that it would be desirable to have 
such offer transmitted to the stockholders of Atlantic Securities Corporation by 
Messrs. A. Iselin & Company and F. S. Smithers & Company, together with 
their recommendations for the acceptance thereof. In connection with this 
suggestion, the chairman presented to the meeting a proposed agreement to be 
made by this corporation with A. Iselin & Co. and F. S. Smithers & Co. provid- 
ing among other things that in consideration for the transmittal by A. Iselin 
& Company and F. S. Smithers & Company of such offer to the stockholders of 
Atlantic Securities Corporation, together with a recommendation for the 
acceptance thereof, this corporation would if and when it acquired 51 percent of 
the then issued shares of stock of Atlantic Securities Corporation irrespective 
of class, deliver to said firms option warrants to purchase 100,000 shares of 
common stock of this corporation in exchange for (a) the assignment to this 
corporation of a certain agreement dated October 25, 1927 * * * and (b) 
Series A, B, and C (before stock option warrants issued by Atlantic Securities 
Corporation) * * * to purchase certain shares of common stock of the 
corporation. 


Mr. Odlum, when examined as to the reasons which motivated the 
purchase of these manager option warrants by the Atlas Corporation, 
testified : 1°°° 


Q. And you say that the option warrants were never purchased with the intent 
of persuading the influential insiders to actively assist the Atlas Corporation in 
its exchange program? 
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A. I would say that the major reason and objective in buying option warrants, 
was to get the control and dominating influence out of the management and let 
us get in. If it had an incidental effect of making them mentally hospitable 
with us, all well and good, and I certainly would not throw it down for that 
reason. 

* * * % * * x 

Q. Now, as I read these minutes and I may be misreading it, Mr. Odlum, it 
gays specifically that the motivating reason for the issuance of the 100,000 
option warrants to acquire Atlas Corporation stock for the agreement and for 
the options was to get the cooperation of Smithers and Iselin, in connection 
with the exchange offer by having them send out the offer, and then recom- 
mending the acceptance, isn’t that so? 

A. I believe that you are misinterpreting the language of that resolution 
and perhaps with some foundation. I think you will find, although I can’t say 
it definitely now, that the agreement that is referred to in that was an agreement 
whereby they had the management of the company and that we got the can- 
cellation of the management contract for the thing. Now, I recollect definitely 
at least, of having a half dozen different conferences with Smithers in the 
Smithers’ office on that very point, that we wanted to get in as quickly as we 
could to control the portfolio and they had a management contract and they had 
these option warrants and they weren’t going to give up the management con- 
tract and keep their option warrants there, because the option warrants were 
given to them so that they might make them good in their own management and 
the only way to get them out was to buy their option warrants out. 

Q. My understanding is and I may be wrong, and you may be mistaken having 
dealt with twenty-two acquisitions, but my understanding is that the agreement 
referred to was not a management contract but a distribution contract. 

A. It might be, but I think they managed it too. 

Q. They may have managed it, but in any event the emphasis in the minutes 
was not so much on the acquisition of the management contract, but in order 
to get the cooperation of Iselin and Smithers that the letter should go out from 
them, and they should actively recommend the acceptance. 

A. I think it is fair to say that the minutes do place the emphasis where you 
state it does, but the fact is that we wanted 51 percent and we wanted control 
of the portfolio as soon as we got it. 


On April 8, 1932, Atlas Corporation, in a circular letter to the 
stockholders of Atlantic Securities Corporation, offered to exchange 
for each share of Atlantic Securities Corporation preferred stock 
either (a) a unit consisting of two-thirds of a share of Atlas Corpora- 
tion preference stock and an Atlas Corporation warrant, or (b) a unit 
consisting of four shares of Atlas Corporation common stock and an 
Atlas Corporation warrant. For each share of Atlantic Securities 
Corporation common stock Atlas Corporation offered to exchange one- 
third of a share of its common stock and one of its option warrants. 
The letter also stated “should Atlas Corporation acquire stock of 
Atlantic Securities Corporation hereunder then, in consideration of 
the assignment to Atlas Corporation of an agreement entered into by 
Atlantic Securities Corporation on its organization as supplemented 
together with the delivery to Atlas Corporation of certain stock op- 
tion warrants, Series A, B, and C, issued under said agreement, Atlas 
Corporation will deliver to the holders of said stock option warrants 
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* %* * its option warrants evidencing the right to purchase, as 
stated above, certain shares of its common stock.” 1°% 

A postscript to the Atlas Corporation offering letter, signed by A. 
Iselin & Company and F. S. Smithers & Co., stated : *°* 


Referring to the foregoing letter addressed to you by Atlas Corporation, the 
undersigned recommend that the offer contained therein be promptly accepted 
and advise you that they will deposit their holdings of stock of Atlantic Securi- 
ties Corporation in accordance with the terms of said letter. 


The pecuniary interest of A. Iselin & Company and F. S. Smithers 
& Co., Inc., in the acceptance by Atlantic Securities Corporation 
stockholders of the Atlas Corporation offers, was not clearly disclosed. 
The ownership of the management warrants was not stated in the 
letter. In fact, the prospectus offering the securities of Atlantic 
Securities Corporation and the annual reports of the company had. 
never clearly revealed the ownership of the warrants.** 

The stockholders were thus left without benefit of impartial advice 
on the merits of the Atlas Corporation offers from the management. 
The Atlas Corporation offers may have been adverse in some respects 
to the interests of the Atlantic Securities Corporation stockholders, 
for the preferred stockholders who accepted the Atlas Corporation’s 
offer suffered a substantial loss in asset values. Under the first alter- 
native offer made by Atlas Corporation for Atlantic Securities Corpo- 
ration preferred stock (which had an asset value of $37.87 a share), 
Atlas Corporation was offering securities which had an asset value of 
$33 33 a share and a market value of $24.17 a share. Atlantic Securi- 
ties Corporation stockholders who accepted the offer suffered a loss in 
value, as compared with the asset value of the securities they received, 
of $4.54 a share of their preferred stock. If the market value of the 
Atlas Corporation securities received be compared with the asset value 

of the Atlantic Securities Corporation preferred stock, the preferred 
stockholders who accepted the offer suffered a loss of $13.70 for each 
share of their preferred stock. However, the market value of the 
Atlas Corporation securities offered exceeded the market value of one 
share of Atlantic Securities Corporation preferred stock by $7.17.1°% 

The second of the alternative offers made by Atlas Corporation for 
Atlantic Securities Corporation preferred stock was essentially an 
offer of $14.44 in asset value for the $37.87 in asset value represented 
by the Atlantic Securities Corporation preferred stock. In other 
words, preferred stockholders who accepted this offer suffered a loss 
in assets of $23.43 on each share of their stock. The market value of 
the Atlas Corporation securities offered was $22.50 as compared to the 
asset value of $37.87 back of the Atlantic Securities Corporation pre- 
ferred stock. On this basis, Atlantic Securities Corporation preferred 
stockholders received securities having a market value of $15.37 less 
than the asset value of their shares. Again, however, the market value 
of the Atlas Corporation securities exceeded the market value of the 
Atlantic Securities Corporation preferred stock.1°*® 
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The Atlas Corporation offer for the Atlantic Securities Corporation 
common stock was advantageous to Atlantic Securities Corporation 
common stockholders who received securities which exceeded the asset, 
value and the market value of their shares by approximately $1.25.1°% 

As a result of its exchange offer, Atlas Corporation acquired 49,225 
shares of the outstanding 50,889 shares of Atlantic Securities Corpora- 
tion preferred stock and 162,618 shares of the outstanding 168,250 
shares of Atlantic Securities Corporation common stock.!°*7 The At- 
lantic Securities Corporation stockholders who made the exchange 
lost $110,443.24 in asset values, the difference immediately prior to the 
exchange, between the asset value of the Atlantic Securities Corpora- 
tion stock acquired by Atlas Corporation and the asset value of the 
securities issued in exchange therefor by Atlas Corporation.1°** The 
market value of the Atlas Corporation securities received by Atlantic 
Securities Corporation stockholders was $206,302.83 less than the asset 
value of the shares exchanged by Atlantic Securities Corporation 
stockholders. In other words, Atlas Corporation had obtained by the 
exchange offer $206,302.83 more in asset values than it would have 
obtained in cash if it had sold the Atlas Corporation securities given 
in exchange on the open market. 

Ultimately, out of the gains in asset value derived by Atlas Cor- 
poration as a result of its acquisition of Atlantic Securities Corpora- 
tion, Atlas Corporation was enabled to pay $150,000 in cash for the 
option warrants held by the sponsors, A. Iselin & Company, F. S. 
Smithers & Co., Inc., International Acceptance Bank, Inc., and the law 
firm of Cotton & Franklin—warrants which patently had no immedi- 
ate value.1°*? 

It is obvious from the terms of the exchange offers that Atlantic 
Securities Corporation preferred stockholders received fewer Atlas 
Corporation securities than they could have purchased with their 
distributive share of the corporate assets, if the corporation had been 
dissolved. Maurice L. Farrell, a partner in F. S. Smithers & Co., 
Inc., and the president of Atlantic Securities Corporation, conceded 
this fact but testified that the alternative of dissolution of their 
corporation was not offered to the preferred stockholders: 1° 


Q. Now, was there any discussion with respect to liquidating the Atlantic 
Securities Corporation among the directors of that corporation? 

A. No. ‘ 

Q. No thought was given to that at all? 

A. It would have been perfectly stupid to have thought of liquidating at that 
time when I felt the market was practically at the bottom and it was only a 
matter of a few months before it was bound to turn and it would be sacrificing 
the stockholders. 

Q. Well, if you were so convinced of the upswing why didn’t you let the trust 
alone and let the upswing come along and take care of it? 

A. For the reason I gave—I thought I gave it, maybe I didn’t give it. But I 
thought the Atlas set-up could operate more efliciently than we could under our 
set-up. There was another reason. There was only a nominal market for the 
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shares of Atlantic Securities Corporation and there was a broad market for 
the shares of Atlas Corporation and if any of my stockholders wanted to get 
out and place their funds elsewhere, this would give them an opportunity to 
do so. 

Q. Of course, this only gave them an opportunity to put it into Atlas? 

A. They could sell their Atlas if they wanted to, convert it into cash if they 
wanted to. 

Q. Now, on the basis of asset values, $37.87 for Atlantic preferred and an 
asset value of $33.33 in Atlas, there was a gain to Atlas of $4.54 and a gain in 
market value of $7.17 to Atlantic stockholders. That was on the first alterna- 
tive. On the second alternative you had one share of Atlantic preferred with 
an asset value of $37.87, and they got four shares of Atlas common and one 
warrant with an asset value of $14.44. 

A. Yes. ; 

Q. There was a gain in assets of $23.44 to Atlas Corporation? 

A. Yes, sir, 

* * * * * * % 

Q. If Atlantic Securities Corporation was dissolved * * * these stock- 
holders * * * could have bought much more Atlas stock than they were 
getting on the exchange offer, isn’t that so? If they were interested in buying 
Atlas stock? 

A. Yes; but as I told you, we had no intention of liquidating the company. 

Q. The stockholders were not consulted, then, whether they wanted to liqui- 
date or whether the attempt should be made by the sponsors? 

A. No; they were not consulted. The best answer to that is immediately the 
proposition was made, I think that ninety percent * * * 

Q. That may be attributable to the fact that you and Iselin very actively 
recommended these exchanges? 

A. We did, naturally. 

Q. And I suppose it is natural to assume that stockholders relied upon your 
recommendation? 

A. That is a fair assumption. 

Q. The fact is, on the offer that was sent out, there was a squib signed by 
Iselin and Smithers that said, ‘referring to the foregoing letter addressed to 
you by Atlas Corporation, the undersigned recommend that the offer contained 
therein-be promptly accepted,” and so forth. Of course, there was no dis- 
closure here, Mr. Farrell, that you were going to get $150,000 for the option 
warrants which were valueless, isn’t that so? 

A. I would not say they were valueless, by any means. 

Q. What was the preferred stock worth? The preferred stock was under water 
about $12. 

A. Right. 

Q. The common stock had no asset value, and there had to be a recoil of $12 
before there was any asset value? 

A. That is right. 

Q. And these warrants were exercisable at $21 a share and at $33 and $85, ex- 
piring October 25, 1932, which was just a couple of months after the offer was 
made; isn’t that so? 

A. That is correct. 

Q. So as far as any value to those warrants was concerned there was none? 

A. I don’t agree with you. 

Q. Why not? 
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A. If we had gone on and not liquidated the company we had in mind asking 
the stockholders to extend the life of these warrants, which I had no doubt they 
would have done. 

Q. You could not have sold those warrants in the market? 

A. No, sir. 

Q. What you mean is, it wasn’t a question of extending these warrants: you 
would have asked the stockholders in consideration of your continuing the man- 
agement for new warrants? 

A. Put it the way you like. 


On May 20, 1982, Atlas Corporation acquired control of Atlantic 
Securities Corporation.‘ As the result of its exchange offer Atlas 
Corporation had acquired all the outstanding stock of Atlantic Securi- 
ties Corporation except 1,664 shares of preferred stock and 5,632 
shares of common stock. By December 31, 1932, Atlas Corporation 
had acquired by exchange or purchase 49,667 shares of Atlantic 
Securities Corporation preferred stock, or 97.60%, of the 50,889 shares 
of Atlantic Securities Corporation preferred stock outstanding, and 
had also acquired 162,418 shares of the common stock of Atlantic 
Securities Corporation, or 96.53%, of such outstanding shares.1°#2 

Without consulting minority stockholders, Atlas Corporation imme- 
diately proceeded to change the assets of Atlantic Securities Corpora- 
tion from investments in a diversified portfolio of securities to invest- 
ments solely in the shares of investment companies control of which 
was held by Atlas Corporation. On May 20, 1932, the date that Atlas 
Corporation acquired control of Atlantic Securities Corporation, it 
sold for $811,650 to the latter corporation 300,000 shares of the capital 
stock of Pacific Eastern Corporation, an investment company which 
Atlas Corporation was then in the process of acquiring. The pur- 
chase price paid by Atlantic Securities Corporation was equivalent to 
the cost of Atlas Corporation of the stock, but was $324,150 in excess 
of the then market value of the Pacific Eastern Corporation stock.1°4 
In order to procure funds for the purchase of this stock from Atlas 
Corporation, Atlantic Securities Corporation liquidated a portion of 
its portfolio of diversified securities. The cost of the Pacific Eastern 
Corporation stock constituted 45% of Atlantic Securities Corporation’s 
then net assets of approximately $1,800,000.1%44 

By December 31, 1932, virtually the entire portfolio of diversified 
securities formerly owned by Atlantic Securities Corporation had 
been liquidated and replaced by securities of investment companies 
controlled by Atlas Corporation.%® Of Atlantic Securities Cor- 
poration’s gross assets, valued at market, of $2,314,655.05 as at De- 
cember 31, 1932, $2,245,384.84 consisted of securities of Atlas Cor- 
poration controlled investment companies.°*¢ As at December 31, 
1938, the corporation’s gross assets totaled $2,321,217.68 at market 
values, of which $1,912,914.95 consisted of securities of Atlas Cor- 
poration controlled companies.!°*7 


* Derived from supplementary information supplied the Commission for Atlantic Securi- 
ties Corporation. 

702 Op. cit. supra, note 990, Commission’s Exhibit No. 2001 (p. 146). 

1043 Thid. 

1044 Ibid. 

1045 Thid. 

1046 Td., Commission’s Exhibit No. 1993. 

10S7etibi deems 


1258 SECURITIES AND EXCHANGE COMMISSION 


On December 29, 1933, Atlas Corporation caused Atlantic Securities 
Corporation to be dissolved. At that date the public held only 906 
shares of the preferred stock and 3,641 shares of the common stock 
of Atlantic Securities Corporation. As at that date, also, net assets 
of the corporation valued at market prices of its portfolio securities, 
totaled $2,221,444.81.1°° On this basis of valuation, the assets were 
sufficient to pay $43.65 on its preferred stock which was, under the 
charter of the corporation, entitled on liquidation of the company 
to $52.50 and accrued dividends which then totaled $6.25. As a 
consequence, the common stock had no asset value.“ However, if 
the portfolio securities of the corporation (which consisted almost 
entirely of securities of the Atlas Corporation controlled investment 
companies) were taken at their then asset values, the net worth of 
the corporation would be $4,117,673.57.°° If the assets of the cor- 
poration were evaluated on this basis, the preferred stockholders 
would have received $58.75 a share, the amount to which they were 
entitled on liquidation, and the common stockholders would have been 
entitled to receive approximately $7 a share for their stock. 

On dissolution of Atlantic Securities Corporation, Atlas Corpora- 
tion actually paid to the minority preferred stockholders the full 
liquidating value of their shares and paid to minority common stock- 
holders $3 a share of their stock. The total sum necessary for this 
purpose was $64,150.10 

On the other hand, Atlas Corporation profited on its investment 
in the securities of Atlantic Securities Corporation to the extent 
of $95,299.83, if the portfolio securities of Atlantic Securities Cor- 
poraton which Atlas Corporation received on the corporation’s 
liquidation are taken at their market value. On the basis of the asset 
values of the securities of Atlas Corporation controlled investment 
companies which Atlas Corporation received on the dissolution of 
Atlantic Securities Corporation, Atlas Corporation’s profit on its 
investment in Atlantic Securities Corporation was $2,008,521.59.2° 
Atlas Corporation thus benefited from the program of investment 
of the assets of Atlantic Securities Corporation in the securities of 
other investment companies under the control of Atlas Corporation 
to a greater extent than did the minority common stockholders of 
Atlantic Securities Corporation. 


c. To Induce Issuance by Acquired Corporation of its Stock to 
Acquiring Corporation 


(1) GENERAL EMPIRE CORPORATION—ATLAS CORPORATION 


General Empire Corporation, an investment company, was organ- 
ized in Delaware on July 19, 1929, under the sponsorship of Hemp- 
hill, Noyes & Co., New York City investment bankers and members 
of the New York Stock Exchange and other securities exchanges.*” 
1048 Jd., Commission’s Exhibit No. 2001 (p. 148). 
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The investment company was incorporated for the primary purpose, 
among other things, of acquiring an interest in the capital stocks of 
some of the leading banks and trust companies located in various 
communities outside New York City. The prospectus offering the 
shares of the company contained a list of the banks in whose stock 
the corporation intended to invest.*°* 

On July 22, 1929, Hemphill, Noyes & Co. and the investment com- 
pany entered into a so-called stock purchase contract.°°° Briefly, 
this contract provided for the purchase by Hemphill, Noyes & Co. 
of 100,000 shares of the corporation’s capital stock at a price of $30.15 
a share. Hemphill, Noyes & Co. also agreed that for two years it 
would provide the corporation with a president who would receive 
no salary and in addition would provide statistical and investment 
research services to the corporation free of any charge. In considera- 
tion of these undertakings upon the part of Hemphill, Noyes & Co., 
the corporation agreed: (a) to grant to Hemphill, Noyes & Co. until 
December 31, 1939, the first opportunity to underwrite or purchase 
all subsequent issues of the corporation’s securities; (b) to issue to 
Hemphill, Noyes & Co. option warrants to purchase 50,000 shares 
of its stock until December 31, 1935, at a price of $32.50 a share; and 
(c) to issue to Hemphill, Noyes & Co. warrants to purchase one-half 
as many shares of the corporation’s capital stock as were in the future 
to be issued by the corporation at an exercise price equivalent to the 
consideration per share received by the corporation on its subsequent 
issues of stock. The period for exercise of these warrants was to be 
six years from the date of each new issue of stock by the corporation. 

In July 1929, Hemphill, Noyes & Co. resold to the public at $32.50 
a share the 100,000 shares of the corporation’s stock which they had 
purchased at $30.15 a share.t%® The corporation thus realized 
$3,015,000. The gross underwriting commission obtained by Hemp- 
hill, Noyes & Co. was $235,000. In addition, Hemphill, Noyes & Co., 
pursuant to the terms of the stock purchase contract of July 22, 1929, 
received warrants to purchase 50,000 shares of the corporation’s stock 
at any time up to December 31, 1985, at $32.50 a share.*°°” 

Four of the nine directors of General Empire Corporation were 
members of the firm of Hemphill, Noyes & Co. These four directors 
also were four of the five members of the executive committee of the 
corporation.1°* Stanton Griffis, a partner in Hemphill, Noyes & Co., 
became the president of General Empire Corporation.*°” 

Between July 1929 and June 1931 the corporation repurchased 10,976 
shares of its own stock at a cost of $170,079.40, and paid in dividends a 
total of $100,000. Treating these items as capital returns, the net fund 
contributed to the corporation by its stockholders was $2,744,920.60. 
As at, May 14, 1931, the assets of the corporation totaled $2,271,- 
512.42.1°°° ~The depreciation in value of the assets of the corporation 
totaled approximately $474,000, or 17% of the net capital contributed 
to the corporation by its stockholders. Apparently further losses were 
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in sight in view of the financial condition of the banks whose stocks 
were held by the company. Not only would the failure of these banks 
result in their securities becoming worthless, but their stockholders 
might be subject to the additional losses which would result from the 
usual statutory liability of bank stockholders to pay assessments, for 
the benefit of depositors, in a maximum amount equal to the par value 
of the bank’s securities owned by the stockholders. 

In this situation continued management of the corporation was no 
longer attractive to Hemphill, Noyes & Co. Mr. Odlum testified, “I 
think they [Hemphill, Noyes & Co.] fundamentally felt that the com- 
pany as they had it was too small a company to adequately handle, 
and in the second place that they were disgusted and didn’t want to 
run the company and control it.” +0 

Through an intermediary, D. M. S. Hegarty, a partner in the New 
York brokerage firm of Hegarty & Conroy, who was eventually paid 
approximately $8,000 by Atlas Corporation for his services, Mr. 
Odlum, early in May 1931, met with Jansen Noyes and Stanton Griffis, 
of Hemphill, Noyes & Co., in order to negotiate for the acquisition of 
control of General Empire Corporation.’°? 

The firm of Hemphill, Noyes & Co. at that time owned, only 10,000 
shares of the stock of General Empire Corporation out of approxi- 
mately 89,000 shares outstanding. The purchase of the stock would 
give Atlas Corporation only an 11% stock interest in General Empire 
Corporation. In addition, Hemphill, Noyes & Co. held warrants to 
purchase 50,000 shares of the General Empire Corporation stock at 
$39.50 a share before December 31, 1935. However, in view of the fact 
that the asset value of each share of General Empire Corporation stock 
was approximately $25 and its market value only $17, these warrants 
were of no immediate value. They had no quoted market value.*° 
The purchase of the stock and warrants held by Hemphill, Noyes & Co. 
and the exercise of such warrants by Atlas Corporation would have 
given it only a 47% stock interest in General Empire Corporation. 
Furthermore, the exercise of the warrants would involve a loss to 
Atlas Corporation, in addition to their purchase price, of approxi- 
mately $350,000, the difference, before the exercise of the warrants, 
between the exercise price of the warrants and the asset value of the 
shares acquired. 

However, Hemphill, Noyes & Co., as the controlling influence in the 
management of General Empire Corporation, had the power to cause 
the corporation to issue, for a valid consideration, authorized but as 
yet unissued stock of the corporation. In this power the negotiations 
of Atlas Corporation for control of General Empire Corporation 
finally centered. 

About May 14, 1931, the negotiations of Atlas Corporation and 
Hemphill, Noyes & Co. culminated in an agreement whereby Atlas 
Corporation agreed to cause the sale of all of the assets of Power and 
Light Securities Trust, an investment trust controlled 95% by Atlas 
Corporation, to General Empire Corporation in consideration of the 
issuance by General Empire Corporation to Power and Light Securi- 
ties Trust certificate holders of stock of General Empire Corporation 
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in an amount to be based on the asset values of the securities of the 
two enterprises. On this basis of exchange General Empire Corpora- 
tion would be required to issue 112,852 shares of its stock for the 
assets of Power and Light Securities Trust.1°°* The consummation 
of the transaction would increase the outstanding stock of General 
Empire Corporation to 201,852 shares. Atlas Corporation, as the 
owner of 95% of the certificates of Power and Light Securities Trust 
would receive, of the total of 112,852 shares of General Empire Cor- 
poration stock issued for the assets of Power and Light Securities 
Trust, a total of 107,796 shares of the stock of General Empire Cor- 
poration, or approximately 53% of the 201,852 shares of General 
Empire Corporation stock which would be outstanding at the con- 
clusion of the transaction. 

As has been pointed out, the provisions of the stock purchase con- 
tract of July 22, 1929, between Hemphill, Noyes & Co. and General 
Empire Corporation, entitled Hemphill, Noyes & Co. to receive war- 
rants to purchase one-half as many shares of the corporation’s stock 
as were at any time issued by the corporation.%® The issuance of 
112,852 shares of General Empire Corporation for the assets of Power 
and Light Securities Trust would, therefore, require the issuance to 
Hemphill, Noyes & Co. of options to purchase 56,426 shares of Gen- 
eral Empire Corporation’s stock. These options, as well as the 50,000 
options already held by Hemphill, Noyes & Co., Atlas Corporation 
agreed to purchase. In addition, Atlas Corporation agreed to pur- 
chase the 10,000 shares of General Empire Corporation stock then 
owned by Hemphill, Noyes & Co.1°* : 

At a meeting of the board of directors of General Empire Corpora- 
tion held on May 14, 1931, three directors who were members of the 
firm of Hemphill, Noyes & Co. and five directors who were not asso- - 
ciated with Hemphill, Noyes & Co., were present. The minutes re- 
veal that Stanton Griffis, the president of the corporation and a part- 
ner in the firm of Hemphill, Noyes & Co., informed the directors of 
the proposed transfer of the assets of Power and Light Securities 
Trust to the corporation in consideration of the issuance of 112,852 
shares of the corporation’s authorized but as yet unissued shares, 
and of the further fact that Atlas Corporation would acquire control 
and would place its own nominees upon the board of directors of the 
corporation.*°°* ‘The minutes do not indicate, however, that Hem- 
phill, Noyes & Co. informed the independent directors that Atlas 
Corporation had agreed to purchase the stock and warrants held by 
Hemphill, Noyes & Co. The board of directors unanimously ap- 
proved the purchase of the assets of Power and Light Securities 
Trust. 

On May 18, 1931, Atlas Corporation purchased from Hemphill, 
Noyes & Co. the rights of that firm under its stock purchase contract 
of July 22, 1929, with General Empire Corporation, including the 
right to receive 56,428 warrants of the corporation as the result of the 
issuance by the corporation of 112,856 shares of its stock for the assets 
of Power and Light Securities Trust. The purchase price was $40,000. 
In addition, Atlas Corporation purchased the original 50,000 warrants 
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held by Hemphill, Noyes & Co. at $5.25 a warrant or a total con- 
sideration of $262,500. Atlas Corporation also purchased at $17 a 
share, the then market price, the 10,000 shares of General Empire 
Corporation owned by Hemphill, Noyes & Co. The total sum paid 
to Hemphill, Noyes & Co. was $472,500, of which $302,500 was paid 
for the warrants which had cost Hemphill, Noyes & Co. nothing and 
which, as has been pointed out, had no immediate actual value.’°* 
The consideration received for the warrants more than compensated 
Hemphill, Noyes & Co. for any losses it had suffered on its holdings 
of 10,000 shares of the corporation’s stock. If it be assumed that the 
10,000 shares were purchased at the original issue price of $30.15 a 
share, the loss on these shares would have been $131,500. The firm 
received $302,500 for its warrants. In addition, Hemphill, Noyes & 
Co. received a substantial amount of brokerage business from Atlas 
Corporation,’ and, for a commission, later actively solicited General 
Empire Corporation stockholders to exchange their shares for shares 
of Atlas Corporation.*°” 

On the same day, May 18, 1931, minority certificate holders of 
Power and Light Securities Trust were informed that, pursuant to 
an “Agreement of Reorganization” between the trustees of their 
trust and General Empire Corporation, all of the assets of Power and 
Light Securities Trust would be conveyed to General Empire Cor- 
poration in consideration for the issuance of 112,856 shares of General 
Empire Corporation stock and that Power and Light Securities Trust 
would be dissolved and the General Empire Corporation stock dis- 
tributed to the certificate holders of Power and Light Securities 
Trust.° 

On June 3, 1931, all of the assets of Power and Light Securities 
Trust were conveyed to General Empire Corporation." As a result, 
Atlas Corporation acquired 107,796 shares of General Empire Cor- 
poration stock which gave it control of the latter corporation.°* On 
the same day, all of the directors of General Empire Corporation, 
with the exception of Stanton Griffis, resigned and were replaced by 
representatives of Atlas Corporation." 

Mr. Odlum testified that from his point of view the only purpose 
of the transaction was to procure control of General Empire Corpora- 
tion for Atlas Corporation, and that it “could have been” possible 
that, because Atlas Corporation was purchasing their warrants, 
Hemphill, Noyes & Co. was thereby induced to approve the transac- 
tion whereby Atlas Corporation acquired control of General Empire 
Corporation.” 


Q. Now in some of the other cases that we have seen, Mr. Odlum, the situation 
was you purchased big blocks of stock from the sponsor. I can see in those 
instances (although it is our position that by virtue of this control of big 
blocks, particularly if he is the sponsor or principal underwriter, that he may 
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have some obligations even with respect to the disposition of that block, and I 
think you feel almost the same way about that) 

A. Yes; depending upon the facts and circumstances. 

Q. Yet he is dealing with his own property and if that entails the passage of 
control to the Atlas Corporation, it is uncontrollable. He says, “I have no alter- 
native in the matter. Hxtenuating circumstances demand I do it.” And he sells 
his own property, isn’t that so? 

A. Yes. 

Q. And then you get control. But in this case Hemphill, Noyes was not selling 
you a Single share of their own stock—I mean as part of the transaction to give 
you control; they did sell you some of their own stock, and I will come to that, 
but I mean actually you were not buying their stock. 

A. No. 

Q. So basically this was a situation where Hemphill, Noyes took it upon them- 
selves to pass control to Atlas Corporation, not by selling their own stock but 
by selling the corporation’s stock, isn’t that so? 

A. Well, the directors of General Empire did. 

* BS * * * % % 

Q. I assume, Mr. Odlum, you are also not unmindful of the stock purchase 
agreement, whereby Hemphill, Noyes, who were the original sponsors and prin- 
cipal underwriters, had an arrangement whereby for every share of stoek they 
sold originally they got half an option warrant and after that received half an 
option warrant for each share subsequently issued and sold by the investment 
company? 

A. I know of the existence of that agreement. 

Q. You knew it at the time you discussed it with Hemphill, Noyes? 

A. I found it out during the discussion. 

Q. Otherwise you would have found yourself in a situation where there were 
50,000 additional option warrants that you did not know existed? 

A. I knew those would have to be issued. 

Q. And you do know, Mr. Odlum, that these option warrants—and that was 
not only true of this case, but it was true, I think you know, historically in all 
cases where option warrants were given in connection with the distribution of 
securities—those option warrants not only covered distribution compensation, 
but management compensation. Isn’t that so? 

A. In whole or in part. 

Q. * * * In any event you were considering at the time when you made 
this arrangement that Hemphill, Noyes would get a half option warrant for 
every Share of stock issued you in consideration of the purchase of all of the 
assets of Power and Light? 

A. Yes. 

Q. And you were also conscious of the fact that as soon as that happened, 
Hemphill, Noyes was out of the management, because that was the very purpose 
of this deal to get them out—isn’t that so? 

A. That is right. 

Q. And then we have this situation that the sponsors—or at least Hemphill, 
Noyes & Co., who were the dominant personalities in that picture, were the 
only ones with whom you carried on the negotiations? 

A. Yes. 

Q. The dominant personalities in General Empire Corporation decided them- 
selves, without consulting their stockholders, that they were going to transfer 
control of the General Empire Corporation, control of the management, to 
Atlas Corporation, and by that very act of transferring control, were to get 
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half an option warrant for every share of stock that was issued. And, as I 
recall it, there were issued 56,426 option warrants, so that there were approxi- 
mately 113,000 shares of stock issued for the assets? 

A. Yes. 

Q. So that the very act by which these individuals—Hemphill, Noyes—trans- 
ferred control to the Atlas was the very act which gave them 56,000 option 
warrants? 

A. Yes. If you had Hemphill, Noyes or one of their partners here and 
asked that question he would not answer it “yes.” If I were answering it 
for him, I would not do it either. 

Q. How would you answer it? 

A. I would say that the passage of .control to Atlas and the loss of their 
management were incidents of the issue of stock for property. It so hap- 
pened in this case that one buyer acquired enough of that stock to get control, 
and that that buyer as an incident of getting that, wanted the management. 

Q. Would you have gone through this transaction if the sale had not given 
you 51%? You were not getting a minority interest? 

A. Oh, yes. I probably would, but I would not have gone through with it 
if I had not gotten the management. 

Q. Well, in any event, I don’t think I phrased my question properly as far 
as you are concerned—I may have phrased it properly as far as Mr. Noyes is 
concerned. I did not phrase my question, as far as you are concerned, with 
the inference that one was done to effect the second, but there is no doubt 
that they were contemporaneous in time? 

A. Yes; we did it to get management and control. They did it as a cor- 
porate act which they thought good for the stockholders and to get rid of it. 

Q. And also to sell you the option warrants that they got contemporaneously 
with the passage of control because that is what transpired? 

A. It could have been that. 


Mr. Odlum further testified : 1°77 


Q. You were trying to get, shall I say, a fair deal for your stockholders of 
the Atlas Corporation and of Power and Light Securities Trust? 

A. Yes; we dealt at arm’s length. 

Q. You dealt at arm’s length with Hemphill, Noyes; the question is did 
Hemphill, Noyes in dealing at arm’s length with you, deal at arm’s length 
with their stockholders? 

A. They dealt at 'arm’s length with me for their stockholders. 

Q. That is as far aS your viewpoint is concerned. But there is no doubt 
that simultaneously or contemporaneously these sponsors got $302,500 for 
some option warrants they had; isn’t that so? You can conceive, can you 
not, of the remote possibility that that may have been a factor in the con- 
sideration of some individuals leaving out the name Hemphill, Noyes? 

A. I ean conceive that the personal sale of some assets held could under 
some circumstances influence a man’s judgment—but I am sure it didn’t in 
this case. 


Stockholders of General Empire Corporation were not consulted 
with reference to the amalgamation of Power and Light Securities 
Trust. with their corporation.°® In fact, they were probably not 
aware that Atlas Corporation had acquired control of their company 
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until they received on June 4, 1982, an offer of exchange from Atlas 
Corporation.°7? They never were informed of the sale of the war- 
rants of Hemphill, Noyes & Co. to Atlas Corporation. 

The stockholders of General Empire Corporation, who had been 
led to believe that the corporation invested primarily in bank stocks, 
as a result of the transaction became stockholders of a corporation 
which, after it had absorbed the assets of Power and Light Securities 
Trust, held a large amount of utility securities. 34 

The minority certificate holders of Power & Light Securities 
Trust had no alternative but to accept the General Empire Corpora- 
tion stock which they received on the dissolution of their Trust. The 
certificate holders then found themselves stockholders of a corpora- 
tion which had a heavy investment in bank stocks. 

Finally, the security holders of both enterprises were stockholders 
in a subsidiary of a corporation whose then principal business was 
the acquisition of investment companies. In fact, General Empire 
Corporation, under the control of Atlas Corporation, to a large ex- 
tent liquidated its portfolio of bank and utility shares and concen- 
trated its investments in the securities of other Atlas Corporation 
controlled investment companies. As at June 21, 1933, the date of 
the dissolution of General Empire Corporation, investments by Gen- 
eral Empire Corporation in other Atlas Corporation controlled in- 
vestment companies had a market value of $2,641,279.13 and con- 
stituted approximately 71.6% of the total market value of General 
Empire Corporation’s portfolio.1°*° 

That General Empire Corporation stockholders may have invested 
in its securities in reliance on the fact that it would invest in bank 
stocks, is apparent from a letter 1°? written on June 23, 1932, from 
the Albany office of Hemphill, Noyes & Co. to its New York offices, 
seeking guidance as to the answers to several questions raised by 
stockholders who were being solicited to exchange their General Em- 
pire Pe stock for Atlas Corporation stock. The letter 
stated : 


Another question is as follows: When we bought this General Empire stock, 
it was done so on the understanding that it was to be largely composed of 
bank stocks outside of greater New York City, and the company several times 
showed that it owned stock in about forty banks. The last statement * * * 
included only three bank stocks that I could find. Would you please tell me 
what became of the bank stock and why? 


Although the absorption of Power and Light Securities Trust by 
General Empire Corporation took the form of a purchase of the 
former’s assets by the latter, factually, if not legally, the transaction 
constituted a merger or consolidation of the two enterprises. Yet, 
since Power and Light Securities Trust was a common law trust 
created under an indenture permitting its trustees to alienate the 
entire assets of the corporation upon the consent of 75% of the 
trust’s security holders,®? dissenting security holders did not have 
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the right accorded in most states in a similar situation to stock- 
holders of a corporation to receive in cash the appraised value of 
their securities.!%* Similarly, since the transaction did not take the 
form of a technical merger or consolidation, General Empire Cor- 
poration’s directors who had the power under its charter to purchase 
securities were not required to obtain the approval of General Empire 
Corporation’s stockholders to the transaction. Nor were stockholders 
of General Empire Corporation, who might have dissented to the 
acquisition of the assets of Power and Light Securities Trust, privi- 
leged in law to receive an appraised value of their General Empire 
Corporation shares.°** In fact, not until 1937 7*°** did the Dela- 
ware law grant a privilege to dissenting stockholders to receive an 
appraised value of their shares on a technical merger or consolida- 
tion of their corporation with an unincorporated entity such as 
Power and Light Securities Trust. The method adopted by Atlas 
Corporation to acquire control of General Empire Corporation thus, 
in effect, eliminated any necessity for the approval of the transaction 
by security holders of either of the amalgamated companies. Mr. 
Odlum testified : *°°° 


Q. Now, Power and Light was a Massachusetts trust which is not different, 
substantially, from a common-law trust, I might say? 

AC YCS eee 

* * * * * * * 

Q. And in that respect it was different from a corporation, because in the 
case of a corporation, if you had a voluntary consolidation or merger, the 
stockholder would have the statutory right of appraisal if he dissented; isn’t 
that so? 

A. Yes. 

Q. In the case of a Massachusetts trust, if the requisite number of certificate 
holders approved the sale of all the assets and the trustees effected the sale, 
of course, the other certificate holders had no recourse; isn’t that so? 

A. I am not sure what all the rights are in the trust, but I think likely— 
my recollection is that in the case of a Massachusetts trust the whole control 
is vested in the trustee. 

* * ES * * x 

Q. So that within a few months after you acquired Power and Light you 
were undertaking negotiations to sell the assets of Power and Light to General 
Empire Corporation; isn’t that so? 

A. Yes; from the practical standpoint, it was a consolidation of the two, 
although it was not in that legal form. 

Q. Now, ordinarily where you make an exchange offer the individual stock- 
holder had the right to determine whether he was going to accept the exchange 
or not; isn’t that so? 

A. Yes. 

Q. And, therefore, he had the right to determine whether he was going to 
become a stockholder of Atlas or not? 

A. Yes. 

Q. Except in this situation, where Atlas acquired the requisite number of 
stocks of each class to effect a statutory consolidation, if a stockholder didn’t 
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go through the statutory formula of dissenting and asking for an appraisal 
within the statutory period, he would become a stockholder of Atlas by opera- 
tion of law? 

A. Correct. 

Q. But in the first instance there was an element of volition on his part as to 
whether he would become an Atlas stockholder or not, isn’t that so? 

A. Yes, 

Q. Now, the mechanics as worked out in General Empire Corporation case, 
eliminated that element of volition or choice, at least on behalf of the remaining 
stockholders of the Power and Light, isn’t that so? 

A. Iam not so sure it eliminated that, because I don’t know whether there was 
a vote or not, but in any event, we owned at the time 95% of the stock. 

Q. All right. Now, General Empire Corporation was going to be part of your 
ultimate plan and was going to form part of your whole picture, isn’t that so? 

A. That was our idea. That was our approach to it. 

* * * * * * * 

Q. But ultimately it was contemplated that General Empire Corporation be 
dissolved as an entity? 

A. Yes; just as in all other cases. 

Q. Now, what happened, Mr. Odlum—an arrangement was made whereby the 
General Empire Corporation would issue new stock to the Power and Light Trust 
which you controlled at that time? 

A. Yes. 

Q. In consideration of the transfer of all the assets of Power and Light to the 
General Empire Corporation, isn’t that so? 

A. Correct, 

Q. And the amount of shares that General Empire Corporation was willing to 
pay for the transfer of assets amounted in fact to over 51% of all the outstanding 
General Empire Corporation shares? 

A. That is correct, I believe. 

Q. So that here you had a situation where ultimately, at least, it was intended 
to dissolve the General Hmpire Corporation and an agreement was made whereby 
a controlling block of stock was going to be turned over to Power and Light, 
which is Atlas, isn’t that so? 

A. Yes. 

* * * * * % * 

Q. And that would put the Atlas Corporation, would it not, in the position, if 
it acquired sufficient stock to equal the statutory amount to liquidate that trust, 
dissolve it, merge it, or sell all the assets, isn’t that so? 

A. It would put us in majority control of General Empire Corporation. 

Q. And in order to consummate this transaction, namely, turn over to Atlas 
Corporation a controlling interest in the General Empire Corporation, the officers 
and directors and sponsors did not have to ask the stockholders whether they 
would do it, because the directors had the right to purchase assets for stock? 

A. I believe that is true. ; 

Q. And as far as the Power and Light was concerned, since Mr. Hatch and Mr. 
Johnston [directors of Atlas Corporation] were the majority of the three trustees, 
they could sell all the assets of the Power and Light Securities Trust to the 
General Empire, isn’t that so? 

A. Yes. 

Q. So we have a transaction by which the General Empire officers, or rather, 
the directors of the company, issue to the Atlas Corporation stock in an amount to 
give the Atlas Corporation actual voting control of the situation, and the Power 
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and Light trustees could sell all of the assets to General Empire without con- 
sulting even the small minority certificate holders of Power and Light, isn’t that 
so? 

A. I believe it is. 

Q. And without consulting or getting the acquiescence or consent of a single 
stockholder of the General Empire Corporation, although at the time you com- 
menced your negotiations with Hemphill, Noyes, you did not own a single share 
of General Empire Corporation? 

A. They had already gotten that consent from the stockholders of the General 
Empire if they had authorized the stock to issue. 

Q. But ordinarily, Mr. Odlum, you don’t issue stock to raise capital to immedi- 
ately liquidate the trust, do you? 

A. No, sir; and that wasn’t the purpose either. 

Q. Well, the ultimate purpose was to liquidate the trust. It wasn’t a case 
where the officers and directors of the General Empire Corporation felt they 
needed more capital, and this was a medium of raising more capital. This is just 
a device whereby the control of General Empire was transferred—and I am not 
saying it wasn’t in their best judgment. But this transaction was just the me- 
chanics that was used to turn over control of General Empire to Atlas? 

A. To turn over the management; yes. 

Q. And that was effected without consulting the stockholders of General 
Empire, isn’t that so? 

A. I believe so, I was not on that side of the trade. 

* * * * * * * 


Q. And with that kind of mechanics then it wouldn’t be necessary to consult 
the stockholders of General Empire as to whether they wanted to be part of the 
bigger picture, isn’t that so? 

A. That is true, but that wasn’t making them a part of the bigger picture, it 
was merely putting Power and Light and General Empire together. 

Q. And, of course, putting them as a subsidiary of Atlas Corporation. 

A. Yes. 


Atlas Corporation increased its holdings of General Empire Corpo- 
ration stock by purchases in the market largely through Hemphill, 
Noyes & Co. As at November 5, 1931, Atlas Corporation had acquired 
a total of 144,588 shares of General Empire Corporation stock at a book 
cost of $3,865,669.96,1°8? or at an actual cost, after deducting the net 
gain of $155,560 1°88 in assets to Atlas Corporation on its exchange offer 
for Power and Light Securities Trust certificates, of approximately 
$3,710,000. On November 5, 1931, Atlas Corporation sold, for a total 
consideration of $2,968,396, these holdings of General Empire Corpo- 
ration to three of its subsidiaries: Chain Store Stocks, Inc., which 
purchased 48,700 shares; National Securities Investment Company, 
which purchased 73,000 shares; and Securities Allied Corporation, 
which purchased 22,288 shares.1°°® The warrants purchased from 
Hemphill, Noyes & Co. were also transferred to these subsidiaries 
which charged them off on their books as worthless.1°° Atlas Corpo- 
ration suffered a book loss on these intercompany transactions of ap- 


1087 Tq., Commission’s Exhibit No. 2001 (p. 57). 

1088 Tq., Commission’s Exhibit No. 2001 (pp. 47 and 50). The total unrealized gain to 
Atlas Corporation as a result of its exchange offer for the securities of Power and Light 
Securities Trust was $479,505.20. A total of $323,945 was paid out to Hale, Waters & 
Company in connection with the consummation of the exchange offer (ibid.). 

1089 Tq., Commission’s Exhibit No. 2001 (p. 58). 
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proximately $742,000. However, Atlas Corporation acquired by the 
transactions available cash with which to acquire control of other 
investment companies. 

On June 4, 1932, as one of 12 similar offers of exchange made to 
stockholders of its subsidiary companies, Atlas Corporation offered to 
exchange one and one-fifth shares of its common stock for each share 
of the capital stock of General Empire Corporation.‘ The offer 
informed General Empire Corporation stockholders that the asset 
value of each of their shares was approximately $7, based on the mar- 
ket. value of the portfolio of their company, but stated further that, 
if the securities of Atlas Corporation controlled investment companies 
in the General Empire Corporation portfolio were valued at their 
asset value, the asset value of each General Empire Corporation share 
would be approximately $9.50 a share.1°°? The shares of Atlas Corpo- 
ration offered in exchange for each share of General Empire Corpora- 
tion stock had an asset value of $3.56. This asset value of the Atlas 
Corporation stock to be exchanged was not revealed in the offering 
circular. 

However, the offering letter of Atlas Corporation did state that the 
asset value of the Atlas Corporation’s common stock would be $7.30 a 
share (or $8.76 for one and one-fifth shares of such stock) if all of the 
stockholders of its 12 subsidiary investment companies accepted its 
exchange offers. On the basis of this hypothetical asset value for the 
common stock of Atlas Corporation, stockholders of General Empire 
Corporation who accepted the offer would suffer an asset loss of 74 
cents a share of their General Empire Corporation stock which, as has 
been stated, had an underlying asset value of $9.50 a share. 

In terms of market values, the acceptance of the offer would result 
in a gain of 50 cents per share of their stock to General Empire 
Corporation stockholders. 

As a result of this offer, acceptance of which was actively solicited — 
by Hemphill, Noyes & Co. in consideration of commissions paid to 
it by Atlas Corporation,?°°? Atlas Corporation acquired 43,467 shares 
of General Empire Corporation stock, and the gross asset loss to 
General Empire Corporation stockholders who accepted the offer was 
approximately $149,470 on the basis of an asset value of $3.56 for 
the Atlas Corporation securities which they received in exchange for 
their shares.1°%4 

On June 6, 1933, when General Empire Corporation was dissolved, 
Atlas Corporation and its subsidiaries, Chain Store Stocks, Inc., 
National Securities Investment Company, and Securities Allied Cor- 
poration, held a total of 200,047 shares of the capital stock of the 
corporation, or approximately 99% of its outstanding stock,1°® and 
Atlas Corporation and its subsidiaries received on the dissolution of 
General Empire Corporation cash and securities with a value of 
approximately $4,823,000, taking the securities of Atlas Corpora- 


1001 Tq., Commission's Exhibits Nos. 1970, 2001 (p. 59), 2037. 

1092 Tq., Commission’s Exhibit No. 1970. 

1093 Jd., Commission’s Exhibit No. 2087. 

1094 Td., Commission’s Hxhibit No. 2001 (p. 60). However, General Empire Corporation 
stockholders who accepted this offer, by becoming stockholders of Atlas Corporation 
recovered a portion of their losses in asset value. 
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tion controlled investment companies received at their then asset 
values. The actual cost of the investment by Atlas Corporation and 
its subsidiaries in General Empire Corporation’s stock was approxi- 
mately $4,665,000," so that an unrealized profit of approximately 
$158,000 was derived by Atlas Corporation and its subsidiaries on 
their investment in General Empire Corporation as of the date of 
the dissolution of General Empire Corporation. 


(2) AVIATION SECURITIES CORPORATION—ATLAS CORPORATION 


Aviation Securities Corporation was incorporated in Delaware on 
November 26, 1928, under the auspices of Field, Glore & Co. of Chi- 
cago and New York City, James C. Willson & Company of New 
York City, both of whom were investment brokers, and Mander 
Investment Company, a privately owned company of which Earle 
H. Reynolds was president. Earle H. Reynolds, Charles F. Glore, 
and James C. Willson became directors of the corporation. Aviation 
Securities Corporation was organized to invest and reinvest its funds 
in aviation securities and to assist financially and technically in the 
development of new aviation companies.’ 

On November 28, 1928, the corporation entered into an agreement 
with its sponsors, Field, Glore & Co., Mander Investment Company, 
and James C. Willson & Company, wherein the sponsors, in con- 
sideration for the receipt of option warrants to purchase at $20 a 
share on or before December 31, 1931, 100,000 shares of the corpora- 
tion’s stock, “agreed to find purchasers” for 150,000 shares of the 
corporation’s stock at $20 a share. It was agreed that, in lieu of 
finding purchasers for 75,000 shares, the corporation would accept 
therefor 5,000 shares of the capital stock of National Air Transport, 
Incorporated. 

On December 7, 1928, X CO Corporation, of which Earle H. Rey- 
nolds was president, transferred to Aviation Securities Corporation 
5,000 shares of the stock of National Air Transport, Incorporated, 
in consideration for the receipt of 75,000 shares of the stock of Avia- 
tion Securities Corporation.1*° The 5,000 shares of National Air 
Transport, Incorporated, constituted 1624% of the total shares of such 
company then outstanding.“ Earle H. Reynolds was the president 
of National Air Transport, Incorporated.“ Aviation Securities 
Corporation valued these shares on its books at $1,750,000, their then 
market value based on the then prevailing over-the-counter price 
of the National Air Transport, Incorporated, stock.“°? This trans- 
action between X CO Corporation and Aviation Securities Corpora- 
tion, in effect, enabled X CO Corporation to sell to the public one- 
sixth of the capital stock of National Air Transport, Incorporated, 
at the then prevailing over-the-counter price for the stock of the 
transport company. It does not appear whether or not investors 


1097 Thid. 

108 Op. cit. supra, note 990, Commission’s Mxhibit No. 1998, Items 1, 4, 5. 

1099 Tbid. 

1100 Thid. The 5,000 shares of common stock of National Air Transport, Incorporated, 
constituted the entire assets of X CO Corporation (ibid.). 

1101 Moody’s Manual of Investments, Industrials, 1929, p. 1768. 

1102 Tbid. 
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who ultimately purchased the shares of Aviation Securities Corpora- 
tion were informed of this transaction.1! 

The 75,000 shares of Aviation Securities Corporation stock so ob- 
tained by X CO Corporation and an additional 75,000 shares of the 
company’s stock, a total of 150,000 shares, were offered to the public 
on December 10, 1928, by Brokaw and Company of Chicago at $23.50 
a share.11% 

The total capital raised by Aviation Securities Corporation on the 
issuance of 150,000 shares of its capital stock was $3,250,000.11°¢ . 

Each of the sponsors of the corporation retained 16,667 of the 
100,000 warrants which they had received from the corporation in 
consideration for their agreement to find purchasers for the company’s 
stock. Of the remaining warrants, 25,000 were transferred to Na- 
tional Aviation Corporation in consideration for that company’s 
agreement to furnish Aviation Securities Corporation with invest- 
ment advice and other information with reference to aviation secu- 
rities. The remainder of the warrants were distributed by the spon- 
sors to the 21 directors of Aviation Securities Corporation apparently 
as consideration for their services as directors.™°? 

Options to purchase 500 shares of the company’s stock were exercised 
in 1929. ‘The company thereby raised an additional $10,000, increas- 
ing the total capital contribution made to the company to $3,260,000.11° 

However, from 1929 to 1931, the corporation repurchased 36,500 
of its own shares at a total cost of $556,307.98. As will be seen later, 
20,000 of these repurchased shares were sold to Atlas Corporation for 
$240,000. The remaining 16,500 shares were retired by the corpora- 
tion.1°? The cost of these retired shares was $316,307.98.""° ‘'Treat- 
ing the cost of these retired shares as a return of capital to the com- 
pany’s stockholders, the net capital contributed to the corporation 
was $2,948,692.02. 

During the first year of its existence the corporation invested almost 
exclusively in aviation securities." Its investment in National Air 
Transport, Incorporated, alone constituted in excess of 50% of its 
assets.1112, However, by the middle of 1930 the corporation had dis- 
posed of nearly all of its investments in aviation stocks, including 
its investment in National Air Transport, Incorporated, which was 
sold at a profit of approximately $700,000, and had replaced them 
with a diversified portfolio of securities.‘ This shift in investment 
policy was disclosed by the management to the company’s stockholders 
in the annual report of the company for the year 1930.11** 


1104 The listing bulletin for the stock of Aviation Securities Corporation on the New York 
Curb Exchange did not reveal the transaction between Aviation Securities Corporation and 
a company affiliated with one of its sponsors, Earle H. Reynolds. 

1105 Yoody’s Manual of Investments, Banks, ectc., 1982, p. 1232. 

1106 Op. cit. supra, note 990, Commission’s Exhibit No. 2008. 

1107 Tq., Commission’s Exhibit No. 1998 (Items 7 and 8). 

108 Tq., Commission’s Exhibit No. 2000 (Exhibit A). 

1109 Derived from supplementary information supplied the Commission for Aviation 
Securities Corporation. 

1110 Op. cit. supra, note 990, Commission’s Exhibit No. 2003. 

1111 Thid. 

11122 Tq., Commission’s Exhibit No. 2000. 
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Aviation Securities Corporation. 
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As at, December 31, 1931, the approximate date that Atlas Corpora- 
tion acquired a majority of the shares of Aviation Securities Corpo- 
ration, the assets of the company totaled $1,725,210. The com- 
pany had suffered realized and unrealized losses of $1,218,481.%™° 
These losses totaled approximately 40% of the company’s net con- 
tributed capital of $2,943,692. 

Negotiations between Atlas Corporation and Field, Glore & Co. 
looking toward Atlas Corporation’s acquiring an interest in Aviation 
Securities Corporation, were commenced in the fall of 1930.%" Mr. 
Odlum testified that it was not the intention of the management of 
Aviation Securities Corporation that Atlas Corporation acquire con- 
trol of Aviation Securities Corporation. Rather, according to Mr. 
Odlum, the management of Aviation Securities Corporation intended 
that Atlas Corporation should remain in a minority stockholder’s 
position in Aviation Securities Corporation and aid that corporation 
by its advice and suggestions on investments."* Mr. Odlum’s inten- 
tion, which he testified he did not disclose to Field, Glore & Co. and 
to the management of Aviation Securities Corporation, was to acquire 
control of, and eventually to absorb Aviation Securities Corpora- 
tion.4 

Apparently, Field, Glore & Co.’s only security interest in Aviation 
Securities Corporation was its ownership of a block of the com- 
pany’s outstanding warrants. Atlas Corporation desired, therefore, 
to acquire control of all or part of the 36,500 shares of Aviation 
Securities Corporation’s stock held in the treasury of the corporation. 
Field, Glore & Co. apparently was desirious of selling to Atlas Cor- 
poration the warrants owned by itself and Mr. Glore personally, and 
the warrants held by other influential directors of Aviation Securities 
Corporation. As has already been pointed out, these warrants en- 
titled their holders to purchase stock of Aviation Securities Corpo- 
ration at a price of $20 a share until December 31, 1931. In other 
words, the warrants would expire in about a year. That the war- 
rants were of little actual value is evident from the fact that the 
asset value of the stock purchasable under the warrants was $18.62 *° 
a share and the market value of such stock was $12 a share. The 
evidence indicates that Mr. Odlum, himself, believed that these war- 
rants were of no real value to the sponsors. In a cablegram dated 
October 7, 1930, from Mr. Odlum to L. Boyd Hatch, a director and 
vice president of Atlas Corporation, Mr. Odlum stated : 


Your letter from Chicago about Aviation Stop If you could get management 
and say fifty or sixty thousand shares around fifteen or sixteen would pay $2.50 
for options Stop Above based on figures your letter which probably can be all 
correspondingly: reduced on account subsequent market decline Stop Doubt 
greatly if market values on investment trusts will climb sufficiently to make 
these short term warrants of any real value to present owners Stop They 


1115 Tq., Commission’s Exhibits Nos. 2000, 2003. 

1116 Td., Commission’s Exhibit No. 2008. 

1117 Td,, at 18071. 

118 Tq., at 18073. 

119 Td., at 18073-5. 
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have value for purpose control only and would hope to buy sufficient shares 
below liquidating value so that shares plus options would not cost more than 
liquidating value of shares thus giving us first control of additional capital and 
second a profit in working out the remaining shares. 


Although these warrants were worthless, their purchase from in- 
fluential directors and from the sponsors of Aviation Securities Cor- 
poration might serve as an inducement to these individuals to author- 
ize the sale of a large block of the investment company’s treasury 
stock to Atlas Corporation at a price sufficiently below their asset 
value to enable Atlas Corporation to retrieve the loss it would suffer 
by purchasing the warrants. A letter dated November 25, 1930, 
written by John W. Donaldson, a vice president of Atlas Corpora- 
tion, to Charles F. Glore of Field, Glore & Co., one of the sponsors 
of Aviation Securities Corporation, after pointing out that Mr. 
Odlum was in Europe, and that final determination of the negotia- 
tions would have to await his return, went on to state :18 


In the meantime, would it be possible for you to let us know the number of 
warrants which you think can be purchased and the price. We must confess 
that we are somewhat skeptical about the value of these warrants at the pres- 
ent time, owing to the very short time they have to run and the rather distinct 
possibility that there will not be any very great recovery in the market over 
the next year. In view of this fact, we are interested in determining whether 
jt would be possible for us to be granted an option on the treasury stock at 
somewhat below liquidating value, along with and in consideration of these 
warrants. 


On January 26, 1931, Aviation Securities Corporation sold to Atlas 
Corporation 20,000 shares of its treasury stock at $12 a share, the 
market price, for a total consideration of $240,000.14 The asset 
value of this stock, as has been stated, was then $18.62 a share, so that 
the sale meant a gross loss in asset, values to stockholders of Aviation 
Securities Corporation of $132,400. Atlas Corporation gained this 
spread in asset value. However, on February 5, 1931, Atlas Corpora- 
tion purchased from a group of the directors and sponsors of Avia- 
tion Securities Corporation 43,8384 warrants of Aviation Securities 
Corporation at a price of $3 a warrant or a total consideration of 
$131,502.12° Thus, the gain in asset value derived by Atlas Corpo- 
ration on. the purchase of the 20,000 shares was almost equal to the 
cost of these warrants purchased by Atlas Corporation. The asset 
gain to Atlas Corporation on its purchase of the treasury stock of 
Aviation Securities Corporation for a price less than the stock’s 
liquidating value was in effect paid to the directors of Aviation 
Securities Corporation who sold their warrants to Atlas Corporation. 
In other words, the asset value gain, which Aviation Securities Cor- 
poration’s stockholders would have derived if the treasury stock 
purchased by Atlas Corporation had been retired, was actually real- 
ized, not by the stockholders, but by the directors who sold their 
warrants to Atlas Corporation. 

The 48,834 warrants of Aviation Securities Corporation were pur- 
chased by Atlas Corporation from the following directors and spon- 


1123 Td,, Commission’s Exhibit No. 1996. 
u% Tq., Commission’s Exhibit No. 2001 (p. 74). 
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sors of Aviation Securities Corporation: Earle H. Reynolds, John 
Wentworth, Laurance H. Armour, Charles F. Glore, Walter B. Wolf, 
Field, Glore & Co., and Mander Investment Company."* As has 
previously been pointed out, Karle H. Reynolds was the president of 
Mander Investment Company. These five directors participated in 
the unanimous approval by the 10 directors present at a meeting 3?" 
of the board of directors of Aviation Securities Corporation held on 
January 27, 1931, of the sale of the 20,000 shares of treasury stock to 
Atlas Corporation. The sale of their warrants by these directors to 
Atlas Corporation was apparently never revealed to the stockholders 
of Aviation Securities Corporation in any notice, statement, or report 
to these stockholders. 

The 20,000 shares purchased by Atlas Corporation from Aviation 
Securities Corporation itself constituted approximately 15% of the 
134,000 shares then outstanding in the hands of Atlas Corporation 
and the public, and enabled Atlas Corporation, as Mr. Odlum ex- 
pressed it, “to get his foot in the door” +!*® of Aviation Securities 
Corporation. Eventually, Atlas Corporation hoped to gain a profit 
by purchasing the remaining outstanding shares of Aviation Securi- 
ties Corporation at market prices which were less than the asset value 
of the shares,117° 

Although Mr. Odlum admitted that Mr. Donaldson’s letter indi- 
cated that the warrants were purchased by Atlas Corporation as an 
inducement. to the influential directors and sponsors of Aviation 
Securities Corporation to cause the issuance of the 20,000 shares of 
the treasury stock of Aviation Securities Corporation to Atlas Cor- 
poration, he testified that he did not believe that stockholders of Avi- 
ation Securities Corporation were harmed by these transactions. 
Nevertheless, it 1s obvious that transactions which might entail an 
eventual shift in the control and management of their company may 
be of substantial concern to stockholders. In addition, the entrance 
of Atlas Corporation into their corporation meant the commence- 
ment of a campaign by Atlas Corporation to acquire the stock of 
Aviation Securities Corporation for cash or by exchange offer at less 
than the asset value of such stock although at prices above the mar- 
ket prices of comparable investment company shares. 

Mr. Odlum, when examined on the propriety of directors acting in 
transactions involving conflicting interests with their stockholders, 
testified ; 18° 


Q. Mr. Donaldson was asking Mr. Glore, “won’t you please sell us your stock 
below liquidating value.” That is clear from his letter. 

A. Yes. 

Q. There, too, we have the directors in a conflicting position, Mr. Odlum. Mr. 
Glore is determining the price at which he will sell the treasury stock to Atlas 


1126 Jd., Commission’s Exhibit No. 2001 (p. 74). 

127 Td., Commission’s Exhibit No. 1998 (Item 8). 

1128 Td., at 18075. 

12 Td., Commission’s Exhibit No. 1996. On January 27, 1981, the date that Atlas Cor- 
poration purchased from Aviation Securities Corporation 20,000 shares of that company’s 
treasury stock, L. Boyd Hatch and John W. Donaldson. both of whom were officers of Atlas 
Cerporation, became directors of Aviation Securities Corporation (id., at 18082 and 
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Corporation, isn’t that so? And yet he stands to gain or lose in a pecuniary 
sense dependent upon whether the sale is effected or not? 

A. I think the first part of your statement is correct, that certainly in the 
negotiations that Donaldson carried on, he tied the purchase of the warrants 
in with the stock. The answer to the second part depends upon how far Glore 
participated in the decision to sell treasury stock * * *, 

Q. Mr. Odlum, don’t all of these examples present the broad problem, regard- 
less of how honest a person may be, whether he should be permitted to place 
himself in a position in a transaction which affects the stockholders’ rights 
substantially? In this case, by selling stock below asset value, he stands to lose 
or gain in the sense that he may be able to sell the option warrants or may 
not be able to sell them * * *, 

A. The average individual in private life, that is in active private life, is 
confronted with those situations nearly every day. Naturally, it is a problem. 
It is a responsibility. Usually it is customary to try to guard against your 
own interest where there is a diversity. But I do not know how you can avoid 
such diversity of interest in the complicated life that the average person has to 


go forward with. 
*% * * *K 3 * * 


Q. I suppose that will have to be the job of the Commission in formulating 
its recommendations to Congress. 

A. The Commission can’t do it either. You might substitute somebody else’s 
judgment, but if you try to do it in every case where there is a diversity of 
interest, there wouldn’t be any private business but the Commission would be 
doing the private business. 

Q. * * * Do you think very great harm would be occasioned to the eco- 
nomic foundation of this country if we were to say, “Mr. Glore, we are very 
sorry, but with full consciousness of your integrity and honesty, we do not think 
you ought to do such a thing, at least without disclosing it or without telling 
your stockholders that as a part of the transaction whereby the investment 
company is selling the Atlas Corporation securities at $132,400 below their asset 
yalue simultaneously therewith Atlas buys 43,000 of your valueless option 
warrants”? 

A. No * * *, I do not object to the principle involved. I say that in its 
final working out in practical effect, there might be more harm done than sav- 
ings in the few cases where it is abused. 


% * * % * * * 
In this particular case, I do not believe that even though they were tied to- 
gether, apparently as they were, that the selling of treasury stock at or above 
its market value and below its liquidating value would cause such a diversity of 
interest as to justify imposing the judgment of some Governmental body, for 
example. In its final working out, it certainly did not hurt them. I don’t 
think any of these gentlemen thought they were doing anything in the way of 
harm to their shareholders. Again, I am not arguing against regulation. I 
am merely saying that any regulation, unless the utmost care is used in defining 
its limits so that it is not left to judgment and personalities, will cause a lot of 
confusion and trouble. 


Notwithstanding Mr. Odlum’s testimony that Field, Glore & Co. did 
not desire Atlas Corporation to obtain control of Aviation Securities 
Corporation," Mr. Odlum, nevertheless, testified that Field, Glore & 
Co. continued to purchase stock of Aviation Securities Corporation in 
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the market as broker for Atlas Corporation. Purchases were made 
by Field, Glore & Co. at bid prices fixed by Atlas Corporation.” 

To August 17, 1931, Atlas Corporation acquired, in addition to the 
20,000 shares of Aviation Securities Corporation stock which had been 
acquired directly from the company itself, a total of 28,290 shares of 
Aviation Securities Corporation stock, bringing its total holdings to 
48.990 shares at a total cost of $651,295.80. The bulk of these pur- 
chases were made through or from Field, Glore & Co. and James C. 
Willson & Company, two of the sponsors of Aviation Securities Cor- 
poration. In several cases purchases were made from Field, Glore & 
Co. at prices above the then market price of Aviation Securities Cor- 
poration stock. From June 16 to June 26, 1931, Atlas Corporation 
acquired from Field, Glore & Co. 8,000 shares of the stock of Aviation 
Securities Corporation at prices of $15 and $16 a share. The highest 
market price of the stock for the month of June 1931 was $13."%* The 
purchase price of these shares was approximately $21,000 in excess of 
their market price. On June 29, 1931, James C. Willson & Company, 
which was one of the sponsors of Aviation Securities Corporation and 
was also acting as broker in acquiring Aviation Securities Corpora- 
tion stock for Atlas Corporation, sold 5,000 shares of Aviation Securi- 
ties Corporation stock to Atlas Corporation at $16 a share for a total 
of $80,000. As has been stated above, the highest market price for 
the stock in the month of June 1931 was $13 a share, so that Atlas Cor- 
poration paid James C. Willson & Company approximately $15,000 
in excess of the market value of the shares purchased."*** 

On August 17, 1931, Atlas Corporation acquired control of Chatham 
Phoenix Allied Corporation and changed its name to Securities Allied 
Corporation. As an aspect of the acquisition of control of Securities 
Allied Corporation, the details of which have already been de- 
seribed,1*87 Atlas Corporation transferred to Securities Allied Cor- 
poration all of its then holdings of ‘Aviation Securities Corporation 
stock—48,290 shares and 43.834 warrants—for a total consideration of 
$790,101.50, of which $65,751 represented the purchase price of the 
warrants. Since these securities had cost Atlas Corporation $782,- 
797.80, a profit of $7,303.20 was derived by Atlas Corporation on the 
sale. Securities Allied Corporation charged off as worthless the war- 
rants for which it had paid Atlas Corporation $65,751. Following 
this transaction Securities Allied Corporation continued to purchase 
additional shares of Aviation Securities Corporation stock largely 
through Field, Glore & Co. By December 31, 1931, Securities Allied 


1122 Td., at 18083. Mr. Odlum testified (id., at 18082—3) : 


Q. It was after they [John W. Donaldson and L. Boyd Hatch of Atlas Corporation] 
went on the Board [of Aviation Securities Corporation] that Atlas Corporation com- 
menced its campaign to acquire more stock in the open market? 

A. We authorized Kield, Glore & Co. to buy all the stock they could in open market 
channels, and they bought it. 
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Corporation held 67,571 shares, or 50.42% of the outstanding shares 
of the capital stock of Aviation Securities Corporation."38 

On June 4, 1932, Atlas Corporation, as one of 12 exchange offers 
made simultaneously to the stockholders of its controlled companies, 
offered to exchange one and two-fifths shares of its own common stock 
for each share of the capital stock of Aviation Securities Corporation. 
The offering letter stated the asset value of each share of Aviation 
Securities Corporation capital stock to be $12.20 a share but did not 
state the actual asset value of Atlas Corporation common stock,!™° 
which was then $2.97 a share. However, the offering letter did state 
that the asset value of Atlas Corporation common stock would be 
$7.30 a share if all of the stockholders of Atlas Corporation’s 12 sub- 
sidiary investment companies to whom exchange offers were made ac- 
cepted such offers. 

The one and two-fifths shares of Atlas Corporation offered for each 
share of the capital stock of Aviation Securities Corporation had an 
asset value of $4.16. The shares of Atlas Corporation offered had a 
market value of $7, the equivalent of the market value of each share 
of capital stock of Aviation Securities Corporation. However, on the 
basis of an asset value of $2.97 a share of Atlas Corporation common 
stock, acceptance of the offer by Aviation Securities Corporation 
stockholders would entail a gross asset loss to them per share of Avia- 
tion Securities Corporation capital stock of $8.04.414° On the basis of 
an asset value of $7.30 a share of Atlas Corporation common stock, 
acceptance of the offer by Aviation Securities Corporation stockhold- 
ers would involve an asset loss to them per share of Aviation Securi- 
ties Corporation stock of $1.98. 

As a result of its June 4, 1932, offer of exchange, Atlas Corporation 
acquired 16,109 shares of the capital stock of Aviation Securities Cor- 
poration in exchange for 22,552.6 shares of its own common stock. On 
the exchange Aviation Securities Corporation stockholders who ac- 
cepted the offer suffered a gross loss in asset value of $129,549 on the 
basis of an asset value of $2.97 for each share of the common stock of 
Atlas Corporation received in the exchange.!**! 

Of the 16,109 shares of Aviation Securities Corporation acquired in 
exchange for Atlas Corporation’s common stock, 15,809 shares were 
transferred by Atlas Corporation to Ungerleider Financial Corpora- 
tion, one of Atlas Corporation’s then controlled companies, for a 
total consideration of $142,281, the market price of the shares."42. The 
Aviation Securities Corporation stock had cost Atlas Corporation, in 


188 Op. cit. supra, note 990, Commission’s Exhibit No. 2001 (pp. 76-7). Mr. Odlum 
testified (id., at 18073-4) : 


Q. You ultimately wound up with control of Aviation Securities? 

A. Yes, sir. 

Q. How did that happen? 

A. Because we went out and bought shares in the market until we got enough to 
take control. But that wasn’t their idea. 

Q. Were they a little surprised when they found you in control? 
A. Quite disgusted. 

* 


* * * * * * 


Q. What did they say? 
A. They wanted to keep their company going as a company * * ¥*, 


1189 Td., Commission’s Exhibit No. 1970. 

1140 Tq., Commission’s Exhibit No. 2001 (pp. 77-8). 

u4Tbid. However, by becoming stockholders of Atlas Corporation, exchanging stock- 
holders of Aviation Securities Corporation retrieved a portion of their loss in asset value. 

1142 Thid. 
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terms of the asset values of the shares which it had given in exchange, 
approximately $66,000.1*4* The profit to Atlas Corporation on this 
sale to Ungerleider Financial Corporation was approximately $76,000. 

On June 13, 1933, Atlas Corporation in a circular letter offered to 
exchange one and one-tenth shares of its common stock for each share 
of the stock of Aviation Securities Corporation. The letter stated the 
market value of Atlas Corporation common stock to be $18.50 a 
share.144 The market value of Aviation Securities Corporation stock 
did not appear in this letter, nor did the offer reveal the asset values of 
the stock of Aviation Securities Corporation or of the stock of Atlas 
Corporation. The asset value of the Aviation Securities Corporation 
stock was $17.35 145 a share and the asset value of one and one-tenth 
shares of Atlas Corporation common stock was $11.77."4° Conse- 
quently, an exchange on this basis entailed a gross loss in assets to 
each exchanging Aviation Securities Corporation stockholder of $5.58 
per share of his Aviation Securities Corporation stock." 

The letter stressed the active market existing for Atlas Corporation 
common stock.1148 The Aviation Securities Corporation stock had been 
delisted by the New York Curb Exchange in January 1933.°* 

As a result of this exchange offer, Atlas Corporation acquired 5,204 
shares of Aviation Securities Corporation stock, giving in exchange 
therefor 50 shares of its preference stock and 5,952.9 shares of its com- 
mon stock. The asset loss to Aviation Securities Corporation stock- 
holders who accepted the offer was $24,092. By October 27, 1933, the 
date of the dissolution of Aviation Securities Corporation, Atlas Cor- 
poration and its controlled companies had acquired a total of 131,130 
shares of its stock, equivalent to 97.85% of the 134,000 shares of the 
company’s stock then outstanding. The total net cost of these shares 
(including the cost of the warrants purchased from the directors and 
sponsors of Aviation Securities Corporation) was approximately 
$1,572,000. On the dissolution of Aviation Securities Corporation, 
Atlas Corporation, and its controlled investment companies received 
as a liquidating dividend, cash and securities valued at market prices, 
aggregating $2,008,173.35. The profit to Atlas Corporation and its 
controlled companies accruing from the absorption of Aviation Se- 
curities Corporation was, therefore, approximately $4386,000.1*%° 


3. PURCHASE OF MANAGEMENT AND DISTRIBUTION 
CONTRACTS 


a. To Induce Shift in Control 
(1) FEDERATED CAPITAL CORPORATION—ATLAS CORPORATION 


Federated Capital Corporation was incorporated in Delaware on 
April 7, 1927, under the auspices of William J. Thorold, who had 


1143 Tpbid. 

1144 T[g., Commission’s Exhibit No. 1970. 

1445 Thid. 

1140 Tq., Commission’s Hxhibit No. 2001 (p. 83). 

147 [pid. See, however, note 1141, supra. 

148 Td., Commission’s Hxhibit No. 1970. 

149 Derived from supplementary information supplied the Commission for Aviation Securi- 
ties Corporation. 

1150 Op. cit. supra, note 990, Commission’s Exhibit No. 2001 (pp. 84-6). 

1151 Public Examination, Federated Capital Corporation, Commission’s Exhibit No. 1471. 
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previously been connected with investment companies in England 
and had sponsored several so-called “fixed investment trusts” in 
America.1?°? 

Mr. Thorold, as president of the company from its inception until 
May 1931 received in salaries (including a bonus for the fiscal year 
ending April 30, 1929, of $50,184.45) a total of approximately 
$172,000.12 

On April 25, 1927, Federal Debenture Company, Incorporated, a 
company then 40% owned by Mr. Thorold, entered into a contract +*+ 
with Federated Capital Corporation whereby it was agreed that in 
consideration of the investment advice and other services to be ren- 
dered to Federated Capital Corporation by Federal Debenture Com- 
pany, Incorporated, Federated Capital Corporation agreed to pay 
Federal Debenture Company, Incorporated, an annual fee equivalent 
to 4% of 1% of its total invested capital, including as capital bor- 
rowed monies. The contract was to endure for a period of five years 
until December 31, 1932. Under this contract Federal Debenture 
Company was paid $5,371 in 1928 and $24,323 in 1929.55 However, 
on February 25, 1929, the agreement was canceled and a new manage- 
ment contract °° entered into between Federated Capital Corpora- 
tion and Federated Management Corporation, a company owned 90% 
by Mr. Thorold. The terms of this contract were similar to the 
original management contract with the noteworthy exception that the 
period of operation of the second contract was to be for 10 years, 
terminating on February 25, 1939. Federated Management Cor- 
portion received as management fees $31,706 in 1930 and $12,729 in 
1931. The total management fees paid by Federated Capital Cor- 
poration from 1927 to May 1931 to these two companies, both sub- 
stantially owned by Mr. Thorold, was $74,131."°7 

The sales literature used in selling the stock of the company and 
the annual reports of the company never informed stockholders of 
the company of the existence of these management agreements.1** 
Without their knowledge, the stockholders became committed to the 
management by Mr. Thorold of their corporation, whether successful 
or unsuccessful, for a period of 10 years. It will be noted that 
compensation was based not on profits but on invested capital, a basis 
of compensation which would always insure a fee even if the com- 
pany were unsuccessful in its operations. 

The authorized capital stock of the corporation consisted of a 6% 
cumulative preferred stock with voting rights, each share having a 
par value of and entitled on liquidation of the company to a prefer- 
ence in assets to the extent of $25 a share, and common stock having 
one vote a share.'1°9 

Mr. Thorold also derived profits from the distribution of the securi- 
ties of Federated Capital Corporation. On April 22, 1927, Federated 


1152 Td., at 14428-9. 

188 Tqd., at 14483 and Commission’s Exhibit No. 1475. 
1154 Td., Commission’s Exhibit No. 1474. 

155 Tq., at 14470. 

1456Td., Commission’s Exhibit No. 1495. 

187 Td., at 14470. 

us Td. at 14583. 

1459 Td., Commission’s Exhibit No. 1471. 
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Capital Corporation entered into an agreement" with Federal 
Debenture Company, Incorporated, 40% of the stock of which was 
owned by Mr. Thorold, providing for the purchase by Federal De- 
benture Company of 9,600 shares of the company’s preferred stock 
and 6,000 shares of its common stock for a total consideration of 
$360,000. In return for this commitment upon the part of Federal 
Debenture Company, Incorporated, Federated Capital Corporation 
eranted to Federal Debenture Company an exclusive sales agency, 
until July 1933, to sell the remainder of its authorized preferred and 
common stock, on a 10% commission basis. Of this 10% selling com- 
mission Federal Debenture Company, Incorporated, was to retain 1%, 
and 9% was to be paid to dealers employed by Federal Debenture 
Company, Incorporated, actually to sell the securities. On February 
25, 1929, this exclusive agency was canceled and a new contract entered 
into with Federated Management Corporation, a company 90% owned 
by Mr. Thorold. This new contract“ was similar in its provisions to 
the former one except that the prices to be paid by Federated Man- 
agement Corporation to Federated Capital Corporation for its com- 
mon stock were fixed at asset value plus 15% of such asset value. 

Neither Federal Debenture Company, Incorporated, nor Federated 
Management Corporation actually sold the securities of Federated 
Capital Corporation to the public. Instead, a contract *% was en- 
tered into by these companies with P. H. Whiting & Co., Inc., pro- 
viding for the distribution of the securities by that firm in return 
for a commission of 9% of the selling price of the shares to the 
public. A 1% commission was retained by the companies controlled 
by Mr. Thorold. 

P. H. Whiting & Co., Inc., and its subdealers and agents engaged in 
an intensive sales campaign. The stock of Federated Capital Cor- 
poration was continuously offered to the public from 1927 to May 
1931, when Atlas Corporation acquired control of the company. 
Charles H. Gleason, a vice president of P. H. Whiting & Co., Inc., 
testified that Federated Capital Corporation stock was virtually sold 
from door to door by 125 subdealers in small localities. Few shares 
of the stock were sold in New York City.“°? The stock was sold in 
small amounts to investors who, Mr. Gleason testified, relied on their 
dealers for investment counsel and advice.“** Eventually, Federated 
Capital Corporation had a total of 3,300 preferred stockholders with 
an average of 87 shares each and 5,615 common stockholders with 
an average holding of 38 shares each.™°° 

Tn connection with and to facilitate the primary distribution of the 
stock, P. H. Whiting & Co., Inc., maintained an over-the-counter mar- 
ket for the company’s securities and continued to do so until Atlas 
Corporation acquired control of the corporation.“°° Mr. Thorold’s 
Federated Management Corporation also engaged in market-support- 


1160 J@., Commission’s Exhibit No. 1472. 

1161 [q., Commission’s Exhibit No. 1495. 

1162 Tq., Commission’s Exhibit No. 1473. 

1163 Public Examination, Atlas Corporation, Commission’s Exhibit No. 1982; op. cit. supra, 
note 1151, at 14570-1. 

1164 Op. cit. supra, note 1151, at 14571. 

116 Public Examination, Atlas Corporation, Commission’s Exhibit No. 1982. 

116 Op, cit. supra, note 1151, at 14566, 14568. 
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ing operations in Federated Capital Corporation’s stock, particularly | 
after the market collapse of October 1929.%° 

To May 1931, a total of 122,320 shares of the preferred stock and 
218,399 shares of the common stock of Federated Capital Corporation 
were sold to the public by P. H. Whiting & Co., Inc., and its sub- 
dealers. On these sales the corporation received a total of $6,122,- 
680.37. The total selling commissions were $310,291.52, of which 1%, 
or $31,029, was retained by Mr. Thorold’s companies, Federal De- 
benture Company, Incorporated, and Federated Management Corpo- 
ration, and the remainder was retained by P. H. Whiting & Co., Inc., 
and its subdealers.11*8 

From the inception of the company to May 1931, when control of 
the company passed to Atlas Corporation, the company paid out as 
dividends $378,966.38. Treating these dividends as a return of cap- 
ital, the net capital contributed to the enterprise was $5,743,713.99.11°° 

The company, under Mr. Thorold’s management, widely diversified 
its security investments.” The company, however, did not in gen- 
eral hold securities for investment purposes but rather actively traded 
in securities. The extent of this trading activity is indicated by the 
fact that, in the four years during which the company was managed 
by Mr. Thorold, it purchased and sold approximately $53,000,000 
worth of securities." In other words, the company’s capital of 
approximately $6,000,000 was turned over approximately nine times. 
In addition, the company’s capital was augmented by borrowed 
monies. On October 17, 1929, the company borrowed $900,000,127 
which was immediately invested in securities which substantially de- 
preciated in value following the stock market collapse of October 
29, 1929. However, borrowing money was advantageous to Mr. 
Thorold since his controlled companies, Federal Debenture Company, 
Incorporated, and Federated Management Corporation received as 
management compensation from Federated Capital Corporation 14 
of 1% of all borrowed monies in addition to the 14 of 1% on the 
company’s capital invested by its stockholders. 

By May 1931, the corporation’s assets had depreciated to $2,845,- 
008.31. In other words, the company on its operations had suffered 
losses, realized and unrealized, of $2,898,705.68. This loss was ap- 
proximately 50% of the net capital of $5,743,713.99 contributed to 
the corporation by its stockholders.” 

The asset value of the company’s preferred stock in May 1931 was 
$24.48 a share, which was less than the $25 a share par value of the 
stock to which it was entitled on dissolution.- The market value of 
the stock was $14.37 a share, or approximately $10 a share less than 
its asset value. The common stock had no asset value but had a 
market value of approximately 62 cents a share.1"4 


167 Td., at 14592. 

ues Tq., Commission’s Exhibit No. 1476. 

1169 Op. cit. supra, note 1165, Commission’s Exhibit No. 2003. 

47 Op. cit. supra, note 1151, at 14521. At their peak the funds of Federated Capital 
Corporation were invested in 270 securities (ibid.). 

u717Td., at 14474. 

u72Tq., at 14473. 
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In contrast to these losses suffered by the company’s stockholders, 
William J. Thorold and his controlled companies, Federal Debenture 
Company, Incorporated, and Federated Management Corporation, 
received in salaries, selling commissions, and management fees a total 
of $286,327.73. 

Following the market collapse of 1929, it became exceedingly diffi- 
cult to sell additional shares of Federated Capital Corporation 
securities. P.H. Whiting & Co., Inc., and its subdealers, principally 
Williams, Partridge and Rapley of Montreal, Canada, who had sold 
a large number of the company’s securities in Canada, became dis- 
satisfied with the management of Federated Capital Corporation.*” 
They demanded that nominees of the dealers be elected to the board 
of directors of Federated Capital Corporation, so that the dealers 
might acquire exact information as to the affairs of the company.""° 
Mr. Thorold, however, refused to accede to this request.” 

P. H. Whiting & Co., Inc., also objected to the high ratio of the 
company’s operating expenses to its total assets.” Fully 59% of 
the total expenses of the company consisted of Mr. Thorold’s salary 
and the management fees paid to his controlled companies.4? This 
pressure brought by the dealers upon Mr. Thorold apparently in- 
duced him to waive his salary for the year ending April 30, 1931. 
However, when Atlas Corporation acquired control of Federated 
Capital Corporation, as part of the transaction for acquisition of con- — 
trol of Federated Capital Corporation, Atlas Corporation paid Mr. 
Thorold his salary ($27,000) for the year ending April 30, 1981.™° 

In June 1930, Matthew Robinson, an employee of Atlas Corpora- 
tion’s subsidiary, All America General Corporation, approached P. H. 
Whiting & Co., Inc., to inquire as to the possibility of the acquisition 
by Atlas Corporation of control of Federated Capital Corporation.\** 
P. H. Whiting & Co., Inc., held no stock in Federated Capital Corpo- 
ration.“82. However, P. H. Whiting & Co., Inc., as the distributor 
of Federated Capital Corporation’s securities "** would be invaluable 
in procuring purchases and exchanges of Federated Capital Corpora- 
tion’s securities for Atlas Corporation. In other words, the confi- 
dence of the Federated Capital Corporation security holders in P. H. 
Whiting & Co., Inc., and its subdealers, who had sold them the secu- 
rities, would enable P. H. Whiting & Co., Inc., and its dealers to 
reverse, in effect, the original process of distribution of the shares 
and to reacquire them for the account of Atlas Corporation. 

The negotiations between Atlas Corporation and P. H. Whiting & 
Co., Inc., did not materialize into an agreement until January 1931, 
primarily because of the fact that Federated Capital Corporation 
was still paying dividends on its preferred and common stock." 
Apparently, it would have been difficult to persuade holders of divi- 


1175 Op. cit. supra, note 1151, at 14551. 

1176 Tq., at 14549. 

umTd., at 14578. 

1178 Op. cit. supra, note 1165, at 17946. 

1179 Op. cit. supra, note 1151, at 14544—5. 

1180 Jd., at 14606. 

1181 Op. cit. supra, note 1165, Commission’s Exhibit No. 1982. 
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dend paying securities to sell or exchange their stock. However, in 
January 1931, Federated Capital Corporation ceased to pay dividends 
on its securities.11°> 

On January 28, 1931, Atlas Corporation and P. H. Whiting & Co., 
Inc., reached an agreement,"** the salient provisions of which were 
as follows: 

We [P. H. Whiting & Co., Inc.] shall * * * endeavor to buy for you in 
the market, subject at all times to your [Atlas Corporation] direction, such 
quantities of the preferred and/or common stock of Federated Capital Corpora- 
tion as you may desire to purchase. 

We also agree to use our best efforts towards getting stockholders to exchange 
their shares for shares of Atlas Corporation, as such time as you are in a position 
to make a satisfactory exchange offer to Federated stockholders. 

AS compensation for our services and to cover such expenditures as we shall, 
no doubt, have to make, including a probable payment to dealers for their assist- 
ance in obtaining proxies and/or exchanges of stock, we are to be paid $1.00 per 
share for each share of preferred and $.20 per share for each share of common 
stock of Federated Capital Corporation, which is either exchanged for stock 
of Atlas Utilities Corporation, whether such exchanges or purchases be made 
through P. H. Whiting & Co., Ine, or by other means. 

* * * o * * * 

On call for a meeting of stockholders of Federated Capital Corporation, P. H. 
Whiting & Co., Inc., is to receive $.50 per share on all preferred stock and $.10 
per share on all common stock on which proxies are obtained by or for you. We 
appreciate that the above payment must be predicated upon the acquiring of a 
definite minimum number of shares of stock necessary to accomplish the purpose 
of the meeting. * * #* 


Atlas Corporation thus acquired for a consideration the support 
and prestige of P. H. Whiting & Co., Inc., and its subdealers in its 
campaign to acquire the securities of Federated Capital Corporation. 
P. H. Whiting & Co., Inc., which had sold the company’s securities 
to the public and which concededly owed the security holders at least 
a moral obligation to protect them from further losses,8" was com- 
mitted to solicit acceptance of future “satisfactory” exchange offers. 

Having thus acquired the cooperation of the distributors of the 
company’s securities, Atlas Corporation’s next step was to acquire 
control of the management of the portfolio of Federated Capital 
Corporation. Such control was necessary to protect the asset gains 
which Atlas Corporation would realize from purchases and exchanges 
of Federated Capital Corporation’s securities for a consideration less 
than the asset values of such securities. It was also necessary to avoid 
the possibility of opposition to Atlas Corporation’s program by Mr. 
Thorold. 

As has been pointed out, Federated Management Corporation, a 
company controlled by Mr. Thorold, held a contract to manage the 
portfolio of Federated Capital Corporation until February 1939. 
To acquire control of the management, it was necessary for Atlas 
Corporation to acquire the management contract held by Federated 


1185 Op, cit. supra, note 1151, Commission’s Exhibit No. 1485. 
1186 Op, cit. supra, note 1165, Commission’s Exhibit No. 1982. 
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Management Corporation. The latter corporation also owned 8,000 
shares of the preferred stock of Federated Capital Corporation. 

Mr. Thorold had meanwhile been conducting negotiations of his 
own with representatives of several other investment companies who 
were desirous of acquiring control of Federated Capital Corporation. 
Among the investment companies which had negotiated with Mr. 
Thorold were International Utilities Corporation, Transamerica Cor- 
poration, Tri-Continental Corporation, and Phoenix Securities Cor- 
poration. Harold A. Fortington, the American representative of the 
Royal Insurance Company of England, also had discussions with Mr. 
Thorold relative to acquiring control of Federated Capital Corpora- 
tion.488 -Mr. Thorold had been offered as much as $160,000 by these 
corporations and individuals for an assignment to them of the man- 
agement contract held by his Federated Management Corporation.'®° 

However, considerable influence was exerted upon Mr. Thorold by 
P. H. Whiting & Co., Inc., and its associated dealers to enter into an 
agreement shifting the management of Federated Capital Corpora- 
tion to Atlas Corporation. Mr. Thorold testified : **°° 


A. * * * 9 number of the stockholders and their representatives wanted 
it turned over to them [Atlas] and they came to us, saying that they represented 
a very, very large proportion of the stockholders and they favored turning it over 
to Atlas. 

Q. Will you tell us the names of these representatives of large stockholders? 

A. I think that there was more particularly representatives of Williams, 
Partridge & Rapley of Montreal. 

Q. You say that they wanted you to turn over control of this trust to Atlas 
Corporation? 

A. Well, I wouldn’t like to specifically state that, but I think they did. In 
any event, about that time, considerable influence was brought to bear on me 
to do so and I think P. H. Whiting & Co., Inc., also. They represented a large 
number of. stockholders. 

Q. And then you say P. H. Whiting & Co., Inc., was exerting pressure upon 
you to have you transfer control of this trust to Atlas Corporation? 

A. Well, I said that they were exerting influence and I didn’t Say pressure. 


P. H. Whiting & Co., Inc., did not reveal to Mr. Thorold the ar- 
rangement which it had entered into with Atlas Corporation in Janu- 
Try hole 

Asa result of the influence brought to bear upon Mr. Thorold, Atlas 
Corporation, on May 12, 1931, entered into an agreement with Feder- 
ated Management Corporation, Mr. Thorold’s company, whereby 
Atlas Corporation was assigned the management contract held by 
Federated Management Corporation. As consideration for this as- 
sionment Atlas Corporation paid Federated Management Corpora- 
tion the sum of $85,000. 

Tn addition, Atlas Corporation purchased the 8,000 shares of Fed- 
erated Capital Corporation preferred stock owned by Federated Man- 
agement Corporation at $20 a share, a price approximately $6 in 
excess of the market value of the shares, but approximately $4.50 less 


1188 Tq., Commission’s Exhibit No. 2001. 
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than the asset value of such shares. Mr. Thorold’s Federated Man- 
agement Corporation, on this sale, was thereby paid approximately 
$48,000 in excess of the market value of its holdings of Federated 
Capital Corporation preferred stock. Atlas Corporation also agreed 
to purchase and did purchase at $20 a share, 5,000 shares of Federated 
Capital Corporation preferred stock, owned by directors of Feder- 
ated Capital Corporation, principally David Bandler and Colonel 
John H. Price. Atlas Corporation paid to these directors approxi- 
mately $30,000 above the market price of their stock.11®? 

The agreement between Federated Management Corporation and 
Atlas Corporation also provided that “it is the good faith and under- 
standing of the parties hereto that there shall be no further purchases 
in the market of stock in Federated Capital Corporation by Fed- 
erated Management Corporation or by W. J. Thorold, except for 
the account of Atlas Corporation with its previous consent.” This 
agreement, in effect, required Mr. Thorold and Federated Manage- 
ment Corporation to cease their market-supporting operations in the 
securities of Federated Capital Corporation, thereby insuring to 
Atlas Corporation complete control of the market in the corporation’ 
securities.1#°3 

On May 12, 1931, Atlas Corporation entered into an agreement with 
Federated Capital Corporation to manage its portfolio, supply it 
with clerical and bookkeeping services, and to provide it with office 
space, for an annual fee equal to 1% of 1% of the assets of the cor- 
poration. Atlas Corporation also purchased from Federated Capital 
Corporation 31,600 shares of its common stock at the price of $1 a 
share. This stock, as has been pointed out, had no asset value.1%™ 

This management contract with Atlas Corporation was approved 
by the board of directors of Federated Capital Corporation on May 
14, 1931. Mr. Thorold, in presenting the contract to the directors for 
their approval, stated that the difficulties of Federated Capital Cor- 
poration were in large part due to the fact that the ratio of its operat- 
ing expenses to its capital was inordinately large. He stated to the 
board that “it was generally recognized that it would cost little or no 
more to manage and domicile a company of $30,000,000 capital [the 
then value of Atlas Corporation assets] than one of $3,000,000.” 1% 
The chief advantage of the contract with Atlas Corporation was the 
fact that all the expenses of the company, including salaries, would be 
covered by the 14 of 1% management fee, payable to Atlas Corpora- 
tion. In other words, the savings which would result to Federated 
Capital Corporation were principally to be effected by the elimination 
of the salary previously paid by the company to Mr. Thorold. 

On May 15, 1931, all of the directors, with the exception of Mr. 
Thorold, resigned and Atlas Corporation placed its nominees upon 
the board of directors of Federated Capital Corporation. 

Having completed this series of negotiations, Atlas Corporation 
was in a position to foster its program of acquisition of the securities 
of Federated Capital Corporation. Atlas Corporation was the only 
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substantial buyer of, and therefore in a position to control the market 
in, Federated Capital Corporation’s securities. After reaching its 
agreement with Atlas Corporation, P. H. Whiting & Co., Inc., ceased 
to support the over-the-counter market in the securities of Federated 
Capital Corporation. Charles H. Gleason, a vice president of P. H. 
Whiting & Co., Inc., testified : °° 


Q. Now, you. kept * * * sponsoring the market in that stock throughout 
this entire period? 

A. From 1927 until we finally withdrew some time in 1931. 

Q. That is in 1931 when you made the arrangement with Atlas Corporation? 

A. When Atlas took it over, and we had to—and we were sponsoring it. 

Q. You felt that you owed it to the stockholders that they have some kind 
of respectable market ; isn’t that so? 

A. Our dealers are our stock in trade, the same as the investor is the dealer’s 
stock in trade; and if we wanted to do any business, we had to do the very best 
we could in maintaining secondary markets on what we sold. 

Q. In that connection, Mr. Gleason, I think that it is elementary that if you 
hadn’t been in there policing the market in connection with the secondary distri- 
bution you probably would have had a worse market; isn’t that so? 

A. I am absolutely convinced that if I hadn’t been in there helping to support 
this market, and in turn getting our own sales organization and dealers to dis- 
tribute, the market would have gone right down like that, because there would 
have been nobody supporting it if I hadn’t been; and the stockholders that had 
stock, some of them actually needed their money, that I know; and if I had not 
been in there supporting that market, those people would have got zero for their 


stock, because there had been nobody supporting the market. 
oe * * * * % % 


Q. Mr. Gleason, I think you told us that you made some arrangement with the 
Atlas Corporation with respect to acquiring stock for them on a fixed commis- 
sion; isn’t that so? 

A. Yes. 

* * * * * * % 

Q. But you did have some arrangement with them that you would pick up 
the stock for them and you would get a commission? 

A. We would take whatever stock they wanted to buy and handle it and get 
a commission from the buyer; yes. 

Q. And as soon as you made that arrangement you stopped supporting the 
market ; isn’t that so? 

A. AS soon as we made that arrangement, naturally, we were buying for them, 
and we had to buy at their price; that is true. 

Q. And necessarily, if you were buying for them, you would have to try to 
get it at the cheapest price for them; isn’t that so? 

A. Well, no. My recollection is that when I started buying for them they 
didn’t try to chisel down on that market. They started taking the stock at 
whatever the market was, and I think you will find as time went on they had 
to keep paying more for that stock. 

Q. But you withdrew your support; isn’t that so? 

A. Well, naturally, if I am going to buy for the—I was through. In other 
words, the trust had been taken over by them. There was no more stock to be 
sold. 

Q. There would have been a conflict. If you were supporting the market and 
buying for them, it means—— 


1196 Op. cit. supra, note 1151, at 14563 and 14610. 
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A. I have either got to serve one master or the other. 

Q. And in this case you were serving—who was your master? 

A. I was serving Atlas. That is, after they took control, we were entirely 
through with Federated. Then I bought stock for them. 

Q. So that the Atlas Corporation was your master from that point on? 

A. True; I had to buy it. 


The arrangement between Mr. Thorold and Atlas Corporation, as 
has been pointed out, required Mr. Thorold to terminate his and Fed- 
erated Management Corporation’s market-supporting operations in 
the securities of Federated Capital Corporation. 

Mr. Thorold testified : 1197 


A. We [Federated Management Corporation and Mr. Thorold] had been 
buying stock in support of the market but after a while we couldn’t buy it 
all * * * after that agreement [with Atlas] we never bought any. 

Q. And I know that, but you never bought any because there was a pro- 
vision that it was your good faith and your representation that you wouldn’t 
buy any? 

A. Yes, sir. 

Q. And, of course, withdrawing your support from the market, of course, 
didn’t help the market price any; did it? 

A. No; I suppose it did not. 


The stockholders of Federated Capital Corporation were never in- 
formed of the arrangement between P. H. Whiting & Co., Inc., and 
Atlas Corporation. Nor were they informed of the transaction which 
shifted control of the management to Atlas Corporation. Thus, Mr. 
Thorold testified : 1198 


Q. Now, you never wrote to the stockholders telling them that you were going 
to assign this contract? 

A. No. 

Q. And the fact is that when the assignment took place you didn’t write to 
the stockholders telling them that there was a new fiscal agent, who was going 
to give the investment advice; did you? 

A. I don’t think so. 

Q. And necessarily, since the stockholders weren’t informed or apprised of 
the fact that the assignment took place, you certainly didn’t ask their permis- 
sion or consent; isn’t that so? 

A. That is so. 

* * * * * * * 

Q. And this entailed the fact that you who had sponsored this corporation, 
and were responsible for its creation, were stepping out of the picture? 

A. Yes, sir. 


Mr. Thorold also testified : 14° 


Q. Well, did you tell the stockholders that “the Atlas Corporation is paying 
me $20.a share for my stock and my friends $20 a share for the preferred and I 
am going to see that you are going to get $20 too”? 

A. No. I was entitled to sell my shares at any price I liked. 


17 Td., at 14592, 
1198 Td., at 14585. 
un Td., at 14604—5. 
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Q. You were firmly convinced that Atlas Corporation would do a better job 
than you; isn’t that so? 

A. Yes. 

Q. You didn’t offer to cancel your contract and say, “Mr. Odlum, come in here 
and take charge of this. I think I owe it to my stockholders who by virtue of 
my management sustained a loss of two and a half million dollars’? 

A. No; because Mr. Odlum said, ‘““Here is so much money for 

Q. His $85,000? 

A. His $85,000, and if I would sell the contract at $85,000 and get a better 
manager for the stockholders, I was doing something that was in the interest 
of the stockholder. 


9 


The $85,000 received by Mr. Thorold for his company’s manage- 
ment contract with Federated Capital Corporation increased the 
total profits derived by him and his companies, from his association 
with Federated Capital Corporation, to $371,327.73.%°° In addi- 
tion, his company, Federated Management Corporation, also suc- 
ceeded in selling 8,000 shares of preferred stock to Atlas Corpora- 
tion at a price $48,000 in excess of its market price.” The record 
does not indicate Mr. Thorold’s position with respect to the Atlas 
Corporation’s exchange offers for the stock of Federated Capital 
Corporation made in 1932 and 1933. 

~P. H. Whiting & Co., Inc., received gross selling commissions on its 
distribution of Federated Capital Corporation’s securities of $319,- 
972.31.°2 Tt received as gross commissions from Atlas Corporation 
for its aid in purchasing Federated Capital Corporation’s securities 
for the account of Atlas Corporation and for its solicitation of accept- 
ance of Atlas Corporation’s exchange offers, a total of approximately 
$160,000.77" 

With respect to the stockholders of Federated Capital Corporation, 
P. H. Whiting & Co., Inc., and its securities dealers, in whom the 
stockholders presumably had confidence, had an undisclosed pecuniary 
interest in advocating acceptance of Atlas Corporation’s exchange 
offers or the sale of their stock to Atlas Corporation. The manage- 
ment of their corporation was in the hands of Atlas Corporation. 
Their former directors had ceased to have any further pecuniary 
interest in the corporation’s affairs. Several of these directors’ shares 
had been purchased at an attractive price by Atlas Corporation. 

Although Atlas Corporation was managing the corporation’s port- 
folio, the differential between the asset and market value of the cor- 
poration’s preferred stock was never eliminated. Between 1931 and 
1933, the years in which Atlas Corporation acquired most of its hold- 
ings of the corporation’s preferred stock, the difference between the 
asset value of the preferred stock and its market value was sub- 
stantial. The following schedule 1? indicates the extent of the dis- 
crepancy between the asset value and the market price of the pre- 
ferred stock of Federated Capital Corporation during the . period 
of its management by Atlas Corporation. 


1201 See supra, p. 1282. 

1201 Op. cit. supra, note 1165, Commission’s Exhibit No. 2001 (p. 228). 

122 Op. cit. supra, note 1151, Commission’s Hxhibit No. 1475. 

1203 Op. cit. supra, note 1151, at 17950. 

1204 The figures in the table are derived from the annual reports of Federated Capital 
Corporation, contained in Pt. I of the reply to the Commission’s questionnaire for Federated 
Capital Corporation and from the Bank and Quotation Record. 
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Market value during 
a INecctcalue specified month 
per share 
High Low 
Apr. 30, 1931__ $24. 48 $1436 (¢) 
Dee. 31, 1931__ 18. 93 16 $10 
Dec. 31, 1932__ 17. 92 12 (4) 
Dee. 31, 1933__ 23. 02 14 934 
Dee. 31, 1934__ 22/15 17 13% 
Dee. 31, 1935_- 25. 57 23% 15 


2 Price not available. 


It is to be remembered that Atlas Corporation, as a result of its 
arrangement with P. H. Whiting & Co., Inc., was in a position to 
control the market price of the stocks of Federated Capital Cor- 
poration. However, the price actually paid by Atlas Corporation 
for the securities of Federated Capital Corporation exceeded the 
market value of comparable investment company securities. 

The profits to be made by Atlas Corporation on its acquisition 
consisted of these spreads between the asset value and the price paid 
by Atlas Corporation for the preferred stock. The common stock 
had no asset value but, throughout the period of Atlas Corporation’s 
control of Federated Capital Corporation, the common stock had a 
market value of approximately $1 a share. Atlas Corporation had 
to purchase this common stock since it was necessary for Atlas Cor- 
poration to acquire at least 6624% of all classes of voting stock in order 
to enable it to dissolve the corporation and so realize its profits on 
the preferred stock. 

Immediately upon the conclusion of the agreement between Atlas 
Corporation and P. H. Whiting & Co., Inc., the latter commenced to 
bid for Federated Capital Corporation’s securities at prices fixed by 
Atlas Corporation.“ Dealers throughout the United States and 
Canada were sent letters quoting the prices offered by Atlas Corpora- 
tion for the securities. 

In addition to the 13,000 shares of Federated Capital Corporation 
preferred stock purchased by Atlas Corporation from Federated 
Management Corporation and the directors of Federated Capital 
Corporation, already named, Atlas Corporation in 1931 purchased, 
through P. H. Whiting & Co., Inc., a total of 9,826 shares of Fed- 
erated Capital Corporation preferred stock at a cost of $151,948.16.12% 
A total of 22,826 shares of Federated Capital Corporation preferred 
shares were acquired by Atlas Corporation in 1931 at a total cost, 
including $16,000 commissions paid to P. H. Whiting & Co., Inc., 
and the S85 000 paid for the management contract of Federated Man- 
agement Corporation, of $513,465.16." In addition, Atlas Corpora- 
tion held 31,600 shares of the common stock of Federated Capital 


20 Op. cit. supra, note 1165, at 17957. 
1206 Tq., Commission’s Hxhibit No. 2001 (p. 225). 
120 Thid. 
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Corporation, which, as has been indicated, it had purchased from 
that company at a cost of $31,600. 

However, during the year 1931 Atlas Corporation disposed of all 
its holdings of Federated Capital Corporation securities to its con- 
trolled companies. Of its holdings of the Federated Capital Cor- 

oration preferred stock, 19,000 shares were sold to Iroquois Share 

orporation for $277,494 (the market value)17°° at a book loss to 
Atlas Corporation of $172,416.27. On August 17, 1931, Iroquois 
Share Corporation sold all of its assets to Chatham Phenix Allied 
Corporation, control of which was acquired by Atlas Corporation 
on the same day. Iroquois Share Corporation was then imme- 
diately dissolved, and the cash it had received from the sale of its 
assets to Chatham Phenix Allied Corporation was transferred to 
Atlas Corporation as a liquidating dividend.” As has been indi- 
cated in the discussion of the acquisition of control of Chatham Phenix 
Allied Corporation by Atlas Corporation, the cash derived by Atlas 
Corporation on the liquidation of Iroquois Share Corporation was 
used by Atlas Corporation to pay in part a bank loan incurred by 
Atlas Corporation to obtain the funds which were used by Atlas Cor- 
poration to acquire control of Chatham Phenix Allied Corporation.’ 
Among the assets transferred by Iroquois Share Corporation to Chat- 
ham Phenix Allied Corporation were the 19,000 shares of Federated 
Capital Corporation preferred stock which Iroquois Share Corpora- 
tion had acquired from Atlas Corporation at a cost of $277,494. 
Iroquois Share Corporation received from Chatham Phenix Allied 
Corporation $304,000 (the market value) for these shares. Iroquois 
Share Corporation, therefore, realized a profit of $26,506 on the sale.” 

On August 17, 1981, the day on which Atlas Corporation acquired 
control of Chatham Phenix Allied Corporation, the latter purchased 
for $63,200 from Atlas Corporation the 31,600 shares of common 
stock of Federated Capital Corporation then held by Atlas Corpora- 
tion22#* Since these shares had cost Atlas Corporation $31,600," 
Atlas Corporation on this sale to its newly acquired company derived 
a profit of $31,600. These shares were sold to Chatham Phenix Cor- 
poration at a price of $2 a share. These shares, as has been pointed 
out, had no asset value. The market price of the stock, in August 
1931, was $154 with only 100 shares being traded over-the-counter 
during the month.» 

Atlas Corporation, on August 17, 1931, also sold to Chatham 
Phenix Allied Corporation 2,039 shares of Federated Capital Cor- 
poration preferred stock for $32,624 (the market price).’° There- 
after, Atlas Corporation sold an additional 1,687 shares of Federated 
Capital Corporation preferred stock to Chatham Phenix Allied Cor- 
poration for $26,992," On these sales of preferred stock, Atlas 
Corporation suffered a book loss of $3,662.89. 


1208 [g., Commission’s Exhibit No. 2001 (p. 226). 

1209 Tbid. 

1210 Thid. 

1211 See supra, pp. 1149-51. 

12122 Op. cit. supra, note 1165, Commission’s Exhibit No. 2001 (p. 97). 
1213 [pid. 

1214 See supra. 

1215 Bank and Quotation Record, September 1931. 

1216 Op. cit. supra, note 1165, Commission’s Exhibit No. 2001 (p. 226). 
1217 Thid, 
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As a result of these transactions, the entire position of Atlas Cor- 
poration in Federated Capital Corporation’s securities was trans- 
ferred to Chatham Phenix Allied Corporation, whose name, on its 
becoming a subsidiary of Atlas Corporation, was changed to Securi- 
ties Allied Corporation. Thereafter until its dissolution in Decem- 
ber 1933, Securities Allied Corporation became the purchaser of nearly 
all of the securities of Federated Capital Corporation, acquired in the 
market through P. H. Whiting & Co., Inc. 

The first exchange offer made by Atlas Corporation for the securi- 
ties of Federated Capital Corporation occurred on June 4, 1932, and 
was one of 12 simultaneous exchange offers made to stockholders of 
investment companies controlled by Atlas Corporation. Atlas Cor- 
poration offered to exchange four-tenths of one of its option war- 
rants for each share of the common stock of Federated Capital Cor- 
poration, and a unit consisting of one-sixth of a share of Atlas Cor- 
poration’s preference stock, one-half of a share of its common stock, 
and three-quarters of one of its warrants for each share of the pre- 
ferred stock of Federated Capital Corporation. 

The Federated Capital Corporation common stock had no asset 
value but had a market value of 50 cents a share. The four-tenths 
of an Atlas Corporation warrant offered for this stock had a market 
value of approximately 45 cents.1778 

The offering letter revealed the fact that the asset value of the Fed- 
erated Capital Corporation preferred stock was approximately $15.75 
a share. Not revealed, however, was the fact that the unit of Atlas 
Corporation’s securities offered for the stock then had an aggregate 
asset value of $9.81. Acceptance of the offer by preferred stockholders 
thus resulted in a gross loss in asset values per share of their stock 
of $5.94. However, the market value of the Atlas Corporation unit 
of securities offered for the Federated Capital Corporation preferred 
stock was $9 as compared with the then market price of Federated 
Capital Corporation preferred stock of $8 a share.1?1° 

The June 4, 1932, offer was represented to be “limited for a short 
period of time,” but was extended from June 25, 1932, to July 15, 
1932, and in addition, on September 23, 1932, the offer-was re- 
mene Cima 

As a result of the offer, Atlas Corporation acquired a total of 
33,392 shares of the preferred stock and 89,947 shares of the common 
stock of Federated Capital Corporation. On the exchanges, accepting 
Federated Capital Corporation preferred stockholders suffered a gross 
loss in asset values of $253,589.1?71 

Acceptance of this exchange offer was actively solicited by P. H. 
Whiting & Co., Inc., and its subdealers. 

On June 13, 1933, Atlas Corporation made a second exchange offer 
of its securities for the securities of Federated Capital Corpora- 


1218 Td., Commission’s Exhibits Nos. 1970, 2001 (pp. 228-30). 

1219 Tq., Commission’s HMxhibit No. 2001 (pp. 229-80). The asset value of Atlas Corporation 
common stock on June 4, 1932, was $2.97 a share, but the offering letters stated that if all 
of the stockholders of Atlas Corporation’s subsidiaries accepted its exchange offer, the asset 
yalue of such stock would be $7.30 a share. 

1220 Tqd., Commission’s Exhibit No. 1970. 

1221 Td., Commission’s Exhibit No. 2001 (p. 231). However, by becoming stockholders of 
Atlas Corporation, exchanging Federated Capital Corporation preferred stockholders recoy- 
ered a portion of their losses in asset value. 
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tion.1?22, For each share of Federated Capital Corporation preferred 
stock, Atlas Corporation offered one share of its own common stock; 
for each share of the common stock of Federated Capital Corporation, 
Atlas Corporation offered a warrant to purchase three-tenths of a share 
of its common stock at any time at a price of $25 for the full share of | 
Atlas Corporation common stock. The market value of this fraction — 
of one of its warrants offered by Atlas Corporation was approxi- 
mately equivalent to the market value of the Federated Capital Cor- 
poration common stock, which had no asset value. The offering 
letter did not refer to the asset value of the securities to be exchanged 
but pointed out the superior marketability of the Atlas Corporation 
shares. The market value of the Atlas Corporation common stock 
was $18.50 a share, as contrasted with the then market price of $10 
a share for Federated Capital Corporation preferred stock. On the 
basis of market values, Federated Capital Corporation’s preferred 
stockholders exchanging their shares would derive a gain of $8.50 a 
share.??22 However, the asset value of each share of Federated Capi- 
tal Corporation preferred stock was then $21.79, as contrasted with the 
asset value of $10.70 a share then existing for each share of Atlas Cor- 
poration common stock. An exchanging Federated Capital Corpora- 
tion preferred stockholder, therefore, suffered a gross loss in assets 
for each share of his preferred stock of $11.09.1274 Exchanges under 
this offer were also actively solicited by P. H. Whiting & Co., Inc.. 
and its subdealers throughout the United States and Canada. 

As a result of this offer, Atlas Corporation acquired 4,104 shares 
of Federated Capital Corporation preferred stock and 14,454 shares 
of Federated Capital Corporation common stock. The gross loss in 
asset values to Federated Capital Corporation stockholders who ac- 
cepted the offer was $38,488.41 .1275 

On July 25, 1935, Atlas Corporation voted its shares of Federated 
Capital Corporation in favor of the dissolution of the Corporation. 
Atlas Corporation then controlled 172,985 shares of Federated Capi- 
tal Corporation common stock, or 68.6% of the total of such stock 
outstanding, and 115,453 shares of Federated Capital Corporation 
preferred stock, or 94.2% of the total of such shares then outstand- 
in (1226 

The total book cost of the investment by Atlas Corporation and its 
subsidiaries in the securities of Federated Capital Corporation was 
$1,960,537.10,"2" before deducting the asset gains which it had derived 
as the result of its exchange offers. After deducting these gains the 
net cost of the investment was $1,668,459.69. 

On the dissolution of Federated Capital Corporation, Atlas Cor- 
poration received, as a liquidating dividend, cash and securities at 
market value totaling $2,886,325. From this sum $96,201.25 was 
released to Federated Capital Corporation to enable it to pay the 
minority common stockholders $1.25 a share.1??® The net proceeds of 
the investment in Federated Capital Corporation by Atlas Corpora- 


1223 Td., Commission’s Hxhibits Nos. 1970, 2001 (p. 232). 
1223 Id., Commission’s Exhibit No. 2001 (pp. 233-4). 

1224 Thid. 

1225 Thid. See, however, note 1221, supra. 

1226 Tpid., 

1227 Ibid. 

1228 Tbid. See infra, pp. 1440-2. 
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tion were, therefore, $2,789,724, and the profit derived by Atlas Cor- 
poration on its investment in the securities of Federated Capital 
Corporation was approximately $1,121,000. Although to a large 
extent this profit represents an appreciation in the asset value of the 
preferred stock of Federated Capital Corporation after acquisition 
by Atlas Corporation, a substantial part of this profit was made on 
purchases of and exchanges for the preferred and common stock of 
Federated Capital Corporation at prices less than the asset values of 
the preferred stock of Federated Capital Corporation. 


(2) OILS & INDUSTRIES, INC. (FORMERLY KNOWN AS OIL SHARES 
INCORPORATED)—WATSON, ET AL. 


Oils & Industries, Inc.,*°?® was organized as Oil Shares Incorpo- 
rated in 1928, and approximately $13,200,000 was paid by investors 
for units of its preferred and common stock. 

Until October 1931, the investment company was sponsored and 
controlled by Pettigrew and Meyer, Inc., although this fact was not 
specifically disclosed to the stockholders. Prior to the public sale of 
the investment company’s stock, a wholly-owned corporation of Pet- 
ipegpend Meyer, Inc., obtained a contract to manage the investment 
company for a term of nine years at a monthly fee of 1/24 of 1% of 
the investment company’s net assets, plus 20% of the profits in excess 
of $1.50 a share on the common stock. 

Early in 1980, because no market for its stock existed, the inygse- 
ment company amended its charter to permit redemption of its stock 
in 500-unit lots at 91% of their asset value and agreed, without 
knowledge of the stockholders, to pay the sponsor the remaining 9% 
of the asset value of redeemed shares. 

By September 1931 the pecuniary emoluments accruing to the spon- 
sor from its association with the investment company amounted to 
$674,700. In contrast, by September 1931, the investment com- 
pany, after returning to its stockholders by way of dividends, and 
redemption of its own securities, $7,104,000 of the $13,200,000 origi- 
nally contributed by the stockholders, had net assets of $1,200,000 as 
compared with the net contribution of $6,096,000 made to the cor- 
poration by its stockholders. In other words, the stockholders had 
suffered a loss of $4,896,000 or 80% of their net investment in the 
enterprise. 

Because of the redemption privilege accorded to the company’s 
stockholders after April 8, 1930, the company’s assets began to dimin- 
ish rapidly as stockholders exercised their right of withdrawal. As 
Mr. Meyer, one of the sponsors, asserted, the trust “was drying 
up.” 175° Compensation under the management contract held by 
Petroleum Research Corporation, the wholly-owned corporation of 
Pettigrew and Meyer, Inc., became steadily smaller. Petroleum Re- 
search Corporation had received as management compensation in 
1928, $30,378; in 1929, $59,052.62; in 1930, $39,520.71. In 1931, the 
corporation received $18,594.17 as management fees. By September 
1931, the assets of Oils & Industries, Inc., as has been stated, totaled 


129 Hor a detailed discussion of the history of Oils & Industries, Inc., containing appro- 
priate references to the record, see Ch. II of this part of the report, pp. 94-114. 
230 Public Examination, Oils & Industries, Inc., at 14142. 
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$1,200,000, which indicated a management fee of only $6,000 for 
1932. The possibility of an immediate substantial rise in the value 
of the assets of the investment company at that time seemed remote. 

In October 1931, when the management fees had diminished, as a 
result of the “drying up” of the trust caused by the redemption of its 
stock, and of the decline in value of the trust’s portfolio, the spon- 
sor, without informing the stockholders, agreed to sell its manage- 
ment contract for $145,000 to Holman, Rapp & Company, a Phila- 
delphia investment banking firm, which also agreed to purchase from 
the investment company 10,000 units of its securities for $167,000. 

Holman, Rapp & Company was acting on behalf of Thomas Wat- 
son, Joseph Herzberg, and Montifiore Kahn, who did not possess 
the funds to fulfill the obligations which Holman, Rapp & Company 
had contracted on their behalf. This group, by representing that 
it was to acquire control of Oils & Industries, Inc., succeeded in 
inducing a bank to lend the investment company $177,000, to be 
repaid as soon as control was obtained. This group arranged the 
closing of the contracts with the sponsor and the investment com- 
pany in the offices of the bank, where an official of the bank exhibited 
a cashier’s check for $167,000, payable to the investment company 
for the 10,000 units, and delivered 1@ sponsor a cashier’s check 
for $10,000 as part payment for the management contract. The 
check for $167,000 was deposited for the account of the investment 
~eompany with the bank, which immediately applied it to the reduc- 
tion of the loan of $177,000. 

The existing board of directors of the investment company, all 
of whom had been selected by the sponsor, resigned and were re- 
placed by nominees of the Watson group. Once in control, this 
group liquidated the portfolio of the investment company and used 
the proceeds to satisfy the balance of the bank’s loan of $10,000 and 
pay the sponsor $135,000 still due on the purchase price of the man- 
agement contract. Within a short time after acquisition of control 
of the investment company, this group had defrauded the invest- 
ment company of $284,000, of which only $15,000 had been recovered 
as at the date of the Commission’s public examination of the invest- 
ment company in connection with this study. 

Upon the discovery of the fraudulent conduct of the Watson group, 
the former board of directors again assumed the management of the 
investment company.”** 

It is obvious from the foregoing recital that the unfortunate his- 
tory of Oils & Industries, Inc., is partially attributable to the liqui- 
dity of the assets of investment companies and the comparative ease 
with which such assets can be diverted to the use of those in control 
of these companies, and that control of these companies can be trans- 
ferred without prior notice to or consent of the stockholders of these 
companies.*? Francis Sullivan, the president of Oils & Industries, 
Inc., when examined on these aspects, testified : 1238 


Q. You knew of course that Petroleum Research Corporation was going to 
sell its management contract? 
A. Yes. 


231 Wor the subsequent history of Oils & Industries, Inc., see infra, pp. 1348-9. 
1232 See, however, Oil Shares, Inc., v. Kahn, et al., 94 F (2d) 751 (C. C. A. 8rd 1988). 
1238 Op. cit. supra, note 1230, at 14224~-7. 
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Q. Now, of course, when the stockholders bought this stock, Mr. Sullivan, 
they bought it in reliance at least that the other members of the Board were 
going to be on the Board, isn’t that so, and that Petroleum Research Corporation 
had a 10-year management contract, isn’t that so? 

A. I think they did. 

Q. And then one fine morning they woke up and found that everybody on the 
old Board was not there any more, including the officers? 

AX, Ihe Ts Canine, IL sxebomip iy 8 

Q. * * * But as far as the stockholders were concerned, without even 
the slightest intimation in any official way from the corporation, there was a 
complete change in management and as soon as the money was turned over the 
entire board went out and the old Research Corporation is out and a new cor- 
poration and new individuals are in there? 

A. I think I will have to admit that. 

Q. Although the situation was that as far as the stockholders’ position or 
predicament was concerned, if they wanted to get a new management in there 
they could not do it because Petroleum Research Corporation had a 10-year 
contract, isn’t that so? 

A. I think they did have a 10-year contract, that is true. 

* * * * * * * 

Now the belief, and I am not going to give any excuse now, the belief was 
that we were helping the company along to get new money into the organization, 
to select their own advisory capacity and to sell additional securities through 
this house. With that experience I would not do it again. I will answer your 
question that way. 

Q. And also the situation is that there was always a possibility that the belief 
might be wrong and then the consequences might be very dire, isn’t that so? 

A. That is right. 

Q. That is particularly true, as I say, in an investment trust, because if you 
turn a steel plant over to anybody he cannot sell it overnight, but he can sell 
10,000 shares of steel overnight, can he not? 

A. Yes. 


Mr. Sullivan testified further : 1°54 


Q. Looking back over that experience, Mr. Sullivan, do you get any ideas 
with respect to what could be done to protect the investors in that instance? He 
did not know a thing about this, did he? I mean, he did not know a thing about 
the fact that there was a contemplated change in management there with respect 
to the old Board of Directors and the officers and with respect to the advisory 
contract? 

A. I feel now that very full information on any particular change in any 
organization should be put up to the stockholders themselves so that they may 


have full knowledge before a change. 
x * * % * * * 


I think it would be very hard for me to really say how you could guard against 
an issue of this kind, with people who are talking to you, agreeing with you that 
they would do certain things. Jackson and Curtis were going to help out in this 
situation, Carter, Martindell & Company were going to do the advising. Holman 
Rapp & Company were going to do the selling. When you take these things, 
what would you put up to your Board? What would you put up to your stock- 
holders? You might put up the matter of liquidation * * * I don’t know— 


1234 Td., at 14254-7. 
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T would take every safeguard that would be possible and I would think about 
everything and find out. 
B * BS * * * * 

Q. But you ean visualize that this situation can be one of easy occurrence, 
isn’t that so? 

A. Yes; surely it can. 

Q. And it can occur more frequently in the investment trust situation than 
in the industrial corporation because of the liquidity of their assets. Al you 
have to do is to eross the street, get the key to the vault, and take the securities 
out, every nickel of them. 

A, Yes. 


b. To Induce Recommendation of an Exchange Offer 


(1) UNION INVESTORS, INC—YOSEMITE HOLDING CORPORATION 


By December 31, 1929 Union Investors, Inc., incorporated by R. B. 
Parrott in June 1928, had raised $952,860 through the sale of 870 
shares of preferred stock, 96,000 shares of Class A stock, and 69,600 
shares of Class B stock.1?8> R. B. Parrott, who had awarded to him- 
self a contract to be the sole distributing agent, acquired the bulk of 
the Class B stock at 50 cents a share.1?8° The Class A stock (as well 
as the negligible amount of the preferred stock) had been purchased 
by the directors of the company other than Mr. Parrott and by the 
general investing public at $9.40 a share. The Class A and Class B 
stock each had one vote per share.1?87 On dissolution of the corpora- 
tion, however, the Class A stock which had contributed $9.40 a share 
to the company was entitled to only two-thirds of the corporate 
assets remaining after satisfaction of the prior claims of the preferred 
stock and the Class B stock which had contributed only 50 cents a 
share to the company was entitled to one-third of such corporate 
assets.7?88 

By December 31, 1929, the assets of the company had decreased to 
$680,000,'2°* a depreciation of approximately 30% of the company’s 
original capital; the Class B stock was, nevertheless, entitled to 
approximately one-third of the remaining corporate assets. 

From the summer of 1929, Ray Vance, the president of Union 
Investors, Inc., and his codirectors had wanted to eliminate Mr. 
Parrott from the management both because of the latter’s lack of 
success in further distribution of the securities of Union Investors, 
Inc. and in resentment, apparently, of the unfavorable position which 
had been accorded the Class A stock, of which Mr. Vance and the 
other directors held substantial portions (although they also held 
options which would permit them to secure blocks of Class B common 
stock at 50 cents a share).124° As Mr. Parrott controlled the Class B 
stock through a voting trust and had an exclusive distribution con- 
tract with the company, he could not readily be eliminated without 


1235 Public Examination, The Equity Corporation, Commission’s Exhibit No. 1652. 

1236 Tq., at 1665, 1672, and Commission’s Exhibit No. 187. 

1237 Td., at 1643-50. 

238 Ibid. For a detailed discussion of the capital structure of Union Investors, Inc., see 
Ch. V of this part of the report. 

1239 Op. cit. supra, note 1235, at 1412. 

1249 See Ch. V of this part of the report. 
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his consent. Nevertheless, by November 1929 Mr. Parrott’s consent 
was obtained to a plan by which control of Union Investors, Inc. was 
transferred to Yosemite Holding Corporation. 

In August 1929 Mr. Vance had met Ralph W. Simonds of Baker, 
Simonds & Company, a Detroit investment banking house.1**t As a 
result of this meeting, an agreement was reached late in September 
1929. By this agreement Baker, Simonds & Company and Fidelity 
Trust Company were to form a holding company which was to en- 
gage in the business of acquiring control of other investment com- 
panies.!*? In addition, a management company (later incorporated 
as Securities Research Corporation) was to be formed, which was to 
manage the investment companies to be acquired by the con- 
templated holding company.’**? Mr. Vance was to head the manage- 
ment company at an annual salary of $12,000 a year—a salary equiva- 
lent to twice the salary he had received from Union Investors, 
Inc.124* In fact, Mr. Vance actually received from 1929 to July 1931, 
$16,950 from Securities Research Wotponatonds In addition, Mr. 
Vance and other directors of Union Investors, Inc. were to receive 
stock in the management company. Mr. Vance eventually received 
9,000 shares of the stock of Securities Research Corporation; George 
Dyke, another director of Union Investors, Inc., received 500 shares 
of the management company’s stock; and F. W. ter Meulen, another 
director of Union Investors, Inc., received 50 shares of the stock of 
Securities Research Corporation.’?** These shares were awarded to 
these directors of Union Investors, Inc., as “organization expenses” *°** 
of the management company. 

Because of the difficulty of raising capital by the public sale of se- 
curities,!24* it was contemplated that the new holding company would 
raise its initial capital by an exchange offer of its securities for the 
securities of Union Investors, Inc. Mr. Vance and his codirectors 
of Union Investors, Inc. agreed to exchange their holdings of 65% 
of the Class A shares of Union Investors, Inc. for the securities of 
the new holding company.’**° 

However, as has been noted above, the cooperation of Mr. Parrott 
was indispensable to the plan. 

On November 6, 1929, Baker, Simonds & Company, as representa- 
tives of the as yet uncreated holding company, agreed °° that the 
new company, when created, would purchase from Mr. Parrott for 
the sum of $170,000 the contract between Mr. Parrott and Union 
Investors, Inc., which gave to Mr. Parrott the right until May 13, 
1931, to distribute exclusively the authorized but as yet unissued 
securities of Union Investors, Inc. This distribution contract had 
cost Mr. Parrott nothing. Mr. Parrott also agreed to cause the voting 
trustees of the Class B stock of Union Investors, Inc. to resign 


124 Op. cit. supra, note 1235, at 1653. 

1242 Tq., at 1656 and Commission’s Exhibit No. 188. 
1243 Tq,, at 1680-1. 

1244 Td., at 1682. 

145 JTd., at 1689. 

146 Tqd., at 1683. 

1247 Thid. 

1248 Tq., at 1880, 1395. 

129 Td., at 1398, 1414. 

1250 Td., Commission’s Exhibit No. 189. 
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and to cause the election as voting trustees of representatives of the 
new company. 

Mr. Parrott further agreed to exchange his Class B shares for those 
of the new company.” Finally, Mr. Parrott agreed that :*?°? 


In the event a proposition should be made to stockholders of the Trust 
[Union Investors] for an exchange of their shares into another corporation 
and if such exchange is recommended by the Board of Directors of the Trust 
[Union Investors] then the distributor agrees to exchange any stock that it 
may hold at such time and agrees to recommend the exchange of such shares 
of stock to such persons aS may request his advice thereon. 


It is obvious that the payment of the $170,000 to Mr. Parrott 
represented the price of his cooperation rather than the intrinsic 
value of his distribution contract. Mr. Simonds agreed that security 
distribution following the market crash of October 1929 was ex- 
tremely difficult. As Mr. Simonds put it, “It was a difficult time to 
raise money in the regular channels.” °° In fact, within a few 
months after Yosemite Holding Corporation (the holding company 
subsequently formed by Baker, Simonds & Company and Fidelity 
Trust Company of Detroit) acquired Mr. Parrott’s distribution con- 
tract for $170,000, it wrote the contract off as worthless.’*** 

Mr. Simonds, however, contended that the payment of $170,000 
was made to Mr. Parrott as the only means of acquiring the $650,000 
of assets held by Union Investors, Inc. He further contended 
that the purchase was necessary in order to eliminate the possibility 
of the purchase by Mr. Parrott of the 30,400 authorized and unissued 
shares of the Class B stock of Union Investors, Inc., and the effectua- 
tion by Mr. Parrott of a dissolution of Union Investors, Inc., at a 
large profit on his Class B shares. Mr. Simonds testified : °° 


Q. Now even on your analysis, isn’t it the fact that you were paying, or you 
were causing Yosemite Holding Corporation to pay $170,000 to get control of 
$650,000? 

A. Yes; it all depends upon your point of view. Now, if we can put our- 
selves back to the end of 1929, I for one was dead wrong on the economic 
situation and we had seen a very precipitous decline in securities, and a great 
many services said that this was not going to be a long drawn out depression, 
and we had seen the worst, and at the same time it was very hard to raise 
money because the public had been frightened and the values that existed 
* * %* in some of these trusts looked as though they were valuable because 
if it was coming right back up again you could afford to pay considerable for 
the control of that money, you see, and it all depended upon your point of 
view. Nobody wanted to enrich Parrott here. 

Q. I frankly don’t understand, if it wasn’t for the distribution contract 
that you paid $170,000, that was a worthless scrap of paper, isn’t that so? 

A. It was not a worthless scrap of paper. 

Q. As a distributing contract? 

A. Because it was through the distributing contract which he held ex- 
clusively whereby he could have taken this stock at 50 cents a share, that he 


1251 Thid. 

1252 Thid. 

237d. at 1395. 
1254 7d, at 1399. 
125 Td., at 1387. 
12567d., at 1386-7. 


‘INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1299 


had the chance to take over a third of the equity in the A stock and all he had 
to do was to buy the B stock at 50 cents a share, and liquidate the trust, and 
he would have a lot more than 50 cents a share. 


However, in view of the fact that the directors of Union Investors, 
Inc., held 65% of the Class A stock of the corporation,”*” a stock 
with voting rights, it is doubtful that Mr. Parrott could have dis- 
solved Union Investors, Inc., without their assent. Under the Dela- 
ware law, an opposing vote of more than one-third of the voting stock 
of the corporation would have been sufficient to block the dissolution 
of Union Investors, Inc.!8 Mr. Vance testified that at least one of 
the purposes of the payment of $170,000 to Mr. Parrott was to pre- 
vent Mr. Parrott from attempting to “switch” Union Investors, Inc. 
stockholders into the securities of some other investment company: *”°° 


Q. * * * Now didn’t that provision put a compulsion upon Parrott * * * 
to recommend to his clients and customers who were seeking his disinterested 
advice, to recommend that exchange regardless of whether he thought it was of 
advantage to the stockholders or not, Mr. Vance? 

A. I should think that it could be interpreted as putting him under pressure. 

* * x * % ok * 

Q. And the fact of the matter was that he was recommending the exchange 
regardless of the merit because he had received $170,000; isn’t that so? And 
he had a pecuniary interest in recommending the exchange; otherwise he might 
be violating his agreement, isn’t that so? 

A. I wouldn’t say I wouldn’t agree to it in just those words. 

Q. What is your analysis of that? 

A. My analysis of the thing is that he wouldn’t have made the original con- 
tract unless he were willing to go through with this and it was a provision put 
in to insure that the contract would be carried through, and that Parrott would 
not after receiving the money attempt to trade out these shareholders into some 
other company, and he had a certain set of stockholders, and when he came to 
New York he had no distribution and he came to New York and got most of his 
distribution, I imagine, through the introduction of his various directors and I 
think that there may have been some fear that having once gone through this 
thing thought that he might get up another investment trust, and you have 
probably heard of this, that directors doing this go back and switch them out, 
and I think the intent of that was to keep Parrott from switching out after 
the deal was carried through. 


Thus, Mr. Parrott, for a consideration, was contractually bound to 
recommend acceptance to minority stockholders of Union Investors, 
Inc., to whom he had sold the securities and in relation to whom he 
was in a fiduciary position as a director of the corporation, of any 
exchange offer approved by two-thirds of the directors of Union In- 
vestors, Inc. And, on the other hand, Mr. Vance, Mr. ter Meulen, and 
Mr. Dyke (directors of Union Investors, Inc.), had a pecuniary inter- 
est in the success of the exchange offers since they were to receive 
the stock of Securities Research Corporation, which was to manage 
the assets of the new holding company, including Union Investors, 
Inc., and other investment companies which it was contemplated the 


127 See supra, p. 1297. 
258 Del. Rev. Code (1935), Ch. 65, § 39. 
1259 Op. cit. supra, note 1235, at 1674-6. 
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new company would acquire.1*® In addition, Mr. Vance was to re- 
ceive from Securities Research Corporation a salary double that 
which he had received as president of Union Investors, Inc.*°** 

With the cooperation of all the dominant personalities in Union 
Investors, Inc., thus secured, on November 8, 1929, Yosemite Holding 
Corporation, the new company which had been contemplated by the 
parties, was formed in Delaware under the auspices of Baker, Simonds 
& Company and Fidelity Trust Company of Detroit. The corpo- 
ration had an authorized capitalization consisting of a preferred 
stock, entitled on dissolution of the corporation to a prior claim 
against its assets to the extent of $51 a share, and a common stock.**** 
The new company immediately raised $266,000 by a sale of units of 
preferred and common stock to an associate of Baker, Simonds & 
Company.?2** Through Baker, Simonds & Company and Fidelity 
Trust Company of Detroit, Yosemite Holding Corporation publicly 
offered its preferred stock and common stock at a price equivalent to 
$50 a share for the preferred stock and $7 a share for the common 
Stocksse 

On December 5, 1929, Yosemite Holding Corporation addressed a 
circular letter 12° to the Class A and Class B stockholders of Union 
Investors, Inc., which contained an offer to exchange six-tenths of a 
share of Yosemite Holding Corporation common stock for each share 
of Union Investors, Inc., Class B stock and an offer to exchange one 
and one-half shares of Yosemite Holding Corporation common stock 
for each share of Union Investors, Inc., Class A stock, or, in the 
alternative, one share of Yosemite Holding Corporation preferred 
stock for each five shares of Union Investors, Inc., Class A stock. No 
offer was made for the small amount of Union Investors, Inc., pre- 
ferred stock outstanding.2** However, this stock was repurchased by 
Union Investors, Inc., prior to its dissolution in June 1930.*76 

The offer of Yosemite Holding Corporation did not reveal the fact 
that Mr. Parrott had for a consideration been induced to recommend 
acceptance of the offer. Nor did the offer reveal the pecuniary inter- 
est of several of Union Investors, Inc., directors in the success of the 
offer.12°° In fact, the record does not indicate that stockholders were 
informed of the intended purpose of Yosemite Holding Corporation 
to acquire other investment companies—a purpose which substantially 
deviated from the established policy of Union Investors, Inc., to 
diversify its security investments.*?”° 

Moreover, during the pendency of the negotiations for the exchange 
offer, Messrs. Vance, ter Meulen, and Parrott, all of whom were direc- 
tors of Union Investors, Inc., had purchased a total of 27,600 shares of 
the Class B stock of Union Investors, Inc., at a price of 50 cents a. 


1260 See supra, p. 1297. 

126 Thid. 

1262 Op. cit. supra, note 1235, at 1367. 

1263 Tq., Commission’s Mxhibits Nos. 185, 195. 

1264 Td, at 1395, 1412. 

1226 Td., at 1402 and Commission’s Exhibit No. 192. 

1266 Td., at 1889 and Commission’s Exhibit No. 205. 

1267 Tbid. 

1268 Td., at 1416. 

1269 Td,, Commission’s Exhibit No. 205. 

1270 Derived from supplementary information supplied the Commission for Union In- 
vestors, Ine. 
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share.’ ‘This stock was exchanged for Yosemite Holding Corpora- 
tion stock under the terms of the exchange offer. For each share of 
the Class B stock of Union Investors, Inc., these directors received 
six-tenths of a share of Yosemite Holding Corporation common stock 
which was then being offered at $7 a share to the public.2”? Taking 
$7 a Share as the market value of Yosemite Holding Corporation com- 
mon stock, these directors who had invested 50 cents a share on Union 
Investors, Inc., Class B stock received six-tenths of a share of Yosemite 
Holding Corporation common stock having a market value of $4.20.1278 
Furthermore, after the acceptance of the exchange offer by more than 
three-quarters of the Union Investors, Inc., Class A and Class B stock- 
holders, the asset value of Yosemite Holding Corporation common 
stock was $2.12.12 Thus, on an investment of 50 cents a share for - 
Union Investors, Inc., Class A stock, these directors received Yosemite 
Holding Corporation stock having an asset value of $1.27. Mr. Vance 
explained his purchase of the Class B stock as the exercise of an option 
he had received from Mr. Parrott, prior to the plan for the formation 
of Yosemite Holding Corporation, to purchase such shares.1275 The 
option was intended to constitute additional compensation for Mr. 
Vance’s management service to Union Investors, Inc.?2%* On the pro- 
priety of the purchase of the Class B shares by these directors during 
the pendency of Yosemite Holding Corporation’s exchange offer, Mr. 
Vance testified : 2277 


A. They [the Class B shares] were purchased under contract that Parrott had 
made with these various directors for their services, as they went along and a 
good many of them had permitted their rights to purchase that stock to ride. 

Q. But these individuals knew, did they not, that the negotiations for the 
merger with Yosemite were taking place and they participated in that? 

A. Yes. 

Q. And if they acquired that 27,600 shares of stock they were putting them- 
selves in a position which was much better than the public which had pur- 
chased the Class A common stock, isn’t that so? 

A. That is so, except that two-thirds of the public were themselves. 

Q. I am talking about one member of the public, and I am willing to discuss 
the ethics of that transaction on the basis of one individual who bought one 
share of that stock, Mr. Vance. 

A, All right. 

Q. The fact of the matter is, that while these negotiations were going on and 
while these negotiations were precipitated by the fact that the officers and 
directors said that they had some ethical compunctions about a person who 
paid $9.40 for his share of stock not getting the same relative participation as a 
man paying 50 cents a share, yet during the months of November and Decem- 
ber, whether it was on the basis of a previous contract or a contract made at 
that time that stock was delivered to them. 

A. I don’t believe that I said that it was ethical compunctions and I think 
it was financial compunctions. I think the pressure on them wag that they 


1271 Op. cit. supra, note 1235, at 1668. 
1272 Td., at 1665 and see supra, p. 1300. 
1273 Td., at 1668. 

24 1d., at 1672. 

275 Td., at 1670-1. 

1276 Thid. 

27 Td., at 1665-8. 


1302 SECURITIES AND EXCHANGE COMMISSION 


had put up the $9.40 and it was financial pressure on them, on their own money 
more than what is ethical. I wouldn’t consider that that was a matter of 
ethics. Let us not kid ourselves. 

* * * % * 5 * 

Q. So that for each share of the Union Investors Class B stock, they were 
to get of a share of Yosemite Holding Corporation and at that time they 
were selling Yosemite stock to the public for $7 a share, isn’t that so? 

A. It was sold a little later than that, but that was the price. 

Q. So that for each share of common of the Class B Union Investors which 
cost 50 cents, the holder of that Class B common was getting 7 of $7.00 or 
$4.20. 

A. That is right. 

Q. And the Class A was getting 14% shares of Yosemite that is $10.50 for each 
share of Class A common of Unicn Investors which cost them $10, isn’t that so? 

A. Yes, sir. 

Q. So that he was getting $10.50 for his $10 while the insiders with the Class 
B stock were getting $4.20 for their 50 cents, isn’t that so? 

A. I think that is a fair statement. 


As a result of the exchange offer, Yosemite Holding Corporation 
succeeded in acquiring 99% of the Class A and Class B stock of 
Union Investors, Inc.,!?"8 which was dissolved early in 1980.77” 


c. To Induce Sponsors to Cause the Investment Company to Issue 
Stock to Acquirer 


(1) GRANGER TRADING CORPORATION—YOSEMITE HOLDING 
CORPORATION 


The acquisition by Yosemite Holding Corporation of Granger 
Trading Corporation is discussed in detail elsewhere in this report.*** 
However, the facts will be briefly recapitulated at this point. 

Granger Trading Corporation was organized in Delaware on Janu- 
ary 8, 1929, as a management investment company under the sponsor- 
ship of the brokerage firm of Sulzbacher, Granger & Company, mem- 
bers of the New York Stock Exchange.??*+ At the inception of the 
corporation Sulzbacher, Granger & Company awarded itself a con- 
tract to manage the corporation.1*? Sulzbacher, Granger & Company 
by this contract was to receive annually as management compensation 
20% of the net profits of the company, provided there remained after 
this deduction from net profits an amount equivalent to 8% of the net 
capital invested in the corporation. The firm’s control of the corpo- 
ration was further strengthened by the fact that all of the corpora- 
tion’s directors were its partners or employees. 

By April 1932 Granger Trading Corporation had net assets of 
$199,112.68, all of which consisted of actual cash, with the exception 
of $15,000 which represented the market value of certain bonds owned 
by the company.?*? At that time Granger Trading Corporation had 


12178 Derived from supplementary information supplied the Commission for Union Inves- 
tors, Inc. 

1279 Moody’s Manual on Investments, Banks, etc., 1930, pp. 2794-5. 

1280 See Ch. II of this part of the report, pp. 181-226. 

1281 Op. cit. supra, note 1235, at 2225-6. 

1282 Td., Commission’s Exhibit No. 271. 

1288 Td., at 815, 2258, and Commission’s Exhibit No. 108. 
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outstanding 16,294 shares of stock, all of one class.1°** Of these shares, 
8,800, or 25%, were held by members of the Granger family and em- 
ployees of Sulzbacher, Granger & Company,’**’ and the remaining 
12,494 shares were held by the public. The asset value of the Granger 
Trading Corporation stock was $12.22 a share.°*° 

In April 1932 Wallace Groves, then in control of Yosemite Holding 
Corporation, on behalf of that corporation, contacted Sulzbacher, 
Granger & Company with a view to acquiring control of Granger 
Trading Corporation. At that time the 3,800 shares of the stock of 
Granger Trading Corporation held by the Granger family was an 
amount insufficient to have given Yosemite Holding Corporation ma- 
jority control. Sulzbacher, Granger & Company, however, was in a 
position, through its control of the Granger Trading Corporation’s 
directorate 17°” and by virtue of its management contract,!?°* to cause 
the issuance by Granger Trading Corporation of an amount 
of its authorized stock sufficient, when coupled with the holdings of 
the Granger family and their associates, to give substantial control 
to Yosemite Holding Corporation. 

Accordingly, on April 20, 1932, Granger Trading Corporation sold 
to Yosemite Holding Corporation at $12.22 a share (the then asset 
value of the stock) 7,500 shares of its authorized but as yet unissued 
stock for $91,650.17°° This sale increased the Granger Trading Cor- 
poration’s assets to approximately $290,762.68. On the same day 
Yosemite Holding Corporation purchased for $19,500 the manage- 
ment contract held by Sulzbacher, Granger & Company, which had 
never resulted in any compensation to Sulzbacher, Granger & Com- 
pany.’ On April 21, 1982, Yosemite Holding Corporation pur- 
chased from members of the Granger family and from employees of 
Sulzbacher, Granger & Company their total holdings of 3,800 shares 
of the stock of Granger Trading Corporation at a price equal to the 
asset value of the stock—$12.22 a share.1 

Thus, by April 21, 1932, Yosemite Holding Corporation had ob- 
tained 11,800 shares of the stock of Granger Trading Corporation, 
or approximately 47% of the 23,794 shares of its outstanding stock. 
By April 21, 1932, all of the former directors of Granger Trading 
Corporation, with the exception of Jeffrey Granger, had been sup- 
planted by nominees of Yosemite Holding Corporation, that is, by 
Wallace Groves.”°? In May 1982 Granger Trading Corporation sold 
all of its assets to Yosemite Holding Corporation in return for stock 
of the latter corporation. This transaction and the resultant losses 
suffered by minority stockholders of Granger Trading Corporation 
is described in more detail in a subsequent section of this chapter.12% 


1284Td., at 841. 

1285Td., at 2281. 

1286 Td., at 2258-9. 

1287Td., at 2229. 

1288 See supra, p. 1302. 

1289 Op. cit. supra, note 1235, at 2267. 

1200Tq., at 2559-61. In addition, Yosemite Holding Corporation paid $6,000 to Sulz- 
bacher, Granger & Company for the cancelation of a lease between the firm and Granger 
Trading Corporation (id., at 2261). 

1291 Td., at 2258. 

1292 Td., at 2265. 

1298 See infra, pp. 1480-5. 
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4. CONTINUANCE OF ORIGINAL SPONSOR’S BROKERAGE 
BUSINESS 


Brokers who had been associated with investment companies prior 
to the passage of control to new interests frequently continued, as a 
matter of tacit if not express agreement, to receive brokerage busi- 
ness from the acquiring corporation or individual. Thus, a majority 
of the ten brokers who, in each of the years 1931 to 1935, inclusive, 
received the largest amount of Atlas Corporation’s brokerage busi- 
ness, had previously acted as brokers and sponsors for investment 
companies, control of which had passed to Atlas Corporation. The 
following schedule indicates the names of nine brokers who were in- 
cluded among the ten brokers who received the largest amount of 
brokerage business from Atlas Corporation and its investment com- 
pany subsidiaries, the year in which they appeared in the group, and 
the Atlas Corporation controlled companies with which they had 


previously been connected : *°* 
‘ Company with which firm or a partner thereof | Year asso- 
Name of brokerage firm had been associated ciated 
Fenner, Beane & Ungerleider__.._____-_- Ungerleider Financial Corporation .__-__---------- 1931-1932 
Field, Glore & Co. (now Glore, Forgan & | Aviation Securities Corporation.__..._.-.------- af 1931-1932 
Co.). 
Memphis eNioyesié7 Come. = = sees General Empire Corporation__-.-.--...---------- 1931 
The Goldman Sachs Trading Corporation .______- 
Goldmanesachsisc © ome eae anes Shenandoah Corporation_____4___-______2-_=_ === 1931-1935 
: BiluceRidger€ orporsii om ssa ane ae eee ree 
Qu awaccnhlO le ype eee SelechedsStocks mili Cxere = ss serene ae nel oe ee ee 1931-1935 
eienvolom, Suone «ee CO.55--52-.5- sesh as- Sterling Securities Corporation___.__...---_------- 1931-1935 
1D Bi, Siang ae CO. 4525 ss sos see 8 Fal AMtilanticisSecunities: © onporanioneses es. == eee oe 1932 
Tucker, Anthony & Co______- oon ESTES /NicareraoR pa IbonVESWONS, IOV. 228 ee ose 1933 
Sore aley Cs COs, IGNO. a beeen Glngiin Sirona Siolks, INO. shoo h 5 e See | 1931-1935 


With the exception of Goldman, Sachs & Co. and Tucker, Anthony & 
Co., all of these firms were directly instrumental in effecting a transfer 
of the control of their companies to Atlas Corporation. In some cases 
these firms received other considerations from Atlas Corporation, such 
as on the purchase cf their stock and option warrants. Quaw & 
Foley #2°5 and F. S. Smithers & Co.1?** recommended the acceptance of 
exchange offers made by Atlas Corporation to the stockholders of their 
companies. None of the firms mentioned opposed exchange offers 
made by Atlas Corporation to their stockholders. For example, the 
original exchange offer 1°* made by Atlas Corporation on June 14, 
1932, to the stockholders of The Goldman Sachs Trading Corporation 
was not actively opposed by Goldman, Sachs & Co., even though it dis- 
approved of the terms of the offer.1?* Goldman, Sachs & Co., how- 
ever, caused to be published in newspapers a statement that the offer 
was the private affair of the stockholders, and the firm did publicly 


1204 Derived from supplementary information supplied the Commission for Atlas Cor- 
poration. : 

1235 Public Examination, Atlas Corporation, Commission’s Exhibit No. 1970. 

1296 See Atlantic Securities Corporation, supra, pp. 1247-58. 

1297 Op, cit. supra, note 1295, Commission's Exhibit No. 1970. 

1298 Td., at 17955-6 and 17959. 
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announce that it was not exchanging its own shares of the stocks of 
The Goldman Sachs Trading Corporation.*?°° 

Although these firms may have in good faith believed the terms of 
the exchange offer were fair to the stockholders of the companies which 
they had sponsored, the tacit agreement of Atlas Corporation to con- 
tinue to do a brokerage business with these firms may have tended to 
bias them in favor of Atlas Corporation and its exchange offers. More- 
over, the fact that these firms were receiving brokerage business from 
Atlas Corporation was not revealed to the stockholders of the com- 
panies which they had sponsored. 

In most cases the use of these brokerage houses by Atlas Corpora- 
tion was, as has been stated, a matter of tacit agreement. In one case, 
however—that of Chain Store Stocks, Inc.—the consideration for 
a shift in control of the company to Atlas Corporation by its sponsors 
included an express agreement by Atlas Corporation to grant to its 
sponsor, Shields & Company, Inc., a stipulated dollar amount of broker- 
age business for a period of five years. Mr. Odlum testified : 9° 


Q. And you also concede situations where you made a promise of brokerage 
commissions, although those individuals didn’t have any stock, and you weren’t 
getting control of the assets by stock ownership? 

A. That was true in only one case; but in all cases, no matter whether the 
prokers dealing with the situation had stock or management contracts or were 
sponsors, we told all brokers that our purpose was not to sever established con- 
nections, and all things being equal we would expect to give a fair quota of our 
business to the people who had theretofore been dealing with the company. 

Q. And do you say, Mr. Odlum, that even after Atlas Corporation got control 
of a particular situation they would continue to dispense the brokerage business 
to the old sponsor, even though they didn’t have any stock in the situation, and 
that there was no element whatsoever of these people cooperating with you in the 
exchange program? 

A. No; we gave it sometimes to brokers who were actively opposed to us. 

Q. But you gave it to brokers actively engaged in soliciting for you? 

A. We gave it to the old brokerage connections, no matter who they were. We 
didn’t cut them off, 


Similarly, Tri-Continental Corporation, which in the period 1981 to 
1933 exchanged its securities for the assets of three investment com- 
panies, Investors Equity Co., Inc., Wedgwood Investing Corporation, 
and Graymur Corporation, agreed after each acquisition to continue 
the brokerage business of the former sponsors of the acquired com- 
panies. Joseph Walker & Sons, one of the sponsors of Wedgwood In- 
vesting Corporation, received for a period of four years after the sale 
of Wedgwood Investing Corporation’s assets to Tri-Contimental Cor- 
poration, 3.75% of the latter’s brokerage business; C. D. Barney & Co., 
the sponsors of Investors Equity Co., Inc., received 5% of Tri-Conti- 
nental Corporation’s brokerage business following the sale of Investors 
Equity Co., Inc.’s assets to Tri-Continental Corporation; and G. M.-P. 
Murphy & Co., the sponsors of Graymur Corporation, following the 
sale of its assets to Tri-Continental Corporation, received 6.76% of the 
latter’s brokerage business."°°: Earle Bailie, the chairman of the board 


1299 Td., Commission’s Hxhibit No. 1988. 
1300 Td., at 17780-1. 
1301 Public Examination, Tri-Continental Corporation, at 1867780. 
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of directors of Tri-Continental Corporation, denied that these broker- 
age commissions to the sponsors of the acquired companies were part 
of the arrangements for the acquisition of these companies by Tri- 
Continental Corporation, although he conceded that in some cases there 
was an “understanding” that brokerage business would be given to 
such sponsors after the acquisition of their companies. Mr. Bailie 
testified : 18° 

Q. A lot of these deals were made at the time when the companies were acquired 
to take care of the sponsor interests? 
. There were none of them made until after each acquisition. 
. They were part of the acquisition, weren’t they? 
, LOU Seay SO = 2 & IE Sehy mo, = 
. You say no? 
. No; they came about after the acquisition. 


. You say there is no definite 
(Interposing). There was no definite agreement whatever at the time of the 


>OrPOoPO>D 


acquisition. 
Q. No mention in any case? 
A. Once or twice there was mention of it, and in each case the understanding 


was that we would satisfy them after the deal was over * * *. 


In the case of both Investors Equity Co., Inc., and of Graymur 
Corporation, the stockholders received Tri-Continental Corporation 
securities having a lesser asset value than their own securities, 
although the market value of the Tri-Continental Corporation securi- 
ties exceeded the market value of their own securities.°°? In each of 
these cases the sponsors recommended the acceptance by the stock- 
holders of their companies of the securities offered by Tri-Continental 
Corporation for the assets of their companies.°* However, in none 
of the communications to the shareholders of the selling corporation 
was it revealed that Tri-Continental Corporation had agreed that the 
sponsors were to continue to receive brokerage business from Tri- 
Continental Corporation. Although the sponsors may have acted 
in good faith in recommending the acceptance of Tri-Continental 
Corporation’s offers, nevertheless the opportunity to continue to 
receive the principal emolument of their former connection with their 
companies, without the burden of the future management of such 
companies, may have acted to bias them in favor of the acquiring 
company’s offer irrespective of the merits of such offer from the point 
of view of the stockholders of the acquired companies. 


a. Chain Store Stocks, Inc—Atlas Corporation 


Chain Store Stocks, Inc., was incorporated in Maryland on Decem- 
ber 3, 1928,1°°° as a joint promotion of the New York investment. bank- 
ing firms of Shields & Company, Inc., E. Naumberg & Co., and F. S. 
Smithers & Co.,!*°? and was intended to furnish a medium for invest- 


1302 Tqd., at 18679. 

1308 Td., at 18580, 18586. 

1804 Reply to the Commission’s questionnaire for Investors Equity Co., Inc., Pt. I, Exhibit 
A2; reply to the Commission’s questionnaire for Graymur Corporation, Pt. I, Exhibit 14. 

1305 Tpid. 

1806 Public Examination, Chain Store Stocks, Inc., Commission’s Exhibit No. 1620. 

1307 Td., at 15608 and Commission’s Exhibit No. 1621. 
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ment in chain-store companies by the customers of the three firms.’°° 
Although the investment company had general power to deal in any 
securities and to participate in underwritings and syndicates, the 
prospectus stated that the purpose of the corporation was to invest 
“primarily in the securities of chain-store and other merchandising 
companies.” 19° 

Prior to the actual formation of the corporation, discussions be- 
tween Shields & Company, Inc. and Harrison Williams, who con- 
trolled a majority of the common stock of Central States Electric 
Corporation, which in turn controlled American Cities Power & Light 
Corporation,? led to a commitment upon the part of American 
Cities Power & Light Corporation to purchase one-fifth of the shares 
of Chain Store Stocks, Inc., if, when, and as issued.!*44 

The authorized capitalization of Chain Store Stocks, Inc., con- 
sisted of 1,000,000 shares of capital stock, all of one class and all 
without par value.’*? On December 18, 1928, Shields & Company. 
Inc., E. Naumberg & Co., and F. S. Smithers & Co. entered into a 
contract * with the corporation to “find purchasers” for 300,000 
shares of the corporation’s stock at a price, to be paid by the pur- 
chasers, of $37.50 a share. The bankers were permitted to retain «as 
a commission $3 for each share sold, and the corporation was to re- 
ceive $34.50 for each share sold.!** As further compensation to the 
bankers, they were to receive option warrants to purchase 100,000 
shares of the corporation’s stock on or before January 1, 1934, at a 
price of $37.50 a share." 

Of the 300,000 shares to be sold by the bankers, American Cities 
Power & Light Corporation purchased 60,000 shares, Shields & Com- 
pany, Inc. purchased for its own account 36,000 shares, and E. Naum- 
berg & Co. purchased 7,200 shares. All of these shares were purchased 
at a price of $35 a share. On these shares the corporation thus 
received $35 a share rather than $34.50 a share. The remaining 
shares were sold to the public at $37.50 a share, the bankers retaining 
as a commission $3 a share and remitting $34.50 a share to the cor- 
poration. As a result of this financing, $10,416,000 was contributed 
to the corporation. The bankers each received as gross underwriting 
commissions approximately $280,000, or an aggregate of $840,000.12’ 

The prospectus 1°” offering the shares to the public did not reveal 
the substantial stock interest of American Cities Power & Light Cor- 
poration in, and its connection with Chain Store Stocks, Ine. 

The 100,000 option warrants were divided equally among American 
Cities Power & Light Corporation, Shields & Company, Inc., E. 
Naumberg & Co., and F. S. Smithers & Co.1#8 These companies 
jointly managed the affairs of Chain Store Stocks, Inc., until Sep- 


1808 Td., at 15607-8, 15611. 

1309 Td., Commission’s Exhibit No. 1621. 

1310 Td., at 15609. 

tS Side wat eloG25s 

1312 Td., at 15612 and Commission’s Exhibit No. 1620. 
1318 Td., Commission’s Hxhibit No. 1622. 

1314 Td,, at 15612 and Commission’s Exhibit No. 1622. 
4815 Td., at 15612—3 and Commission’s Exhibit No. 1622. 
1816 Td., at 15622-31. 

1317 Td., Commission’s Exhibit No. 1621. 

1818 Td., at 156134. 


153373—41—pt. 3 


34 


1308 SECURITIES AND EXCHANGE COMMISSION 


tember 1929. Representatives of each of the four companies constt- 
tuted the entire board of directors of Chain Store Stocks, Inc. 

In September 1929 E. Naumberg & Co. and F. S. Smithers & Co., 
because of their disagreement with a proposal of American Cities 
Power & Light Corporation that Chain Store Stocks, Inc., increase 
its capital by offering $50,000,000 of optional convertible preferred 
stock of Chain Store Stocks, Inc., to the public,’*!* severed their con- 
nection with that investment company and sold their option warrants 
to Shields & Company, Inc., for an aggregate sum of $300,000, which 
was divided equally between them.° In addition, Shields & Com- 
pany, Inc., purchased the 7,200 shares of the investment company’s 
stock held by E. Naumberg & Co. at $37.50 a share.* Shields & 
Company, Inc., simultaneously sold 10,000 shares of its holdings of 
the stock of Chain Store Stocks, Inc., to United States & Foreign 
Securities Corporation,®”? an investment company controlled by the 
New York investment banking firm of Dillon, Read & Co.’** The 
100,000 option warrants were then redistributed among American 
Cities Power & Light Corporation, United States & Foreign Securi- 
ties Corporation, and Shields & Company, Inc., each company receiv- 
ing one-third of the warrants.*** United States & Foreign Securi- 
ties Corporation representatives were elected to the Board of Direc- 
tors of Chain Store Stocks, Inc., to replace the representatives of 
E. Naumberg & Co. and F. S. Smithers & Co., who had resigned.'** 

From December 1929 to September 1931, when Atlas Corporation 
acquired control of the corporation, Chain Store Stocks, Inc., pur- 
chased 50,500 shares of its own stocks at a total cost of $650,074.1925 
Treating this sum expended by the corporation in the repurchase of 
its own shares as in effect a return of capital to the stockholders, the 
net capital contributed to the corporation by the holders of its out- 
standing 254,000 shares (4,500 shares had been distributed as a stock 
dividend in 1929) in September 1931 was $9,765,926. The net worth — 
of the corporation in September 1931 was $3,407,167.47.°" Thus, 
during the period of the management of the corporation by American 
Cities Power & Light Corporation, Shields & Company, Inc., and 
United States & Foreign Securities Corporation, the corporation’s 
losses, realized or unrealized, approximated 65% of the net capital 
contributed to the corporation by the holders of its outstanding stock. 

Initially, the corporation’s investments were in accordance with its 
declared primary purpose to invest in the securities of chain store 
companies. However, in May 1929, the corporation sharply altered 
its previous policy and borrowed $2,000,000 **?* to invest in a diversi- 
fied list of securities. Mr. Shields explained that this change in 
policy, which was not revealed to the corporation’s stockholders until 


1319 Td., at 15648, 15655, et seq. 

1320 Tq., at 15617-8. 

1321 Td., at 15624. 

1322 Tq., at 15626 and derived from supplementary information supplied the Commission 
for Chain Store Stocks, Inc. 

1223 See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. V, pp. 425-6. 

2821 Op, cit. supra, note 1306, Commission’s Exhibit No. 1629, and derived from supple- 
mentary information supplied the Commission for Chain Store Stocks, Inc. 

1825 Op. cit. supra, note 1306, at 15655. 

1226 Jd., Commission’s Exhibit No. 1630. 

1327 Op, cit. supra, note 1295, Commission’s Exhibit Nos. 2003 and 2048. 

1328 Op. cit. supra, note 1306, at 15657. 
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December 31, 1929, was due to the poor market behavior of chain- 
store securities in May 1929, caused by rumors of incipient state taxa- 
tion of chain stores.*?® He conceded, however, that stockholders 
should have been informed of the corporation’s intent to change its 
investment policy prior to the actual occurrence of such change. 

The investment policy of the corporation was characterized by a 
marked predilection for the securities of companies in which the 
managers of Chain Store Stocks, Inc., were interested. Investments 
were made in the securities of Peoples Drug Stores, Inc., Metropoli- 
tan Chain Stores, Inc., and Walgreen Company. Shields & Company, 
Inec., were bankers for these companies.**** In addition, investments 
were made in the common and preferred stocks and the debentures 
of Commercial Investment Trust Corporation, a company for which 
Dillon, Read & Co. were bankers. Investments were also made by 
Chain Store Stocks, Inc., in the securities of various companies with 
which Harrison Williams was identified, such as Electric Share- 
holdings Corporation, American Cities Power & Light Corporation, 
The North American Company, Blue Ridge Corporation, and Shen- 
andoah Corporation.1®*? 

A total of $4,084,872.66, or 40% of the total capital of Chain Store 
Stocks, Inc., was invested in the securities of these companies with 
which the managers of Chain Store Stocks, Inc., were associated. As 
at September 16, 1931, when Atlas Corporation acquired control of 
the corporation, the loss, realized and unrealized, suffered by Chain 
Store Stocks, Inc., in these investments was $1,480,783.18.19*8 

In some cases securities owned by the managers themselves were 
sold to Chain Store Stocks, Inc. On December 13, 1928, virtually at 
the inception of Chain Store Stocks, Inc., Shields & Company, Inc., 
sold to the corporation 7,500 shares of Walgreen Company common 
stock at a price of $88 a share, and 6,000 shares of the common stock 
of Peoples Drug Stores, Inc., at a price of $87 a share.1#*4 On that 
day the highest market price of Walgreen Company common stock 
was $84, so that the shares were sold to Chain Store Stocks, Inc., by 
Shields & Company, Inc., at a price $4 above the market price.1**5 
Similarly, on the same day, the market price of Peoples Drug Stores. 
Inc., stock was $82 a share, so that Chain Store Stocks, Inc., paid to 
Shields & Company, Inc., $5 a share in excess of the market price of 
the stock.#%° The purchase of these two securities by Chain Store 
Stocks, Inc., involved an expenditure of $1,182,000, the equivalent of 
over 10% of the total capital raised by Chain Store Stocks, Inc.18%7 
On these securities the corporation eventually suffered a loss of ap- 
proximately 34% of their cost price. 

By July 1931, Shields & Company, Inc., no longer desired the 
responsibility of managing Chain Store Stocks, Inc. Paul V. Shields. 
of the firm of Shields & Company, Inc., testified that his firm had 


139 Td., at 15633. 

1880 Td., at 15670, et seq. 

31 Td., at 15633-6. 

u827d., at 15633—-5, 156724. 

1333 Td., at 15674. 

1834Td., at 15633-4. 

1335 Td., at 15634. 

1386 Td,, at 15635. 

1387 Jd., at 15636. The total capital contributed to Chain Store Stocks, Inc., it will be 
recalled, was $10,416,000. 
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lost a “little confidence in our ability to manage the money and it 
might be well to pass the responsibility on to someone else.” 188° 
Furthermore, Mr. Shields admitted the continued unsuccessful career 
of Chain Store Stocks, Inc., might have injured the brokerage busi- 
ness of Shields & Company, Inc.***° 

Some thought was given by the managers of Chain Store Stocks, 
Inc., to the possibility of liquidating the corporation.***° Mr. Shields, 
however, testified that large minority stockholders with whom he had 
discussed the matter had decided that they wished the corporation to 
continue.‘ Presumably, also, a dissolution of the corporation at a 
time when its operations had resulted in large losses to its stockholders 
would have reflected upon the prestige and reputation of Shields & 
Company, Inc.*%*? 

Late in July 1931 David G. Baird, one of the individuals who were 
engaged in “finding” investment companies for Atlas Corporation, 
sounded out Shields & Company, Inc., on the possibilities of trans- 
ferring control of Chain Store Stocks, Inc., to Atlas Corporation.’*° 

Early in the negotiations, Atlas Corporation discovered that Shields 
& Company, Inc., owned only 57,534 shares of Chain Store Stocks, 
Inc.**#4 American Cities Power & Light Corporation then held 72,105 
shares of the corporation’s stock; United States & Foreign Securities 
Corporation held 10,16114 shares; and Harrison Williams, personally, 
and his associates owned 10,855 shares of the stock of Chain Store 
Stocks, Inc.t* In all, 150,65514 shares were held by these parties. 
The shares so held constituted 60% of the 254,000 outstanding shares 
of Chain Store Stocks, Inc.***¢ 

The negotiations of Atlas Corporation with Shields & Company, 
Inc., were accordingly broadened to include within their scope the 
acquisition of the shares held by American Cities Power & Light Cor- 
poration, United States & Foreign Securities Corporation, and Harri- 
son Williams and his associates.***7 

On September 18, 1931, the negotiations culminated in a contract **° 
between the parties wherein Atlas Corporation agreed to purchase the 
stock of Chain Store Stocks, Inc., held by American Cities Power & 
Light Corporation, United States & Foreign Securities Corporation, 
and Shields & Company, Inc., at a price of $13.40 a share, the liquidat- 
ing value of such stock at September 16, 1931. Atlas Corporation also 
agreed to purchase the shares held by Harrison Williams and his asso- 
ciates at a price of $10.50 a share. The 100,000 Chain Store Stocks, 


1388 Public Examination, Chain Store Stocks, Inc., at 15638. 
1339 Td., at 15679-80. 
1340 Tq., at 15680-1. 
1341 Tbid. 
1342 Mr, Shields testified (ibid.) : 
Q. Isn’t there this element too, that any further continued unsuccess with the in 
vestment trust would rebound to the disadvantage of the brokerage firm, isn’t that so? 
A. I think that may have been in our mind. I don’t know that that was so, or the 
dominant thing. 
Q. In any event, you though that you had enough? 
A. We knew we had enough. 


1343 Td., at 15689. 

1344 Thid. 

1345 Tq,, at 156813. 

136 1q., at 15681-2 and Commission’s Exhibit No. 1629; op. cit. supra, note 1295, Commis 
sion’s Exhibit No. 2001. 

1347 Op. cit. supra, note 1306, at 15682; op. cit. supra, note 1295, Commission's Exhibit No. 
2001. 

1348 Op. cit. supra, note 1306. Commission’s Exhibit No. 1629. 
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Inc., warrants held by the sellers were to be included in the sale gratis. 
Since the market price of Chain Store Stocks, Inc., stock was then 
approximately $8 a share, the total price to be paid by Atlas Corpora- 
tion on these shares was approximately $778,075.12 above the market 
value of the shares.'**® 

Atlas Corporation, as further consideration for the shares of Chain 
Store Stocks, Inc., sold to it by Shields & Company, Inc., agreed that 
it would cause “to be done with you [Shields & Company] during a 
period of five years from the date hereof a stock or securities brokerage 
business, the commissions on which will aggregate $100,000 during 
such period of five years.” 135° 

Paul V. Shields testified that, to May 14, 1987, Shields & Company, 
Inc., had received brokerage commissions totaling $60,000 from Atlas 
Corporation, and that Atlas Corporation is “continuing to do busi- 
ness” with his firm under the agreement of September 18, 1931.1°* 

In addition, the agreement of September 18, 1931, bound Shields & 
Company, Inc., and the other sellers of Chain Store Stocks, Inc., to 
Atlas Corporation, “to refrain from taking any position in the market 
and option warrants of Chain Store Stocks, Inc., from this date on 
except with the consent of Atlas Corporation.” 1? The purpose of 
this provision was to place Atlas Corporation in control of the market 
price of the shares of Chain Store Stocks, Inc. This purpose is clearly 
indicated in a memorandum ™°? dated September 2, 1931, written to 
David G. Baird by John W. Donaldson, a vice president of Atlas Cor- 
poration, with reference to the status of the negotiations by Atlas Cor- 
poration for the acquisition of control of Chain Store Stocks, Inc. 
The memorandum stated : 


Shields & Company to agree to cooperate with Atlas to the end that the existing 
market on Chain Store Stocks, Inc., will be left open so that Atlas may acquire 
such stock as comes on the market at the most advantageous price to Atlas 
Corporation. 


Mr. Odlum testified that the language of the memorandum “might 
lead to the conclusion” that Atlas Corporation’s purpose in causing 
Shields & Company, Inc., to refrain from further dealing in the stock 
of Chain Store Stocks, Inc., was to acquire control of the market price 
of Chain Store Stocks, Inc.’s, shares. The fact that Atlas Corpora- 
tion subsequently acquired the securities of Chain Store Stocks, Inc., 
in the market at advantageous prices is evident from Mr. Odlum’s 
testimony that subsequent market purchases of Chain Store Stocks, 
Inc., securities held by the public were made by Atlas Corporation 


1349 Tbid., and op. cit. supra, note 1295, Commission’s Exhibit No. 2001. 

1350 Op. cit. supra, note 1306, Commission’s Exhibit No. 1629. Mr. Shields testified that 
the $100,000 figure for 5 years, or $20,000 a year, was not based on the average annual 
brokerage business which Shields & Company, Inc. had previously obtained from Chain Store 
Stocks, Inc., but was based on getting “anything we could get” (id., at 15688) : 

Q. Was the $100.000 figure for five years predicated upon what the average per year 
had been for Shields & Company? 

A. No. Well, I didn’t negotiate the $100.000 figure. We were trying to get anything 
we could get and that was just a figure that came to me that they (Atlas Corporation) 
could afford to pay in brokerage, considering that they had them a volume of around 
$50,000,000 and they were going to pay these commissions to someone. 

1351 Tq., at 15687. 

1382 Td., Commission’s Exhibit No. 1629. 

1853 Op, cit. supra, note 1295, Commission’s Exhibit No. 1999. 
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at prices which averaged 76% of the actual asset value of the stock 
when purchased. These prices, however, were in excess of the market 
prices of comparable investment company securities which were sell- 
img generally at 70% of their asset value. Mr. Odlum’s testimony 
was as follows: 1%°4 


Q. The stockholders there, too, found themselves in the predicament with the 
sponsor who may have been sponsoring the market, pulling the peg, isn’t that 
so? You may say that it is permitting the stock to get to its natural level, but 
the ultimate effect is when the peg is pulled the price does decline and Atlas is 
going to acquire their shares at the most advantageous prices for itself, isn’t 
that true? 

A. That language might lead to that conclusion, yes. On the question of 
Chain Store Stocks, Inc., on all of the purchases that we made we paid 76% of 
asset value for, and the market on other nonleverage stocks for the same period 
was 69.9% (of asset value) * * *. 


Although Shields & Company, Inc., refrained, in accordance with 
its agreement, from dealing in the securities of Chain Store Stocks, 
Inc., after Atlas Corporation acquired control of the corporation, the 
firm did not further cooperate with Atlas Corporation in securing 
exchanges of Chain Store Stocks, Inc.’s, securities for Atlas Corpora- 
tion securities, nor did it aid Atlas Corporation in purchasing the 
remaining shares of Chain Store Stocks, Inc., in the open market. 
Mr. Shields testified that he would not have “approved” **°* of such 
activities upon the part of his firm, which had previously sponsored 
and sold to the public the securities of Chain Store Stocks, Inc. 
Shields & Company, however, did not actively oppose the Atlas Cor- 
poration exchange offers when they were made. 

As has been stated, the market price of the stock of Chain Store 
Stocks, Inc., became solely within the control of Atlas Corporation as 
the only bidder for the stock in the market. On its acquisition of 
control of Chain Store Stocks, Inc., on September 16, 1931, Atlas 
Corporation terminated the repurchases by Chain Store Stocks, Inc.. 
of its own stock. Not until September 16, 1932, did Chain Store 
Stocks, Inc., resume purchasing its own stock.1#°6 

Minority stockholders of Chain Store Stocks, Inc., were not 
informed of the transfer of control of their corporation to Atlas 
Corporation prior to its occurrence. Further, Mr. Shields testified 
that a contemporaneous offer on the part of Atlas Corporation to pur- 
chase the stock of minority stockholders on the same terms on which 
Atlas Corporation had purchased the stock of the managers of Chain 
Store Stocks, Inc., was not “practicable”. Mr. Shields testified : **°" 


Q. Now, this agreement did not provide that Atlas Corporation was to make 
the same offer to the other stockholders? 

A. No. 

Q. And, of course, the stockholders were not apprised before the sale took 
place that the sale was going to take place, and that the management was going 
to pass to the Atlas interests? 

A. No; they weren’t. 


1354 Tq., at 18087. 

1255 Op. cit. supra, note 1306, at 15694. 
1956 Tq., Commission’s Exhibit No. 1630. 
1357 Td., at 15685-7. 
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Q. Well, let us do some retrospecting again. Don’t you think that it would 
have been, shall we say, more advisable to have apprised the stockholders that 
there was going to be a distinct change in management of their funds by the 
sale of stock by yourself and the Williams group? 

A. Well, I suppose, practically, immediately following our contract with them, 
we should have notified them; yes. 

Q. Well, you said “immediately after’ and then, of course, at that moment 
of time, he is under a new management, isn’t he? 

A. Yes, sir. Well, practically though, could you have done it before and still 
effected a trade? You would have had probably a lot of chaos, and they were 
very difficult times, as you know, and right at that particular time was the most 
severe of the market decline. 

Q. So that so far as Shields and Harrison Williams were concerned, they 
were getting their liquidation value, which was in excess of the market value 
by approximately $6 a share? 

A. Yes, sir. 

Q. But no provision was made that a similar offer should be made to other 
stockholders who wanted to get out at that time? 

A. No. 

@. Was there any discussion as to that, do you recall? 

A. Discussion of what? 

Q. Discussion as to whether a similar offer should be made to other stock- 
holders. 

A. Yes; as I recall, there was a discussion, but it just wasn’t practicable 
to do it. 

Q. You mean that they [Atlas Corporation] couldn’t make their money that 
way, giving you dollar for dollar when the market was six points below that? 

ANS AWOL | Ee 

Q. Isn’t that so? 

A. I don’t mean that—I just don’t believe that—it is difficult now, five vears 
afterwards to put yourself back in the fall of 1931, but you were going through 
a very chaotic time, and rumors were flying, and one thing I was particularly 
concerned about at the time, I know, was the reflection on our general business, 
and they had everybody busted every third day, and you had to be pretty 
careful that rumors wouldn’t be started about your condition. 


Tt will be recalled that minority stockholders of Chain Store Stocks, 
Inc., who later sold their shares to Atlas Corporation, received an 
average price equivalent to 76% of the asset value of their stock, and, 
as will be described later, stockholders of Chain Store Stocks, Inc., 
who exchanged their shares for the stock of Atlas Corporation, re- 
ceived stock having an asset value less than the asset value of their 
own shares. In contrast, the management of Chain Store Stocks, 
Inc., had received the actual asset value of their shares. 

Atlas Corporation did not itself purchase the holdings of the former 
managers of Chain Store Stocks, Inc. Rather, they were purchased 
by Chatham Phenix Allied Corporation, control of which had been 
acquired by Atlas Corporation only a month before.1*°8 

On September 18, 1931, Chatham Phenix Allied Corporation pur- 
chased the 150,65514 shares of Chain Store Stocks, Inc., from the 
former sponsors and managers of Chain Store Stocks, Inc., for a total 


1838 See Chatham Pheniav Allied Corporation, supra, pp. 1142-57. 
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of $1,983,319.12, a price $778,075.12 above the market value of the 
shares. Thereafter, Chatham Phenix Allied Corporation’s funds 
were expended in the further purchase in the market of Chain Store 
Stocks, Inc., shares. By December 31, 1931, Chatham Phenix Allied 
Corporation held 167,6111,4 shares of the stock of Chain Store Stocks, 
Ine., or 67% of the 254,000 shares of that corporation then outstand- 
ing.2°9 

On June 4, 1932, Atlas Corporation, as one of 12 simultaneous offers 
made to the stockholders of its controlled companies, offered to ex- 
change four-fifths of a share of its common stock for each share of 
Chain Store Stocks, Inc., held by the public. The offer revealed that 
the asset value of each share of Chain Store Stocks, Inc., was $7.60, 
based on an evaluation of its portfolio at market prices, but further 
stated that “if the holdings of stock in your company [Chain Store 
Stocks, Inc. ] in affiliated investment trusts are appraised at their asset 

value rather than at their market value this figure would be somewhat 
increased.” The asset value of the Atlas Corporation stock offered 
was then $2.88, but this fact was not revealed in the offer.°°° How- 
ever, the offering letter did state that the asset value of four-fifths 
of a share of Atlas Corporation’s common stock would be $5.84 if all 
of the minority stockholders of the 12 investment companies, for the 
securities of which Atlas Corporation was then making exchange 
offers, accepted such offers. 

Stockholders of Chain Store Stocks, Inc., who accepted the offer 
suffered a gross loss in asset value of $5.22 a share of their stock on 
the basis of an asset value of $2.38 for the Atlas Corporation stock 
received. On the basis of the hypothetical asset value of $5.84 for the 
Atlas Corporation common stock received by them, Chain Store 
Stocks, Inc., stockholders would suffer an asset value loss of $1.76 a 
share of their stock. The market value of the shares of Chain Store 
Stocks, Inc., was the same as that of the shares of Atlas Corporation 
to be exchanged therefor.1°* 

As a result of this offer, Atlas Corporation acquired 47,9731 shares 
of the stock of Chain Store Stocks, Inc. The gain in asset values to 
Atlas Corporation as the result of the exchange was $249,683,1°°? based 
on an asset value of $2.38 for each four-fifths ‘of a share of its common 
stock issued on the exchange. 

On September 16, 1982, “another technique was adopted by Atlas 
Corporation to reduce the number of outstanding shares of Chain 
Store Stocks, Inc., at a profit to Atlas Corporation. On that date, 
Chain Store Stocks, Inc., itself made an offer °°? to its stockholders 
to repurchase its-own stock at lowest tender prices not to exceed $7 
ashare. Asa result of this offer, Chain Store Stocks, Inc., acquired 
and retired 3,817 shares of its own stock which cost it an a average of 
$6.96 a share. However, the asset value of these shares was $9.72 a 
share as at December 31, 1932, so that the retirement of the shares pur- 
chased by the corporation increased its surplus by $9,154.92. Nine- 


1859 Op. cit. supra, note 1295, Commission’s Exhibit No. 2001. 

1360 Id., Commission’s Hxhibits Nos. 1970, 2001. 

15617 q., Commission’s Exhibit No. 2001. 

1262 Thid. However, stockholders of Chain Store Stocks, Inc., who exchanged their 
shares, by becoming stockholders of Atlas Corporation, recovered a portion of their loss 
in asset values. 

1363 Tq., Commission’s Exhibit No. 1970. 
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tenths of this increase in surplus primarily benefited Atlas Corpora- 
tion which then owned 90% of the outstanding stock of Chain Store 
Stocks, Inc.**%4 

On June 18, 1933 Atlas Corporation, in a circular letter °° to Chain 
Store Stocks, Inc. stockholders, offered to exchange eight-tenths of 
a share of Atlas Corporation’s common stock for each outstanding 
share of the stock of Chain Store Stocks, Inc. The letter did not reveal 
the comparative asset values of the two securities.°°° As at May 31, 
1933, the asset value of each share of Chain Store Stocks, Inc. was 
$12.65.1°°7 The asset value of the Atlas Corporation stock offered as at 
the same date was $8.56. Stockholders of Chain Store Stocks, Inc., 
accepting the offer, suffered a gross loss in assets per share of their 
stock of $4.09. However, the market value of the Atlas Corporation 
common stock offered exceeded the market value of the Chain Store 
Stocks, Inc. share by $3.30.1° 

This offer resulted in the acquisition by Atlas Corporation of 18,506 
shares of the stock of Chain Store Stocks, Inc. The gain in asset 
values to Atlas Corporation on the exchange, based on the asset values 
of the exchanged securities as at May 31, 1933, was $58,155. On Oc- 
tober 17, 1938, Atlas Corporation and Chatham Phenix Allied Cor- 
poration, which then held a total of 220,205 shares of the stock of 
Chain Store Stocks, Inc., 95% of that corporation’s outstanding stock, 
voted to dissolve the corporation. At the date of the dissolution of 
Chain Store Stocks, Inc., its net worth, appraising its portfolio hold- 
ings at market value, was $2,625,852.76, equivalent to $11.32 a share on 
the 231,191 outstanding shares of the corporation’s stock.1**° Minority 
stockholders received as a liquidating dividend $11.82 a share 1°”° on 
their stock in cash, or, if they so desired, in portfolio securities of a 
market value equivalent to $11.32 a share on their stock. 

Atlas Corporation and Chatham Phenix Allied Corporation received 
in cash and in securities, evaluated at their market prices, a total of 
$2,508,383.49. Since their holdings of the securities of Chain Store 
Stocks, Inc. cost Atlas Corporation and Chatham Phenix Allied Cor- 
poration, as per their books, a total of $2,670,766.78, these corporations 
suffered a book loss of $162,883.24.1°7 

However, the securities received by Atlas Corporation and Chatham 
Phenix Allied Corporation from Chain Stores Stocks, Inc. as liqui- 
dating dividends included 26,919 shares of the Class B common stock 
of American Investors, Inc., 72,716 shares of the capital stock of 
Pacific Eastern Corporation, and 15,647 shares of the first preferred 
stock of Sterling Securities Corporation. All of these companies were 
then controlled by Atlas Corporation and were eventually absorbed by 
Atlas Corporation. These securities had a market value of $583,829.69 
and were taken at market value for the purpose of determining the 
per share distributive interest of the stockholders of Chain Store 
Stocks, Inc. in the corporate assets. These securities, however, had an 


1364 Td., Commission’s Exhibit No. 2001. 

1365 Td., Commission’s Exhibit No. 1970. 

1266 Tbid. 

1367 Tbid. 
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asset value as at December 31, 1933 of $1,283,857.19, or $700,027.50 in 
excess of their market value. The asset value of these shares was 
eventually actually realized by Atlas Corporation. If these securities 
of Atlas Corporation’s controlled investment companies received by 
Atlas Corporation as a liquidating dividend from Chain Store Stocks, 
Inc., are taken at their asset value, Atlas Corporation actually derived 
a profit of $537,644.26 on its investment in the securities of Chain 
Store Stocks, Inc. On this basis, also, Atlas Corporation actually re- 
ceived as liquidating dividends from Chain Store Stocks, Inc. approx. 
mately $14.50 per share of Chain Store Stocks, Inc. held by it. In con- 
trast, minority stockholders of Chain Store Stocks, Inc., who accepted 
their distributive share of the company’s assets in cash rather than in 
portfolio securities, received $11.32 as a liquidating dividend on each 
share of their stock.13” 


5. PAYMENT OF COMPENSATION TO DIRECTORS AND 
OFFICERS 


a. To Induce Transfer of Control 


(1) UNIVERSAL SHARES, LTD. AND SUBSIDIARIES—DONALD P. 
KENYON 


In June 1936 Universal Shares, Ltd., a company which had been 
organized in Delaware in 1933 for the purpose of owning and control- 
ling various investment trusts and companies,*"? held all of the com- 
mon stocks of United Sponsors, Inc., and of United Standard Oilshares 
Corporation.1374 

United Sponsors, Inc., by virtue of contracts to manage its assets and 
to distribute its securities, held effective control of Investors Fund of 
America, Inc.1*7° Investors Fund of America, Inc., had been incor- 
porated in Delaware as an open-end restricted management type invest- 
ment company.”7* Its charter limited its permissible investment 
activities to the purchase only of government securities, other listed 
securities, bank stocks, and the securities of investment companies 
whose portfolios were likewise restricted to investments in govern- 
ment securities, other listed securities, or bank stocks.1*77 Although 
United Sponsors, Inc., had a contract to manage Investors Fund of 
America, Inc., at an annual compensation equivalent to one-half of 
one percent of the corporation’s assets, it had by a contract delegated 
this power to Estate Administration, Inc., a management company 
controlled by individuals who were not dominated by those in control 
of Universal Shares, Ltd., and its subsidiaries.*7* Estate Admin- 
istration, Inc., by agreement with United Sponsors, Inc., was to 
have exclusive power to select the investments to be made by In- 


3372 Tphid. For a more detailed discussion of the dissolution of the investment com- 
panies acquired by Atlas Corporation, see infra, pp. 1446-57. 

1373 Public Examination, Alpha Shares, Inc., et al., at 19436—7. 

1374 Td., at 19437 and 194434; for detailed discussion of the acquisition of these com- 
panies by Donald P. Kenyon, see Ch. II of this part of the report, pp. 309 et seq. 

1375 Tbid. 

1276 Tq., at 19437—-40 and Commission’s Exhibits Nos. 3067, 3068. 

1s77Td., at 19435-6, 19444, and Commission’s Exhibit No. 3066. 

1378 Jd., at 19438-40, 194445, and Commission’s Exhibit No. 3009. 
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vestors Fund of America, Inc. No investment could be made by 
Investors Fund of America, Inc., without the approval of Estate 
Administration, Inc.%® The management of Investors Fund of 
America, Inc., by Estate Administration, Inc., was stressed in the 
sales literature used in selling the securities of the investment 
company.**°° 

By June 1936 about 3,000,000 shares of the stock of Investors Fund 
of America, Inc., had been sold at prices between 82 cents and $1.20 a 
share. In June 1936 the corporation had total assets of $2,939,791.1°* 

United Standard Oilshares Corporation, the other subsidiary of 
Universal Shares, Ltd., held control of United Standard Oilfund of 
America, Inc.,!*? an investment company chartered in Delaware to 
specialize in oil securities, by virtue of contracts to manage and dis- 
tribute the securities of that corporation. In this case also the man- 
agement functions of United Standard Oilshares Corporation had 
been delegated by a contract to Estate Administration, Inc.° 

About 240,000 shares of the stock of United Standard Oilfund of 
America, Inc., had been distributed to the public by June 1936 at prices 
ranging from $1 to $1.50 a share.’?** In June 1936 the corporation had 
total assets of $250,517.61. 

It is obvious from the foregoing recital that control of Universal 
Shares, Ltd., constituted control of its subsidiary investment com- 
panies, Investors Fund of America, Inc., and of United Standard Oil- 
fund of America, Inc. The total assets of these two companies agere- 
gated approximately $3,200,000. 

Universal Shares, Ltd., as at June 10, 1936, had outstanding 481,483 
shares of 10 cents par value capital stock.%°° Of these shares, 251,400 
shares, a majority of those outstanding, were held in a voting trust of 
which Gen. John F. O’Ryan, Murray Spies, and Lucian A. Eddy were 
voting trustees.**’ The voting trust at this time had approximately 
eight years to run, and apparently the trustees were empowered to 
appoint their successors in the event of their resignation. Mr. Spies 
held none of the shares of Universal Shares, Ltd., or its subsidiaries.188 
The record does not indicate the holdings, if any, of Mr. Eddy or Gen. 
O’Ryan. Harold A. Espey, one of the organizers of Universal Shares, 
Inc., held 127,500 of the outstanding voting trust certificates. Messrs. 
Spies, Eddy, and Espey, and Gen. O’Ryan were directors and officers 
of Universal Shares, Litd., and its subsidiaries.%°° Mr. Eddy was also 
president of both Investors Fund of America, Inc., and United 
Standard Oilfund of America, Inc. 

On May 8, 1936, Donald P. Kenyon, who was then actively engaged 
in purchasing control of investment companies with the purpose of 
converting their funds to his own use, acquired for the sum of $20,000 
all of Mr. Espey’s holdings of the voting trust certificates of Universal 


1379 Thid. 

18380 Td., Commission’s Exhibit No. 3072. 

181 Tq.,, Commission’s Wxhibit No. 3105. 

182 Td., at 19443-4, 20078. 

1833 Td., at 19438-40, 19444-5, and Commission’s Exhibit No. 3069. 
1°84 Td., at 19446-7. 

1885 Tq., Commission’s Exhibit No. 3105. 
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Shares, Ltd. Mr. Espey agreed to sever his connections with Univer- 
sal Shares, Ltd., and to use his best efforts to obtain the resignation 
of the voting trustees.*°° Since the actual asset values of Mr. Espey’s 
stock did not exceed $12,700, Mr. Espey received from Mr. Kenyon 
approximately $7,300 in excess of the actual value of the shares. 

Mr. Kenyon himself, in June 1936, approached the voting trustees 
who were, by virtue of the voting trust, in actual control of the 
Universal Shares group of companies, in an effort to secure their 
resignations. The first of the voting trustees approached by Mr. 
Kenyon was Gen. O’Ryan. Gen. O’Ryan was induced by Mr. Kenyon 
to resign as a voting trustee. Whether or not any consideration was 
paid therefor is not disclosed by the record. 

On June 10, 1986, Mr. Kenyon reached an agreement with Murray 
Spies. Mr. Spies agreed that he would resign as a voting trustee 
and that he also would secure the resignation of Lucian A. Eddy as 
a voting trustee. He agreed to secure the appointment of Mr. Ken- 
yon and his nominees as voting trustees. Mr. Spies further agreed 
to resign as an officer and director of Universal Shares, Ltd., and its 
subsidiaries. In return for these undertakings on the part of Mr. 
Spies, Mr. Kenyon agreed to pay Mr. Spies $40,000.1°" Of this 
$40,000, Mr. Spies paid Mr. Eddy $2,000.7°°?, Mr. Eddy testified that 
the payment of $40,000 was made to reimburse Mr. Spies and Mr. 
Eddy for back salary, legal fees, and other unpaid claims which they 
held against Universal Shares, Ltd., and its subsidiaries.*°? Never- 
theless, the agreement between Mr. Spies and Mr. Kenyon indicates 
that the payment of $40,000 was intended, in part at least, to com- 
pensate Mr. Spies for his future acquiescence in the plans of Mr. 
Kenyon.1** The agreement provided that Mr. Spies would not 
interfere with Mr. Kenyon’s acts in his operations of Universal 
Shares, Ltd., and its subsidiaries. Mr. Spies agreed also that he 
would not represent stockholders of any of the companies in any 
action against Mr. Kenyon. The agreement provided: *%°° 


* * * the Party of the Second Part | Mr. Spies] hereby represents that he 
will not, at any time hereafter take any steps, directly or indirectly, or perform 
any act, and will not interfere with the Party of the First Part | Mr. Kenyon] 
being able to acquire any existing obligations of any of the above companies at 
such price as said Party of the First Part may be able to acquire same, and 
that said Party of the Second Part will not in any way interfere with, directly 
or indirectly, with the business or affairs of any of said corporations so long 
as the Party of the First Part shall be the owner and in contro! thereof 
(interference as herein defined is as follows): “To enter into or take part in 
the concerns of the party of the first part and the affiliated companies mentioned 
herein, especially to prevent some act taken or contemplated by the Party of the 
First Part or the affiliated companies.” 

* ok * * % * * 

The Party of the Second Part [Mr. Spies] represents and agrees that he 
will not accept a retainer to act as the attorney, agent, or representative of any 


1390 Tq., Commission’s Exhibits Nos. 3159, 3160. 
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of the stockholders or security holders of the several corporations hereinabove 
named and/or the affiliate thereunder. 


Thus, for a pecuniary consideration Mr. Spies and Mr. Eddy, who 
owned few, if any, of the shares of Universal Shares, Ltd., and its 
subsidiary investment companies, turned over the management and 
control of these companies to Mr. Kenyon. Stockholders who held 
the real stake in these enterprises were never consulted or informed 
of the passage of control of their companies to Mr. Kenyon until 
after the event. In addition, Mr. Spies vacated his position as a fidu- 
ciary of the stockholders under an agreement not to oppose any of 
Mr. Kenyon’s future acts. 

On June 10, 1936, Mr. Kenyon placed his nominees on the directo- 
rates of Universal Shares, Ltd., and its subsidiaries. With the ex- 
ception of Mr. Eddy, all of the prior directors and officers of the 
companies resigned.1296 

Mr. Eddy was retained by Mr. Kenyon as the president and a direc- 
tor of Investors Fund of America, Inc., and of United Standard Oil- 
fund of America, Inc., the investment companies. Mr. Kenyon fur- 
ther agreed to raise Mr. Eddy’s aggregate salary from $12,000 per 
annum to $20,000 per annum.°? Mr. Eddy denied, however, that the 
increase in salary was the reward for his acquiescence in the future 
plans of Mr. Kenyon, although he conceded that Mr. Kenyon may 
have had this purpose in mind. Mr. Eddy testified : +*°8 


Q. Wouldn’t you say that the difference between the $12,000 you were supposed 
to receive under the former management and the $20,000 you were to receive sub- 
sequent to Kenyon’s acquisition of control amounted to a consideration to be 
received .by you for your resignation from the various boards in cooperation 
with Mr. Kenyon? 

A. No; I think you could say that that was a consideration received by me 
for agreeing to stay as president of those two companies. 


* * * * * bd * 
Q. About the time you made arrangements about an increase in salary, did 
you not? 
A. Yes. That was part of the understanding that I was to have an increased 
salary. 
Q. Was the salary unreasonable in the light of the prospects at the time, in your 
cpinion? 


A. Not a bit, nor was it unreasonable in my opinion out of proportion to the 
size of the Fund at that time. 

Q. Is it a fact or is it not a fact, this extra salary was to get you to go along 
and agree to whatever Mr. Kenyon said to do? 

A. That may have been in his mind, it certainly was not in mine. 


Nevertheless, the record indicates that Mr. Eddy did not too care- 
fully scrutinize the first transactions between Mr. Kenyon and the sub- 
sidiaries of Universal Shares, Ltd. Mr. Eddy explained that his sus- 
picions were not aroused because he was very favorably “impressed 
with his [Mr. Kenyon’s] apparent. ageressiveness, honesty, and abil- 
ity,” *°° and his apparent financial ability to expand the activities of 
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United Sponsors, Inc., and of United Standard Oilshares Corpora- 
tion, the sponsoring corporations controlling the underlying invest- 
ment companies, in the sale of the securities of the investment 
companies.74°° 

On June 18, 1936, Mr. Kenyon, then in control of Investors Fund of 
America, Inc., offered to sell the corporation 350 shares of the stock 
of North Bergen Trust Company at a price of $115 a share, 115,000 
shares of the Class AA stock of Monthly Income Shares, Inc., of New 
Jersey at a price of $1 a share and 135,000 shares of the AA stock of 
Monthly Income Shares, Inc., of New York at $1 a share.1* Mr. 
Kenyon was acting as agent for the Monthly Income Shares corpora- 
tions who were the actual sellers of the stock. 

Mr. Kenyon had recently acquired control of North Bergen Trust 
Company, having purchased 1,183 out of 1,500 shares of its stock at 
a price per share of approximately $44, or for a total of $50,000. 
The bank stock had no market, and its book value was $12.30 a 
share.4°? Despite the fact that Mr. Eddy knew that Mr. Kenyon 
was an officer and director of North Bergen Trust Company as well 
as its controlling stockholder, and despite the fact that he also knew 
that the shares of the bank’s stock offered to Investors Fund of 
America, Inc., were personally owned by Mr. Kenyon, he assented to 
the purchase of the stock by the investment company. Mr. Eddy 
did no more than to take the assurance of Mr. Kenyon that he was not 
making a profit on the transaction.“ In fact, Mr. Kenyon’s profit 
was approximately $25,000. 

The Class AA shares of the Monthly Income Shares companies. 
which were then controlled by Mr. Kenyon, were inferior in prefer- 
ences to the existing Class A shares of the companies.*°° Mr. Ken- 
von, nevertheless, represented to Mr. Eddy that the AA shares were 
the senior preferred stocks of the Monthly Income Shares corpora- 
tions.1#°* Since the charter of Investors Fund of America, Inc., 
restricted its investments in investment company stocks to those of 
companies whose assets consisted of government and_ other listed 
securities, Mr. Kenyon submitted to Mr. Eddy schedules verified 
only by Charles R. Kenyon, Donald Kenyon’s brother, which indi- 
cated that both Monthly Income Shares companies held diversified 
portfolios of listed securities.*°’ In fact, the bulk of the assets of 
both Monthly Income Shares companies consisted of loans due from 
Donald Kenyon.**8 

Mr. Eddy, although he was president of Investors Fund of America. 
Inc., and the only director of the corporation who was not one of 
Mr. Kenyon’s nominees, approved the purchase of the AA stocks of 
the Monthly Income Shares companies without making any attempt 
to verify the relative priorities of the AA stocks and without insist- 


1400 Thid. 

1401 Td., at 19457-60, and Commission's Exhibits Nos. 3075, 3076. 

1402 Td., at 19587, 19591. 

1408 Td., at 19585-6. 

1404 Tq., at 19457. 

1405 Tq., at 19501-2. 

1496 Td., at 19461. 

1407 Tq., at 19457-9. 19460. and Commission’s Exhibits Nos. 3075. 5076. 
1495 Td., at 19480-1. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 132] 


ing on an independent audit of the securities held by the Monthly 
Income Shares companies. Mr. Eddy testified : 14° 


Q@. At the time of the purchase just referred to [the North Bergen Trust Co. 
stock] Mr. Eddy, were you taking orders from Donald P. Kenyon? 
A. I wasn’t supposed to be taking orders, but he was running the business 
without consulting me. 
* * ae * * * * 


Q.* * * Mr. Eddy, as I understand it, the company of which you were 
president bought Monthly Income Shares of New Jersey stock. 

A. The preferred stock. 

Q. At the time the preferred stock was purchased, did they show you the 
schedule of securities? 


A. Yes. 
Q. And that was the one that was signed by Kenyon? 
A. That is right. ig 


Q. Did you know where the securities were kept 
Monthly Income Share securities? 

A. I think at that time he represented that the North Bergen Trust Company 
was custodian. 

Q. Did you call the North Bergen Trust Company and ask them if they were 
there? 

A. We did not. 

Q. This schedule which purports to set forth the securities in the portfolio of 
Monthly Income Shares of New Jersey was not certified by an accountant, was it? 
No. 

. It was not certified by the bank? 

No. 

. It was just signed by Charles Russel Kenyon? 

. That is right. 

. And you were president when you bought these just on his original repre- 
sentation that that is what they had? 

A. It would appear that way * * *, 

* * * Ey * * % 

Q@. So they told you they had $75,000 worth of securities. They gave a piece of 
paper signed by Mr. Kenyon and that was all right with you? 

A. Yes. 

Q. You didn’t call the depository to see if they had them? You had no ae 
countant go over them? 

A. No. 

Q. Did you call up the accountant for Monthly Income Shares and say, “I have 
got a certificate here signed by Mr. Kenyon saying there are $75,000 worth of blue 
chips here, do you know whether he has them?” 

A. No; I didn’t do that. 

* *k * cd * * * 

Q. Mr. Eddy, before you approved of the purchase of the Monthly Income 
Class AA preferred stock, did you examine the charters of the Monthly Inconye 
Shares Corporation? 

A. No. 

Q. To determine its priority or inferiority in liquidation? 

A. No. 


who had custody of the 
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Although Mr. Kenyon secured the approval of Mr. Eddy and of 
his own nominees on the directorate of Investors Fund of America, 
Inc., to the purchase of the North Bergen Trust Company and 
Monthly Income Shares, Inc., stocks, it was necessary to secure also 
the approval of Estate Administration, Inc. This company, it will 
be recalled, had exclusive power to select the investments of Investors 
Fund of America, Inc. Estate Administration, Inc., on inquiry from 
Mr. Kenyon, refused to approve the purchase of the stocks of Monthly 
Income Share corporations and of the North Bergen Trust Com- 
pany.##° To overcome this obstacle, Mr. Kenyon paid $20,000 to 
Estate Administration, Inc., for the cancelation of its management 
contracts with the investment companies under his control.** Mr. 
Kenyon then engaged Mr. Edward Embree, an acquaintance, as man- 
ager of the funds of Investors Fund of America, Inc." Mr. Embree’s 
sole function was to approve the purchase by Investors Fund of 
America, Inc., of the North Bergen Trust Company and the Monthly 
Income Shares stock.1412 Mr. Embree received $500 from Mr. Kenyon 
for his services.**** 

With the approval of Mr. Embree, Investors Fund of America, 
Inc., purchased the securities offered to it by Mr. Kenyon. Mr. Eddy, 
as president of Investors Fund of America, Inc., found nothing 
suspicious in the removal of Estate Administration, Inc., as the 
manager of his company’s funds, despite the fact, as he testified, that 
the advice of Estate Administration, Inc., had previously been 
excellent.1**° 

The $250,000 received by Mr. Kenyon on the sale of the Class AA 
shares of the Monthly Income Shares corporations was not turned 
over to these corporations, but was retained by Mr. Kenyon for his 
own use.4® Mr. Eddy testified that he was not aware of this fact 
at the time of the purchase by Investors Fund of America, Inc., of 
those securities.1*7 

Mr. Kenyon’s next act was to cause the cancelation of the manage- 
ment and distribution agreements between Investors Fund of Amer- 
ica. Inc., and United Sponsors, Inc., and between United Standard 
Oilfund of America, Inc., and United Standard Oilshares Corpora- 
tion.8 About August 1, 1936, Mr. Kenyon caused Investors Fund 
of America, Inc., to pay to United Sponsors, Inc., the sum of $175,000 
for the cancelation of its management and distribution agreement, 
and caused United Standard Oilfund of America, Inc., to pay to 
United Standard Oilshares Corporation the sum of $60,000 for the 
cancelation of its management and distribution agreement“ These 


1419 Td., at 19539. 
141 }d., at 19659-60. 
142 7q., at 19510-19 and Commission’s Exhibits Nos. 3088 and 3089. Mr. Embree testified 


that he had been an analyst, statistician, and investment counsel with various organiza- 
tions since 1914 (id., at 19510). 

148 Id., at 19510-19 and Commission's Exhibits Nos. 3088, 3089. 

144 Tbid. 

1415 Tq. at 19469. 

1416 Tq., at 19608—10. 

1477d., at 19470. 

148Tq., at 19612-3, 196201. 

149 Tq. at 19613, 19620-1. 
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funds, totaling $235,000, were appropriated by Mr. Kenyon to his 
own use.*4?° 

Following the cancelation of these management and distribution 
contracts in August 1936, Mr. Kenyon caused each of the investment 
companies to enter into distribution agreements *** with Kenyon & 
Company, Inc., a company recently organized and personally owned 
by Mr. Kenyon. These agreements permitted Kenyon & Company, 
Inc., to borrow from Investors Fund of America, Inc., up to $100,000 
to be used to maintain a market in the shares of the companies pro- 
vided they were listed on a securities exchange."*” Kenyon & Com- 
pany, Inc., however, without taking any steps to list the investment 
companies’ shares, borrowed in excess of $50,000 from Investors 
Fund of America, Inc.1#? Mr. Eddy testified that he was unaware 
of these unauthorized borrowings by Kenyon & Co., Inc., from the 
investment comnaLy until well over a month had elapsed after these 
occurrences. r. Eddy also testified that it was his belief that Mr. 
Kenyon had appropriated these borrowed monies to his own use. 
He testified that he didn’t think “5 cefits” was used for the purpose of 
maintaining a market in the investment companies’ stocks.1*4 

By November 1936 the funds which Mr. Kenyon had derived from 
Investors Fund of America, Inc., including the cost of the stock of 
the Monthly Income Shares companies, but excluding his profit on 
the sale of the North Bergen Trust Company stock, totaled 
$364,000; 1425 his borrowings from United Standard Oilfund of 
America, Inc., totaled $100,000; and his “borrowings” from United 
Sponsors, Inc., and United Standard Oilshares Corporation totaled 
$235,000, the sum these corporations had received for the cancelation 
of their management and distribution contracts with the investment 
companies. 

Meanwhile, on July 30, 1936, the Attorney General of New York 
and the Attorney General of New Jersey, acting under the Blue Sky 
laws of their respective states, had commenced proceedings against 
the two Monthly Income Shares corporations. The publicity attend- 
ant upon these proceedings convinced Mr. Eddy of Mr. Kenyon’s 
lack of integrity.14?° Mr. Eddy thereafter made some attempts to 
oust Mr. Kenyon from control of Investors Fund of America, Inc., 
and from United Standard Oilfund of America, Inc.#7 In Novem- 
ber 1936 the proceedings brought by the Attorney General against 
the Monthly Income Shares corporations compelled Mr. Kenyon to 
reach a settlement with Investors Fund of America, Inc.*4? The 
proceedings of the Attorney General had disclosed Mr. Kenyon’s 
failure to account to the Monthly Income Shares corporation for the 
proceeds of the sale of their Class AA stock to Investors Fund of 
America, Inc. It was, therefore, necessary to restore these shares 
or the proceeds of their sale to the companies. Mr. Kenyon accord- 


120Td., at 19628-9 and 19636. 
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1422 Tq., at 19801-2. 

1428 Tq., at 19803-6. 
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ingly delivered title to certain oil properties in Texas to Investors 
Fund of America, Inc., in return for the cancelation of his indebted. 
ness to that company and the return of the AA shares of the Monthly 
Income Shares corporations. Mr. Kenyon apparently also agreed 
to sever his relationships with Universal Shares, Ltd., and its invest- 
ment company subsidiaries.‘*° 

The oil properties received in cancelation of Mr. Kenyon’s total 
indebtedness of $364,000 to Investors Fund of America, Inc., had an 
appraised value of $266,000,*°° although Mr. Eddy contended in his 
testimony that the properties had an actual value in excess of Mr. 
Kenyon’s indebtedness.*%1 The record, however, does not disclose 
that Mr. Kenyon in any way discharged his indebtedness to United 
Sponsors, Inc., United Standard Oilshares Corporation, and United 
Standard Oilfund of America, Inc. The total indebtedness of Mr. 
Kenyon to these companies was approximately $335,500 as at No- 
vember 30, 1936.14%? 


b. To Induce Recommendation of Exchange Offers 


dd) ALL AMERICA GENERAL CORPORATION—ATLAS CORPORATION 


All America General Corporation, which was the first investment 
company acquired by Atlas Corporation, was incorporated in Dela- 
ware on July 12, 1929, with general power to invest in securities.1** 
The creation of the corporation had been the idea of C. Shelby Carter. 
an employee of Starring & Co., Incorporated, of which Mason B. 
Starring was the senior partner. Mr. Carter had obtained a large 
number of subscriptions to the prospective corporation’s shares. 1404 

Starring & Co., Incorporated, became the underwriter of the securi- 
ties of the corpor ‘ation, and Mr. Carter, for his efforts in bringing the 
business to Starring & Co., Incorporated, and for obtaining advance 
subscribers to the stock of the company, was rewarded with a $25,000 
interest in Starring & Co., Incorporated. 

Starring & Co., . Ineorpor ated, succeeded in selling 201,000 shares of 
the investment company’s stock for which the investment company re- 
ceived $5,025,000, and Starring & Co., Incorporated, received gross 
underwriting commissions of $402,500. Starring & Co. , Incorporated, 
also received gratis 66,667 warrants to purchase the corporation’s 
stock, most of which were, however, distr ibuted to various dealers and 
purchasers of the investment company’s stock. 

By May 1930, after repurchasing and retiring 35,400 of its own 
shares, the investment company had outstanding ‘165, 600 shares of its 
eapital stock. The net capital contribution made to the corporation 
for these 165,600 shares was $4,426,673.86.14% 

Mason B. Starring became a director and the president of the cor- 
poration, and Shelby Carter became a director and a vice president 


1429 JTd., at 19817, 198248. 

1409 Td., at 19829-30. 

1431 Td., at 20081-8. 

1482 For detailed discussion of the amount of the indebtedness of Mr. Kenyon to these 
companies see Ch. II of this part of the report, pp. 309 et seq. 

1483 Public Examination, All America General Corporation, Commission’s Exhibit No. 1634. 
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at a salary of $12,000 a year.**%° Willard V. King, the father-in-law 
of Mr. Carter, became the chairman of the board of 21 directors, many 
of whom were prominent New York financiers.*** Mr. King was 
chairman of the advisory board of Irving Trust Company."**? Other 
directors included: Harold C. Richard, who had been president. of 
The State Bank & Trust Co. of New York City from 1919 to 1929, and 
was then chairman of the finance committee of Manufacturer’s Trust 
Company; Clarence H. Nichols, a vice president of Federal Light & 
Traction Company; John W. Campbell, chairman of the board of New 
York Credit Clearing House; and Richard B. Scandrett, Jr., a vice 
president of American Gas & Electric Company and a director of 
Atlas Utilities & Investors Co., Ltd., the Canadian predecessor of 
Atlas Corporation which was then a subsidiary of ‘Atlas Corpora- 
tion.#°° Messrs. Richard, Campbell and Nichols owned, in May 1930, 
about 3343% of the 165,600 outstanding shares of the company.“ 

Following the market crash of October 1929, there was sharp dis- 
agreement among the 21 directors as to the investment. policy to be 
pursued by the corporation.*#t| By May 1930, the asset value of the 
company’s shares was approximately $26 a share.1*? By June 30, 
1980, when Atlas Corporation took over the management of the cor- 
poration, the assets of the company totaled $3,149,555.75, or $1,277,- 
118.11 less than the net contributed capital of $4,426,673.86.14° In 
other words, the assets of the company had depreciated approxi- 
mately 30% in the seven months of actual operation of the com- 
pany.**** The funds of the company were invested in a diversified 
portfolio of readily marketable securities.“ Messrs. Richard, Nich- 
ols, King, and Campbell, together with Scandrett, were apparently 
in disagreement with the policy of the majority of the directors, 
headed by Mr. Starring, of remaining fully invested in equity 
securities.14# 

At this time, late in April or early in May 1930, Mr. Scandrett 
discussed with Atlas Corporation officials the possibility of the acqui- 
sition of control of All America General Corporation by Atlas Cor- 
poration. Mr. Odlum agreed to make an exchange offer of Atlas 
Corporation’s securities for All America General Corporation’s secur- 
ities, and_approached Mr. Starring, the president of All America 
General Corporation, to inquire as to whether or not Mr. Starring 
would “play ball” with Atlas Corporation. Mr. Starring testified : 2427 


Q. And what was the substance of the conversation? 

A. Well, I would say, in a general way, that Mr. Odlum was anxious to 
acquire control of the trust, and wanted to know whether I would go along and 
play ball with him and be willing to suggest to the stockholders that they accept 
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some offer of exchange, and I told him that I—as I recall it, that I naturally, 
having just started the corporation, would not be in favor of somebody taking 
it away from me immediately, but if the terms were good enough for the stock- 
holders, I naturally wouldn’t oppose anything that was for their benefit. 

Q. Did you actively oppose at that time the transfer of the control to Atlas? 

A. Mr. Schenker, I did not actively oppose it until the time a definite offer 
was made to the stockholders. 

* * * * Be * x 

Q. Now, when you told Mr. Odlum that you would not oppose him if the 
offer was fair, what did he say, do you remember? 

A. Well, I don’t recall that, Mr. Schenker * ba ts 

Q. Well, then, what was the result of that conversation? Did he say that 
he would make an offer and submit an offer to the board? 

A. No. The one thing I do remember, Mr. Odlum said, “If you do not want 
me to do this, I won’t do it” and I said “Mr. Odlum, I can’t prevent it and if 
you want to make an offer to stockholders that is to their advantage, it is up 
to you. Just go ahead and do it, and I have no right to say that you can’t 
do it.” 


- Meanwhile, Mr. Scandrett had succeeded in interesting C. Shelby 
Carter in the possibilities of an exchange offer by Atlas Corpora- 
tion.“8 Mr. Carter, who had been one of the sponsors of the com- 
pany, had suffered none of the losses suffered by its stockholders. On 
the contrary, he had received, as a result of his relationship with the 
company, $12,000 as salary and $25,000 as his interest in Starring 
& Co., Incorporated.***° 

As a result of Mr. Carter’s conversations with Mr. Scandrett, he 
was introduced to Mr. Odlum.*° As a result of this meeting, Mr. 
Carter entered into an agreement “* with Atlas Corporation wherein 
he agreed to “use his best efforts” to solicit acceptance of Atlas Corpo- 
ration exchange offers for the stock and warrants of All America 
General Corporation. As compensation for his services, and for the 
loss of his salaried position in All America General Corporation, 
Atlas Corporation agreed to pay Mr. Carter $75,000 if 66247% of the 
stock and warrants of All America General Corporation were ex- 
changed for Atlas Corporation stock; in the event that less than 
6624% but more than 51% of the All America General Corporation 
stock and warrants were exchanged, Mr. Carter was to receive a 
proportionate deduction from his maximum fee of $75,000. None of 
the directors of All America General Corporation were aware of the 
arrangement between Atlas Corporation and Mr. Carter“? Even 
the directors with whom Atlas Corporation later made independent 
arrangements for commissions were unaware of Mr. Carter’s agree- 
ment with Atlas Corporation.**°* 

Mr. Scandrett also had discussions with Messrs. Richard, Nichols, 
and Campbell, three of the directors of the company, who together 
owned approximately 3314% of its outstanding stock.** As a result 


148 Tq., at 15795. 

1449 Td., at 15794-5. 

1450Td., at 15797. 

1451 Tq., Commission’s Exhibit No. 1656—A. 
1452 Td., at 15726-7. 

1453 Td., at 15749. 

1454 Tq., at 15731-2. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1327 


of these discussions, Mr. Richard testified that the three directors 
agreed to accept an Atlas Corporation exchange offer of two shares 
of Atlas Corporation common stock for one share of all America 
General Corporation common stock with the provision that, in the 
event that the liquidation value of two shares of Atlas Corporation 
common stock did not within six months equal at least the then 
liquidating value of one All America General Corporation share, 
Atlas Corporation would pay Messrs. Richard, Nichols, and Camp- 
bell the difference between the asset value of their Atlas Corporation 
stock and the liquidating value of their All America General Corpo- 
ration stock.4°*> Mr. Odlum’s recollection, however, was that pay- 
ments were made to these directors not as a compensation for loss 
in asset value but as a commission for active help in effecting ex- 
changes. Mr. Odlum also testified that, in his recollection, the agree- 
ment to compensate Messrs. Nichols, Campbell, and Richard was made 
after opposition to the Atlas Corporation exchange offer by a ma- 
jority of the All America General Corporation directors had 
developed.1** 

Having concluded its arrangements with Mr. Carter and having 
obtained the agreement of Messrs. Richard, Nichols, and Campbell to 
exchange their shares for Atlas Corporation shares, Atlas Corporation, 
through Richard B. Scandrett, Jr., on May 8, 1930,'*°" placed before 
the executive committee of All America General Corporation an offer 
to exchange two shares of Atlas Corporation common stock for each 
share of the capital stock of All America General Corporation and one 
Atlas Corporation warrant for each All America General Corporation 
warrant. The executive committee referred the matter to the com- 
pany’s board of directors which, on May 18, 1930,'*°* referred the mat- 
ter to the consideration of a special committee of five directors. Mr. 
Richard and Mr. King were among the members of this special com- 
mittee.14 

The then asset value of All America General Corporation’s stock was 
approximately $26 a share; *#°° the asset value of two shares of Atlas 
Corporation common stock was approximately $17.70.%° Acceptance 
of the exchange by All America General Corporation stockholders, 
therefore, would result in an asset loss to them of $8.30 for each share 
of their All America General Corporation stock. However, the mar- 
ket value of two shares of Atlas Corporation common was approxi- 
mately $27.14°? The market value of one share of All America General 
Corporation was approximately $21.50.14°* Stockholders accepting the 
offer would, therefore, benefit, in terms of market values, to the extent 
of $5.50 14% for each share of their All America General Corporation 
stock. Atlas Corporation, however, was not. obligated to make the 


1455 Td., at 15732, 15734. 
1456 See infra. 

1497 Op. cit. supra, note 1433, Commission’s Exhibit No. 1646. 

1458 Thid., and id., Commission’s Exhibit No. 1637. 

1459 Td., Commission’s Exhibits Nos. 1637, 1639. 

1460 See supra. 

1441 Public Examination, Atlas Corporation, Commission’s Exhibit No. 2001 (p. 26). 
1462 Tbid. 
1463 Tbid. 
1464 Thid. 


153373—40—pt. 83——35 


1328 SECURITIES AND EXCHANGE COMMISSION 


exchange unless 6624% of All America General Corporation stock was 
obtained by the offer.1*® 

Before the special committee appointed by the board of directors of 
All America General Corporation to consider the Atlas Corporation’s 
offer had reported on its merits, Atlas Corporation, on May 16, 1930, 
by a circular letter **°° made its above offer to the stockholders and 
warrant holders of All America General Corporation. The offer was 
to expire on May 31, 1930, subject to possible extensions, but in any 
event to expire on June 30, 1930. Mr. Carter actually mailed the 
letters to the All America General Corporation stockholders. He ob- 
tained the stockholders’ lists from the company’s files. He testified : *° 


Q. Now, it is your recollection, is it, that you took care of the mailing of the 

formal offer of the exchange or was that done out of the Atlas office? 

I did that. 

You did that? 

Yes, sir. 

From the stockholders’ list? 

Yes, Sir. 

Who gave you the stockholders’ list? 

It was in the All America office. 

. Did the board of directors authorize you to use the stockholders’ list—to 
send the exchange offer out? 

A. No, sir. I as an officer of the company had a right to look at it whenever 
I wanted. 

Q. Did you tell the board of directors that you were going to take the list and 
send this offer out? 

A. Part of the board of directors signed the letter. 

Q. I am talking about the thirteen other members who opposed the offer, did 
you tell them that you were going to take the stockholders’ lists and send that 
exchange offer out? 

A. No, they received it shortly afterward. 

Q. But before you sent the letters out, you didn’t tell them that you were going 
to do that, did you? 

A. I don’t recall telling—any specific time that I told any of them. I may have 
told some of them; I don’t recall that, really. 


oPoPpoPop 


The circular letter containing the exchange offer stated that the 
holders of 30% of the All America General Corporation stock and 
the holders of 50% of its warrants had agreed to accept the Atlas 
Corporation offer and that Atlas Corporation was extending the same 
offer to all other stockholders. 

The letter further stated that: **°° 


Among the holders who have entered into such an agreement are Messrs. 
Harold C. Richard, John W. Campbell, and Clarence H. Nichols of the Executive 
Committee of your Company, and several other directors of your Company, 
who are the largest individual holders of Common Stock and Option Warrants 
of your Company. 


No mention was made in the offer of the fact that these officers 
of All America General Corporation were to be compensated for any 
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loss in liquidating values involved in the exchange. Mr. Richard 
testified : 146° 


Q. Before the letter of May 16th went out, you had agreed to accept the 
exchange of two for one as far as the stock was concerned, and an option 
warrant for one option warrant, as far as your option warrants were con- 
cerned? 

A. I had. 

Q. Now, you, of course, received a copy of the letter of May 16, 1930, making 
the offer to all of the stockholders, did you not? 

A. I probably did. 

Q. Do you recall whether this letter was shown to you before it was printed 
and sent out to see if it was satisfactory to use your name? 

A. No; I don’t recall. 

Q. So that your impression is that you probably received that as a stock- 
holder and the first time that you saw it was when you got the printed form, 
is that right? 

AX, JPIRO MK, oF 

Q. Now, the offer was being made to all stockholders, ostensibly on the same 
basis of two for one, and what was your understanding as to what your 
arrangement was to be, with the Atlas Corporation, with respect to your 
19,000 shares? 

A. The Atlas arranged through Mr. Scandrett, I believe, that we would 
receive the difference in [asset] value of the two stocks at some future date, 
and he ealled the attention of Mr. Odlum, that while the stockholders after the 
exchange could sell the new stock they received for considerably more than 
their value at that time, of their All America, on the other hand the liquidating 
value was in the other direction, and the Atlas reply to that was that very 
shortly it would be the other way around and probably before it could legally 
take effect it would be the other way around, and so, on the other hand, he 
said that if it isn’t that way, and we don’t realize if there is any difference, 
we will make that good in, I think it was six months time or whatever it was 
on the basis of that time. 

Q. Let me see, if I am accurately recapitulating what your understanding 
of the understanding was: That you were to get two shares of Atlas Corpora- 
tion for one of All America General, and one option warrant of Atlas Corpora- 
tion for one option warrant of all America General, and, of course, there was 
this disparity in asset value, and you weren’t prepared to take it, so was it 
Mr. Odlum who spoke to you about that? 

A. I don’t know whether they talked it over with me or Mr. Scandrett. 

Q. But your understanding of it was that over a prescribed period your 
recollection being six months, if the asset value of the Atlas Corporation did 
not equal the asset value of the All America General Corporation at that time, 
they would pay you in cash the difference? 

A. That is right. 

Q. Now, you notice in this letter of May 16, 1930, it says: “We have agreed to 
afford you an opportunity to enter into a similar agreement with us to make 
such an exchange on the same basis * * *.” So that the offer to the stock- 
holders was not the same as the offer made to vou, was it? You were to get 
two for one, but if the asset value of the Atlas Corporation did not equal the 
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asset value of All America General Corporation, they would make the difference 
up in cash? 

AGNES | ae 

Q. So far as you were concerned, you were to get—if the asset value had 
increased cash payments—was that same condition or promise or understand- 
ing or agreement made to the other stockholders? 

A. Not that I know of. 


Atlas Corporation, however, met with unexpected opposition. On 
May 20, 1930, Mason B. Starring, the president of All America Gen- 
eral Corporation, sent a circular letter 47° to the stockholders advis- 
ing them that a special committee of the directors had been consti- 
tuted to study the Atlas Corporation offer and that it had not yet 
reported to the board of directors. The letter also stated that a 
number of the directors had indicated their unwillingness to recom- 
mend the exchange offer. The letter further stated that on the basis 
of the exchange offer now presented, stockholders agreeing to the 
exchange “will receive two shares of the Atlas Common stock, hav- 
ing an aggregate liquidating value of approximately $17.70 in ex- 
change for the one share of this Company, having an aggregate 
liquidating value of $26 a share. It is unnecessary to point out that 
this would be a material sacrifice of book value, amounting to an 
approximate aggregate of all shares of your company outstanding 
of $1,370,000.” "7 | 

On May 22, 1930, Mr. Starring again wrote a circular letter **” 
to the stockholders of his investment corporation informing them 
that on May 21, 1930, a majority of the board of directors of the 
corporation (Messrs. Carter, King (Mr. Carter’s father-in-law), 
Campbell, Richard, Nichols, and Scandrett voted in favor of the 
offer) had voted to reject the Atlas Corporation offer because of the 
loss in asset value which would be suffered by accepting All America 
General Corporation stockholders. The letter also stated that “in 
view of the excellent condition of your company, they [the directors] 
could see no reason for considering a merger with any other trust.” 47 

The meeting of the board of directors of May 21, 1930, also adopted 
a resolution which was not communicated to the stockholders, dis- 
approving the “unethical and unauthorized manner” *** of certain 
of its members in attempting to negotiate offers for the capital stock 
and option warrants of this company prior to the report of the com- 
mittee of the board of directors duly appointed for that purpose. 
The resolution obviously referred to the activities of Messrs. Carter, 
Scandrett, Campbell, Nichols, and Richard. However, as Mr. Star- 
ring testified, none of the other directors were aware that these direc- 
tors were being compensated by Atlas Corporation for their activi- 
ties.147° In fact, the testimony indicates that Mr. Carter was not 
aware that any other directors were being compensated by Atlas 
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Corporation,** and that Mr. Richard and his associates were not 
aware that Mr. Carter was being paid a commission by Atlas Cor- 
poration.4*7 The minority stockholders of All America General 
Corporation were, of course, not informed that several of their direc- 
tors, who were actively soliciting exchange offers, were being com- 
pensated by Atlas Corporation. 

In the face of this counter circularization in opposition to the Atlas 
Corporation offer, Mr. Odlum testified that he entered into the ar- 
rangement with Messrs. Nichols, Richard, and Campbell to compen- 
sate them against any loss in asset value if they made the exchange. 
Mr. Odlum stated that, although Mr. Richard and his associates might 
have understood the remuneration they subsequently received from 
Atlas Corporation to be compensation for losses in asset values, in 
Mr. Odlum’s own mind they were being compensated for their aid in 
soliciting and effecting exchange offers. Mr. Odlum testified as 
follows : 1478 


A. That money was paid to them [Nichols, Campbell, and Richard] for exactly 
the same thing, for their help, as we paid Shelby Carter for his help. But that 
arrangement was made after we got into a very open fight, and when it seemed 
to us that we just couldn’t afford to have ourselves come out on the losing end of 
the fight, and through Scandrett, I am not sure that I ever saw—I know I didn’t 
see all of these men at any time, but I have no recollection of ever having met 
Mr. Nichols, and I probably met Mr. Richard and Mr. Campbell * * *. 

They were large stockholders, and they were directors, and they believed in 
the exchange, and they were on our side, and we felt that if some active foot- 
work wasn’t done, that we might fall short of our goal, and if we fell short of 
our goal in our first attempt that we could look forward to the future as appear- 
ing pretty black in this policy. So we asked them if they would turn in and give 
active help, and they agreed * * *, 

Q. That is a very refreshing, candid bit of testimony, Mr. Odlum. 

A. Thank you. 

Q. There is no doubt, is there * * * that this was a commission paid to 
these people to assist you in your exchange program, when you had met this 
resistance, isn’t that so? 

A. * * * Now later, when the fight was over, or during the end of it, the 
suggestion, I believe, was made that they would be quite willing if the asset 
value of Atlas proved to come up to a certain thing, that they didn’t want any 
pay at all, and I seized on that because I thought it would, too, act as a means 
of compensating them without paying them any money at all, and it ended up 
that we did pay them about $160,000, based on some measuring yardstick of 
asset value, but if you will check you will find, one, that during the period up 
to April of 1980 the stock market had been rising, and we * * * had leverage 
in our capital structure, and the All America didn’t have any leverage at all, and 
I believed at that time * * * that within a few months time, given this rise 
in value, that our Atlas would have picked up so much faster than the All 
ANyoaereie, EE 

Q. You don’t dispute that, regardless of the method of computing what the 
commission is, this was a commission? 

A. To me it was payment for services, 


16 Td., at 15800. 
um JTdq., at 15749. 
1478 Op. cit. supra, note 1461, at 17765-9. 
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Q. In connection with the exchange program. 

A. And I am not by that denying or refuting * * * anything that Mr. 
Richard said, because from his standpoint he might have thought it was one 
thing, and from mine I might have thought that it was another. 

Q. You say that this arrangement was made after the consummation of the 
exchange program, or while it was still in the course of accomplishment, or was 
it made before the various letters went out? 

A. It wasn’t made before the letters went out, it was made, I think the ar- 
rangement to get their help was made soon after the letters went out and the 
fight started. 


The stockholders of All America General Corporation were placed 
in the midst of this conflict of two groups of directors. No independ- 
ent source of advice and counsel was available to them. 

Mr. Carter actively solicited exchanges. Telephone and telegraphic 
inquiries received by All America General Corporation were answered 
by Mr. Carter with the assistance of Arthur R. Upgren, treasurer of 
the company, whom Mr. Carter had hired for the purpose.**® Mr. 
Carter’s replies to these inquiries were a recommendation to accept the 
Atlas Corporation offer. However, Mr. Carter never informed in- 
quiring stockholders that he would receive a commission from Atlas 
Corporation if 51% or more of the All America General Corporation 
stock was exchanged for Atlas Corporation stock. 

Mr. Carter testified concerning his activities on behalf of Atlas 
Corporation as follows: *4°° 


Q. You didn’t solicit stockholders personally ; isn’t that so? 

A. Yes. 

Q. Did you go on a house to house canvass? 

A. No. | 

I solicited lots of stock, and I obtained the signatures of—I can’t recall 
exactly but I certainly obtained the signatures of my father-in-law [Willard 
King], who was a very substantial stockholder. I think he had nearly 6,000 
shares 

Q. Aside from your father-in-law * * * what other stockholders did you 
contact personally? 

Ae I can’t necall 4 =" = i contacted 

Q. Did you get on the telephone and call up various stockholders? 

A. I didn’t have to do that. AS organizer and an executive officer of this 
company, I had almost hundreds of calls on this thing after the first letter went 
out, and people from California sent me telegrams that I had gone out there 
and interested, and Cincinnati, and I can’t remember. 

Q. Asking your advice whether to take the exchange? 

A. Yes, sir. 

Q. And you told them to take it? 

A. I told them 

Q. Did you tell them that you were getting $75,000 if you consummated that 
deal? 

A. No, sir. I told them approximately * * * a third of all the outstand- 
ing stock were interested in accepting the deal and that I thought that it was to 


1479 Op. cit. supra, note 1433, at 15839. 
1480 Td.. at 15812—5. 
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the best interests of all the stockholders, including themselves, to go into the 
Atlas Corporation. ; 

Q. But you never mentioned in these telegrams that you sent out that if the 
deal was consummated that you were going to get $75,000? 

A. Not in telegrams; no, and I never mentioned it; no. 

Q. And you never mentioned it in any letters that you sent out advising the 
exchange, did you? 

A. I can’t recall that I did; no. 

°K * k * * * * 

Q. Let us not deviate as to what your obligation [as a director] was to the 
stockholders to whom you felt that you owed this obligation. At this time 
that you represented to these people to accept the exchange offer, you knew 
that if the exchange offer was effected you would get $75,000 and you didn’t 
mention it to these stockholders, did you? 

A. No, sir. 


To combat the argument of the majority of the directors of All 
America General Corporation, that the offer was inequitable from 
the standpoint of asset values, Mr. Carter prepared a letter to be sent 
to the stockholders of All America General Corporation. This cir- 
cular letter ***t which was sent to the stockholders by Mr. Carter on 
May 31, 1980, was shown to Mr. Odlum,'**? and signed by Messrs. 
King, Richard, Nichols and Campbell, as members of the executive 
committee of the directors of All America General Corporation."4* 

On June 4, 1930, Mr. Starring again addressed a letter to the All 
America General Corporation stockholders advising them that, de- 
spite rumors to the contrary, a majority of their board of directors 
had not approved the Atlas Corporation offer.4** The letter also 
reaffirmed the disapproval of the offer by the majority of the 
directors. 

Nevertheless, the exchange offer was successful. On June 19, 19380, 
Atlas Corporation had acquired a majority of All America General 
Corporation’s stock.**° LL. Boyd Hatch, a director and officer of Atlas 
Corporation, on July 8, 1930 became a director and vice president of 
All America General Corporation, and the management of the com- 
pany came under the direction of Atlas Corporation. Mr. Starring, 
despite his opposition to the Atlas Corporation offer, was retained as 
president of the corporation until its dissolution in 1938.14°° 

By December 30, 1930, Atlas Corporation had acquired, by ex- 
change of 171,97114 shares of its own stock, 84,727 shares of the stock 
of All America General Corporation. In addition, Atlas Corpora- 
tion had acquired, by exchange of 33,688 of its warrants, an equiva- 
lent number of the warrants of All America General Corporation.187 
Including shares of All America General Corporation purchased by 
Atlas Corporation as well as exchanged shares, Atlas Corporation on 
December 31, 1930, held 99.296 of the total of 165,600 All America 


1481 Td., Commission’s Exhibit No. 1641. 

1482 Td,, at 15803-4. 

1488 This letter will be discussed more fully in Sec. IV, infra. 

454 Op. cit. supra, note 1483, Commission’s Exhibit No. 1642. 

1485 Op. cit. supra, note 1461, Commission’s Exhibit No. 2001 (p. 20). 
486 Op, cit. supra, note 1433, Commission’s Exhibit No. 1637. 

“87 Op. cit. supra, note 1461, Commission’s Exhibit No. 2001 (p. 20). 
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General Corporation shares then outstanding. Atlas Corporation’s 
holdings constituted 80% of the total outstanding stock."*** 

On the exchanges, accepting All America General Corporation 
stockholders suffered a gross loss in asset values of approximately 
$470,000.748° However, of this unrealized gain in asset value to Atlas 
Corporation, an aggregate of $200,370 was paid to Messrs. Carter, 
Scandrett, Campbell, Richard, and Nichols as commissions for their 
efforts in recommending exchange offers. These individuals received 
the following commissions: °° 


OL Sinellony Chaise presennol Snot A we oe lca Sg nga $46, 000 
Richard B. Secandrett___----- foe, See tas, i ane ee eee _ 22,700 
My NW hs OPTION OST a 38, 500 
TSievolg! GL RIGO. i pe IE OES 77, 000 
GO. H. Nichols___--------__--------------------------===- 16, 170 

Totals ee ee ee ee eee eee $200, 370 


It is obvious that solicitation by Messrs. Richard, Carter, Nichols, 
Scandrett, and Campbell was of prime importance to the success of 
Atlas Corporation’s acquisition of control of All America General 
Corporation. These men, as directors of All America General Cor- 
poration, presumably had considerable influence upon the attitude of 
minority stockholders with reference to the exchange offer. Yet, the 
fact that they were receiving commissions from Atlas Corporation 
was not disclosed to the stockholders. 

Mr. Richard in his testimony conceded that his and his associates’ 
pecuniary interest in the success of the Atlas Corporation exchange 
offer should have been revealed to the stockholders of his company, 
and that in situations such as that involved in the exchange offer made 
by Atlas Corporation for All America General Corporation stock, 
minority stockholders might well be benefited by the presence of some 
independent, unbiased agency capable of supervising exchange offers 
and advising the stockholders as to their merits. He testified : ** 


Q. And just looking back in retrospect, Mr. Richard, don’t you think that the 
stockholders should have been told about this arrangement that you had with 
Atlas Corporation? You a former bank president, were a director, and a great 
many people may have purchased that stock in reliance upon the fact that you 
were on the Board, isn’t that so? 

A. No, I don’t think so. 

Q. I think that you are being modest, Mr. Richard, really. 

A. I didn’t think at the time I made the sale that I was getting really anything 
more than otherwise, although it did turn out that way * * * on the other 
hand in the light of what has gone over the dam, I certainly think that if it had 
to be done over again, that undoubtedly should have been set forth at the 
an. FS 

* * * * * * * 

Q. Do you agree or disagree with that observation that the question of transfer 
of control of investment trusts from one management to another is of paramount 
importance to stockholders, particularly minority stockholders, isn’t that so? 


1488 Thid. 

1489 However, by becoming stockholders of Atlas Corporation, exchanging stockholders 
of All America General Corporation recouped a portion of this gross loss in asset value. 

1499 Tq,, at 17765 and Commission’s Exhibit No. 2001 (p. 22). 

1491 Op. cit. supra, note 1433, at 15747-8, 15753-9. 
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A. Yes. 
Q A person may be perfectly willing to turn his money over to H. C. Richard 


who was president of the State Bank at one time, and not willing to have his 
money handled by John Doe, isn’t that so? 
A. Yes. 


* * * * oR * * 

Q. Now, ostensibly, at least, all of the stockholders are represented by the board 
of directors; isn’t that so? 

A. Yes. 

Q. That is the way the inarticulate stockholders are supposed to be articulate ; 
his mouthpiece is his Board of Directors, to whom he entrusts his interests ; isn’t 
that so? 

A. Yes. 


* * * * * * % 
Q. Now, let us see what the situation was in this case here. The majority of 
the board opposed the offering; isn’t that so? 


A. Yes. 
Q. They thought it was to the best interests of the stockholders not to give up 


at that time at least $26 of asset value for $17.70 of asset value. 

A. I don’t know about those figures. 

Q. But they said they weren’t prepared to recommend to their stockholders to 
accede to an offer which had a disparity in asset value; isn’t that so? 

A. That was their statement. 

Q. You didn’t accord with that judgment, I assume; you were in—— 

A. I was very much opposed to the method in which the majority of the board 
was carrying on, and I felt that the stockholders and myself would be very much 
better off if we had this other management. 

Q. But that was your personal opinion? 

A. That was my opinion as a director of the company. 

* * * * * cd * 

Q. You were a substantial stockholder and Mr. Campbell was a substantial 
stockholder and Mr. Nichols was a substantial stockholder ; and I assume that Mr. 
Scandrett had stock, or don’t you know? 

A. Yes. 

Q. So that the stockholder finds himself in a position where the majority of 
the board says it is against your interests to effect an exchange, and other direc- 
tors who happen to be majority stockholders say “we want to make this exchange” 
and tell you that “we are going to make it.” 

A. Yes. 

Q. That left the stockholder in a position of not having any independent agency 
advising him; isn’t that so? 

A. Yes. 

Q. Mason B. Starring may have had some pecuniary interest in not surrender- 
ing control by virtue of his management? 

A. Yes, sir. 

Q. You had a pecuniary interest * * *. 

A. Yes. 

Q. So that on the board were two groups advising the stockholders, and there 
is not any doubt that there was the pecuniary interest involved in the advice; 
isn’t that so? 

A. Well, we naturally would advise the same way that would benefit ourselves 
or would benefit the other stockholders. 
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Q. So that you could get your two Atlas for one of All America and a possible 
cash payment—you wouldn’t get that unless the other people turned in their 
stock; isn’t that so? 

A. Yes. 

* * * * * * * 

Q. Don’t you think that there ought to be possibly some independent agency, 
governmental or otherwise, who would be authorized to scrutinize these plans and 
offer suggestions or criticisms so that the minority stockholder who finds himself 
in a position as he found himself in All America would get some independent 
judgment on those situations? 

A. I think sonrething like that might be a very good idea * * *. 


Atlas Corporation, in addition to acquiring shares under the ex- 
change offer, also purchased All America General Corporation shares 
in the open market.*°? In open market transactions, Atlas Corpora- 
tion was virtually the only bidder. Upon taking over the manage- 
ment of All America General Corporation in July 1930, Atlas Corpo- 
ration had terminated All America General Corporation’s policy of 
buying in its own shares. 

By May 29, 1931, Atlas Corporation had acquired by purchase and 
exchange 105,133 shares of All America General Corporation stock and 
49,514 of its warrants. On thai day Atlas Corporation sold for 
$1,486,246.43 all of its then holdings of All America General Corpora- 
tion’s securities to Allied Atlas Corporation,'**? the former Exide 
Securities Corporation, control of which was acquired by Atlas Corpo- 
ration immediately after it had acquired control of All America Gen- 
eral Corporation.*** Thereafter, Atlas Corporation transferred all 
of the shares and warrants which it subsequently acquired in 1931 to 
Allied Atlas Corporation.“** By December 31, 1931, Atlas Corpora- 
tion had disposed of all its securities of All America General Corpo- 
ration to Allied Atlas Corporation for a total price of $1,701,2438.32.14° 
This price represented approximately one-third of the total assets of 
Allied Atlas Corporation. 

By December 31, 1931, Allied Atlas Corporation owned 68% of the 
stock of All America General Corporation and 73% of its warrants.**°" 

On June 4, 1932, Atlas Corporation made simultaneous offers to ex- 
change its shares for the shares of 12 investment companies then under 
its control. Included in these offers was an offer of 1.4 shares of Atlas 
Corporation common stock for each share of All America General 
Corporation stock then outstanding. The then asset value of the 1.4 
Atlas Corporation shares offered was $4.16. The asset value of All 
America General Corporation’s stock was $7.65 a share, computed on 
the basis of market values of its portfolio. However, if the portfolio 
holdings of All America General Corporation in Atlas Corporation’s 
controlled investment companies were taken at their asset values 
rather than their market values, the asset value of All America Gen- 
eral Corporation shares would have been considerably greater than 
$7.65 a share. The exchange involved a gross loss in asset values to 


1492 Op. cit. supra, note 1461, Commission’s Wxhibit No. 2001 (p. 21). 
1493 Tbid. 
1494 Thid. 
1495 Thid. 
1496 Tbid. 
1497 [bid. 
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accepting All America General Corporation stockholders of $3.49 a 
share of their stock on the basis of an asset value of All America 
General Corporation stock of $4.16 a share. The market value of the 
1.4 Atlas Corporation shares offered exceeded the market value of a 
share of All America General Corporation by 50 cents.*** 

As a result of the offer, Atlas Corporation acquired 25,790 shares 
of All America General Corporation stock. The gross loss in asset 
value to All America General Corporation stockholders who accepted 
the offer was approximately $86,000.14 

During 1932 and 1933 Atlas Corporation and its subsidiaries con- 
tinued their purchases of All America General Corporation stock and 
warrants. On December 27, 1933, the date on which All America 
General Corporation was dissolved, Atlas Corporation and its subsid- 
iaries held 164,113 shares of All America General Corporation’s 
stock.1°°° Minority stockholders held 1,487 shares, or less than 1%, 
of the total shares outstanding.7°°* 

The book cost of the investment of Atlas Corporation and its sub- 
sidiaries in the shares and warrants of All America General Corpo- 
ration was approximately $3,048,000. In computing this cost, Atlas 
Corporation valued the shares it acquired by exchange at their asset 
values. If, however, the excess asset value accruing to Atlas Corpo- 
ration on the exchanges, which totaled approximtely $555,000, is de- 
ducted and there is included the amounts paid as commissions to 
Messrs. Carter, Scandrett, Campbell, Richard, and Nichols, totaling 
approximately $200,000, the actual cost of the investment by Atlas 
Corporation and its subsidiaries in All America General Corporation 
was approximately $2,693,000. 

On this investment Atlas Corporation and its subsidiaries received 
liquidating dividends in cash and securities valued at their market 
value totaling approximately $1,999,000.%°* However, if the securi- 
ties of the Atlas Corporation controlled investment companies in the 
portfolio of All America General Corporation are valued not at their 
market values but at their asset values, the actual liquidating divi- 
dends received by Atlas Corporation and its subsidiaries totaled ap- 
proximately $2,872,000. Measuring this actual return against cost, 
the profit on their investment in All America General Corporation to 
Atlas Corporation and its subsidiaries was approximately $179,000. 
Mr. Odlum testified, however, that this profit was consumed by ex- 
penses of acquisition and that actually Atlas Corporation had lost 
money on its Investment in All America General Corporation.’°* 


1498 [g.. Commission’s Exhibits Nos. 1970, 2001 (pp. 25-26). The asset value of the 
common stock of Atlas Corporation was $2.97 a share on June 4, 1932. However, the 
exchange offer stated that the asset value of the common stock of Atlas Corporation would 
be $7.30 a share if all of the stockholders of its controlled investment companies accepted 
its exchange offers. 

1499 Tq., Commission’s Exhibit No. 2001 (p. 28). See, however, note 1489, supra. 
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Power and Light Securities Trust was created under an indenture 
of trust, dated January 21, 1926. In its form of organization it 
was a common law trust of the type commonly referred to as a 
“Massachusetts” trust. Hale, Waters & Company, Boston investment 
bankers, sponsored the trust,1°°° and at all times prior to the shift 
in control to Atlas Corporation two of the three trustees administer- 
ing the trust were partners in the firm of Hale, Waters & Com- 
pany.’ The trust indenture authorized the trustees or organizations 
with which they were connected to deal with the trust as freely as if 
they were not trustees, provided that disinterested trustees approved 
the transactions.1°°° 

The trustees were authorized to deal generally in securities, but, 
as the name of the trust implied, investments were to be made pre- 
dominantly in the securities of utility companies. In fact, the only 
trustee not associated with Hale, Waters & Company was Frederick 
A. Farrar, a director and vice president of Electric Bond & Share 
Company.?5° 

The trustees were authorized to issue certificates of beneficial inter- 
est and option warrants to purchase, at a price of $75 a certificate, 
certificates of beneficial interest at any time during the continuance 
of the trust. Early in 1926, Hale, Waters & Company sold to the 
public 40,000 units of the trust’s securities, each unit consisting of a 
certificate of beneficial interest in the trust and an option warrant to 
purchase an additional certificate of beneficial interest at a price of 
$75 at any time during the continuance of the trust.®4° On the sale 
of these units Hale, Waters & Company received total gross commis- 
sions of approximately $80,000." 

In addition, Hale, Waters & Company received from the trust, as 
compensation for their services in organizing it and as compensation 
for all future management services,!*? warrants to purchase at $75 a 
certificate 40,000 certificates of beneficial interest in the trust exer- 
cisable at any time during the continuance of the trust." 

In 1928 and 1929, additional certificates were offered to the public. 
In all, a total of 81,607 certificates were issued by the trust. On 
these sales the trust received a total of $4,266,616.90.1%° However, 
following the securities market collapse of 1929, the trust embarked 
on a policy of repurchasing its own shares. During the period 
February 3, 1930, to December 23, 1930, the trust purchased 18,040 
of its own shares at a total cost of $1,011,567.50.151 


165 Td.. Commission’s Hxhibit No. 1971. 

1806 Tqd., at 17840. 

1507 Tbid. 

1508 Td., Commission’s Exhibit No. 1971. 

1609 Tq., at 17847. 

1510 Reply to the Commission’s questionnaire for Power and Light Securities Trust, Pt. I, 
Exhibit 3—B. 

1511 Op. cit. supra, note 1461, Commission’s Exhibit No. 2003. 

1512 Tq., at 17842, 17848. 

1618 Td., Commission’s Exhibit No. 1971. 

114 Derived from supplementary information supplied the Commission for Power and 
Light Securities Trust. 

115 Op. cit. supra, note 1461, at 17857. 

16 Td., at 17858 and Commission’s Exhibit No. 2003. 
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As at February 28, 1931, the trust had outstanding 63,567 certifi- 
cates of beneficial interest and warrants to purchase 79,485 certifi- 
cates of beneficial interest.” Hale, Waters & Company, as at Janu- 
ary 31, 1931, held 83,681 of these warrants *'* which represented the 
balance of the 40,000 warrants issued to them in 1926 as compensa- 
tion for management. Hale, Waters & Company apparently did not 
own a substantial amount of the outstanding certificates of beneficial 
interest of the trust. 

After giving effect to repurchases of certificates and cash dividends 

aid, the total capital contributed to the enterprise, as at J anuary 31, 
1931, was $2,973,663.28.%" As at January 31, 1931, net assets of the 
trust totaled $2,609,912.09,1°*° so that there had been suffered a total 
depreciation on the net contributed capital of $363,751.19. This 
shrinkage constituted 12.2% of the net capital contributed to the 
trust. 

Of this total shrinkage of $363,751.19, the largest single loss was 
in the preferred stock of Thompson’s Spa, Inc., a corporation operat- 
ing a chain of confectionery stores in Boston.***1_ This stock had been 
sold to the trust by Hale, Waters & Company.” In January 1929, 
Hale, Waters & Company had offered to the public 35,000 units of 
Thompson’s Spa, Inc. securities at $103.50 a unit, each unit consisting 
of one share of preferred stock and one share of common stock.1522 
On January 4, 1929, Power and Light Securities Trust had purchased 
from Hale, Waters & Company 500 of these units for $51,775 1524 

As at December 31, 1929, the current liabilities of Thompson’s Spa, 
Inc., exceeded its current assets by $56,402.1° The Thompson’s Spa, 
Inc., stock had no market, it was not listed on any exchange, nor was 
it regularly quoted over-the-counter. Nevertheless, on August 6, 1930, 
Hale, Waters & Company, “probably” +6 as principal, sold to Power 
and Light Securities Trust 3,000 shares of the preferred stock of 
Thompson’s Spa, Inc., for a total price of $240,000. Thus, as at Feb- 
ruary 28, 1931, the trust had invested a total of approximately $290,000 
in the securities of Thompson’s Spa, Inc., all of which had been pur- 
chased from Hale, Waters & Company. The investment at cost rep- 
resented approximately 10% of the total assets of the corporation as at 
February 28, 1931.1" As at February 28, 1931, the market value of 
this investment was $213,000.18 so that the trust suffered at that 
time an unrealized loss on the investment of $77,000. After Atlas 
Corporation had acquired control of Power and Light Securities Trust, 
it sold in 1932 the securities of Thompson’s Spa, Inc., on the market 
for a realized loss, as against actual cost of the securities, of $218,- 
000." This loss was directly attributable to the interdealing be- 


1617 Td., Commission’s Exhibit No. 20438. 
18 Td., Commission’s Exhibits Nos. 1973, 2001 (p. 47). 
819 Id., Commission’s Exhibit No. 1973. 
1520 Thid. 
121 Td., at 17843. 
1522 Thid. 
163 Moody’s Manual of Investments, Industrials, 1930, p. 1571. 
1824 Op. cit. supra, note 1461, Commission’s Exhibit No. 1973. 
1825 Moody’s Manual of Investments, Industrials, 1930, p. 1571. 
126 Op. cit. supra, note 1461, at 17842-3. 
127 Td., Commission’s Exhibit No. 1973. 
48 Td., Commission’s BExhibit No. 2043. 
129 Td., Commission’s Hxhibit No. 1973. 
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tween Hale, Waters & Company and Power and Light Securities Trust. 
In addition, the investment was at variance with the announced policy 
of the corporation to invest primarily in utility securities.*°*° 

Despite the fact that the trust had suffered, as at February 28, 1931, 
a shrinkage of only 12% of its net contributed capital, James P. Hale, 
the senior partner of Hale, Waters & Company, had come to the con- 
clusion that utility securities were “dropping fast,” *°** and that Power 
and Light Securities Trust’s assets were “fading fastea tose ig bvalle 
further stated that “there wasn’t much fun in running a trust in those 
days.” 8° Accordingly, Mr. Hale negotiated with Atlas Corporation 
with the purpose of inducing Atlas Corporation to make an exchange 
offer of its securities for the securities of Power and Light Securities 
Trust. On February 6, 1931, an agreement was reached with Atlas 
Corporation under the terms of which Hale, Waters & Company were 
to receive certain commissions for their aid in soliciting exchange 
offers. This agreement will be more fully described later. 

As at February 28, 1931, the asset value of Power and Light Securl- 
ties Trust certificates was approximately $47.42 a certificate. If 
the trust had at that time been dissolved, each certificate holder could 
have purchased approximately nine shares of Atlas Corporation com- 
mon stock (which was selling in the market at approximately $5.125 
a share) with his distributive share of the assets, or in the alternative, 
could have purchased 1.18 shares of Atlas Corporation preference stock 
which then had a market value of approximately $40 a share.*°* As 
will be indicated hereafter, the exchange offer of Atlas Corporation 
securities involved an offer of either only seven shares of Atlas Cor- 
poration common stock for each certificate of Power and Light Securi- 
ties Trust or, in the alternative, four-fifths of a share of Atlas Corpo- 
ration preference stock for each certificate of Power and Light 
Securities Trust.2°*" 

James P. Hale testified that he had given some thought to the disso- 
lution of Power and Light Securities Trust, but that he deemed the 
Atlas Corporation exchange offer more advantageous to Power and 
Light Securities Trust certificate holders. He also testified that it was 
his understanding that, if the Atlas Corporation exchange offer was 
successful, it was the plan of Atlas Corporation to dissolve the com- 
pany. Mr. Hale testified: *°*° 


Q. Now, you thought, I assume, that this would be a good exchange if the 
Power and Light beneficial certificate holders became holders of Atlas Corpo- 
ration [stock]? 

A. I did. 

Q. Now, did it occur to you at that time that you, as trustee, could have sub- 
mitted to the beneficial certificate holders the proposition that the trust be liqui- 
dated and then send these people a nice, polite letter saying that “we recommend 


1530 Td., at 17845. 

1531 Td., at 17857-9. 

15°2 Thid. 

153 Tq., at 17846. 

154 Tq., Commission’s Exhibit No. 1973. 

1535 Td., Commission’s Hxhibit No. 2001 (p. 48). 

1536 Thid. 

1537 [d,, Commission’s Exhibits Nos. 1970 and 2001 (pp. 48-9). 
1538 Jq., at 17848-51. 
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that you buy Atlas Corporation stock because we think Mr. Odlum’s management 
would be beneficial to you” ; did you give any thought to that? 

A. Oh, yes. 

Q. And what difficulties did you find with that? 

A. I felt that my honest advice to the beneficial holders would be that the 
Atlas exchange was far better than liquidation. 

Q. Now, the Power and Light certificate holders were going to get Atlas stock, 
isn’t that so? 

A. Yes, 

Q. And if an individual had cash he could go out and buy Atlas stock; isn’t 
that so? 

A. That is right. 

Q. Now, if you liquidated the trust and gave the security holder his full asset 
value he could buy more shares of Atlas Corporation than he was getting in 
the exchange, could he not? 

A. But you don’t know at what price we would have finally liquidated it at. 

Q. Do you mean to say that the figures you were giving to your stockholders 
as to the asset value of the trust at the time you were sending out reports was 
not accurate? 

A. It was accurate; but, on the other hand, on a certain night you can asset 
a trust with the last market of the day, but to sell two and a half or three million 
dollars of that stuff in the next day or two doesn’t prove you are going to get 
that figure. 

Q. In computing the asset value in which you had a special situation, but you 
had no special situation ; you had a diversified portfolio? 

. Yes, sir. 

. Were they all listed securities? 

. Nearly all. 

Were they all fairly active stocks? 

Fairly so. 

And you had in the entire portfolio at that time approximately $3,000,000? 
That is right. 

. And there was no law that said you had to liquidate over night? 

. But everybody else was liquidating over night at that time. 

. Then the only thing you are telling me is that when you told the stock- 
holders that the asset value was so much, it wasn’t really telling them that it 
was So much? 

A. No; our judgment was that it was a better thing for the stockholders to do to 
accept the Atlas offer than to liquidate. 

Q. I don’t dispute that, Mr. Hale. The only thing I am trying to ascertain is 
what impelled you to that honest judgment that it was not advisable to liquidate 
the trust, give the individuals the cash, and put them in the position to buy more 
Atlas Corporation stock in the open market than they were getting on the 
exchange offer. You don’t dispute that that is the fact? 

A. If you are going to sell on one hand and buy on the other, you move both 
markets, Mr. Schenker, but if the deal is offered at a fixed market where the 
trust beneficiary had three weeks to think it over and to have it explained to 
them, you have a more concrete proposition ; and that applied to us. 

Q. Now, did you submit to the stockholders the possibility of liquidation? 

A. No. 


OrPororobeo>r 


_The agreement between Atlas Corporation and Hale, Waters & 
Company, dated February 6, 1931,15% was, however, far more pecu- 


8 Td., Commission’s Exhibit No. 1973. 


1342 SECURITIES AND EXCHANGE COMMISSION 


niarily advantageous to Hale, Waters & Company than a dissolution 
of Power and Light Securities Trust would have been. Under this 
agreement, Atlas Corporation agreed to offer to Power and Light 
Securities Trust certificate holders either (a) four-fifths of a share 
of Atlas Corporation preference stock; or (b) a unit consisting of 
two-thirds of a share of Atlas Corporation preference stock and one 
share of Atlas Corporation common stock; or (c) seven shares of Atlas 
Corporation common stock for each Power and Light Securities 
Trust certificate? In addition, Atlas Corporation offered to ex- 
change 114 of its warrants for each warrant of Power and Light 
Securities Trust. The first alternative offer involved a gain, in terms 
of market values, to Power and Light Securities Trust certificate 
holders of $1 per certificate; however, acceptance of the offer involved 
a loss in assets for each Power and Light Securities Trust certificate 
of approximately $7.42.1%* The second alternative offer involved a 
market-value gain of 75 cents to Power and Light Securities Trust 
certificate holders but a gross asset loss to certificate holders of $8.59 
per certificate exchanged. The third alternative offer involved a 
market-value gain to Power and Light Securities Trust certificate 
holders of $4.49 but an asset loss for Power and Light Securities 
Trust certificates of $8.92. The exchange of warrants was favor- 
able to Power and Light Securities Trust warrant holders, since the 
Atlas Corporation warrants received had a market value of approxi- 
mately $2.35 as against the market price of $2 then existing for Power 
and Light Securities Trust warrants.°* Atlas Corporation had the 
privilege of canceling all offers unless at least 517% of the Power and 
Light Securities Trust certificates and warrants were exchanged. 
Hale, Waters & Company agreed to “use their best efforts” to obtain 
the acceptance of the above offer “by holders of certificates and 
options to purchase shares of Power and Light Securities Trust to the 
end that as many shares and options to purchase shares of Power 
and Light Securities Trust as is possible shall be deposited there- 
under,” and further agreed to address a circular letter to all war- 
rant and certificate holders of Power and Light Securities Trust, rec- 
ommending acceptance of the Atlas Corporation exchange offer. As 
consideration for these services to be performed by Hale, Waters & 
Company, and provided that at least 51% of the security holders of 
Power and Light Securities Trust accepted the offer, Atlas Corpora- 
tion agreed to pay Hale, Waters & Company $200,000 in cash and 
an additional $1 for each Power and Light Securities Trust certificate 
exchanged for Atlas Corporation’s securities. Atlas Corporation fur- 
ther agreed to purchase Hale, Waters & Company’s holdings of Power 
and Light Securities Trust warrants at a price in cash of $2 a 
warrant.’°* 

The pecuniary interest of Hale, Waters & Company in the success 
of these exchange offers by Atlas Corporation is obvious. Mr. Hale 
testified :1°*4 

Q. * * * How much was supposed to be deposited—you were only to get 
the $200,000 if a certain percentage was deposited? 


1540 Ipid., and id., Commission’s Exhibits Nos. 1970, 2001 (p. 47). 
15411d., Commission’s Exhibit No. 2001 (p. 48). 

1542 Ibid. 

1548 Tq., Commission’s Exhibit No. 1973. 

1544 Td., at 17854—5. 
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A. Yes. 

Q. Therefore it was to your pecuniary interest, was it not, Mr. Hale, that 
51% of the certificate holders accept that offer? 

A.I did the whole thing for the interest of the beneficial holders. 

Q. I understand that, but if 51% of the certificate holders didn’t turn in their 
stock, you would have been out $200,000; isn’t that so? 

A. I don’t know; it may have cost us that much to get the stock in. 

Q. I will come to the cost in a moment; but the fact is that unless the 51% 
went in you were out $200,000, and in addition to that you were out the one 
dollar a share that you would have gotten for every exchange that was accepted? 

A. Yes. 


Mr. Odlum, when examined as to the purpose of the agreement to 
compensate Hale, Waters & Company for their services in advocating 
the exchange, testified : 1°* 


Q. Now, as you said yesterday, Mr. Odlum, that you resented the inference 
which might be drawn from my interrogation that these various compensations 
made to the officers and directors, and the influential insiders, and you don’t 
dispute that Hale, Waters were influential in this picture? 

A. No. 

Q. And that the payments were made to obtain the active cooperation of the 
sponsors in connection with the exchange program. Wasn’t this a case where 
at least the two hundred thousand dollars was paid with the specific purpose of 
getting that cooperation? 

A. I don’t believe so. I don’t know how the two came together. 

Q. I will read you from the minutes of the Atlas Corporation of February 6, 
1931, as follows: 

“The Chairman’—that is yourself—“presented to the Board a copy of an 
agreement dated February 6, 1931, between this corporation and Hale, Waters 
& Company, providing, among other things, that in consideration of Hale, 
Waters & Company using their best efforts to induce the deposits of shares and 
options to purchase shares of Power and Light Securities Trust, under and 
pursuant to the terms of the above agreement, this corporation would pay 
to Hale, Waters (A) two hundred thousand dollars and (B) one dollar for 
each share’—and then, of course, you had the option warrants—“and two 
dollars for each share purchasable under options to be delivered to Hale, Waters 
& Company to this corporation without the deposit of said options under said 
offer.” 

I mean the minutes at least give the indication that that was the purpose. 

A. What is your question again? 

Q. Wasn’t this a case where the payment of at least two hundred thousand 
dollars was made with the specific purpose and intent to get the active coopera- 
tion in the exchange program of the influence of this firm? 

A. It was paid to them for * * * the option warrants that they had and 
the services that they would perform in placing this before the stockholders and 
getting the stock exchanged. 


Mr. Odlum further testified with respect to exchange offers in which 
sponsors of a company had a pecuniary interest in the success of the 
offers : 1546 


15457d., at 17870-1. 
1546 Td., at 178734, 17877-8. 
153373—40—pt. 83——36 
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Q. So that your duty was to your stockholders to get the best buy that you 
could buy them; isn’t that so? 

A. Yes; the best buy that I could get with a long range policy. 

Q. On the other hand, it was Mr. Hale’s duty to get the best buy for his cer- 
tificate holders? 

A. That is true. 

Q. But unfortunately, or at least theoretically, that situation was complicated 
by the fact that Mr. Hale was going to get two hundred thousand dollars if the 
deal went through; isn’t that so? 

A. He was going to get two hundred thousand plus. 

Q. Yes; and he ultimately got over $333,000. Of course, that figure included his 
option warrants which he turned in, so that at least superficially Mr. Hale was in 
a position where he had a decided conflict of interest. If he insisted upon what 
he thought was the best buy for his clients and that deal didn’t meet with your 
ideas of an equitable deal under the circumstances, there would be no deal; isn’t 
that so? 

A. But my recollection is that it is true in that, and I believe in every other case, 
that the question of what Mr. Hale’s firm was to receive for working on the 
exchange program was never discussed until after the trade on the basis of 
exchange had been arrived at. 

& * * * * % * 

A. I see this difficulty, and I am not saying that the difficulty surmounts the 
advantages, that when I am dealing with Mr, Hale I am responsible to my share- 
holders and Mr. Hale is responsible to his clients, and we are legally responsible, 
but if we have to go to the highest public officer in the country, so that he sub- 
stitutes his decision for our business, he is a man dealing with the situation, with 
responsibility to no one, and it would be likely to cause many complications and 
bad features, and it has many good features too. 


On February 6, 1931, Atlas Corporation, in a circular letter to the 
certificate and warrant holders of Power and Light Securities Trust, 
made the alternative exchange offers which have been described. Ac- 
companying this letter was one on the stationery of Hale, Waters & 
Company, recommending acceptance of the Atlas Corporation ex- 
change offers. The letter from Hale, Waters & Company also 
stated : 1547 


Hale, Waters & Company, two of the partners of which are trustees, in con- 
sideration for arranging this offer and for services rendered in connection there- 
with, will obtain independent compensation in which the partners who are trus- 
tees will share. None of this compensation is, of course, to be paid by the share- 
holders or option holders of Power and Light Securities Trust. 


The security holders of Power and Light Securities Trust were 
therefore informed that Hale, Waters & Company was being paid for 
its services. The letter did not, however, indicate the precise terms 
of the agreement between Atlas Corporation and Hale, Waters & 
Company, nor did it reveal that Hale, Waters & Company were ob- 
taining, for their Power and Light Securities Trust warrants, cash 
rather than Atlas Corporation warrants. Realistically, moreover, the 
commissions were paid by Power and Light Securities Trust certificate 
holders, since these commissions were paid from the ultimate gain in 
asset values realized by Atlas Corporation as the result of its acquisi- 
tion of Power and Light Securities Trust. 


1447 Tq., Commission’s Pxhibit No. 1973. 
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Asa result of this exchange offer, Atlas Corporation acquired 55,779 
certificates and 41,534 option warrants of Power and Light Securities 
Trust. On the exchange, accepting Power and Light Securities Trust 
certificate holders suffered a gross loss in asset values of approximately 
$480,000.58 Atlas Corporation paid a total of $823,945 to Hale, 
Waters & Company as commissions and as consideration for the pur- 
chase from Hale, Waters & Company of 33,681 Power and Light 
Securities Trust option warrants.*>*® 

In addition to the certificates of Power and Light Securities Trust 
acquired by exchange offer, Atlas Corporation purchased 4,941 cer- 
tificates at a total cost of $171,885.89. The average price paid for these 
certificates was approximately $35, or $12 less than the asset value of 
such certificates.15°° 

L. Boyd Hatch and Oswald L. Johnston, both of whom were Atlas 
Corporation directors, became two of the three trustees of Power and 
Light Securities Trust.° James P. Hale, of Hale, Waters & Com- 
pany continued as the third trustee. 

By June 3, 1931, Atlas Corporation held 60,721 certificates of Power 
and Light Securities Trust, or approximately 95% of the total certifi- 
cates outstanding. Atlas Corporation also held 75,237 of the outstand- 
ing option warrants of Power and Light Securities Trust. These 
holdings constituted 95% of the outstanding warrants.’°°? On June 
3, 1981, all of the assets of Power and Light Securities Trust were 
conveyed to General Empire Corporation in exchange for General 
Empire Corporation shares, and Power and Light Securities Trust 
was dissolved.**** The transaction by which Atlas Corporation ac- 
quired control of General Empire Corporation has already been 
described .1554 


6. PURCHASE OF CONTROL WITH ACQUIRED COM- 
PANY’S OWN FUNDS 


The techniques for acquiring control of investment companies which 
have already been described and illustrated do not necessarily require 
the use of any personal funds by the acquiring individuals. Some in- 
dividuals have obtained control of investment companies by the use 
of the assets of the acquired investment companies themselves. Bor- 
rowed funds have been used to acquire control of investment com- 
panies, and the loans have been repaid by the liquidation of the assets 
of the acquired company or companies and the appropriation °° by 
the new managers of the proceeds of such liquidation and the applica- 
tion of these proceeds to the repayment of the loans made to acquire 
control of the company. 


1548 Tq,, Commission’s Exhibit No. 2001 (p. 50). However, exchanging certificate holders by 
becoming stockholders of Atlas Corporation recouped a portion of this loss in asset values. 

1549 Tbid. 

1550 Ibid. 

1551 Tqd., Commission’s Exhibit No. 1973. 

1552 Td., Commission’s Exhibit No. 2001. 

1953 Thid. 

1554 See supra, pp. 1258-70. 

1555 Tn some cases the appropriated assets of the investment companies have been replaced 
with securities of personal holding companies owned by new managements. Compare the 
activities of the Fiscal Management group discussed, supra, pp. 1072-5. 
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In no small measure the harmful results to the stockholders of in- 
vestment companies, control of which have been acquired in this man- 
ner, were the consequence of the failure of the prior controlling group 
to make an adequate investigation of the financial status, character 
and ability of the individuals to whom they relinquished control of 
these companies for an attractive consideration. Moreover, not in- 
frequently the old managements surrendered control of their com- 
panies to new groups even before they had received the purchase 
price for the control of their companies. An opportunity was thus 
afforded to the new group to derive the purchase price for control 
from the acquired investment company itself.°%°* By these methods 
control of large aggregates of liquid assets can be acquired without 
any personal expenditure upon the part of the new controlling 
interests.1>" 

The power of a controlling group to rearrange the capital structure 
of controlled investment companies also provides a means by which 
the investment company’s own assets can be, in effect, utilized to pur- 
chase control of the company. An effective device for this purpose is 
the power of a controlling individual to cause the investment company 
to repurchase its own shares. 


a. International Equities Corporation 


The acquisition by Ernest B. Warriner of control of International 
Equities Corporation is illustrative of this technique. 

On November 5, 1935, Ernest B. Warriner, at a cost of $185,070.75, 
purchased 11,049 shares of the Class A and 4,586 shares of the Class 
B stock of International Equities Corporation +*°* which then had 
assets of approximately $1,165,000. ‘These shares represented 23% 
of the voting power of International Equities Corporation.“°° To 
consummate this purchase Mr. Warriner borrowed $50,000 from Un- 
derwriters & Participations, Inc., an investment company which he 
controlled,®*! and $139,000 from Delaware Trading Corporation °° on 


1559 Compare the acquisition of control of North and South American Corporation and of 
Insuranshares Corporation of Delaware by Insurance Equities Corporation, discussed supra, 
pp. 1179-1225. 

1557 Wor example, as has already been described, by the use of borrowed funds which were 
repaid by the use of the assets of the very investment companies whose control they acquired, 
the Fiscal Management group, who were without substantial funds, were enabled to acquire 
control of four investment companies with aggregate assets of approximately $12,300,000. 
By similar methods Insurance Equities Corporation, which possessed no: substantial assets, 
acquired control of the approximately $5,000,000 of assets held by Insuranshares Corporation 
of Delaware and North and South American Corporation. See supra, pp. 1179-1225. 
Compare also the tactics by which David Milton and his associates acquired control of 
Atlantic and Pacific International Corporation (ibid.), and the methods used by Wallace 
Groves to acquire control of Chain and General Equities, Inc., Interstate Equities Cor- 
poration, and Yosemite Holding Corporation, discussed supra, pp. 1031-9. 

1558 Public Examination, General Investment Corporation, Commission’s Exhibit No. 1577, 

1559 Moody’s Manual of Investments, Banks, etc., 1937, p. 1741. 

1560 Op. cit. supra, note 1558, Commission’s Exhibit No. 1577. 

1561 Tbid, 

1562 Td., at 20229. The Delaware Trading Corporation was a personal holding company of 
Wallace Groves and George Groves, his brother (id., at 20229 and 20460). Wallace Groves 
was not directly connected with this company at the time it lent the $139,000 to Mr. War- 
riner (id., at 20229). However, at the time when this loan was made by Delaware Trading 
Corporation to Mr. Warriner, Wallace Groves was making substantial loans to Delaware 
Trading Corporation and to his brother, George Groves (id., at 20466). Wallace Groves 
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the security of the International Equities Corporation stock which he 
had purchased.?°** 

On February 21, 1936, Mr. Warriner contracted to purchase from 
Louis J. Kolb and his associates in control of International Equities 
Corporation, 9,211 shares of its Class A stock and 5,189 shares of its 
Class B stock for $266,077. Louis J. Kolb received Mr. Warriner’s 
note for the purchase price payable six months from the date of the 
agreement.’°°* The shares of stock which were the subject of the 
agreement and which increased Mr, Warriner’s control to 56% of the 
Class A stock and 50% of the Class B stock of International Equities 
Corporation, were escrowed with the National City Bank, subject to 
the payment of Mr. Warriner’s promissory note, but he was permitted 
immediately to vote the stock. Mr. Warriner had himself and his 
associates elected to the board of directors of International Equities 
Corporation. Thereafter, on August 21, 1936, Mr. Warriner caused 
International Equities Corporation to assume his obligation of 
$266,077 on his promissory note due to Louis J. Kolb and to acquire 
the International Equities Corporation stock which Mr. Warriner had 
agreed to purchase. The then market value of these shares of its own 
stock which Mr. Warriner thus caused International Equities Cor- 
poration to acquire for $266,077, was $96,877.15> In the meantime, 
on July 28, 1936, Mr. Warriner had caused International Equities 
Corporation to purchase from Consolidated Funds Corporation 6,192 
shares of the Class A stock and 6,310 shares of the Class B stock of 
International Equities Corporation for $174,960.80. The market 
value of these blocks of its own securities which Mr. Warriner caused 
International Equities Corporation to purchase was approximately 
$77,000."°" The effect of this reduction of the outstanding stock of 
International Equities Corporation was to increase the voting power 
of the shares held by Mr. Warriner to 65% of its Class A stock and 
71% of its Class B stock. Thus, by the utilization of his power, as 
the controlling force in International Equities Corporation, to compel 
International Equities Corporation to repurchase its own stock, Mr. 
Warriner had transformed a minority voting interest in the company, 
which he had acquired with borrowed funds of $185,000, to an abso- 
lute majority voting interest.1®°* 


conceded that he may have had a “pecuniary interest” in the International Equities Cor- 
poration stock hypothecated with the Delaware Trading Corporation (id., at 20466). Sub- 
sequently, in January 1936, after Mr. Warriner had succeeded in acquiring control of In- 
ternational Equities Corporation and General Investment Corporation, Wallace Groves 
reacquired a stock interest in Delaware Trading Corporation from his brother, George 
Groves, in satisfaction of a loan (id., at 20229-3830, 20462, 20466). 

163 Td., at 20230-3. 

1664 Tq., Commission’s Exhibit No. 1577. 

665 In August 1936, the bid market price of the Class A stock of International Equities 
Corporation, as reported by the National Quotation Bureau, was $9.25 a share. The bid 
market price for the Class B stock was $2.25 a share. 

466 Op. cit. supra, note 1558, at 15128-33 and Commission’s Exhibit No. 1577. 

107 The bid market price of the Class A stock of International Equities Corporation, as 
reported by the National Quotation Bureau, for July 1986 was $9.75 a share. The bid 
market price for the Class B stock in the same month was $2.75 a share. 

1668 Mr, Warriner, in August 1936, caused International Equities Corporation to pur- 
chase control of General Investment Corporation, an investment company then possessing 
assets of $10,000,000, and caused General Investment Corporation in turn to purchase 
control of Standard Investing Corporation which possessed assets of $9,000,000. (See 
Ch. II of this part of the report, pp. 497-623.) Thus, without the expenditure of any of his 
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Similar methods were adopted by Home and Foreign Securities 
Corporation to acquire control of Oils & Industries, Inc., and by Chase 
Donaldson and his associates to acquire control of Allied General Cor- 
poration. In these cases the power of the management to alter the 
company’s capital structure provided the means by which the pur- 
chase price of control could be provided from the assets of the ac- 
quired investment company. 


b. Oils & Industries, Inc—Home and Foreign Securities Corporation 


The history of Oils & Industries, Inc., from its inception to Decem- 
ber 1931, has already been described.**° As has been shown, by the 
purchase of a management contract, Messrs. Kahn, Watson and Herz- 
berg had acquired control of the corporation and had misappropri- 
ated approximately $284,000 of its funds. 

Upon discovery of the “fraudulent conduct” of the Watson group, 
the old board of directors assumed the management of the investment 
company until May 1932, when, again without consulting the stock-_ 
holders, the board appointed Arthur S. Kleeman, the president of 
Home and Foreign Securities Corporation, another investment com- 
pany, as president of Oils & Industries, Inc., and permitted him to 
appoint a majority of a new board of directors. Opposition arose to 
Mr. Kleeman’s management and, in order to remove this opposition, 
Mr. Kleeman induced David Milton, president of The Equity Cor- 
poration, an investment company, to have one of his companies pur- 
chase the opposing block of stock. Thereafter, Mr. Milton’s nominees 
constituted half of the board of the investment company. 

By 1934, the David Milton interests had acquired approximately 
40% of the stock of Oils & Industries, Inc. In order to prevent the 
contemplated absorption of Oils & Industries, Inc. by The Equity 
Corporation by means of an exchange offer of stock, Mr. Kleeman 
caused his Home and Foreign Securities Corporation to purchase the 
David Milton holdings at a price in excess of their asset value. In 
order to obtain cash to make this purchase, Home and Foreign Secu- 
rities Corporation, without knowledge of its minority stockholders, 
liquidated virtually its entire portfolio and borrowed $360,000. 

Thereafter, Mr. Kleeman utilized his control to effect a recapitali- 
zation of the investment company, which enabled Home and Foreign 
Securities Corporation to obtain from Oils & Industries, Inc., the 
necessary funds to repay the loan of $360,000. Although previously 
the preferred stock which was originally issued by Oils & Industries, 
Inc., had been eliminated to remove dividend arrearages by reclassi- 


own funds, Mr. Warriner had succeeded in acquiring control of three investment com- 
panies with aggregate assets of more than $20,000,000. 

On March 9, 1937, Mr. Warriner sold his control of International Equities Corporation 
to investment companies controlled by Henderson Brothers of Boston (ibid., and op. cit. 
supra, note 1558, at 15342). From the proceeds of this sale Mr. Warriner repaid his 
$139,000 loan from the Delaware Trading Corporation, then controlled by Wallace Groves 
(id., at 20471-2), that is. the loan which had enabled him, without the investment of 
any of his own funds. to acquire and to dispose of control of International Equities Cor- 
poration at a profit of approximately $1,860,000. Moreover, during the period that Mr. 
Warriner controlled General Investment Corporation, that investment company had suffered 
substantial losses as the result of transactions with Wallace Groves and Phoenix Securities 
Corporation, an investment company controlled by Wallace Groves. (See Ch. II of this 
part of the report, pp. 497-623.) 

1569 See supra, pp. 1293-6. 
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fying such preferred stock as common stock, the new recapitalization 
plan authorized the issuance of new preferred stock, without voting 
power, to be distributed to the stockholders as a stock dividend, re- 
deemable by the company at 95% of its asset value in 1,000 share lots 
only and for a period of three weeks. The stockholders approved this 
plan and Home and Foreign Securities Corporation redeemed all of 
the new preferred stock it acquired and applied the proceeds to re- 
pay the balance of the bank loan of $360,000. No other stockholder 
tendered, or apparently was in a position to tender, 1,000 share lots 
of new preferred stock for redemption. Since the new preferred 
stock had no voting power, Home and Foreign Securities Corpora- 
tion’s 40% control of Oils & Industries, Inc., was not disturbed. 

Although the stockholders of Oils & Industries, Inc., had by the 
end of 1935 suffered realized and unrealized losses in excess of $4,000,- 
000, the four different groups which successively controlled it were 
enabled to derive large profits, directly or indirectly, from their 
association with the investment company.!°”° 


c. Allied General Corporation—Chase Donaldson, et al. 


Allied General Corporation was incorporated under the laws of 
the State of New York on March 23, 1927,°" at the instance of 
Sterling Pile, then associated with Johnson & Higgins, insurance 
brokers of New York City, Edward B. Twombly, an attorney, and 
Goodwin Beach & Company, a firm specializing in the purchase and 
sale of insurance securities headed by Edward §. Goodwin, a 
reputed authority on insurance company securities.1*” 

Until February 1933, Allied General Corporation functioned pri- 
marily as an investment banking institution distributing and trading 
in the securities of investment companies organized under the aus- 
pices of its various managements.1*® However, in February 1933, 
Alhed General Corporation disposed of its investment banking busi- 
ness and became an investment company.’ Although Allied Gen- 
eral Corporation may not have been an investment company at the 
time that its control was acquired by the Donaldson group, neverthe- 
less the tactics adopted by that group are easily applicable to invest- 
ment companies. 

By December 31, 1929, Allied General Corporation (then known as 
Insuranshares Corporation of New York) had received from its 
stockholders a total of $4,456,315.60 *° and had issued as considera- 
tion therefor 22,285 shares of 514% convertible preferred stock of 
the par and liquidating value of $100 a share and 98,92814 shares 
of its no par value common stock.??* All of the preferred stock and 


150 See Ch. II of this part of the report for a detailed history of Oils & Industries, Inc., 
containing appropriate references to the record, pp. 94-114. 

1871 Public Examination, Allied General Corporation, at 4947 and Commission’s Exhibit 
No. 455. The corporation was originally known as Insuranshares Corporation of New 
York. The name of Allied General Corporation was adopted February 1931 (id., at 5110). 

7 Public Dxamination, Allied General Corporation, at 4947-8. 

73 Td., at 4949, et seq. The corporation distributed the securities of Insuranshares 
Corporation of Delaware, Sterling Securities Corporation. and the various companies in 
the United Founders Corporation group of investment companies (ibid.). 

174 Td., at 5095, 5114-6. 

1575 Tq., at 5028, 5104. 

876 Td., Commission’s Exhibit No. 463. 
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the common stock were privately sold to dealers assisting the corpora- 
tion in its investment banking operations.1** No public offering of 
the shares was ever made. 

By February 1931 the net assets of Insuranshares Corporation 
of New York totaled approximately $1,500,000. The corporation, 
from 1927 to February 1931, had suffered a shrinkage in its contrib- 
uted capital due to realized and unrealized losses of approximately 
$3,000,000." 

On January 7, 1931, a contract between United Founders Corpora- 
tion and Insuranshares Corporation of New York (the former name 
of Allied General Corporation) was executed, by the terms of which 
United Founders Corporation agreed to transfer to Insuranshares 
Coropration of New York securities having a market value equiva- 
lent to the value of the assets of Insuranshares Corporation. In con- 
sideration of the transfer of securities, United Founders Corpora- 
tion was to receive approximately 50% of the securities of Insur- 
anshares Corporation which would be issued by the corporation after 
a recapitalization of the corporation provided for in the agreement. 
Under the recapitalization plan which was approved by the com- 
pany’s stockholders on January 28, 1931, the existing 20,000 shares 
of the $100 par value preferred stock were exchanged for 20,000 
shares of $3 preferred stock, of the par and liquidating value of 
$50 a share, and 20,000 shares of Class A stock. The outstanding 
93,856 shares of common stock were exchanged for the same number 
of shares of new common stock accompanied by option warrants to 
purchase an additional 46,928 shares of new common stock on or before 
December 31, 1935, at $1 a share. For the investment of $1,500,000, 
which United Founders Corporation was to make in Allied General 
Corporation, it was to receive 20,000 shares of preferred, 20,000 
shares of Class A, and 100,000 shares of the common stock accom- 
panied by warrants to purchase an additional 50,000 shares of the 
common stock of the recapitalized corporation. Finally the name 
of the corporation was changed to Allied General Corporation.°” 

Chase Donaldson, who had been president of Founders General 
Corporation, became the president and a director of Allied General 
Corporation.*° KE, Stanley Glines, another representative of United 
Founders Corporation, also became a director of Allied General 
Corporation. Messrs. Pile, Twombly, and Goodwin of the exist- 


1i7Td., at 4954-5. 

1578 Td., at 5103-4. 

119 Tq., at 5101-2 and Commission’s Exhibits Nos. 469, 471. 

1580 Tq., at 5094, 5110. Founders General Corporation was a wholly owned subsidiary of 
United Founders Corporation and of American Founders Corporation, primarily engaged 
in trading in and distributing the stock of United Founders Corporation to the public 
(id., at 5096). In the middle of 1930, United Founders Corporation sought to list its 
securities on the New York Stock Bxchange. However, the New York Stock Exchange 
“indicated that they felt it was more desirable that a corporation not deal in its own 
securities through a wholly owned subsidiary [Founders General Corporation]” (id., at 
5097). Thereafter the United Founders Corporation reached a decision ‘‘to set up an 
entirely separate agency which might still trade in the securities of the Founders group 
but which would have no corporate relationship with the United Founders group and 
which at the same time could engage in other investment banking and trading activities” 
(id., at 5097). Asa result of this decision, United Founders Corporation agreed to purchase 
a 50% stock interest in Allied General Corporation in the manner which has been described. 

1881 ¥q., at 5113. 
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ing directorate continued as directors of Allied General Corpora- 
Hones 

By December 31, 1931, the value of the assets of Allied General 
Corporation had declined to approximately $1,200,000, as compared 
with the approximately $3,000,000 in assets held by the corporation 
immediately after its recapitalization in February 1931.%°* The 
assets of the corporation on January 20, 1932, if it were then dis- 
solved, would have been sufficient to pay only $37.79 on each of the 
outstanding 36,900 shares of the corporation’s preferred stock which, 
under the company’s charter, had a preference in assets on the com- 
pany’s dissolution of $50 a share. As a consequence, the outstand- 
ing Class A and common stock of the corporation were without 
asset value. United Founders Corporation and its subsidiaries held, 
in January 1932, 19,630 shares of the preferred stock, 19,630 shares 
of the Class A stock, and 100,000 shares of the common stock of 
Allied General Corporation. ‘These holdings constituted 52% of 
the outstanding securities of the corporation.%** The total asset 
value of the United Founders Corporation group’s holding of Allied 
General Corporation securities was approximately $740,000,°*° as 
compared with the original investment of approximately $1,500,000 
in these securities. In other words, United Founders Corporation 
had sustained a loss of approximately 50% of its investment in 
Allied General Corporation. Mr. Donaldson testified that United 
Founders Corporation at this point was “willing or would be sym- 
pathetic to selling out the Allied General business.” +°°° 

Meanwhile, in the fall of 1931, Chase Donaldson and a group of 
his associates 1°87 in the management of Allied General Corporation 
determined to acquire control of Allied General Corporation by pur- 
chasing the holdings of United Founders Corporation. Prior to 
January 1982, this group had purchased a total of 34,163 shares of the 
common stock of Allied General Corporation. These shares, however, 
had been pledged by the group with Manufacturers Trust Company to 
secure a loan of $20,000 made by the bank to the group to finance the 
purchase of the shares.°** The Donaldson group, after some negotia- 
tion with United Founders Corporation, obtained its agreement to dis- 
pose of its holdings in Allied General Corporation for a total price 
of $540,000, being $27.50 a share for the 19,630 shares of preferred 
stock held by United Founders Corporation.***® The Class A and 
common stock interest in Allied General Corporation held by 
Founders were to be transferred to the syndicate free of charge. As 
has been indicated, these securities had no asset value. Although the 
price to be paid by the Donaldson group for the holdings of the 
United Founders Corporation group in Allied General Corporation 
was approximately $10 less than the liquidating value of each share 


1882 Td., Commission’s Exhibit No. 475. 

1553 Td., at 5164. 

1684 Tq., Commission’s Exhibit No. 494. 

15385 The 19,630 shares of the preferred stock of Allied General Corporation had an asset 
yalue of $37.79 a share or a total asset value of approximately $740,000. 

1586 Op. cit., supra, note 1572, at 5188. 

1887 Tq., Commission’s Exhibit No. 496. Mr. Donaldson’s associates were: Dean J. Almy, 
Herbert R. Anderson, W. F. Best, R. S. Elliott, Jr., Alfred M. Elsesser, Kenneth S. Gaston, 
and Eliot Sharp (ibid.). 

1588 Jd., at 5191-2. 

1889 Td., Commission’s Exhibit No. 494. 
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of Allied General Corporation preferred stock to be sold by United 
Founders Corporation, the purchase price was greatly in excess of 
the then market value of the preferred stock which was then selling 
in a very inactive market on the New York Produce Exchange at 58 
a share.®°° The contemplated purchase price to be paid by the 
Donaldson group was approximately $382,785 above the quoted mar- 
ket value of the Allied General Corporation preferred shares to be 
acquired from the United Founders Corporation group. 

However, Mr. Donaldson and his associates were without funds to 
effect the purchase of United Founders Corporation’s interest in 
Allied General Corporation.1°** Apparently a bank loan could not 
be obtained without the guaranty of a financially responsible indi- 
vidual. 

In December 1932, Mr. Donaldson, largely through his half- 
brother, John W. Donaldson,**? then a vice president of Atlas Cor- 
poration, enlisted the aid of Atlas Corporation in his plans to acquire 
eontrol of Allied General Corporation. Atlas Corporation in 1931 
had acquired control of 12 investment companies *°°* and in 1982 was 
primarily engaged in acquiring additional shares of its controlled 
companies at their market prices which were substantially less than 
the asset values of such shares.1°°* Alhed General Corporation’s 
nation-wide security dealer contacts and its extensive securities dis- 
tribution organization would obviously be of material assistance to 
Atlas Corporation in accomplishing its objective. In January 19382, 
Chase Donaldson and Atlas Corporation reached an oral agreement 
that Allied General Corporation after its acquisition by Mr. Donald- 
son would aid Atlas Corporation in its investment company acquis!- 
tion program. Under the plan, Allied General Corporation was to 
purchase Atlas Corporation’s securities in the open market and ex- 
change them for securities of Atlas Corporation’s controlled com- 
panies on a market value basis. The securities of the companies 
controlled by Atlas Corporation, so acquired by Allied General Cor- 
poration,2®®° were to be purchased by Atlas Corporation. Alhed 
General Corporation was to receive a commission from Atlas Cor- 
poration for its services.*°°* 

Atlas Corporation further agreed to guarantee ***” a loan to be made 
by Manufacturers Trust Company to Chase Donaldson and his asso- 
ciates in the sum of $560,000, of which $540,000 was to be used to pur- 
chase the United Founders Corporation’s controlling interest in 
Allied General Corporation and $20,000 was to constitute a renewal 
of the $20,000 loan already made by the bank to the Donaldson group. 
The shares of Allied General Corporation acquired from United 
Founders Corporation were to be pledged with the bank to secure the 


159 During March 1932, according to the Bank and Quotation Record, only 200 shares of 
the preferred stock of Allied General Corporation were traded on the New York Produce 
Exchange. The market price was $8 a share. No trading in the stock occurred in Decem- 
ber 1931, or in January and February 1932. 

1591 Op. cit. supra, note 1572, at 5197 

1592 Tq., at 5196, 5201. 

1588 See supra, p. 1057. 

1504 Thid. 

1595 Op. cit. supra, note 1572, at 5223, 5245-6. 

1596 Td., Commission’s Exhibit No. 495; Public Examination, Atlas Corporition, Commis~ 
sion’s Exhibit No. 2002 (p. 57). 

1597 Op, cit. supra, note 1572, Commission’s Exhibit No. 497. 
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Joan.?°°S In consideration of its guaranty, Atlas Corporation was to 
receive from the Donaldson group on repayment of the loan 9,815 
shares of the Class A stock and 37,500 shares of the common stock of 
Allied General Corporation.%®® These shares, however, were never 
received by Atlas Corporation. Eventually it was paid by the Don- 
aldson group for its guaranty in another manner.*©°° 

However, the problem of the repayment of the loan remained. To 
meet this problem, Chase Donaldson presented to Atlas Corporation 
a plan whereby the control to be possessed by Mr. Donaldson over 
the corporate assets of Allied General Corporation would be utilized 
to repay the loan. Briefly, the Donaldson plan was to reduce, with 
the stockholders’ approval, the capital allocated to the preferred 
stock of Allied General Corporation in order to create a paid-in sur- 
plus. With this surplus, Donaldson intended to retire preferred stock 
of the corporation in the ratio of one share to be purchased from him- 
self and his associates for each share purchased from the public. 
The Donaldson group, however, was to receive a more favorable price 
for their shares.*°° Further, Donaldson intended to use the prospec- 
tive profits, to be derived by Allied General Corporation as commis- 
sions made in effectuating exchanges of Atlas Corporation’s securities 
for the securities of its controlled companies, to purchase preferred 
stock and to pay dividends on the preferred and other securities of 
Allied General Corporation. From these dividends and purchases 
of their preferred shares, funds would be derived by the Donaldson 
group with which to pay off the loan. The purchase price to be paid 
Allied General Corporation for its preferred stock securing the loan 
made by Manufacturers Trust Company was to be applied by the 
bank in reduction of the loan. 

This projected method of repayment of the loan was described to 
Atlas Corporation in a memorandum? dated January 22, 1982, 
written by Chase Donaldson. This memorandum states in part: 


As soon as control is acquired, a special stockholders meeting would be called 
(February or March) to— 

a. Restate value of stock from $50 to $5, creating capital surplus. 

b. Authorize immediate purchase and retirement of 10,000 shares of Preferred 
Stock out of capital surplus so created. 

ce. Authorize purchase and retirement of such additional amounts as Executive 
Committee shall determine, but only out of realized net profits after Preferred 
dividend requirements in any one month. 

NoTe To Mr. Gipson [president of Manufacturers Trust Company]: These 
plans not to be known to Founders. 

About February to March: Allied General Preferred, Class A and Common 
stocks might be listed on the Curb, and the Company would purchase 10,000 
shares of Preferred, of which 5,000 shares from Public and 5,000 shares 
from Syndicate: Average price less than $20 ‘a share. Syndicate would pay 
off the loan by $125,000 from proceeds (5,000 shares X $25), leaving a loan of 
$435,000 * * *, 


1598 Td., Commission’s Exhibits Nos. 495, 497. 

19 Td.. Commission’s Exhibit No. 497. 

1600 See infra, p. 1357. 

1601 Op. cit. supra, note 1572, Commission’s Exhibit No. 494. 
1602 See infra, pp. 1354-5. 

1608 Op. cit. supra, note 1572, Commission’s Exhibit No. 494. 
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March to June: Depending upon earnings, it would be the plan of the Syndi- 
cate to apply all net profits each month to the retirement of Preferred Stock. 
With present and projected business (particularly Atlas exchange) it might be 
possible to purchase and retire another 5,000 shares at $25 ($125,000) largely 
from the Syndicate account, leaving loan—$310,000. 


It will be noted that while the 10,000 shares of preferred stock 
which were to be purchased from the surplus created by the reduction 
of the capital allocable to the preferred stock, were to be acquired at 
an average of less than $20 a share, 5,000 of the shares to be retired 
were to be acquired from Donaldson and his associates at $25 a share. 
In other words, those in control, it was contemplated, would receive 
a higher price for their shares than would be paid for the shares held 
by the public. Further, the retirement of the corporation’s preferred 
stock by purchases below the asset value of such stock would enhance 
the asset value of the Class A and common stocks held by the Don- 
aldson group. The group would hold the majority of these secu- 
rities which also constituted control of the company.*°** 

Atlas Corporation apparently agreed to the proposed method by 
which the loan was to be repaid. On January 29, 1932, the trans- 
action between United Founders Corporation and the Donaldson 
group was closed. A loan in the sum of $560,000 by the group was 
procured from the Manufacturers Trust Company. In accordance 
with its agreement, this loan was guaranteed by Atlas Corporation.” 

The connection of Atlas Corporation with the transaction and the 
proposed method by which the Donaldson group intended to repay 
the loan were intentionally concealed from United Founders Corpora- 
tion. Mr. Donaldson testified that these facts were concealed from 
United Founders Corporation because of the fact that if United 
Founders Corporation had been aware of Atlas Corporation’s connec- 
{ion with the transaction, “they might have tried to raise the price 
on us.” 

Mr. Donaldson testified further : °° 


Q. You said you felt if they [United Founders Corporation] knew the method 
by which you hoped to purchase the stock that they might increase the price? 

A. Perhaps, I didn’t make myself clear. This is what was in my mind at the 
time. I felt that if the people in United Founders believed that we had a highly 
profitable sort of business accruing to us, one or two things might have hap- 
pened; either they wouldn’t have sold to us or they would not have looked 
with any great favor on our doing business with the Atlas Corporation. To 
put it briefly, I was between two fears as to what course to take. It seemed 
logical not to disclose to the Founders group that the Atlas Corporation was 
guaranteeing the loan, for those two reasons I have stated to you. 

Q. After all, you were an officer of Allied General at that time. 

A. Yes, sir. 


1604 Td., at 5207-8. 
1605 Td., at 5200. Mr. Donaldson testified (ibid.) : 

I disclosed to the Atlas Corporation all of the contemplated methods which might 
be used to retire this loan, including possible profits from our relationship with them, 
including retirement of stock by purchase, and I can only repeat this memorandum 
which you state was handed to the other corporation. 

1606 Tq., Commission’s Exhibit No. 499. 
1607 Id., Commission’s Exhibit No. 498. 
1608 Td., at 5205-7. 
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Q. And Founders were stockholders in that corporation, weren’t they? 

A. Yes. 

Q. As stockholders, didn’t you think you owed them any duty as to complete 
disclosure in connection with any transaction you were consummating? 

A. I didn’t think so in this case. 


Promptly on their accession to control of Allied General Corpora- 
tion in February 1932, the Donaldson group proceeded to carry for- 
ward their projected plan for repayment of the borrowed funds which 
they had used to acquire control of Allied General Corporation. On 
February 19, 1932, stockholders were informed by letter *°°* of a meet- 
ing to be held on March 8, 1932, to consider a reduction of the capi- 
tal of the corporation allocable to its preferred stock from $50 to $10 
a share.**° The net capital surplus (after creating a reserve for de- 
preciation in value of portfolio securities) thus to be created amounted 
to approximately $641,000.1% The letter stated that this surplus 
would be available for retirement of the corporation’s preferred 
shares. Not revealed in the letter, however, was the method by which 
Mr. Donaldson and his associates had acquired control of the cor- 
poration nor the fact that the preferred shares pledged by the group 
to secure their loan were to be repurchased. In fact, a direct inquiry 
in a letter **? dated February 25, 1932, from one Harry Buford, a 
preferred stockholder, as to whose shares were to be repurchased, was 
answered without revealing the fact that the controlling group in- 
tended to use the surplus to be created to purchase their own shares as 
well as the shares held by the public.1%* 

On March 8, 1932, the proposed reduction of the capital of the cor- 
poration. allocable to the preferred stock was approved by more than 
two-thirds of the shares.1°%* The Donaldson group which held in 
excess of 50% of the shares of each class of the corporation’s securi- 
ties voted their stock in favor of the plan. 

In May and July 1932, Allied General Corporation purchased from 
the Donaldson group 3,500 shares of its preferred stock at a price of 
$15 a share.1% The market price of these shares on the dates they 
were purchased was approximately $8 a share.’** The $52,500 thus 
raised by the group was used to reduce the loan at Manufacturers 
Trust Company.*** The discriminatory nature of these purchases 
by the corporation from the Donaldson group is indicated by the fact 


1609 Tq., Commission’s Exhibit No. 500. 

1610 Thid. 

LLG ato l29: 

1612 Tq,, Commission’s Exhibit No. 504-A. Mr. Buford’s letter stated: ‘Whose stock and 
at what prices would be purchased is not intimated. Naturally.” 

With reference to the letter, Mr. Donaldson testified (id., at 5248) : 

Q. Of course, he [Mr. Buford] evidently didn’t know that it was anticipated that at 
least a portion of the stock owned by the controlling interest of Allied General was to be 
purchased ; isn’t that so? 

A. You say of course he didn’t know? 

Q. I mean of course the letter indicates that he didn’t know, because he specifically 
asked that question. 

A. He was advised stock was going to be purchased by the corporation, but he was not 
advised that any of the stock was going to be purchased from any given individual. 

1613 Tq., Commission’s Exhibit No. 504-B. 

1614 Td., Commission’s Exhibits Nos. 504—H, 509-IF, 509-K. 
1615 Td., Commission’s Exhibits Nos. 509-F, 509-K. 

1616 Tq., Commission’s Exhibits Nos. 509—G, 509-J. 

1617 Td,, Commission’s Exhibit No. 499. 
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that from February 1932 to December of the same year, Allied Gen- 
eral Corporation acquired from the public a total of 6,921 shares of 
its preferred stock at an average price of $12.05 a share.*** 

Ultimately, however, the plan for repayment of the loan by the 
Donaldson group became impossible of fulfillment for two reasons. 
First, under the management of Mr. Donaldson and his associates, 
Allied General Corporation engaged in extensive short selling of its 
portfolio securities.‘ By July 1932, these short sales had resulted 
in a loss to the corporation of over $500,000,'*°° a loss sufficient to 
erase most of the capital surplus which had been created by the re- 
duction of the capital allocable to the preferred stock in March 1932. 
Secondly, in June 1932, Atlas Corporation itself determined to make 
exchange offers of its securities for the securities of its controlled 
companies.1°! As a consequence, the expected profits to be earned by 
Allied General Corporation in effectuating Atlas Corporation ex- 
changes did not materialize. On December 18, 1932, Atlas Corpora- 
tion paid $50,000 to Allied General Corporation in full settlement 
of its services in aid of the Atlas Corporation exchange program.*®”” 

On December 7, 1932, Mr. Donaldson and his associates, as has 
already been described, in conjunction with Wallace Groves, caused 
the incorporation of The Equity Corporation in Delaware.*°** The 
Allied General Corporation shares owned by the Donaldson group 
were transferred to The Equity Corporation in consideration of the 
receipt by the Donaldson group of 500,000 shares of common stock of 
The Equity Corporation.‘ These Equity Corporation shares on De- 
cember 13, 1932, were substituted with Manufacturers Trust Com- 
pany as collateral for its loan which then stood at $490,000.1°%° The 
bank simultaneously released the Allied General Corporation shares 
to The Equity Corporation. Of the total of $70,000 by which the 
loan had been reduced by the Donaldson group, $52,500, as has been 
indicated, had been realized by the purchase by Allied General 
Corporation of 3,500 shares of its preferred stock from the group; 
the remainder had been paid from the personal funds of the 
OU rome 

Eventually, the loan was repaid by sales of The Equity Corpora- 
tion stock held by the bank as collateral. Included in the purchasers 
of The Equity Corporation stock were Allied General Corporation 
itself which on December 13, 1932, purchased 40,500 shares of the 
stock at a total cost of $40,500." By June 28, 1933, the loan had 
been liquidated. Atlas Corporation was thereupon released from its 


1618 Derived from supplementary information supplied the Commission for Allied General 
Corporation. At or about the time that the Donaldson group was purchasing its own holdings 
of the preferred stock of Allied General Corporation at a price of $15 a share, Allied General 
Corporation offered to exchange some of its portfolio securities having a market value of $11 
for each share of its preferred stock (op. cit. supra, note 1571, Commission’s Exhibit No. 
509-J). 

1619 Td., at 5249-51 and Commission’s Exhibit No. 505. 

1620 Td., at 5250-1. 

1621 Tq., at 5247 and 5259-60. 

1622 Public Hxamination, Atlas Corporation, Commission’s Exhibit No. 2002 (p. 57). 

1623 See supra, pp. 1039-41. 

1624 Op. cit. supra, note 1571, at 5294. 

1625 Td., at 5295. 

1626 Td., at 5240. 

1627 Td., at 5295. 
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guaranty. Atlas Corporation was compensated for its guaranty in 
the following manner: On June 28, 1933, Atlas Corporation caused 
several of its subsidiaries to purchase 50,000 shares of common stock 
of The Equity Corporation held by Manufacturers Trust Company 
as collateral on its loan to the Donaldson group, for $50,000.1%8 ‘This 
$50,000 was applied by the bank in reduction of its loan to the Donald- 
son group. On June 18, 1938, Allied Distributors, Inc., a company 
controlled by Chase Donaldson, purchased from the Atlas Corpora- 
tion subsidiaries these 50,000 shares of stock of The Equity Corpora- 
tion for $62,500.1°° Atlas Corporation, through its subsidiaries, thus 
derived a profit of $12,500.1°8° 


IV. EXCHANGE OFFERS 


A. Function of Exchange Offers in Programs of Acquisition of 
Investment Companies 


In connection with the acquisition of control of investment com- 
panies, various devices were employed to obtain the active cooperation 
or at least the acquiescence of the existing managers or sponsors of 
the acquired companies to the plans of the acquiring corporation or 
individual. The objectives of acquiring corporations or indivduals 
may have ranged from direct conversion of the assets of the acquired 
company to their own use, or to the acquisition in connection with 
expansion programs Of all the outstanding shares of the acquired com- 
panies for a total consideration less than their actual asset value. In 
the course of these expansion programs extensive use was made of 
exchange offers with the ultimate aim of absorbing, by the legal tech- 
niques of dissolution, merger, and consolidation, the assets of the 
companies acquired. In this manner there would be realized the gains 
desired as a result of the spread between the asset value of the shares 
of acquired companies, and their cost in cash or in securities to the 
acquiring company.? To accomplish this purpose, therefore, it was 
necessary to acquire the percentage of voting stock necessary, under 
applicable State laws, to effect the dissolution, merger, or consolida- 
tion of the acquired company.® 


1628 Derived from supplementary information supplied the Commission for Atlas Corporation. 

1629 Ibid. 

1630 Tbid., and op. cit. supra, note 1572, at 5252. 

1 Atlas Corporation and The Equity Corporation engaged in the largest of these expansion 
programs. The activities of Atlas Corporation will be discussed in detail in this section. 
The activities and methods of solicitation adopted by The Equity Corporation in its ex- 
change offer program have been described in detail in the Commission’s Report on the 
Study and Investigation of the Work, Activities, Personnel and Functions of Protective 
and Reorganization Committees (1938), Part VII, Sec. IV. 

2 Public Examination, Atlas Corporation, at 17722-3. 

3 By the laws of Delaware (Del. Rev. Code (1935) c. 65 § 39), the situs of incorporation 
of most of the corporations acquired by Atlas Corporation and The Equity Corporation, a 
voluntary non-judicial dissolution of a corporation can be effected only with the consent 
of the holders of two-thirds of the voting shares of the corporation. Similarly, a merger 
or consolidation of a Delaware corporation (Del. Rev. Code (1935) ¢. 65 § 59) can be effected 
only with the consent of the holders of two-thirds of the corporation’s capital stock. Under 
the laws of Maryland, a state in which several of the corporations absorbed by Atlas 
Corporation and The Hquity Corporation were incorporated, the consent of the holders 
of two-thirds of each class of voting stock, voting by classes, is a prerequisite to a volun- 
tary dissolution, merger, or consolidation of their company (Md. Code Ann. [Flack Supp. 
1935] Art. 23 §§ 33, 8314, 34, 35, 91). 
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The exchange offers primarily served to increase the holdings of the 
acquiring company in the stocks of its controlled companies to the 
point where, by its voting power, it could effect a merger, dissolution, 
or consolidation of the controlled companies. In some cases, although 
infrequently, the exchange offer was used initially to acquire control 
itself.# 

However, the usual procedure of the acquiring corporation was to 
acquire working control (by a transaction with the former sponsors 
or managers of an investment company) and, thereafter, to augment 
its holdings by exchange offers. In many cases open-market purchases 
were made of the securities of acquired companies. Usually, however, 
market purchases failed to increase the holdings of the acquiring cor- 
poration to the statutory quantum of voting stock necessary to dis- 
solve, merge, or consolidate the controlled company. A substantial 
number of minority stockholders usually desired to retain a continu- 
ing interest in the assets of their company.°® 

r. Odlum testified ° that one of the primary purposes of the ex- 
change offers was to enable Atlas Corporation to “clear away” its 
acquired companies, that is, to acquire a sufficient amount of their 
voting shares to effect their dissolution, merger, or consolidation : 


Q. And then in all instances * * * an exchange offer was made of Atlas 
Corporation stock for the stock of these various companies, isn’t that so? 

A. I would be inclined to say yes, because that was the only way that they 
could be cleared away. 


To accomplish the purpose of eliminating this minority interest, a 
large number of various exchange offers were made,’ and almost in- 
variably the quantum of voting stock necessary to absorb the assets 
of the acquired company by the process of liquidation, merger, or con- 


4Thus, of the 22 investment companies which were assimilated by Atlas Corporation, 
control of only 7—All America General Corporation, Allied Atlas Corporation, Power and 
Light Securities Trust, Selected Stocks, Inc., Iroquois Share Corporation, Jackson & Curtis 
Investment Associates, and Atlantic Securities Corporation—were acquired by means of 
exchange offers. In each of these cases, however, acceptance of the exchange offers was 
recommended by the sponsors, managers, and directors of the acquired corporation. In 
6 of these cases the exchange offers resulted in the acquisition by Atlas Corporation of a 
sufficient amount of voting stock to effect the dissolution, merger, or consolidation of the 
acquired companies (op. cit. supra, note 2, Commission’s Exhibits Nos. 1962, 1963, 1970, 
2001). 

5 Ag Mr. Odlum testified (id., at 17726) : 

Q. I don’t dispute that initially vou got into the trust by purchasing for cash from 
the sponsor but getting the securities in was effected by the medium of exchanges. 

A. That was a necessary incident of the others. The objective was to get as many 
in as we could for cash, and we had to use exchanges because many people didn’t want 
to sell their trust stocks for cash, they felt that they had taken the loss and they 
wanted to ride back with the thing and therefore to complete the program after we 
bought all that we could for cash, we had to give them a position in our company to 
allow them to come back with the portfolio. : 

GiGl, he vA, 

7 Atlas Corporation made 43 exchange offers for the securities of 21 investment com- 
panies. Similarly, The Equity Corporation made almost 50 exchange offers for securities 
of 14 investment companies (id., Commission’s Exhibits Nos. 1970 and 2001, and Public 
Examination, The Equity Corporation, Commission’s Exhibits Nos. 839 and 840). The 
total includes the offers made to the stockholders of Colonial States Fire Insurance Com- 
pany and Majestic Fire Insurance Company of New York after they had been merged, by 
successive steps, into America Colony Insurance Company. The exchange offer made 
to the stockholders of Germanic Fire Insurance Company of New York, which had been 
merged with American Colony Insurance Company in 1931 before The Equity Corporation 
kad been organized has not been included (ibid.). 
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solidation had been acquired. Table 18° indicates the percentage of 
the outstanding stock of its controlled companies ultimately acquired 
by the Atlas Corporation, and indicates the percentage of such stock 
which was acquired by purchase and by exchange offer. It will be 
noted that of the total securities acquired by Atlas Corporation in 14 
of the controlled companies, 30%, or more, of such securities were 
acquired through the medium of exchange offers. 


TABLE 18.—Shares of investment trusts acquired by Atlas Corporation by 
purchase and exchange, as of Dec. 31, 1935 


Percent Percent 
Total |Percent| Total |%PUI-| ota, | of ex- 
chases changes 
Name of corporation Type of security rates grants ete to Bhares tor 
quired | ing | chased shores changed shares 
quired quired 
All America General Corpora- |{Common________ 164, 213 99.0) 53, 696 3257 LONS7, 67.3 
tion. Warrants. __-__- % 65, 239 97.0} 23,451 35.9] 41, 788 64.1 
Allied Atlas Corporation.--.__.-- Common-.-.---- 279, 576 97.0} 36,484 13.0} 248, 092 87.0 
Certificates of 60, 721 95.0 4, 942 8.1} 55,779 91.9 
Power and Light Securities beneficial in- 
Trust. terest. 
Wiarrantsess sees 75, 237 94.0 33, 703 44.8 41, 534 55. 2 
: Commons==—— 14, 710 99.9 2, 480 16.9 12, 230 83. 1 
ESCUSTE UCD WE ac (eee re Ot 21,386 99.0] 1, 445 6.8| 19,941 93,2 
Ungerleider Financial Corpora- | Common________ 215, 025 97.0} 187, 386 87.1 27, 639 12.9 
tion. 
: s (Goerdome te ee 154,327; 97.0] 14,025 9.1] 140,302} 90.9 
Imoquelssotere|Corberation= == \Warrants___.__. TO! TCD 71,500! 100.0 
: 4 Preferred_._____- 116, 453 94.0} 77,957 67.5] 37,496 GY, 
Se Ete CEI CO HOMO Na rom 172,985} 69.0] 68, 583/ 39.7/ 104,402] «60.3 
F : Sasso mee eee 200, 047 99. 0 47, 783 23.9] 152, 264 76.1 
Conde! ENONS Connon... ieee upd dees 106, 426] 100.0| 106,426| 100, 0|____._.__|_-______ 
Jackson & Curtis Investment | Certificates of 21, 146 9540 |Se ees ee Per eee 21,146} 100.0 
Associates. beneficial in- 
terest. 
Common vot- | 100,000} 100.0} 100,000) 100.0|_-_______|___._..- 
ay i ing. 
Seer Teles A odkCorboravion =| | @oranonaenor ncaa ony ima tocto 654,109] 49.0] 679,948} 51.0 
voting. 

5 Common_._-_-_-_--- 220, 205 95.0] 158, 723 72.0 61, 482 28. 0 
ONES HOR (ECO SG TE eee oe Hye 100,000} 100.0] 100,000] 100.0|.-._.....|__..._.- 
National Securities Investment |}Preferred________ 133, 308 97.0] 89, 221 67.0} 44, 087 33. 0 

Co. Common__-__-_-_-- 855, 985 92.0] 705, 433 82.0} 150, 552 18.0 

ho anh : _ SM Ot Eee 131, 130 97.9} 109, 817 83.7 21, 313 16.3 
Aviation Securities Corporation_ Warrants 43, 834 43.0| 43, 34 100.0 

First preferred__| 176,751 75.0! 141,029 79.8 35, 722 20. 2 

Gterlineicecuriticn Corocranion $1.20 preference__| 308, 624 61.0} 2381, 457 75.0| 77, 167 25.0 

Oana P --!)Common A____- 275,859| 45.0] 210,393]  76.3| 65,466) 23.7 

CommoneBeeee 263, 688 88.4] 251, 058 95. 2 12, 630 4.8 

Preferred_______- 49, 983 98.0 492 1.0 49, 491 99.0 

Atlantic Securities Corporation_|{Common_______-_ 164, 609 98. 0 1, 336 .8| 168, 2738 99. 2 

Warrants. ._____ 18, 693 100. 0 18, 693 OOK |S I2S a Eee 


8 Public Examination, The Equity Corporation, Commission’s Exhibits Nos. 128, 784—A, 
829, 839, 840, 843, 844, 1183; op. cit. supra, note 2, Commission’s Exhibits Nos. 1962, 1963, 
2001. 

®Op. cit. supra, note 2, Commission’s Exhibits Nos. 1962, 1963, 2001. A similar table 
for The Equity Corporation is contained in the Commission’s Report on the Study and 
Investigation of the Work, Activities, Personnel, and Functions of Protective and Reor- 
ganization Committees (1938), Part VII, p. 298. 
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TaBLE 18.—Shares of investment trusts acquired by Atlas Corporation by 
purchase and exchange, as of Dec. 31, 1935—Continued 


Percent i Percent 
of pur- of ex- 
t) __| otal [Percent Toray | chases | shares [Chanes 
ame of corporation Type of security es stand-| pur. to oe to 
‘ . shares shares 
quired ing chased ae changed ae 
quired quired 
Preferred___----- 198697) eee 5, 527 28.1 14, 170 71.9 
American Investors, Inc_-------- ‘Commonee==—— 788, 406 83.0} 444, 250 56.4] 344, 156 43.6 
Warrants-_--_---- 334, 721 75.0 41, 720 12.5) 2938, 001 87.5 
Goldman Sachs Trading Cor- | Common.--.---- 4, 014, 332 73. 7| 2,394,137 59. 6}1, 620, 195 40. 4 
poration, The. 
Shenandoah Corporation_------- Preference___---- 201, 734 46.8] 152, 722 75.7) 49,012 24.3 
Held by The Goldman Sachs i ee oneereeaes HGG,O80| tee Cou 7 Meet |e A ees | eee ee eee 
Trading Corp., Common 3, 025, 717 51. 3} 2,942,306 97.2 83, 411 2.8 
ALD) Qs aah tee Rare ew ee en eae (0 (OSE epee 2, 653, 068 LVN nese lemmcoeeellesseocoos||booscabe 
Bite Ridvs corporation [Ere nem 1625237] eee 115,322} 71.1] 46,915] 28.9 
Oo ge es See ee Common___-_---- 405, 672 11.1} 163, 861 40.4| 241, 811 59. 6 
Held by Shenandoah Corp--|----- dot... Nee =3! 6, 330, 385 bY Ti (oe ee ea eons 
‘ re : Debentures ---- 280685500 |aaeaeaee 2, 068, 500 100% | Sees | sae 
oe Te. © Conbzen: | Preferred.......- An 51,704] 87.0| 7,713; «13.0 
2 Common=—=_ AGI 562 |e 440, 954 95.5 20, 608 4.5 
A ' Preferred___---_-- S8h288 | aaa 38, 288 10010 |Peee ees | Ee ee = 
shal BEM TenES COFCO SEITE | @lass AU eBeLae! 300, 192|_._____- 192,946] 64.3} 107,246] 35.7 
@lasst3 See 35700 | mae Woe | sees 3,700} 100. 


B. Effects and Terms of Exchange Offers 


The exchange offer served as a mechanism for acquiring the secu- 
rities of minority stockholders who desired a continuing interest in 
the assets of their companies. Essentially the offers constituted a step 
in the reorganization of the rights of minority stockholders. By 
acceptance of the offers they retained an interest in the assets of 
their company, but only indirectly as stockholders of the investment 
company which eventually was to absorb the assets of their com- 
panies. The exchange offers, in effect, contained the terms of the 
readjustment of the rights of minority stockholders who accepted the 
exchange offers. 

Similarly, the rights of minority stockholders who refused to ac- 
cept the exchange offer were substantially affected. As this Com- 
mission has stated in another of its reports’ with reference to the 
exchange offers of The Equity Corporation : 


Those who did not accept the exchange offer did not retain the status they 
held before the offer was made. After the conclusion of the exchange program 
they might be made stockholders of Equity by operation of law, i. e., by a 
merger or consolidation, unless they exercised their statutory right of appraisal. 
The corporation in which they held stock might be dissolved by Equity, and in 
that case they would receive a pro rata share of its assets. In no event would 
they be permitted to remain as stockholders of the old company. ‘These changes 
in their status would be forced upon them. The exchange program must be 
considered against this background. It cannot be regarded as a series of offers 


42 Commission’s Report on The Study and Investigation of the Work, Activities, Per- 
sonnel, and Functions of Protective and Reorganization Committees (1938), Part VII, p. 
230. 
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to individual stockholders whose decision to accept or reject the offers effected 
only themselves. It must, as we have stated, be regarded as an integral part 
of Equity’s reorganization procedures. 

The ultimate effect of the exchange offers and the subsequent merger, con- 
solidation, or dissolution was essentially the same as the effect of a Solicitation 
of deposits or assets in support of a reorganization plan which is consummated 
in judicial proceedings. If the exchange offer were followed by liquidation and 
dissolution, minority stockholders, aS we shall see, would be forced to take a 
distributive share, as in the case of reorganizations consummated through equity 
receivership and foreclosure. If the offers were followed by a merger or con- 
solidation, minority holders would be bound to this program by operation of 
law, similar to the manner in which minorities are bound by the vote of the 
majority in proceedings under Section 77B of the Bankruptcy Act * * *., 


As has been previously pointed out, the entire process of the trans- 
fer of control and ultimate amalgamation of investment companies 
was accomplished without the supervision of any independent, pri- 
vate or public agency. This lack of supervision was particularly 
true of the exchange offers. 


11 Under the Securities Act of 1938, in the absence of an exemption from registration, 
all relevant facts with reference to the terms of exchange offers of the securities of one 
company for those of another made by the use of the mails or the facilities of interstite 
or foreign commerce must be disclosed in a registration statement filed with the Commis- 
sion and in the solicitation literature or prospectus exhibited to prospective exchanging 
stockholders. The Commission, however, has no power to pass on the fairness or adequacy 
of the terms of the exchange offers. 

The Equity Corporation registered its exchange offers made in 1933 and 1934 under the 
Securities Act of 1933, Securities Registration Statement, Form A—1, The Equity Corpo- 
ration, File No. 2-684. Atlas Corporation, on the other hand, ceased making public 
exchange offers almost immediately upon the passage of the Securities Act of 1933. In 
fact, the passage of the Securities Act of 1933 was apparently the motivating factor in the 
termination by Atlas Corporation after July 25, 1933, of general exchange offers for the 
securities of the controlled companies (op. cit., supra, note 2, Commission’s Exhibit No. 
1984). 

Those state securities acts (commonly known as Blue Sky Laws) which require registra- 
tion of securities prior to their sale within the state also include within their scope 
exchange offers of securities. (See Parker, Corporation Manual (1937), Part III, passim.) 
The great majority of the state statutes, however, do not specifically empower the admin- 
istrator of their securities laws to pass on the fairness of exchange offers. A notable 
exception is the California statute (California Corporate Securities Act, L. 1917, C. 532, 
as amended, § 4), which empowers the state commissioner of corporations “to approve 
the terms and conditions [of exchange offers] after a hearing upon the fairness of such 
terms and conditions at which all persons to whom it is proposed to issue securities in 
such exchanges shall have a right to appear.” 

However, the securities acts of the various states apply only if the exchange technically 
and legally occurs within the state. By arranging for the exchange to take place techni- 
cally in a state (such as New York or New Jersey) which has no statutory requirements 
that securities be registered with a state official prior to their issuance within the state, 
the laws of other states requiring registration of securities to be exchanged, or, in the 
case of California, empowering an administrative agency to pass on the fairness of such 
exchanges, can be avoided. Significantly, all of the Atlas Corporation exchange offers were 
arranged to occur technically in Jersey City, New Jersey, by the deposit of the stock to be 
exchanged with a Jersey City bank (op. cit. supra, note 2, Commission’s Exhibit No. 1970). 
For example, on June 14, 1932, Atlas Corporation offered to exchange its securities for 
the shares of The Goldman Sachs Trading Corporation and authorized California holders 
of the latter corporation’s stock to deposit such stock with the Wells Fargo Bank and 
Union Trust Company in San Francisco. Apparently Atlas Corporation thereafter dis- 
covered that this procedure might bring it within the scope of the California Securities 
Act, for on June 25, 1932, it advised The Goldman Sachs Trading Corporation’s stock- 
bolders that all stock certificates of that corporation to be exchanged were to be forwarded 
to The Commercial Trust Company in Jersey City, N. J. On July 22, 1932, Atlas Corpor- 
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The terms of the exchange offers were formulated only by the 
officers and directors of the acquiring corporation, although in some 
cases the prior sponsors and statistical agencies were also consulted. 
Usually the same individuals were also the officers and directors of 
the controlled companies to whose stockholders the offers were to be 
made. There was absent, therefore, the presumably arm’s-length 
negotiations with reference to a merger or consolidation which exists 
where the merging corporations have independent boards of directors 
each attempting to receive the best terms for their own stockholders. 
Further, the managements of the acquiring corporations were pri- 
marily interested in promulgating exchange offers which were most 
favorable to their corporations in which they may have had substan- 
tial interests.12. The larger the asset gains to the acquiring corpora- 
tion as a result of the exchange offers, the larger would be the asset 
gains to the management. 

In fact, the exchange offers were almost invariably fixed in ratios 
which resulted in substantial asset losses to the accepting minority 
shareholders of the controlled investment companies.* In nearly 
every case the asset value of the stock of companies acquired by ex- 
change offers was substantially higher than the asset or even the 


ration advised those California holders of The Goldman Sachs Trading Corporation’s stock 
who had deposited their shares with the Commercial Trust Company that “it had been 
suggested” that the exchange might be subject to provisions of the California securities 
act with which Atlas Corporation “for the present’ did not desire to comply and offered 
to permit such stockholders of The Goldman Sachs Trading Corporation to rescind the 
exchanges (ibid.). 

The Goldman Sachs Trading Corporation itself in August 1929, when it made an exchange 
offer of its securities for the securities of American Company, a California Corporation 
with a large number of California stockholders, took steps to arrange for the technical 
occurrence of the exchange in Jersey City, N. J. (Public Examination, The Goldman 
Sachs Trading Corporation, at 17008, et seq., and Commission’s Exhibit No. 1781). 
In 1932 numerous American Company stockholders brought suit against The Goldman 
Sachs Trading Corporation to recover the market value of their American Company shares 
at the date of the exchange on the ground that The Goldman Sachs Trading Corporation 
had failed to comply with the California Securities Act. A judgment against The Goldman 
Sachs Trading Corporation would have compelled it to pay approximately $80,000,600 to 
American Company stockholders. However, the California Supreme Court in 1937 held 
that the California Securities Act had not been applicable to the exchanges which had 
intentionally been arranged to occur and had in fact oceurred outside of the State of 
California. (Robbins v. Pacific Easiern Corporation, 8 Cal. (2d) 241; 65 P (2d) 42 (19387) ; 
Public Examination, The Goldman Sachs Trading Corporation, Commission’s Exhibit No. 
1784.) 

122Wor example, David Milton and his associates held 50.1% of the common stock of 
The Equity Corporation. Mr. Milton and his associates had 1,000,000 shares of the 
common stock of The Equity Corporation (Public Examination, The Equity Corporation, 
Commission’s Exhibits Nos. 831 and 837). As at May 31, 1933, immediately prior to the 
institution of The Equity Corporation’s exchange program, The Equity Corporation had 
outstanding 1,995,957.67 shares of common stock and 15,10654 shares of preferred stock, 
all of which had voting power (id., Commission’s Exhibit No. 1177). 

Similarly, Mr. Odlum and the other directors and officers of Atlas Corporation held 
approximately 20% of the common stock of Atlas Corporation immediately prior to the 
promulgation of its June 4, 1932, offers to the stockholders of 12 of its controlled invest- 
ment companies (op. cit. supra, note 2, Commission’s Exhibit No. 1970). Asset gains 
made by Atlas Corporation would redound to the pro rata benefit of Mr. Odlum and his 
associates. The enhancement in value of the common stock of Atlas Corporation as the 
result of its expansion program has already been indicated. See supra, pp. 1069-70. 

18 See the cases supra, Sec. III. As has been shown, the gross asset loss (before taking 
into account the partial return of assets accruing to accepting stockholders by virtue of 
their becoming Atlas Corporation stockholders) suffered by shareholders of Atlas Corpo- 
ration’s controlled investment companies who accepted its offers was approximately 
$13,000,000. 
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market value of the securities offered in exchange. The market value 
of the acquiring corporation’s securities offered, however, always 
slightly exceeded the market value of the securities of acquired com- 
panies which were exchanged.“ 

Thus, acceptance of the offers of the acquiring corporation involved 
an immediate asset loss to the accepting stockholders of the controlled 
investment companies although they obtained a slight gain in market 
value.?® 


C. Solicitation Methods 


1. ELIMINATION OF SOURCES OF INDEPENDENT 
ADVICE 


Affirmative action on the part of minority stockholders to obtain 
more favorable terms of exchange was difficult, if not impossible. 
Normally, these stockholders could not unite in committees or other- 
wise to press collectively a demand for more favorable terms. Lists 
of stockholders were usually available only to acquiring corporations. 
Minority stockholders could only obtain such lists by ‘consent of the 
acquiring corporation or by legal proceedings.** If such lists were 
obtained, the expense of circularization of other stockholders would 
probably be beyond the means of the ordinary stockholder. And as a 
result of the methods employed by the acquiring corporations to obtain 
control, those who had occupied a position of trust to stockholders of 
the controlled companies had usually severed their connection with the 
company on advantageous terms. ‘These individuals, whether spon- 
sors, directors or original distributors of the acquired company’s 
securities, would therefore have little incentive to lead any opposing 
movement against the terms of the offers of exchange of the acquiring 


%4Op. cit. supra, note 2, Commission’s Exhibits Nos. 1962, 2001. Mr. Odlum testified 
(id., at 17773—4) ;: 

Q. But the Atlas Corporation hoped to make its money * * * through the 
technique of getting assets and giving in return market value, isn’t that so? 

A. We were getting something—essentially, your statement is correct * * * 
we were getting assets in the portfolio whereas that man (the minority stockholder 
of a controlled company) only had a share of stock in the company, and he could 
never get assets for it. By combining all the shares together we got the assets. 

Chase Donaldson, one of the original sponsors of The Equity Corporation and the presi- 
dent of Distributors Group, Incorporated, which controlled Allied-Distributors, Inc., the 
company which on a commission basis actively solicited acceptance of The Equity Corpo- 
ration’s exchange offers, testified with reference to the terms of that corporation’s ex- 
change offers (Public Examination, The Equity Corporation, at 10938) : 

* * * ‘That really recapitulates the whole underlying technique or develop- 
ment of The Equity Corporation picture. It was either increasing the assets of The 
Equity Corporation by virtue of the fact that the underlying securities that they 
acquired in exchange for the Equity stock had a greater asset value or that the 
leverage factor in The Equity Corporation was increased. Isn’t that so? 

A. That is correct. 

Mr. Odlum testified that he would ‘welcome some public body or arbiter who could 
pass on the equities as between divergent. interests in such matters as mergers, reorgani- 
zations, and exchanges of securities, not to substitute their judgment for that of the 
management but to see that things are at least within the range of upper and lower limits 
within which reasonable men can properly differ’ (op. cit. supra, note 2, at 18254). The 
testimony of Harold C. Richard, at present a director of Manufacturers Trust Company 
in New York City, to the effect that in his opinion the existence of an independent 
governmental agency with power to pass on the fairness of exchange offers would be 
desirable, has also been quoted at length elsewhere in this chapter. See supra, pp. 1334-6. 
See also the testimony of Chase Donaldson, infra, p. 1428. 

1@ Op. cit. supra, note 10, Part I, pp. 411-5; and Sec. V, infra. 
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corporation. In fact, these individuals usually solicited acceptance of 
the exchange offers.’ In the few cases where protective committees 
were organized, they succeeded in obtaining ultimately a better offer 
of exchange.*® 

As a practical matter, therefore, minority stockholders would have 
to take individual rather than collective action with reference to an 
exchange offer. The stockholder, in the first instance, therefore, 
would have to form his own conclusion as to the merits of the offer. 
Normally large numbers of stockholders would not have the financial 
experience which would be a prerequisite to an intelligent appraisal 
of the exchange offer. 


a. Use of Services of Sponsors of Acquired Investment Companies 


Obviously the first resource of a minority stockholder would be to 
seek the advice of the original sponsor of his company, its prior 
management, or the original distributor of the company’s securities 
from whom the stockholder purchased the security.*® The stock- 


17 See supra, Sec. III. 

18 For example, the protective committee for the preferred stockholders of Atlantic and 
Pacific International Corporation succeeded in obtaining a more favorable exchange for 
their securities from Consolidated Funds Corporation than other preferred stockholders 
had obtained from Morris Plan Corporation. See supra, pp. 1125-36. Another instance of 
the power of stockholders by united action to obtain better terms for their securities than 
those offered generally to stockholders appears in the case of Atlas Corporation’s exchange 
offer for the preferred stock of American, British & Continental Corporation. THarly in 
1932, Atlas Corporation acquired from the sponsors of American, British & Continental 
Corporation, J. Henry Schroder Banking Corporation, and Blyth & Company, 62% of the 
negative asset value common stock and a small block of the preferred stock and debentures 
of American, British & Continental Corporation at a total cost of $1,374,233 (op. cit. supra, 
note 2, Commission’s Exhibit No. 2001, p. 202). During 1932 and 1933 Atlas Corporation 
made a series of exchange offers of its own securities for the preferred stock of American, 
British & Continental Corporation. In each of the exchange offers, the asset value of the 
securities of Atlas Corporation offered was substantially less than the asset value of the pre- 
ferred stock of American, British & Continental Corporation (id., Commission’s Exhibit 
No. 2001, pp. 202-4). The Boston investment banking firm of Preston, Moss & Co. 
advised several of its clients who held the preferred stock of American, British & Con- 
tinental Corporation that in its opinion the exchange offers of Atlas Corporation were 
not “entirely equitable’ (Public Examination, American, British & Continental Corpora- 
tion, at 4880). E. G. Preston and others “independently volunteered” to form a protective 
committee and, in a letter sent out in July 1932 to a list of preferred stockholders of 
American, British & Continental Corporation who were clients of Preston, Moss & Co., 
stated that the offers of Atlas Corporation were ‘unattractive’ (id., at 4881). Asa 
result of conferences between members of this committee and Atlas Corporation, the latter 
agreed in March 1934 to purchase the holdings of the preferred stock of American, 
British & Continental Corporation held by the 85 stockholders represented by the com- 
mittee at a price of $30 a share (id., at 4882-4). At the time of the purchase by Atlas 
Corporation the asset value of the preferred stock of American, British & Continental 
Corporation was $386 a share but its market value in an inactive market was only $21 a 
share (id., at 4883-5). In contrast, preferred stockholders of American, British & Con- 
tinental Corporation who accepted the exchange offers of Atlas Corporation received 
securities having an asset value ranging from $12.36 to $14.06 less than the asset value of 
their stock (op. cit. supra, note 2, Commission’s Exhibit No. 2001, at 203, 206). 

19 The history of Eastern Utilities Investing Corporation which was controlled through- 
out most of its existence by Associated Gas and Hlectrie Company contains an illustration 
of the use of the services of the bankers who had originally distributed the company’s 
securities to the public, to solicit exchanges of such securities for securities of another 
company. In March 1929, Harris, Forbes & Company and Halsey, Stuart & Co., Inc, 
both of which were investment banking firms, distributed to the public $35,000,000 face 
amount of debentures of Hastern Utilities Investing Corporation on the representation 
that the investment company would invest the proceeds of the issue in the purchase of 
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holder presumably had confidence in the integrity and ability of such 
individuals. very effort was made to employ original sponsors and 
underwriters to solicit and to recommend acceptance of the exchange 
offers.”° 

In several cases the sponsors or managers of investment companies 
to be acquired did not solicit exchanges on behalf of the acquiring 
corporation.”* 


a portfolio of diversified securities. Instead, however, the proceeds of the debenture issue 
were invested in the purchase from Associated Gas and Electric Company and its affili- 
ated companies of the securities of such companies and of companies which subsequently 
became subsidiaries of Associated Gas and Electric Company. By the close of 1931, these 
securities of Associated Gas and Electric Company and its controlled and affiliated com- 
panies, which comprised virtually the entire portfolio of Eastern Utilities Investing 
Corporation, had substantially depreciated in value. At this point the Associated Gas 
and Hlectric Company inaugurated a series of exchange offers which continued until 1936 
of its own debentures and other securities for the debentures of Eastern Utilities Invest- 
ing Corporation. In connection with these exchange offers, Associated Gas and Hlectrie 
Company employed Halsey, Stuart & Co., Inc., and Harris, Forbes & Company on a com- 
mission basis to solicit the acceptance of these exchanges by the debenture holders of 
Eastern Utilities Investing Corporation. The soliciting letters sent by the bankers to the 
debenture holders of Eastern Utilities Investing Corporation did not reveal the fact that 
Associated Gas and Electric Company was paying the bankers for their services. Eventu- 
ally, Associated Gas and Electric Company, as the result of its exchange program, suc- 
ceeded in acquiring nearly all of the outstanding debentures of Eastern Utilities Investing 
Corporation. See Ch. II of this part of the report, pp. 624-775. 
2 Mr. Odlum testified (op. cit. supra, note 2, at 18037-8 and 18227-8) : 
Q. You always found, did you not, Mr. Odlum, that in these exchange programs 
the most effective instrumentality was the original sponsor or the underwriter who 
knew where the stock was and was familiar with the situation? 


A. Normally, that would be the case unless he had fallen into such disrepute his 
clients had disappeared. 


* * * * * * * 
Q. There was a pretty constant campaign carried on, was there not, particularly 
by the sponsors, to have these exchanges effected? Isn’t that so? They had 


personal solicitation by their salesmen? 

A. Whenever they could manage it, they did it. 

Q. Letters were sent out? 

A. I don’t know of any but probably so. 

Q. Did you make available to these more active exchanges the stockholders’ lists? 

A. I think we [sic] already had them anyway. 

*1In one ease an influential director of one of the Atlas Corporation’s controlled com- 
panies refused to solicit transfers of shares to Atlas Corporation on a commission basis 
unless he was permitted to disclose the fact that he was receiving commissions from Atlas 
Corporation. As a result, the transaction was not consummated. On December 31, 1931, 
Ralph Jonas, a director of The Goldman Sachs Trading Corporation, sold to Atlas Cor- 
poration the 480,000 shares of the capital stock of The Goldman Sachs Trading Corpo- 
ration (op. cit. supra, note 2, Commission’s Exhibit No. 2001, p. 315), which constituted 
the remainder of his holdings of approximately one million shares of such stock which 
he had acquired in exchange for his dominant stock interest in Financial and Industrial 
Securities Corporation which had been merged with The Goldman Sachs Trading Corpo- 
ration in 1929. Mr. Jonas had been the sponsor and president of the Financial and 
Industrial Securities Corporation and presumably had a substantial influence with the 
stockholders of The Goldman Sachs Trading Corporation who had formerly been stock- 
holders of Financial and Industrial Securities Corporation. Mr. Jonas testified (Public 
Hxamination, Financial and Industrial Securities Corporation, at 19029-80) : 

Q. In connection with the sale of the stock of Goldman Sachs by you to Atlas 
Corporation through Mr. Odlum, the negotiations regarding that lasted some time; 
initially you requested $3.50 a share and imposed the conditions the same opportunity 
be given to other shareholders? 

A. I told Mr. Odlum I would take $3.50 if he would make the same offer to the 
other stockholders. The thing dragged along. I had always taken the position in 
the F & I, I would not sell my interest unless there was some provision for the other 
stockholders. Incidentally, since it has come out that Mr. Odlum did pay a com- 
mission to other people, I might say he offered me 50 cents a share and I told him 
I had never made one penny off the stockholders of Goldman Sachs Trading Company 
or Financial and Industrial Securities Corporation, and while I would like to have 
the million dollars that that commission represented, I did not feel that I could go 
into the transaction without telling the stockholders I was making the deal and that 
if I told them I was making the deal I did not think he would get much stock. 
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However, in a great many cases, sponsors, directors or the original 
distributors of the securities of acquired investment companies rec- 
ommended or actively solicited exchanges. In most cases, the advice 
of these individuals to minority stockholders may have been colored by 
the monetary consideration or other advantage which they received 
from the acquiring company. Yet, almost invariably the exchange 
offers never explicitly pointed out that these individuals were receiv- 
ing any consideration for their recommendation of such offers.” 

Sole reliance was not, however, placed by the acquiring corporation 
on solicitation of acceptance of its exchange offers by sponsors, direc- 
tors or original distributors. General use was made of the services 
of bankers, commercial banks and brokers to aid in effecting its ex- 
changes, for which services these institutions were compensated. 


b. Use of Commercial Banks, Investment Bankers and Brokers 


On June 4, 1932, Atlas Corporation made simultaneous offers of 
exchange to minority stockholders of 11 of its controlled companies. 
On June 14, 1932, a separate additional offer was made to the stock- 
holders of The Goldman Sachs Trading Corporation. These offers 
were to expire on June 25, 1932. On June 14, 1982, and on June 24, 
1932, Atlas Corporation addressed letters to virtually all the known 
commercial banks, investment bankers and brokers in the United 
States, offering to compensate them for their services in procuring 


™®WFWor example, sponsors, directors, or original distributors of 10 of the 22 investment 
companies acquired by Atlas Corporation recommended its exchange offers. The following 
table indicates the name of the investment company and the name of the sponsors, direc- 
tors, or original underwriters who recommended the Atlas Corporation exchange offers as 
well as the pecuniary advantages received by such individuals from Atlas Corporation (see 
supra, Sec. III, and op. cit. supra, note 2, Commission’s Exhibits Nos. 1970, 2001) : 


= 9 . Pecuniary advan'age re- 
Name of recommend- Connection with Hi 
Name of company ing individual company ceived from Atlas Cor- 
poration | 
1, All America General | C. Shelby Carter, R. | Directors_--_.--------- $200,370. 
Corporation. B. Scandrett, Jr., 
J. W. Campbell, H. 
C. Richard, C. H. 
Nichols. 
DP AlliedseAtlas © ors OardrolidineChorsme===|aeea= see ae ae a None. 
poration. 
3. Power and Light | Hale, Waters & Co-.._| Sponsors and under- | Purchase price of war- 
Securities Trust. writers. rants and commissions 
totaling $323,945. : 
4, Iroquois Share Cor- | O’Brian, Potter & Co_|-_---- GO =e sas Exchange of Iroquoi 
poration. Share Corporation wa-s 
rants for Atlas Cor- 
poration warrants hav- 
ing market value of 


$50,212.50. 
5. Federated Capital | P. H. Whiting & Co__| Original distributors-_-| $160,000 in commissions. 
Corporation. 
6. General Empire Cor- eee Noyes & | Sponsors and under- | Commissions in amount 
0. 


poration. writers. not discloved by the 
record. 

7. Jackson & Curtis | Jackson & Curtis_.--_- Sponsor and distrib- | None. 
Investment Asso- utor. 
ciates. 

8. National Securities | A. G. Becker & Co., |_---- Olt ge Ses eos Commissions totaling 
Investment Co. Inc. $50,000. 

9. Sterling Securities | Schoellkopf, Hutton &| One of original dis- | Commissions totaling 
Corporation. Pomeroy, Inc. tributors. $2,916.25. 

10. Atlantic Securities | A. Iselin & Co. F. S. | Sponsors, original dis- | Purchase of warrants for 
Corporation. Smithers & Co. tributors. $150,000. 


be 
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exchanges.** The names of the banks, bankers, and brokers were 
obtained from published lists and directories of these organizations. 
The Atlas Corporation letters to these institutions enclosed copies of 
its exchange offers and further stated: 


Undoubtedly yéu will receive a number of requests from your clients for in- 
formation on Atlas Corporation and on the exchange offer. To compensate you 
for the trouble and expense which you may be put to in handling such inquiries 
we offer to reimburse you as follows for each share of the following stock 
* * * which may be forwarded by you to the depositories as specified in 
the exchange offers for the account of your customers: 


Cents 
All America Corporation____ ee ere aaa ee ee OE IED) 
Allied Atlas Corporation_____ ef NR he sass Nee? P20 
American British & Continental Corporation preferred_______________ 10 
ANViENnOM SCCURNES COM OORMNOM saa a 20 
Ciaaim. Snore Stweks, ln 23 ee Se = a 12 
Federated Capital Corporation preferred______ Sees fp Al ere eer ee: OU 25 
General Empire Corporation______ ee, Oe =aetlS 
The Goldman Sachs Trading Corporation phe a eek ods ABT ies ae 5 
National Securities Investment Company preferred________ fe Ea. 15 
Securities Allied Corporation________-______ en ae en ne 8 Sen SEs 6 15 
Sterling Securities Corporation Convertible First preferred___________ 50 
Ungedlelder INimamncinll COmpOrRAnIOM a 50 


The fact that compensation was to be received by these financial 
institutions for their efforts in obtaining exchanges was not revealed 
to the stockholders of the controlled companies in the exchange 
offers.** In addition, inquiries of stockholders made to Atlas Cor- 
poration or to any of its controlled companies as to the merits of the 
exchange offers were answered with a suggestion that the stockholder 
obtain the advice of their bank, banker, or broker upon the merits 
of the offer.2> But these letters in answer to stockholders’ queries 
likewise did not reveal the fact that Atlas Corporation was compen- 
sating financial institutions for recommending exchanges. That a 
substantial number of exchanges were effected through the medium of 
financial institutions is indicated by the fact that the commissions 
paid by Atlas Corporation pursuant to its letters of June 14 and 
June 24, 1982, totaled $465,202.?¢ 

Mr. Odlum, when examined on the commissions offered to financial 
institutions for their effectuation of exchange offers, testified : 7 


Q. You will remember whenever anybody wrote to the Atlas Corporation to 
ask about the fairness of the offer, Atlas refused to give any advice. Isn’t 
that so? 

A. That is correct. 

Q. If a stockholder of a trust wrote in to his own trust and said, “Should I 
accept the offer,” his own trust refused to give any advice, because the Board 
of Directors of his own trust were the Board of Directors of the Atlas Cor- 
poration; isn’t that so? 

A. I think it is probably true. 


23 Op. cit. supra, note 2, Commission’s Exhibit No. 1970. 
24 Ibid. 

27d., at 18226-7. 

261d., at 17794. 

27Td., at 18226-7. 
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Q. * * * The statement you made was that they ought to go to their pri- 
vate dealer or banker to ascertain whether the exchange was fair. Yet it is 
true, is it not, that virtually every bank and broker, at least potentially, had 
a pecuniary interest in effecting these exchanges; isn’t that so? 

A. Slightly; yes. ‘ 

Q. So that * * * there was nobody to whom the stockholder could go to 
ask for a really completely unbiased or unprejudiced opinion upon the equitable- 
ness of the exchange? Isn’t that so? 

A. I think Moody’s and Poor’s and other investment sources had publicly 
recommended acceptance. 

Q. But you can visualize, can you not, if he went to his own broker, unless 
there was a disclosure by the broker that he made a half dollar per share in 
the exchange, that the broker was in a position that if he did not recommend 
the exchange he would lose the commission; isn’t that so? 

A. Yes; to the same degree that a broker might advise his clients to sell a 
stock just to get a commission. It is practically a brokerage commission. 


The Equity Corporation in connection with its exchange program 
also contacted large commercial banks in which it maintained de- 
posits or with which it had some friendly business relationships and 
requested the officers of the banks to recommend to their customers 
and depositors acceptance of The Equity Corporation’s exchange 
offers.”® 


c. Personal Solicitation by Sponsors and Dealers 


Efforts to obtain exchanges went further than the mere circular- 
ization of stockholders of the investment companies to be acquired. 
Sponsors and dealers were retained to engage in direct personal 
solicitation of security holders to effect the exchange, a method 
which constituted in many instances a most important component 
of the exchange technique. The original sponsors or distributors 
of the securities of acquired companies were paid commissions at a 


28 Hor example, in a letter to a stockholder of one of The Equity Corporation’s subsidiaries 
who had requested information as to The Equity Corporation’s exchange offer, David Milton, 
the president of The Equity Corporation, stated (Public Hxamination, The Equity Corpora- 
tion, Commission’s Exhibit No. 1032). 


You can inquire with regard to the managing personnel of The Equity Corporation 
from any of the usual sources, such as large New York banks. The banks where the 
officers are well known will include Chase National Bank, Central Hanover Bank and 
Trust Company, Manufacturers Trust Company, and National City Bank. 


In each of these banks mentioned by Mr. Milton, The Equity Corporation had deposits of 
its funds or other business relationships (id., at 10698). On June 22, 1933, Samuel W. 
Anderson, an officer and director both of The Equity Corporation and Interstate Equities 
Corporation, wrote William A. Whiting of the Bankers Trust Company of New York as 
follows (id., Commission’s Exhibit No. 1027) : 


I notice that there are a number of stockholders of Interstate Equities Corporation 
registered care of the Bankers Trust Company. I am attaching a list of them. 

The Equity Corporation has recently sent a communication to the stockholders of 
Interstate in reference to the possible exchange of shares. I am enclosing some copies 
of this communication. I would like to feel that the Bankers Trust Company would 
handle this situation not strictly in a routine way, and could perhaps make some effort 
to help us to overcome the natural inertia of people in connection with matters of this 
kind. I wonder if you could get me on the right track with regard to this or in any 
other way give us a boost. J would certainly appreciate it if you would. 


Mr. Whiting replied (id., Commission’s Exhibit No. 1028) : 


This is to let you know that I have received your letter enclosing copies of your 
circular addressed to stockholders of Interstate Equities. I will be glad to look into 
the matter and see what we can do to get in touch with these people. I will find out 
wre in the peak could be most helpful, and will communicate with you the early part 
of next week. 


zoe — ao 
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higher rate than those paid to other dealers presumably because of 
their importance and effectiveness.”® 

In the investment bankers and security dealers who had trans- 
ferred control of their companies an efficient machinery was found 
for a nation-wide personal solicitation of exchanges, since these 
investment bankers had offices and dealer connections throughout 
the United States. In addition to soliciting the stockholders of the 
companies which they had themselves organized, these dealers were 
employed on a commission basis to solicit actively exchanges of the 
securities of all other controlled investment companies.*? Exclusive 
territories in which to pursue solicitation of exchanges were appor- 
tioned to these dealers.*" 

These brokers and security dealers conducted aggressive cam- 
paigns to effectuate exchanges by means of personal solicitation of 
stockholders. ‘Pink slips” containing the names of prospective ex- 
changing stockholders were distributed to their salesmen in all of 
their branch offices.22 Memoranda were distributed urging salesmen 
to concentrate on securing exchanges.** 

It is obvious that the stimulus of these “pep notices” and the 
desire to earn commissions might tend to induce salesmen to adopt 
tactics inconsistent with fair dealing to stockholders. In the course 


22'Thus, dealers as a class received a commission of 75¢ for each share of the preferred 
stock of National Securities Investment Company preferred stock which they succeeded 
in procuring by exchange of Atlas Corporation securities. A. G. Becker & Co., Inc., the 
sponsor of National Securities Investment Company, received $2 per share of the pre- 
ferred stock of National Securities Investment Company, which by its efforts was ex- 
changed for Atlas Corporation stock. Mr. Odlum testified (op. cit. supra, note 2, at 

18037) : 
* * * Do you remember why this discrepancy of 75¢ for everybody else 


and $2 for Becker occurred? 
* * * The reason why 75¢ was broadcast to every banker and broker in 


the United States was to do the mechanical work to help the client get the stock 
in. A. G. Becker & Co., we expected them to give active help in getting the stock in. 

Mr. Odlum also testified (id., at 18225-6) : 

Q. In some instances the original sponsor or distributor of securities got more 
eae is amount [paid generally to banks and brokers]; isn’t that so? 

80'Thus, Hemphill, Noyes & Co. solicited acceptance of all Atlas Corporation exchanges 
as well as acceptance of exchanges for the securities of General Empire Corporation, the 
Atlas Corporation controlled company which it had sponsored. The territory within the 
reach of the salesmen of Hemphill, Noyes & Co. was wide. The firm maintained branch 
offices and employed salesmen in New York, Detroit, Toronto, Ithaca, Philadelphia, Tren- 
ton, Washington, D. C., Boston, Bridgeport, Buffalo, Albany, and Pittsburgh. 12, 18l, 
Whiting & Co. which had originally distributed the shares of Federated Capital Corpora- 
tion had contacts with 125 security dealers throughout the United States and Canada. 
A. G. Becker & Co., Inc., a Chicago investment banking firm, solicited exchanges through- 
out the state of Illinois (id., Commission’s Exhibits Nos. 1982, 2036, 2037 [Item 8]). 

231A, G. Becker & Co., Inc., was awarded Illinois as its exclusive territory in which to 
solicit exchanges of the first preferred stock of Sterling Securities Corporation ; Hemphill, 
Noyes & Co. solicited exclusively the exchange of such securities in New England; and 
Schoellkopf, Hutton & Pomeroy, Inc., one of the original distributors of the Sterling Se- 
curities Corporation first preferred stock, was granted the remainder of the United States 
as its territory for the solicitation of exchanges (id., Commission’s Exhibit No. 2036). 

32 Id., Commission’s Dxhibit No. 2037 (Items 2-12 and 47). 

83 Typical examples of these memoranda are the slips entitled “Just Between Ourselves’ 
or more shortly “J. B. O.’s’” issued by Hemphill, Noyes & Co. during the pendency of the 
June 4, 1932, simultaneous exchange offers made by Atlas Corporation for the securities 
of 11 of its controlled companies : 

This is a fine opportunity for you to cover your entire list [of customers and clients] 


in a whirlwind drive, offering service on their exchanges and at the same time check- 
ing up as to just how things stand with each customer, whether he is in the market 


1370 SECURITIES AND EXCHANGE COMMISSION 


of these personal solicitation campaigns salesmen used tactics which 


might be deemed unfair. 
Salesmen exaggerated the performance of the management of the 


acquiring corporation.** 
In some instances representations were also made by salesmen 
that the exchange offers had been approved by the courts.” Solici- 


for anything else, if not, when he will be, whether he would care to trade in com- 
modities. 
* * * * * 
Plunge into this work, let nothing deter you. Get these shares in for exchange and 
do it at once. This is a way for you to build up your bonus credits and make June a 


brilliant month (J. B. O., June 17, 1932). 
July 15 is the last day for the Atlas exchanges unless the time is extended which 


is not at all probable. Speed is now the essence of things if we are to make the quick 
money offered us by securing deposits of these various stocks. * * * (J. B. O., 


July 7, 1932). ; 
A number of offices have now been able to advise us that they have covered and 


reported on every pink slip sent them on any exchange. 
Where the work has not been completed it should be pressed vigorously tomorrow. 


The last day for the exchange is Friday, July 15 (J. B. O., Suly 12; 1932). 
Mr. Odlum, though he testified that he knew Hemphill, Noyes & Co. was “working” on the 
exchanges, stated that he had never seen these memoranda, which he characterized as 
“typical pep notices” (id., at 18230). 

31 For example, emphasis was placed by salesmen upon the fact that Atlas Corporation 
had started with $40,000 and had in 1932 attained control of assets valued at $58,000,000. 
A letter dated December 20, 1932, addressed to a stockholder of Securities Allied Cor- 
poration by a Hemphill, Noyes & Co. salesman, stated (id., Commission’s Exhibit No. 


2037 [Item 19]): 

So that you may have the facts before you I am giving you herewith a résumé of 
the Atlas Corporation which is the outgrowth of an enterprise that was started in 
1923 with $40,000 capital and as of August 31, 1932, reported controlled assets of 
more than $58,000,000. : 

The inference might be drawn from the statement that the increase in the value of the 
assets controlled by Atlas Corporation had been the product solely of appreciation in the 
original assets of the company rather than the result largely of additional capital con- 
tributions. Mr. Odlum testified (id., at 17524—5) : 

Q. Now in order to dispel—well should I characterize it as a myth which I know 
you have not propagated—but there is no intimation that the $40,000 through appre- 
ciation and earnings became the $110,000,000, the present size of Atlas Corporation? 

A. That is right. 

Q. You bave heard that? 


A. I have heard it. 
Q. Of course there is no basis of fact for that? 
A. None whatever. We have 80,000 stockholders today and the original people 


own a very small part of the capital. 
So that a substantial part of the Atlas Corporation was capital and surplus 


derived from people who subsequently purchased the stock? 


A. That is correct. . 
x * * he fact is that the $40,000 was not through your management 


developed or grown into a hundred million dollars. 
A. That is correct. 
33 Thus, a letter written on November 25, 1932, to a stockholder of Securities Allied 
Corporation by a salesman employed by Hemphill, Noyes & Co. stated: 
It may interest you to know that the Supreme Court of the State of New York, 
in the case of a defunct company which is in the hands of a receiver, had this proposi- 


tion of the exchange of Securities Allied for Atlas Corporation put up to it last 
week and has just rendered a decision recommending the exchange to be made. 


* * 


A letter written to the same stockholder on December 23, 1932, again stated : 


I was astounded when I called you yesterday to learn that Mr. * * * had 
recommended that you hold your Securities Allied stock as it is a well known fact 
that many of New York’s best bankers, attorneys, and accountants have recommended 
this exchange of stock, said exchange having even been recommended by the Supreme 


Court of the State. 

Similar representations were made to other Securities Allied Corporation stockholders 
by salesmen. 

Mr. Odlum testified that he had ‘never heard’’ of the decision of the New York Supreme 
Court mentioned by the salesmen. Even if such decision existed, obviously it could not 
be construed as a general approval of the exchange offer. In the winding up of the 
affairs of a “defunct” corporation, liquidation of its assets for as high an immediate cash 
consideration as possible would be the motivating rationale of the court’s decision. Since 
the market value of the Atlas Corporation securities offered for the stock of Securities 
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tors also attempted to create the impression that substantial num- 
bers of stockholders had approved of, and had accepted exchanges.® 
Similarly, dealers soliciting exchanges induced exchanges on the 
false representation that the acquiring corporation would declare, in 
the near future, a large dividend on its common stock.?’ Stock- 
holders were informed that they would sustain substantial losses if 
the exchanges were not immediately accepted.** 

These illustrations indicate the type of pressure exerted by sales- 
men in their personal solicitation of exchanges. Such activities on 
the part of salesmen are largely uncontrollable. Little attempt was 
made by the acquiring corporations to supervise the activities of 
solicitors.°®° 


Allied Corporation slightly exceeded the market value of such stock, the court would order 
the exchange and the sale of the Atlas Corporation securities. Certainly such a decision 
if it had existed should not be cited as a general recommendation of the exchange offer 
to all investors (op. cit. supra, note 2, at 18232 and Commission’s Exhibits Nos. 2001, 
2037 [Items 1, 18, 20]). 

86'Thus, one stockholder of The Goldman Sachs Trading Corporation was informed in 
July 1982 that less than 600 stockholders of that company had not exchanged their 
shares for Atlas Corporation shares. The stockholder upon inquiry made to Goldman, 
Sachs & Co., the original sponsor of The Goldman Sachs Trading Corporation, was in- 
formed “that the statement made to you to the effect that there remained less than 600 
stockholders who have not yet exchanged their stock is believed to be very far from the 
facts. According to our present stock list there are in the neighborhood of 40,000 regis- 
tered stockholders; while it is impossible to tell at this time how many have exchanged 
their shares we feel safe in saying that there are many thousands who are retaining their 
Goldman Sachs stock, representing an ownership, we feel certain, of over 4,000,000 
shares.” 

In another instance a stockholder of Chatham Phenix Allied Corporation was informed 
in a letter dated November 16, 1982, written by a Hemphill, Noyes & Co. salesman, that 
“we recommend the exchange of the Chatham Phenix stock and while it is difficult to 
recite in full in a letter the reasons for the recommendation, the fact that in excess of 
90% of the stockholders have already made the exchange, speaks for itself.’ In fact, 
however, of the 1,434,057 shares of the stock of Chatham Phenix Allied Corporation 
ultimately acquired by Atlas Corporation only 679,948 shares, or 47.4% of Atlas Corpora- 
tion’s total holdings in the stock, were acquired by exchange offers (op. cit. supra, note 
2, Commission’s Exhibits Nos. 1962, 1963, 1985, 2037 [Item 17]). 

87The Equity Corporation through Allied-Distributors, Ine., one of its affiliated com- 
panies, also conducted an extensive personal solicitation campaign with reference to its 
exchange offers. Lists of the stockholders of the subsidiaries of The Equity Corporation 
were supplied to Allied Distributors, Inc. which in turn distributed them to local dealers 
who received commissions for their services in inducing exchanges. An effort was made 
to procure the services of the dealer who had originally sold the securities of the sub- 
sidiary companies to the stockholders (Public Examination, The Equity Corporation, at 
10588—-40, 10562, 10904-5 and Commission’s Exhibit No. 1064). For a more detailed 
discussion of the personal solicitation campaign conducted by The Equity Corporation, 
see op. cit. Supra, note 10, p. 235, et seq. 

A stockholder of one of The Equity Corporation's subsidiary investment companies 
was induced to exchange his stock on the false representation that The Equity Corporation 
would shortly declare a 10% dividend on its common stock (Public Examination, The 
Equity Corporation, Commission’s Bxhibit No. 1040). 

85 One of the dealers informed a stockholder of Interstate Equities Corporation that 
she “would be compelled to turn over my 40 shares of Interstate Equities preferred 
stock” for stock of The Equity Corporation and that “all is over” if the exchange was 
not made and that “I have no more hope after Wednesday, October 31st.’ Mr. R. Sher- 
wood Hlliott, the secretary of The Equity Corporation, agreed that these and other 
instances of dealer tactics “clearly indicated the Security dealers did bring pressure” (id., 
at 10781 and Commission’s Exhibit No. 1042). 

% Mr. Odlum testified that he was unaware of these practices engaged in by salesmen 
(op. cit. supra, note 2, at 18230). 

As this Commission has stated in another report to the Congress: “There is no gauging 
the pressure which house-to-house canvassers, thus employed, will bring to bear to induce 
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9, INDUCEMENTS TO EXCHANGE 


The average investor is usually confused by and often suspicious 
of any offer of exchange made to him by a hitherto unknown finan- 
cial group. The tendency is for the investor to procrastinate or to 
refuse to accept such offers. This inertia must be overcome if the 
exchange program is to be successful. Various practices to over- 
come this resistance to exchange offers were employed *° and subtle 
pressures to induce exchanges were devised. Some of these prac- 
tices will be described. 


a. Time Limits for Acceptance of Exchange Offers 


The offers of exchange were always limited in duration and con- 
tained statements which implied that unless stockholders accepted 
the offers within the short time limits allotted, no further opportu- 
nity would be afforded to stockholders of controlled companies to 
accept such offers. Nevertheless it was the intent of the acquiring 
corporation to continue to effect exchanges until they had acquired 
the percentage of the outstanding shares of a controlled company 
necessary to effect its dissolution, consolidation, or merger. In fact, 
the offers were almost always extended and, in some cases, renewed 
and again extended.** But the determination of whether or not to 
renew or extend the offers rested solely with the acquiring corpora- 
tion. Stockholders who received offers were not informed of the 
decision to extend or renew such offers until the expiration date 
of the original offer had passed. However, salesmen and solicitors 
were informed in advance of the decision to extend the offers.’ 

Mr. Odlum testified that the purpose of not revealing the intent of 
Atlas Corporation to extend the exchange offers was to prevent a 
“slowing up” of exchanges.“* The necessity for a short time period for 


security holders to deposit with a committee or to assent to a plan” (op. cit. supra, note 
10, Part I, p. 487). Mr. Odlum testified (op. cit. supra, note 2, at 18232): 
Q. We are interested in what we call the pressure devices. 
A. Yes; they all raise a question. I think in England they have a law that nobody 
ean solicit any stock or sell stock from door to door. 
40Wor a discussion of the inducements used by The Equity Corporation to effect ex- 
changes, see op. cit. supra, note 10, p. 266, et seq. 
44 Public Examination, The Equity Corporation, Commission’s Exhibit No. 839; and op. 
cit. supra, note 2, Commission’s Bxhibit No. 1970. 
42'Thus, a “J. B. O.” dated June 24, 1932 (the day before the original expiration date 
of Atlas Corporation June 4, 1932, offers to stockholders of 11 of its controlled com- 
panies) addressed by Hemphill, Noyes & Co. to its salesmen stated: 


Atlas * * * does not care to announce in advance whether the extension will 
be made but we gain the impression that it almost certainly will. Therefore continue 
to make every effort to get these stocks sent in to us for exchange (op. cit. supra, 
note 2, Commission’s Exhibit No. 2037 [Item 5]). . 


48 Mr. Odlum testified (id., at 18231): 


Q. Now let me ask you this question, Mr. Odlum. In order to speed up the ex- 
changes it would not be disclosed if it was the intent of Atlas Corporation to extend 
the time of exchanges? That would not be disclosed because that might slow up 


the exchange? 
A. That is correct. 
Q. That is part of the technique? 
A. Even though we thought we were going to extend we never said so until the 


last minute. 
The June 4, 1932, exchange offers (id., Commission’s Exhibit No. 1970) made by Atlas 
Corporation simultaneously to the holders of the securities of 11 of its controlled com- 
panies afford an example of the use of this technique. All of these offers stated : 


If you desire to accept this offer, you must, ON OR BEFORE THE CLOSE OF 
BUSINESS ON JUNE 25, 19382 (or on or pefore the close of business on such ex- 
tended date or dates not later than July 15, 1932, as may be specified by Atlas 
* * * Corporation) execute the enclosed letter of transmittal Eats 


* 
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acceptance was attributed, in the offers, to the differences in capital 
structures of the various controlled companies and the effect of such 
structural differences on the asset values of the various securities in- 
volved in the offer. The “leverage” in the capital structure of the 
acquiring company and its beneficial effect on the asset value of its 
common. stock in the event of a rising market was also urged as a 
reason for limiting the offer period. ‘There was created the impression 
that nonacceptance of the offer within the period might result in 
financial loss to the stockholder receiving the offer and that he would 
be given no further opportunity to effect an exchange for the common 
stock of the acquiring corporation.** No reference was usually made 
to the fact that a decline in the value of the assets of the acquiring 
corporation would, because of the “leverage” in its capitalization, 
cause a proportionately greater decline in the asset value of its com- 
mon stock.* 

The efficacy of time limitations for acceptance of exchange offers is 
indicated by the following statement in a memorandum addressed by. 
Hemphill, Noyes & Co., one of the soliciting agents for Atlas Corpora- 
tion to its salesmen on January 23, 1933: 4 


In four days last week after it was known that no more exchanges of Securi- 
ties Allied into Atlas could be arranged after Saturday, 20,000 shares came in 
or were promised for delivery early this week. Could there be better proof 
of what a group of determined salesmen can do when they desire to * * *? 


Notwithstanding the statement in this memorandum that exchange 
offers made by Atlas Corporation for the stock of Securities Allied 
Corporation were terminating in January 1933, Atlas Corporation 
continued until July 1933 to repeat its offers of exchanges for such 
stock.*7 


b. Control of Market Prices of Shares to be Exchanged 


The ratio of securities to be involved in exchange offers were calcu- 
lated largely upon the market values of the securities involved in the 
offers. Nevertheless, to a substantial extent this basis of calculation— 
the market values of the respective securities—was usually under the 
control of the acquiring corporation. For example, during the pend- 
ency of its exchange offers, made on June 4, 1932, agents of Atlas 
Corporation made at least some effort to stabilize the market price of 


“Thus, in the June 4, 1932, offer of Atlas Corporation to the stockholders of Securities 
Allied Corporation, the following typical statement was made (id., Commission’s Exhibit 
No. 1970) : 

The changes upward and downward of the portfolios of different companies affects 
the stocks of such companies to different degrees because of differences in capital 
structure. Your company, for example, has only common stock outstanding, whereas 
Atlas * * * Corporation has outstanding both common and preference stock. 
Therefore, in the event of increase in the value of portfolio holdings the asset value 
of Atlas * * * Corporation common stock because of the “leverage’’ provided 
for it by the outstanding preference stock, will inerease comparatively more rapidly 
than increase in the value of such portfolio * * *, Under such’ circumstances 
this offer must be limited to a short period of time. 

45 Despite the difference in the capital structure of Atlas Corporation and of Securities 
Allied Corporation and of the changes “upward and downward in the value of the port- 
folios” of the companies, the Atlas Corporation offer of June 4, 1932, to the stockholders 
of Securities Allied Corporation was extended to July 15, 1932, and renewed on identical 
terms on September 23, 1932, March 16, 1933, June 138, 1933, and July 12, 1983 (id., Com- 
mission’s Exhibit No. 1970). 

40Td., Commission’s Exhibit No. 2037 (Item 12). 

47Td., Commission’s Exhibit No. 1970. 
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Atlas Corporation’s securities. Moreover, prior to, and at the time of 
its June 4, 1982, offers of exchange to the stockholders of its subsid- 
iaries, control of which had been acquired in 1931 or early in 1982, 
Atlas Corporation was substantially the only determinant of the mar- 
ket prices of the securities of such companies. 

Before the succession of Atlas Corporation to control of its various 
subsidiaries, the market in their securities, particularly after the stock 
market crash of 1929, had been maintained and supported only by the 
purchases of the corporations themselves or by their sponsors and 
managers.*® However, Atlas Corporation on its accession to the man- 
agement of these companies immediately terminated their market-sup- 
porting activities. In the agreements whereby it acquired control, 
Atlas Corporation also usually obtained a stipulation from the former 
sponsors or managers *° requiring them to cease any market activities 
in the securities of their corporations. Many of the sponsors became 
brokers for Atlas Corporation, bidding for the shares of their former 

companies at prices fixed by Atlas Corporation.” As a result Atlas 
Corporation became substantially the only market bidder for the secu- 
rities of these investment companies. Atlas Corporation usually set 
market prices for its subsidiaries’ stocks which were slightly in excess 
of the market prices of comparable investment company securities 
(which fact may have induced the sale of such securities to Atlas Cor- 
poration) but nevertheless were at a substantial discount from their 
asset value.22. The determination of the extent of the spread between 
the market and asset values of the securities was largely in the hands 


of Atlas Corporation. 


(1) GREATER MARKET VALUE OF ATLAS CORPORATION SECURITIES 
OFFERED IN EXCHANGES 


Prior to its June 4, 1932, simultaneous offers of exchange to the 
stockholders of 11 of its then controlled companies, Atlas Corpora- 
tion had in most cases been the determinant of the market price of 
these securities for substantial periods of time.** In the June 4, 1932, 
offers, however, the market value of the Atlas Corporation securities 
obtainable by exchanges exceeded the then market values of the secur1- 
ties of its controlled investment companies.°* The increased cash 
values to be obtained for these securities as a result of the terms of 
the exchanges would induce many stockholders who wanted to liqui- 
date their holdings to exchange their securities for Atlas Corpora- 
tion securities even though such exchange entailed a loss in asset 
values. Mr. Odlum conceded that the higher market value of the 
Atlas Corporation shares would be a motivating factor in the decision 
of many stockholders to accept the exchanges.” 


Q. Now in connection with one of the essential elements of the acquisition 
program namely, to acquire assets at a discount it was essential that some 


48 See Sec. III, supra, particularly pp. 1099, 1144-5, 1308 and 1311-12. 

49 Tbid. 

50 Tbid. 

51 Derived from supplementary information supplied the Commission for Atlas Cor- 
poration. 

52 Op. cit. supra, note 2, at 17772-3, 18014-6. 

33 Op. cit. supra, note 48. 

54 Op. cit. supra, note 2, Commission’s Exhibit No. 2001 

57d. at 17771-2. 
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compensatory feature be added in order to induce the exchanges. A person 
isn’t going to give you a dollar in asset value for 80 cents in market value un- 
less you give him something which he considers or which you think he would 
consider makes up the difference, isn’t that so? 

A. That is correct, or putting it more direct if he had a dollar that at the 
moment was only worth 80 cents to him then he wouldn’t sell it for 80 cents 
but he might sell it for ninety cents, so that he got more, ten cents more and 
we got ten. > 

Q. Or the situation might be that if he had a dollar but he couldn’t lay his 
bands on the dollar immediately he would be prepared to take eighty cents 
if he could realize that 80 cents immediately? 

A. Yes; it is comparable to a man who bought a piece of land for a dollar, 
and the best he could get for the land was 80 cents, although he considered and 
felt that the land was still worth a dollar, and somebody came along and 
offered 90 cents for the land and he would say “That is better than I can get 
elsewhere; I am sacrificing ten cents but I am making ten cents.” 


Atlas Corporation, during the pendency of its offers, maintained a 
bid in the market for its subsidiaries’ securities. However, Atlas 
Corporation would prefer to obtain its subsidiaries’ shares by ex- 
change rather than by purchase for the reason that the market value 
of Atlas Corporation’s common stock offered in its June 4, 1932 ex- 
change offers substantially exceeded its asset value. The market price 
of Atlas Corporation’s common stock on June 4, 1932 was $5 per 
share; its asset value was only $2.97 per share.°® Atlas Corporation 
would gain in assets to a greater extent by exchanges than it would 
by purchases of its subsidiaries’ securities. Financial institutions 
soliciting exchanges for Atlas Corporation therefore made every 
effort to obtain an exchange of a subsidiary company’s securities. Mr. 
Odlum testified : *” 


Q. These people [the soliciting agencies] were using various plans to get 
these stocks out of the hands of the * * * holders. If they could not ex- 
change them, they would buy for cash, and if they could not buy them, they 
would tell them to sell on the [stock] exchange, all with the intent to get those 
stocks exchanged for Atlas shares, isn’t that so? 

A. That is correct. 


In some cases at least dealers attempted to purchase for Atlas Cor- 
poration’s account the shares of stockholders who refused to make 
an exchange at prices less than the market value of the Atlas Cor- 
poration securities offered in exchange. Only as a last resort was an 
effort made to induce stockholders to sell their shares on an organized 
securities market where, as a result of the terms of the offers the 
market prices of the securities would tend to equal those of the Atlas 
Corporation securities obtainable on the exchange offer. An example 
of this type of activity on the part of dealers is reflected in the agree- 
ment (which has been fully described elsewhere in this chapter **) 
between Atlas Corporation and Schoellkopf, Hutton & Pomeroy, Inc., 
with reference to the solicitation by that firm of the preferred stock 
of Sterling Securities Corporation. Briefly summarized, the agree- 


56Td., Commission’s Exhibit No. 2001. 
STTd., at 18228. 
8 See supra, pp. 1177-8. 
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ment required the Schoellkopf firm, if it failed to effect an exchange 
to attempt to purchase the Sterling Securities Corporation preferred 
stock at a price one dollar less than the market value of the Atlas 
Corporation stock offered in exchange. Only if a purchase at this 
price could not be made was the Schoellkopf firm to attempt to pre- 
vail upon the stockholder to sell his stock on the New York Stock 
Exchange where it would “presumably come into” Atlas Corpora- 
tion’s hands.*® 


(2) NONMARKETABILITY OF SUBSIDIARIES’ SHARES 


Generally the securities of controlled companies did not enjoy a 
broad and active market. Usually the only activity in the market 
for such shares would result from the acquiring corporation’s pur- 
chases. Substantial purchasing by the acquiring corporation would 
increase activity in the market for such shares and therefore would 
tend to raise their market prices. As a consequence, the acquiring 
corporation sometimes refrained from entering the market. In the 
absence of such purchases the market would usually become thin, few 
trades would appear in the daily price quotations, and the price would 
recede. In short, the investment company making the exchange offers 
was to a large extent the determining factor in the activity in the 
market for its subsidiaries’ securities. 

On the other hand, the securities of the acquiring company usually 
enjoyed a broad and active market on a securities exchange because of 
the wide distribution of the corporation’s shares effected by its ex- 
change offers. To those stockholders of subsidiary companies who de- 
sired to liquidate their holdings, the superiority of the market in the 
securities of the acquiring company would stimulate their acceptance 
of the exchange offers.” 

As the exchange program progressed and the acquiring company 
accumulated a large proportion of the securities of its controlled com- 
panies, the thinness of the market in such securities was accentuated. 
In many cases the absence of an adequate distribution of the shares in 
the hands of the public led to their delisting by the securities markets 
upon which they were traded. For example, Mr. Odlum testified that 
the gradual contraction in the marketability of the shares of Atlas 
Corporation’s controlled investment companies, as the public holding 
of such shares was diminished, would serve to induce the remaining 
stockholders to exchange their shares: 


Q. Of course, on this marketability, Mr. Odlum, when you get into this period 
certainly there was no market because Atlas Corporation in most instances had 
90% or 95% of the stock? 

A. No. Asa matter of fact, several of them were delisted because of the small 
public holding. The market in most cases was only an Atlas market. 

Q. That little holdout group, for instance, although you said sometimes as a 
matter of nuisance value they came out better than the fellow who played 
along but he has a sense of futility, hasn’t he? 

A. Yes. 


59 Op. cit. supra, note 2, Commission’s Exhibit No. 2036. 

60 For example, in its June 4, 1932, offers Atlas Corporation referred to the ‘‘compara- 
tively narrow market” in its subsidiaries’ stocks and to the ‘‘broader’” market in its own 
securities (id., Commission’s Exhibit No. 1970). 

@Td., at 18231-2. 
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Q. He has no market. 

A. No. 

Q. And if he does not take the Atlas stock he may feel he has a valueless 
piece of paper and that was another impetus to effect exchanges? Isn’t that so? 

A. I think so. 


In this situation, virtually the only manner in which a stockholder 
could liquidate his holdings was to accept the exchange offer.°? Sales- 
men soliciting exchanges also stressed the inactivity of the market in 
the stock of controlled companies and the possibility of a delisting of 
their securities.°* 


(3) STABILIZATION OF MARKET PRICE OF SECURITIES OF ACQUIRING 
CORPORATIONS DURING EXCHANGE PERIODS 


Since the superior marketability and market value of the stock of 
the acquiring corporation involved in the exchange offers were sub- 
stantial factors which would induce exchanges, it would clearly be 
advantageous to the acquiring corporation if the market value of its 
securities increased or at least remained approximately constant dur- 
ing the pendency of its exchange offers. A drop in the market value 
of its securities would destroy the attractive ratio of market values 
which stimulated the acceptance of exchanges by stockholders of ac- 
quired companies. Moreover, normally the increased supply °* of the 
acquiring corporation’s securities which would appear on the market 


6&8 The exchange offers made by Atlas Corporation subsequent to June 4, 1932, empha- 
sized the superior marketability of Atlas Corporation’s securities. Thus an offer ad- 
dressed to the stockholders of Securities Allied Corporation on September 23, 1932, stated: 

Only approximately 28,000 shares of Securities Allied Corporation have been 
traded in on the New York Curb market since July 15, 1932 (the date of the ex- 
piration of our offer). During the same period approximately 450,000 shares of 
common stock of Atlas Corporation were similarly traded in. 

An offer to the stockholders of Federated Capital Corporation on the same date contained 
the following statement: 

So far as we can ascertain only approximately 2,600 preferred shares and 400 
shares of common stock of Federated Capital Corporation have been traded in the 
market since July 15, 1932 (the date of the expiration of our offer). During the 
same period approximately 450,000 shares of common stock of Atlas Corporation were 
bought and sold. The stock of the Federated Capital Corporation remaining out- 
standing in the hands of the public is so small that the market for such shares will, 
in the future, probably be inactive (id., Commission’s Exhibit No. 1970). 

6&8 A letter written on December 17, 1932, by a salesman employed by Hemphill, Noyes 
& Co., to a Securities Allied Corporation stockholder stated : 

The number of shares of Securities Allied stock still outstanding is very small, 
since the market has dwindled to practically nothing and it is opportune to state 
here that because of this small market there is always the possibility that the shares 
will be stricken from the Curb Exchange. 

Another letter dated November 23, 1932, written by a salesman to a stockholder of 
Ungerleider Financial Corporation stated : 

It may be of interest to you to know that your Ungerleider stock was withdrawn 
from trading on the New York Curb which should considerably lessen its market- 
ability. 

Still another letter written on December 7, 1932, to a stockholder of Securities Allied 
Corporation stated : 


The number of shares of Securities Allied outstanding is being lessened constantly 
with the result that you have a materially lessened market activity and public 
interest in the stock. As a consequence, Securities Allied stock will not be in a 
favorable market position to reflect any enhancement in value (id., Commission’s 
Exhibit No. 2037 [Items 14, 15, 16, 35]). 


6 During 1932, Atlas Corporation issued in connection with its exchange offers over 


78,000 shares of its preference and 1,135,000 shares of its common stock (op. cit. supra, 
note 2, Commission’s Exhibit No. 1959). 
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as a result of the acceptance of exchanges would tend to cause a 
decline in their market value. 

During the period of time allotted for acceptance of the offers of 
exchange the market prices of the securities of the acquiring corpora- 
tion would be stabilized. For example, elsewhere in this chapter * 
there has been described how Chase Donaldson and his associates, 
with the aid of Atlas Corporation, were enabled to procure a loan 
of the funds needed by them to acquire control of Allied General 
Corporation in January 1932—a loan guaranteed by Atlas Corpora- 
tion and secured by a controlling block of the stock of Allied Gen- 
eral Corporation. At the time of acquisition of control of Allied 
General Corporation, it was also informally decided that Allied 
General Corporation would attempt to aid Atlas Corporation in its 
expansion program by purchasing on the market Atlas Corporation 
stocks and exchanging them by means of a personal solicitation cam- 
paign carried on by its salesmen and dealers, for the securities of 
the investment companies controlled by Atlas Corporation. Mr. Don- 
aldson testified : °° 


Q. Substantially what was the arrangement you had with the Atlas Cor- 
poration with respect to these exchanges? 

A. I have been trying to refresh my own mind on what the arrangement was, 
but as nearly as I can determine from looking over the correspondence and 
the records, the Atlas Corporation advised us they would be willing to purchase 
from time to time the stock of their subsidiary and affiliated companies, and 
they had no objection to our offering Atlas common which we might purchase 
in the market or over the counter, in exchange for such stock, and that if we 
became long these subsidiary and affiliated stocks their disposition was to pur- 
chase them from us at no definite set of prices that I can recall. That was 
the general tenor of the arrangement. I don’t recall that there were any 
specified prices that were ever reduced to writing, although that was the gen- 
eral intent of it, and as I looked over the books we from time to time sold 
them some of our various subsidiary and affiliated stock for cash, against 
which we had delivered to dealers Atlas Corporation preferred and common 
which we had purchased in the open market. 


Sustained purchase of Atlas Corporation securities by Allied Gen- 
eral Corporation on the New York Curb Exchange, on which the 
Atlas Corporation’s securities were listed, would tend to support and 
maintain the price of such securities, especially where no counter- 
selling on the market by Allied General Corporation took place. As 
Mr. Donaldson testified, the Atlas Corporation securities acquired 
in the market were disposed of over the counter by exchanging them 
for the securities of Atlas Corporation’s controlled investment 
companies. 

During the month of May 1932, a month prior to the simultaneous 
offers of exchange made by Atlas Corporation to the stockholders of 
its subsidiaries, 5,200 shares of Atlas Corporation preferred stock were 
traded in on the New York Curb Exchange. The price of the stock 
during the month ranged from a high of 35 to a low of 3214 per 
share. In this month Allied General Corporation purchased through 
broker members of the New York Curb Exchange a total of 4,600 


6 See supra, pp. 1351-7. 
6 Public Examination, Allied General Corporation, at 5245-6. 
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shares of Atlas Corporation preference stock or approximately 90% 
of the total of such shares traded in on the New York Curb Ex- 
change. During the course of the month, Allied General Corpora- 
tion disposed of only 440 shares of the stock, which were sold to or 
through Moore & Schley, a brokerage firm which does a substantial 
amount of the brokerage business of Atlas Corporation. During 
the same month the volume of trading in the common stock of Atlas 
Corporation on the New York Curb Exchange totaled 76,600 shares. 
Allied General Corporation’s market purchases of the stock during 
the month totaled 68,347 shares. In the same period only 100 shares 
were sold and these shares were sold over the counter to or through 
Moore & Schley as brokers.*" 

Manifestly, the activity in the market and the market prices of the 
shares of Atlas Corporation during the month of May 1932 were sub- 
stantially a reflection only of the trading in such securities by Allied 
General Corporation. That Atlas Corporation was cognizant of these 
purchases by Allied General Corporation is apparent from the fact 
that the purchases to a substantial extent were made for the account 
of Atlas Corporation and that loans were made by Atlas Corporation 
to Allied General Corporation presumably to enable it to carry on 
its activities. Thus, the minutes of the meeting of the Executive 
Committee of Allied General Corporation, held on May 12, 1932, 
state : °° 


Whereas, AtlaS Corporation does not desire to make settlement prior to May 
22, 1932, on 2,664 shares of its preferred, stock and 32,409 shares of its common 
stock purchased for its account but is willing to make a loan to Allied General 
Corporation in the amount of $200,000 * * * said moneys to be applied 
on said purchases when due: 

Now, therefore, be it resolved that it is in the best interests of this corporation 
to increase its cash position by accepting this loan against future deliv- 
eres 8 


The minutes of a meeting of the same committee on May 26, 1932, 
state ; °° 


Whereas, Atlas Corporation does not desire to make settlement prior to June 1, 
1932, of its obligations amounting to approximately $406,000 on 1,826 shares of 
its preferred stock and 65,000 shares of its common stock purchased for its 
account by Allied General Corporation but is willing to make an additional 
loan to this corporation in the amount of $150,000 * * * said moneys to 
be applied when due against said purchases * * *, 

Now, therefore, be it resolved that it is to the best interests of the Corpora- 
tion to increase its cash position by accepting this loan against future 
deliveries * * *, 


As has been stated, on June 4, 1932, Atlas Corporation made simul- 
taneous exchange offers to the shareholders of 11 of its existing con- 
trolled companies. The Atlas Corporation preference stock, 1t was 
stated in the offers, had a then market value of $34 per share; the 
market value of the common stock was stated in the offers to be $5 
per share. The offers, however, did not reveal the extent of the pre- 


7 Op. cit. supra, note 2, Commission’s Exhibit No. 2037 (Item 26). 
68 Tbid. 
€ Thid. 
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vious market activity of Allied General Corporation in these 
securities.”° 

The offers made on June 4, 1932, ultimately expired on July 15, 
1932.7: During the entire period that these offers were in exist- 
ence the market prices of Atlas Corporation’s securities remained 
approximately equivalent to those which were stated in the offers. 
The price of the preference stock fluctuated within a two-point 
range; the high for the period was 3414 and the low 32. The com- 
mon stock of Atlas Corporation also fluctuated within a narrow 
range, the high for the period being 514, the low 4%.” ; 

From May 1 to the end of July 1932, Allied General Corporation 
purchased through member brokers on the New York Curb Ex- 
change a total of 9,100 shares of the preference stock of Atlas Cor- 
poration.” The total volume of trading in the stock on the Curb 
Exchange during these months was 9,900 shares. In other words, 
Allied General Corporation’s purchases constituted 92% of the pur- 
chases on the New York Curb Exchange for the period. Only 100 
shares were sold in the market by Allied General Corporation during 
these months and only 440 shares were sold over the counter by A1- 
lied General Corporation. The great bulk of the shares acquired by 
Allied General Corporation were resold to Atlas Corporation. From 
June to August 3, 1932, Atlas Corporation purchased from Allied 
General Corporation 8,425 shares of the 9,100 shares of preference 
stock which the latter had accumulated. The shares so purchased 
by Atlas Corporation were reissued to stockholders of its controlled 
companies who had accepted its June 4, 1932, offers. 

Simultaneously, Allied General Corporation engaged in extensive 
market purchases of the common stock of Atlas Corporation. ‘The 
stabilizing effect of these purchases was not counteracted by any 
substantial sales by Allied General Corporation in the open market.” 
The following figures indicate the total market purchases and 
sales of the common stock of Atlas Corporation made by Allied Gen- 
eral Corporation in May, June, and July 1932, and compares such 
activity with the total volume of trading in such stock on the New 
York Curb Exchange in the same months. 


70 Td., Commission’s Exhibit No. 1970. 

7 Tbid. 

72 Td., Commission’s Exhibit No. 2037 (Item 26). 

73 Td., Commission’s Exhibit No. 2037. 

74 Ibid. and id., Commission’s Exhibit No. 2002, p. 24. 

7% Mr. Chase Donaldson, the president of Allied General Corporation, testified (Public 
Examination, The Equity Corporation, at 10544) : 

* * * Now I don’t know of my own knowledge of any specific exchange pro- 
gram that is comparable as to what The Equity Corporation was going on in this 
period. In the case of Atlas Corporation where we worked for a few months, we, 
in general, conducted the program much along the same lines as I have outlined for 
you for The Equity Corporation, where we did purchase and sell Atlas common 
stock and preferred in the market as a stabilizing influence. 


76 Op. cit. supra, note 2, Commission’s Hxhibit No. 2037. 
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Total vol- Market Percentage of Market 
ume of purchases | Curb volume | sales by 

Month trading on | by Allied | represented by Allied 
New York} General purchases of General 


Curb Corpora- | Allied General | Corpora- 
Exchange tion Corporation tion 
IMR TOBY. hae ece ear are ie ah eee ed 76, 600 68, 347 SO fl beaeenn en 
AUT C 2193 2 Ree eet NOt wis Nu ea ee Ree 47, 125 32, 100 CBr es A Aet eS 
TUly e103 2b awe enters: San Ae A mW ATU OE, 27, 100 14, 000 52 500 
FILO ball Sse ce SE a ge See es eye 150, 825 114, 447 76 500 


Of the 114,447 shares of Atlas Corporation’s common stock acquired 
by Allied General Corporation, 101,207 shares were resold to Atlas 

orporation, which distributed them in fulfilment of its exchange offer 
commitments: 7” 2,102 shares were disposed of in over-the-counter 
transactions; 7° and, as indicated in the above schedule, 500 shares were 
disposed of on the market. The records do not indicate what disposi- 
tion Allied General Corporation made of the balance of 10,638 shares 
which it had purchased. Presumably they were used by Allied Gen- 
eral Corporation and its dealers in exchange for the shares of the 
companies controlled by Atlas Corporation. 

The market prices of The Equity Corporation’s common and pre- 
ferred stocks were also stabilized during the course of its exchange 
program. As in the case of the subsidiaries of Atlas Corporation, the 
stocks of the companies controlled by The Equity Corporation had 
only a thin market.” In some cases the nonmarketability of the 
securities of the subsidiaries of The Equity Corporation was accen- 
tuated by their delisting from the securities exchanges on which they 
had previously been listed.*° In other words, the security holders of 
the subsidiaries of The Equity Corporation were deprived of any 
organized market for their securities. 

On the other hand, the common stock of The Equity Corporation 
was listed on the New York Curb Exchange * and such stock was 
actively traded in by Distributors Group, Incorporated, and Allied- 
Distributors, Inc., two companies headed by Chase Donaldson. Dur- 
ing the period in which The Equity Corporation’s exchange offers were 
in effect, Distributors Group, Incorporated and Allied-Distributors, 
Inc., engaged in extensive redistribution operations in both the com- 
mon stock and the preferred stock of The Equity Corporation. The 
stocks of The Equity Corporation were purchased in the open market 
and redistributed to investors through dealers. In other words, the 
stabilizing influence of the market purchases made by Distributors 


7 Td., Commission’s Exhibits Nos. 2002 (pp. 57--8) and 2037. 

73 Td., Commission’s Exhibit No. 2037. 

7 Public Examination, The Equity Corporation, Commission’s Exhibits Nos. 1034, 
1035. 

80 or example, on May 8, 1933, the Detroit Stock Exchange delisted the securities of 
Yosemite Holding Corporation, one of the subsidiaries of The Equity Corporation. The 
delisting was occasioned by the fact that the officers and directors of Yosemite Holding 
Corporation who had been selected by The Equity Corporation had removed the Detroit 
transfer agent and registrar of the stock of Yosemite Holding Corporation. (Letter dated 
August 8, 1936, from the Detroit Stock Hxchange to the Securities and Exchange Com- 
mission.) 

81 Op. cit. supra, note 79, Commission’s Exhibit No. 1037. 
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Group, Incorporated and Allied-Distributors, Inc. was not impeded 
by resales of the purchased securities on the open market. Mr. 
Donaldson testified : * 


A. * * * Tn the entire Equity program our efforts were more directed to- 
wards securing some degree of stability and of redistributing stock that went 
from exchanges rather than to materially influence the price of either the 
preferred or common. 

* * * a x * * 

Q. Now then, as I understand it, you say that the basic motive of the trading 
in the Equity stock was not one for profit that you could make by virtue of the 
trading but was, shall we say, to take up the stock which went back into the 
market and to maintain the price on an even keel. What would you say funda- 
mentally was the purpose of the account of the Allied Distributors and the Dis- 
tributors Group in the Equity common and preferred stock? 

A. Well, I should say that your statement is correct. The fundamental pur- 
pose was to absorb the stock, Equity common and preferred, that was resold by 
people who had accepted the exchanges, and the reason that a substantial amount 
was resold was that in many instances the securities in question either had no 
market or a very inactive market and the shareholders of those companies had 
not been able to realize any fair market for their securities. Secondly, when 
it became possible for them to exchange an inactive or illiquid or other security 
that they hadn’t been able to dispose of for The Equity Corporation which did 
have a market by reason to some extent of our purchases and sales, there was a 
tendency to liquidate on the part of some of them and there also arose as it al- 
ways does between old and new securities arbitrage operations on the part of 
street traders where they would purchase Interstate Equities Corporation pre- 
ferred and turn it in for Equity preferred and common * * * and that 
reached considerable volume at different periods and if the period was to con- 
tinue it was desirable to us essentially that there was somebody available to pick 
up the stock and resell this stock to dealers. That was the primary motive. 


During 1935, Distributors Group, Incorporated, and Alhied- 
Distributors, Inc., bought a total of 915,095 shares of the common 
stock of The Equity Corporation both in and off the New York Curb 
Exchange and sold 1,032,363 shares of such stock. Their purchases 
on the New York Curb Exchange amounted to 289,100 shares and 
constituted nearly one-half of the total volume of 636,700 shares of 
The Equity Corporation common stock traded on the New York Curb 
Exchange during the year 1935. In fact, during April, May, and June 
of 1935, purchases by Distributors Group, Incorporated, represented 
as much as approximately 61%, 73%, and 81%, respectively, of the 
total volume of trading on the New York Curb Exchange in the 
common stock of The Equity Corporation. The great majority of the 
sales by Distributors Group, Incorporated, and Allied-Distributors, 
Inc., were made over the counter to dealers who resold them to dis- 
tributors on a commission basis. Only 200 shares were resold on the 
New York Curb Exchange.* 

This market for The Equity Corporation’s common stock was, as 
Mr. Donaldson conceded, a “factor” which induced many of the stock- 


&Id., at 10544-6. 
83 Id., Commission’s Exhibits Nos. 1019, 1021. 
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holders of The Equity Corporation’s subsidiaries to exchange their 
stocks for the securities of The Equity Corporation: ** 


Q. Now one observation you made, Mr. Donaldson, was that persons may have 
been persuaded to enter the exchange by virtue of the fact that there was a 
market in The Equity Corporation while there was no market 

A. No market or a poor market. 

Q. Or a poor market in the securities which were being exchanged. The 
effect of that was, then, that one of the possible convincing forces was the 
presence of an orderly market in the Equity stock which Allied Distributors was 
making. One resultant consequence was that by virtue of the fact that you 
had that orderly market, the securities were being sold, thereby increasing the 
amount of distribution that Allied Distributors would have to make in that 
stock? 

A. There is no question about the fact that there was a market in Equity 
Corporation stock and there wasn’t for the Yosemite Holding Corporation. It 
was a factor in inducing some of the holders to exchange, and I believe I 
mentioned the nonexistence of markets more as indicating the possibilities of 
arbitrage and the fact that a flow back was bound to be generated because of 
that situation. It is a little hard to try to analyze just what proportion of 
holders may have exchanged by reason of such a differential. I should say 
that some proportion, but I would not think it was a substantial proportion 
that was influenced by that factor. 


The active market and the stabilized price of the securities of The 
Equity Corporation may have been a material factor in the decision 
of stockholders of The Equity Corporation’s subsidiaries to accept 
its exchange offers. Nevertheless, The Equity Corporation did not 
reveal to exchanging stockholders its activity in the market in its own 
stock.*® 


c. Refusal to Liquidate Controlled Companies—Evaluation of Assets 
of Controlled Companies 


Generally the asset values of the securities of the controlled invest- 
ment companies computed on the basis of the market value of their 
portfolio securities exceeded both the market value and the asset 
value of the acquiring corporation’s securities offered in exchange for 
such shares. Only infrequently, however, as will be seen, was the 
disparity between the asset values of the securities of the acquiring 
corporations and the controlled companies’ securities indicated in the 
solicitation literature.*° These disparities were in part sought to be 


StTd., at 10548-9. 

® Securities Registration Statement, Form A-1, filed by The Equity Corporation with 
the Federal Trade Commission February 10, 1934 (later transferred to the Securities and 
xchange Commission). Post-effective amendments to this registration statement, filed 
Jwy 17 and July 20, 1937, disclosed for the first time the market activity in the stocks 
of The Hquity Corporation of Allied-Distributors. Inc.. and Distributors Group. Incor- 
porated. 

In the June 4, 1932, offers of exchange made by Atlas Corporation, the disparity be- 
tween the asset values of the securities of controlled companies and the market value 
of the Atlas Corporation securities offered in exchange was revealed (op. cit. supra, note 
2, Commission’s Exhibit No. 1970). In the exchange offer circulars issued prior to June 
4, 1932, the asset values of the securities of the companies controlled by Atlas Corpora- 
tion were not revealed (ibid.). 
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overcome in the solicitation literature by an appeal to the “leverage” 
advantage of the acquiring corporation’s common stock.’ 

The realization by the acquiring corporation of these disparities in 
the asset and market values of the securities involved in the exchanges 
was of the essence of expansion programs. Stockholders of controlled 
companies who did not desire to suffer these asset losses had no alterna- 
tive but to await the dissolution, merger, or consolidation of their 
companies with the acquiring corporation. In the case of a dissolution 
they would receive their pro rata distributive share of their corpora- 
tion’s assets; in the case of a merger or consolidation informed stock- 
holders could dissent to the merger or consolidation and could assert 
their statutory right to receive the appraised value of their shares. 

However, the acquiring corporation was the sole factor in the de- 
termination of the time and manner in which it would absorb the assets 
of its controlled companies. At the time of its exchange offers the 
acquiring corporation usually held, as a result of its original trans- 
action with the sponsors or managers of its controlled companies, at 
least enough of the outstanding voting stock of its controlled com- 
panies to prevent the dissolution of such companies without its con- 
sent,’’ and would, of course, refuse to liquidate its controlled com- 

anies until it had acquired, by exchange or purchases, substantially 
all of the outstanding shares of its controlled companies. The power 
of the acquiring corporation to prevent a dissolution of its acquired 
investment companies acted as a strong pressure upon stockholders of 
the controlled companies to accept exchanges. Stockholders who 
desired to realize on their holdings of the securities of controlled com- 
panies had virtually no choice but to accept the exchange offers or to 
sell their shares to the acquiring corporations. As Mr. Odlum 
testified : *° 

A. To bring it down to what we are talking about—assuming that he [a stock- 
holder of a controlled company] had a stock that had back of it asset value of a 
dollar, and his stock had a market value of 70¢, he could very well take the 
position that intrinsically, on an appraisal of assets, his stock was worth a dol- 
lar, but his stock being only one of a million shares, and his stock therefore. 
as a share of stock, is only worth what he can sell it for on the market. * * * 

Q. But the Atlas Corporation hoped to make its money or build up its cushion 
* * * through the technique of getting assets and giving in return market 
value; isn’t that so? 


A. We were getting something—essentially your statement is correct—we © 
were getting assets in the portfolio whereas that man only had a share of stock — 


in the company and he would never get assets for it. By combining all the 
shares together we get the assets. 

Q. Your answer is based on your conclusion that he could not get the assets. 
We will come to specific cases in which there were no legal impediments to his 
getting the assets. 

A. In many cases there was none, but he couldn’t require the liquidation. 


Ultimately, of course, Atlas Corporation intended to liquidate or 
consolidate its controlled companies. However, its exchange offers 
usually made no mention of this fact. The annual report of Atlas 


The use of “leverage”? as an argument for acceptance of exchange offers will be 
discussed later. 

88 Op. cit. supra, note 2, Commission’s Exhibit No. 2001; and the cases supra, Sec. IT. 

89 Op. cit. supra, note 2, at 17773—4. 
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Corporation for the year ending 1931 which accompanied its June 4, 
1932, exchange offer °° did make reference to the expansion program of 
Atlas Corporation although the report did not clearly indicate the 
eventual intent to simplify the Atlas Corporation corporate structure 
by means of the legal processes of dissolution, merger, or consolidation. 

In at least one case Atlas Corporation refused to liquidate one of its 
controlled companies in order to provide the stockholders of such 
company with an opportunity to obtain the asset value of their shares 
as an alternative to acceptance of its exchange offer. On June 4, 1982, 
Atlas Corporation owned approximately 60% of the outstanding 
capital stock of Aviation Securities Corporation.*1 On that date 
Atlas Corporation offered to exchange one and two-fifths shares of its 
own common stock having a total market value of $7 for each share 
of the capital stock of Aviation Securities Corporation. The letter 
containing the offer stated that the asset value of each share of Avia- 
tion Securities Corporation capital stock was $12.20 per share.°? 
Aviation Securities Corporation stockholders who accepted the offer 
would thus suffer a loss of $5.20 per share of their holdings measured 
by the difference between the asset value of their shares and the mar- 
ket value of the Atlas Corporation securities offered in exchange. 
Moreover, the shares of Atlas Corporation offered in exchange had 
a then asset value of $4.16, a fact not revealed in the soliciting litera- 
ture.°? On the basis of the comparative asset values of the securities 
involved in the offer, accepting Aviation Securities Corporation stock- 
holders would suffer a loss of $8.04 per share of their Aviation Securi- 
ties Corporation stock. 

A committee of the independent directors of Aviation Securities 
Corporation headed by Laurance H. Armour, president of the cor- 
poration, attempted to secure a better offer from Atlas Corporation or, 
failing in that, to obtain the consent of Atlas Corporation to a disso- 
lution of Aviation Securities Corporation.®* Atlas Corporation re- 
fused either to better its exchange offer or to dissolve the corporation.” 

On July 1, 1932, Aviation Securities Corporation addressed a cir- 
cular letter, signed by Mr. Armour and written with the knowledge 
and consent of Atlas Corporation, to the stockholders of Aviation 
Securities Corporation informing them of the fruitless efforts of the 
company’s independent directors to obtain a better offer or to induce 
Atlas Corporation to effect a dissolution of the corporation. This 
letter stated : °° 


Following the issuance by Atlas Corporation of its offer of June 4th, the Direc- 
tors of your Company recently conferred with the management of Atlas Corpora- 
tion in order to ascertain whether the latter company would agree to the 
liquidation of your Company in view of the fact that the assets of your Com- 
pany, with a few exceptions, are either cash or immediately capable of liquida- 
tion in the market. At this conference the management of Atlas Corporation 
indicated that it acquired and enlarged its interest in your Company because of 


0 Td., Commission’s Exhibit No. 1943. 

1 Td., Commission’s Exhibit No. 1970. For the method by which Atlas Corporation 
acquired control of Aviation Securities Corporation, see supra, pp. 1270-8. 

2 Op. cit. supra, note 2, Commission’s Exhibit No. 1970. 

%Td., Commission’s Exhibits Nos. 1970, 2001. 

*4Id., Commission’s Exhibit No. 1970. 

% Tbid. 

%6 Ibid. 
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the business in which your Company was then engaged and which it expected 
your Company to continue; and that accordingly it did not desire or agree to 
the liquidation of your Company, stating that “the liquid position of the Com- 
pany has no pearing on the question of liquidation, liquidity being purely a 
question of policy in the continuing management of an investment trust.” 


Mr. Odlum testified that he was opposed to the liquidation of Avia- 
tion Securities Corporation because it was his intention to consolidate 
the corporation with Atlas Corporation.°* Within approximately 
one year after the date of the letter, Aviation Securities Corporation 
was dissolved by Atlas Corporation, which then had acquired 97% 
of the outstanding stock of Aviation Securities Corporation.*® Atlas 
Corporation had acquired 377% of its holdings as the result of ex- 
change offers and purchases made after the date of the letter indi- 
cating to Aviation Securities Corporation stockholders the improba- 
bility of a dissolution of their company.°® 

Clearly the letter, in suggesting that Aviation Securities Corpora- 
tion would be a continuing enterprise, conceivably would stimulate 
exchanges of Aviation Securities Corporation shares for Atlas Cor- 
poration shares. The inability of the Aviation Securities Corpora- 
tion stockholders to obtain the asset value of their stock by compelling 
the dissolution of their corporation and the suggested non-immediate 
prospect of.an early dissolution of their company by Atlas Corpora- 
tion would induce them to sell or exchange their shares for Atlas 
Corporation shares. 

Salesmen of brokers and dealers soliciting exchanges also repre- 
sented that dissolution of any of the controlled companies was im- 
probable. This representation was used largely to overcome resist- 
ance to the exchange offer by stockholders who believed their shares 
had a “nuisance value” to Atlas Corporation or who desired to await 
the liquidation of their companies. A typical letter °° written by 
a salesman employed by Hemphill, Noyes & Co. on December ig 
1932, to a stockholder of Securities Allied Corporation contains the 
following statement: 

Many of these few remaining shareholders seem to feel that at some time 
their stock will have a so-called nuisance value. Nothing is farther from 
the truth. Atlas will not and does not have to buy these shares. They now 


97 Td., at 18084—5. Mr. Odlum testified : 


A. * * * At the time of the 
the Aviation Securities Corporation felt that our 
their stockholders, and they sent a delegation down to New York 
to argue the matter out with us, and they went into facts and figures with us and 
presented their arguments and we presented our argument, and both remained some- 
what firm in position; and they went back to Chicago and sent a letter to their 
stockholders saying that they had been down to see us and had tried to get a better 
offer but had not succeeded in getting a better offer but that the facts that we had 
stated were right. : 

Q. Reading from Commission’s Exhibit No. 1970, a letter dated July 1, 1932. signed 
by Laurance H. Armour, there were strong indications that a committee had been 
appointed to confer with Atlas Corporation and requested Atlas Corporation by 
virtue of the liquid condition of Aviation Securities Corporation to liquidate the 
corporation. Isn’t that so? 

A. Yes. I believe so. 

Ne Had Atlas Corporation opposed the liquidation ? 

> OSL 
Q. And do you know why? 
A. Because at that time we thought we were going to bring that company in in 


our general consolidation ; 
98 Id,, Commission’s Exhibit No. 2001 (p. 85). 


9 Tbid. 
100 [d,, Commission's Exhibit No. 2037 (Item 14). 


x * * June 4, 1932 offer the directors of 
offer was not liberal enough to 
of their directors 


i 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1387 


control Securities Allied and can liquidate it if and when they please, which, 
however, seems improbable. In the meantime you are holding a security with 
practically no market and chances for appreciation such as Atlas has. 


The character and ultimate value of the assets of the controlled 
companies would also stimulate stockholders of such companies to 
exchange their shares rather than to await the dissolution of their 
companies. As has been indicated elsewhere in this chapter,’°! most 
of the investment companies acquired by Atlas Corporation became 
participants in its program. Their portfolios of diversified securities 
were liquidated and their funds reinvested, under the direction of 
Atlas Corporation, in the securities of other investment companies 
which were then controlled by Atlas Corporation or the control of 
which Atlas Corporation intended to acquire. In other words, the 
portfolios of many of the subsidiary investment companies were 
eventually composed, to a substantial extent, of the securities of other 
companies controlled by Atlas Corporation, the market values of 
which were substantially less than their asset values. As a conse- 
quence, the asset value of the shares of the controlled companies, if 
computed on the basis of the market value of their portfolios, was in 
many cases substantially less than would have been the case if the 
asset values of such shares were computed on the basis of the asset 
values of the shares of other Atlas Corporation controlled companies 
in their portfolios. 

Stockholders of the controlled companies were not informed of the 
change in the investment policies of their companies until they received 
the 1931 year-end annual reports 1°? of their companies. In some cases 
not until the exchange offers made by Atlas Corporation on June 4, 
1932, did minority stockholders become aware of the change made by 
the Atlas Corporation management from the previous investment poli- 
cies of their companies. The June 4, 1932, exchange offers made by 
Atlas Corporation simultaneously to all of its then ‘subsidiaries, how- 
ever, revealed the extent to which the investment policy imposed by 
Atlas Corporation upon its subsidiaries had affected the value of their 
securities. The offers pointed out the differential between the asset 
value of the shares of controlled companies, if computed upon the basis 
of the market value of their portfolios and if computed on the basis 
of the underlying asset values of the securities of other controlled com- 
panies included in their portfolios. 

Thus, the offer made on June 4, 1932 to the shareholders of Securi- 
ties Allied Corporation stated : 


As of the date of this letter, the indicated asset value of the stock of your 
Company is approximately $8.50 per share. If the holdings of stocks of your 
Company in affiliated investment trusts are appraised at their asset values rather 
than their market values, this figure would be increased by approximately $4.75 
per share. 


In the case of Allied Atlas Corporation the similar differential in 
the value of each share of the company’s stock depending on the method 
of evaluation was revealed as $6; in the case of General Empire Cor- 
poration the differential in value was declared to be $2.50 per share. 
In other cases the dollar amount of the differential between the asset 


101 See supra, pp. 1059-63. 
102 Op. cit. supra, note 2, at 18235. 
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value of the company’s shares on an evaluation of its portfolio at 
market or at underlying asset value was not given but it was pointed 
out that it existed. Thus, the June 4, 1932, exchange offers to the stock- 
holders of All America General Corporation stated : *°° 


As of the date of this letter the indicated asset value of the stock of your 
company is approximately $7.65 per share. If the holdings of stock of your com- 
pany in affiliated investment trusts are appraised at their asset value rather 
than the market value, this figure would be substantially increased. 


In this situation a stockholder who elected to await the dissolution 
of his company rather than to accept the exchange offer might receive 
as his cash distributive share of his company’s assets only his pro rata 
portion of such assets calculated-on a market-value basis.*”* Atlas 
Corporation, on the other hand, would receive as its distributive share 
of the controlled company’s assets, calculated upon the same basis of 
market, value, the securities of other as yet undissolved controlled com- 
panies having asset values substantially higher than their market 
values. And Atlas Corporation had the power to realize these asset 
values by dissolving or consolidating with itself the companies whose 
securities it had received on the dissolution of another controlled 
company. 

Investment houses and salesmen soliciting exchanges sometimes 
stressed the fact that minority stockholders would receive on any 
liquidation of their companies only their pro rata share of the price 
at which the companies’ assets were sold. A letter of this type, ad- 
dressed to stockholders of General Empire Corporation by a salesman 
employed by Hemphill, Noyes & Co. stated: *°° 


To you, as a minority holder of General Empire Corporation stock, we would 
point out that generally the minority interest in any investment trust subsid- 
jary company is not in an advantageous position. 

Atlas Corporation has acquired about 95% of General Empire and therefore 
controls the destiny of the trust. Should the management of Atlas ever decide 
to liquidate General Empire the amount payable to each share of stock will 
be whatever the liquidating value proves to be when the securities are sold. 
Nothing the individual stockholder can do or say will change that figure. 


The contrast between the liquidating value of their shares if based 
on the market values of their companies’ portfolio securities (the 
basis which presumably would govern their distributive shares on a 
dissolution of their companies) and if based on the underlying asset 
values of their companies’ holdings of other Atlas Corporation con- 
trolled investment company securities, would induce many stockhold- 
ers to accept the exchange offers made by Atlas Corporation. Only 
by becoming an Atlas Corporation stockholder would the shareholder 
of one of its controlled companies be certain of an opportunity to 
participate, at least partially, in the actual value of his company’s 
assets. In addition, as a stockholder of Atlas Corporation, not only 
would the shareholder of a controlled company retrieve a portion of 
his own asset losses but he would also share to some extent in the asset 
losses of stockholders of other controlled companies which inured to 


103 Td., Commission’s Hxhibit No. 1970. 
10 See infra, pp. 1446-57. 
105 Op. cit. supra, note 2, Commission’s Exhibit No. 2037, Item 34. 
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the benefit of Atlas Corporation. In sum, the utilization by Atlas 
Corporation of the assets of such companies to further its investment 
trust acquisition program operated as an inducement to the participa- 
tion and acquiescence in such program by many shareholders of the 
controlled companies, who hoped by becoming Atlas Corporation stock- 
holders to recoup eventually all or a portion of their immediate asset, 
losses. 


3. SOLICITATION LITERATURE 


Exchange offers of the type made by The Equity Corporation and 
Atlas Corporation are now within the provisions of the Securities 
Act of 1938. Under this Act a full disclosure of all relevant and 
material facts with reference to such exchange offers is required. 
Nevertheless, as the Commission has pointed out elsewhere : 1° 


Although offers to exchange securities of one company for the securities of 
another * * * are subject to the requirements of the Act, there are im- 
portant types of voluntary plans which are not. For example, Section 8 (a) 
(9) of the Act specifically exempts securities “exchanged by the issuer with 
its existing security holders exclusively where no commission or other remunera- 
tion is paid or given directly or indirectly for soliciting such exchange.” *” Fur- 
thermore, the registration and prospectus provisions of the Securities Act ordi- 
narily are not applicable to mergers, consolidations, or sales of assets effected 
pursuant to the provisions of typical state statutes. Likewise, the powers of 
the Securities and Exchange Commission over the solicitation of proxies con- 
ferred by Section 14 (a) of the Securities Exchange Act of 1984 do not * * #* 
extend to securities which are not traded on a national securities exchange. 


10 See op. cit. supra, note 10, at 249-50. 

17 Wor example, in June 1934, General Investment Corporation offered to exchange $15 
in cash and 7 shares of its common stock which had no asset value for each share of its 
preferred stock which then had an asset value of $95.64 a share although its market value 
was only $15 a share. The exchange offer circular written by the company’s management 
did not disclose either the market or the asset value of the securities involved in the ex- 
change. Furthermore, the retirement of substantial blocks of the investment company’s 
preferred stock at a cost less than the actual liquidating value of such shares would in- 
crease the possibility of participation in the company’s assets and earnings of the common 
and Class A common stockholders of the company. The. common stock and Class A 
common stock of General Investment Corporation then had no asset value. At the time 
of the exchange offer the United Founders Corporation group of investment companies, 
which was in control of General Investment Corporation, held 50,000 shares of the 
Class A stock and 148,780 shares of the common stock of General Investment Corporation, 
or approximately 27% of the aggregate of such common and Class A stock then out- 
standing. The letter stating the terms of the investment company’s exchange offer for 
its own preferred shares did not indicate the management’s holdings of the common and 
Class A common stock of the company and the possible benefit which might accrue to the 
management by virtue of their holdings if the offer was successful. 

On the date of the exchange offer the market value of the preferred stock was approxi- 
mately $15 a share and the market value of the company’s common stock was 75 cents a 
share. On a market value basis, therefore, the company’s offer of $15 in cash, plus 7 
shares of common stock having a market value of $5.25, for each share of its preferred 
stock was an attractive one. 

As a result of its offer, General Investment Corporation reacquired 42,337 shares, or 
one-third of its outstanding preferred stock, having a total asset value of $4,029,110. 
For these shares General Investment Corporation expended $635,055 in cash and issued 
296,359 shares of its common stock, without any asset value at that time. As a conse- 
quence, the asset value of the remaining preferred stock was enhanced by approximately 
$3,414,055 at the expense of the preferred stockholders who had accepted the company’s 
offer. 

As a result of these and similar exchange offers made by General Investment Corpora- 
tion for its own preferred stock in 1984 and 1935, the company reacquired 63,711 shares 
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The great majority of existing investment trusts and investment 
companies do not have their securities listed upon national securities 
exchanges.1°® As a consequence the merger, consolidation, and sale 
of assets of these companies are subject to no administrative super- 
vision, and the problem of the solicitation material used in connec- 
tion with exchange offers is therefore still of importance. 


a. “Leverage” 


Some exchange offers revealed the fact that the market value of 
the securities of the acquiring corporation offered in exchange was 
substantially less than the asset value of the securities whose ex- 
change was being solicited. To overcome the revealed disparities 
between the market value of the securities of the acquiring corpora- 
tion offered in exchange and the asset value of the securities of the 
controlled companies, the “leverage” advantage in the acquiring cor- 
-poration’s common stock in the event of a rising securities market 

was represented as a compensating factor. Not disclosed, however, 
was the disadvantage of “leverage” in the case of a falling securities 
market. 

‘Teverage” has been defined in Part One, Chapter II (page 28) 
of this report as the designation given to investment companies 
“which have outstanding senior securities with fixed or relatively 
fixed maximum participations in the corporate assets and earnings. 
Because these claims, while having precedence over the rights to the 
company’s assets belonging to the holders of the common stock, yet 
are to fixed or only slightly variable amounts of money, any in- 
crease or decrease in the value of the total assets of a leverage com- 
pany will be reflected in its entirety in the equity of the common 
stock. As a consequence, a given change in the total assets will give 
rise toa more than proportionate change in the equity of the common 
stock. * * * ‘Leverage’ is measured by the ratio of the total 
assets of the company to the asset value of the common stock.” 

Thus the presence of “leverage” in the capital structure of an 
investment company produces, in a period of falling security prices, 
a decline in the asset value of the common stock of such companies 
relatively greater than the decline in the market value of the com- 

anies’ total assets. For example, the leverage capital structure of 
Atlas Corporation and its adverse effect on its common stockholders 
in a falling market was one of the compelling forces which led to 
the inauguration of the corporation’s program of acquiring, at a 
discount from their asset value, the assets of other investment com- 


of its preferred stock, or approximately one-half of such preferred stock outstanding prior 
to ‘the exchange offers, at a discount of about $4,162,145 from their asset values at the 
approximate times of such offers. Largely as a result of the retirement of part of the 
investment company’s preferred stock by exchange offers and the subsequent sale for 
$7,500,000 of a previously illiquid portfolio security held by the company, the net assets 
of the investment company as at November 30, 1936, were not only sufficient to meet the 
full liquidating preference of the then outstanding preferred stock of the company, but 
were also sufficient to provide an asset value of approximately 70 cents per share for 
the company’s outstanding Class A and common stocks. In the meantime, however, the 
United Founders Corporation group of investment companies had sold their Class A stock 
and common stock of General Investment Corporation, which carried control of the com- 
pany, to International Equities Corporation, then controlled by Ernest B. Warriner. (See 
Ch. II of this part of the report, pp. 497-623.) 
108 See Part Two (House Doc. No. 70, 76th Cong.), Ch. IV, pp. 279-84. 
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panies. At the close of 1929, Atlas Corporation had acquired in 
consideration for the issuance of its securities total assets having a 
value of approximately $17,000,000. There were outstanding 174,211 
shares of preference stock entitled on liquidation to a prior claim 
against the corporation’s assets to $50 per share, or a total prior 
fixed claim of $8,710,500. Therefore, the outstanding 938,683 shares 
of common stock were entitled to approximately one-half of the assets 
of the corporation. However, a fifty percent decrease in the corpora- 
tion’s total assets would wipe out the assets belonging to the common 
stock. And as has been previously indicated, Mr. and Mrs. Odlum, 
Mr. and Mrs. Howard, and Mr. Hatch, the founders of Atlas Cor- 
poration, had acquired, in 1929, 300,000 shares of the common stock 
of Atlas Corporation, or approximately one-third of the total com- 
mon stock outstanding at the end of 1929.1° The record does not 
indicate that they held any of the corporation’s preference stock. 
The expansion program undertaken by Atlas Corporation by in- 
creasing the total corporate assets allocable to Atlas Corporation’s 
common stock served to stem somewhat the effect of leverage upon 
the asset value of such stock. With the advent of falling securities 
prices, to increase the outstanding senior securities of Atlas Cor- 
poration would have brought into greater operation the downward 
effect of “leverage” in the assets allocable to the common stock. 
Consequently, in the program of investment company acquisitions 
engaged in by Atlas Corporation, its exchange offers of its securities 
were designed to require the issuance of a minimum of its prefer- 
ance stock and a maximum of its common stock.?? Many stock- 
holders of controlled companies may have desired the Atlas Corpora- 
tion preference stock since it was not subject to the harmful effect 
of “leverage” and also because the Atlas Corporation expansion 
program served to increase the asset coverage per share of preference 
stock. ; 

The expansion program of Atlas Corporation thus had the effect of 
somewhat reducing in a falling market the adverse effect of its “lever- 
age” capital structure upon the asset value of its common stock. The 
program also benefited the common stock in that it resulted in the 
acquisition at a discount from their actual value of the “leverage” 
and “nonleverage” stocks of other investment companies. Since these 
shares were acquired for a consideration less than their asset value, 
Atlas Corporation common stockholders were protected to that extent 
against a further drop in market prices, and if market prices increased, 
the asset values of the leverage stocks of other investment companies 
acquired by Atlas Corporation would, because of their leverage, rise 
proportionately higher than the value of the total assets of such com- 
panies. In effect, therefore, the expansion program enabled the Atlas 
Corporation common stockholders to balance in a falling market the 
harmful operation upon their shares of the leverage in Atlas Corpora- 


109 See supra, pp. 1052-71. 

0 Most of the exchange offers involved only Atlas Corporation’s common stock (op. cit. 
Supra, note 2, Commission’s Exhibit No. 1970). However, the exchange offers usually 
contained a postscript stating that ‘“‘any shareholder who would prefer to exchange for $3 
preference stock of Atlas Corporation rather than the Common Stock should communicate 
with the company” (ibid.). In other words, in order to obtain an offer of Atlas Cor- 
poration’s preferred stock, the exchanging stockholder was required to take further steps. 
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tion’s own capital structure against the possibilities of profit in a rise 
in the asset value of the “leverage” securities of other investment 
companies in the portfolio of Atlas Corporation. | 

That the expansion program of Atlas Corporation was designed 
to overcome the “handicap of leverage” was first revealed in the cor- 
poration’s annual report on February 17, 1933, the date of the publi- 
cation of the report for the year ending 1932. By February 17, 1933, 
Atlas Corporation had made virtually all of its exchange offers.’™ 
The report written by Mr. Odlum stated : * 


The Common Stock of Atlas Corporation is of a type known as “Leverage” 
stock, the leverage (which causes asset value of the common stock to rise or fall 
faster than the rise or fall in market price of the controlled assets) being supplied 
by the Preference Stock of Atlas Corporation, the debentures and preferred stock 
of Subsidiaries and the debentures and preferred stock of other investment trusts 
in which your Company and Subsidiaries have a common stock interest. Lever- 
age is a great advantage to common stockholders in a period of rising prices 
and a distinct disadvantage in a period of falling prices. During the past three 
years your company (Atlas) has protected its common stockholders against the 
handicap of leverage by its program of expansion combined with liquidity. 


Obviously, the disadvantage as well as the advantages of the phe- 
nomenon of leverage should be disclosed to stockholders, particularly 
those who hold nonleverage securities and are invited to accept an 
exchange of a leverage security for their own shares. 

The “handicap of leverage” in a falling securities market was usually 
not disclosed, in the exchange offers of their common shares made by 
acquiring corporations to the stockholders of their controlled com- 
panies. Rather, the leverage advantages of the common stock of the 
acquiring corporation in a period of rising security values was stressed 
as a compensating factor offsetting the losses in asset values suffered 
by stockholders of controlled companies who accepted the offers. 

The “leverage” argument in favor of the common stock of the acquir- 
ing corporation was used against the capital stock of a nonleverage 
controlled company.1% In the case of controlled companies having 
leverage capital structures the acquiring corporation, although con- 
ceding the leverage in the common stocks of such companies (which, 
however, usually were without asset value) pointed out the tre- 
mendous extent to which the corporation’s assets would have to increase 
before the common: stocks of such companies would acquire any asset 


111 Tbid. 

127d., Commission’s Exhibit No. 1948. 

113 The offer of exchange made by the Atlas Corporation on June 4, 1982, for the capital 
stock of Chain Store Stocks, Ine., stated (id., Commissicn’s Exhibit No. 1970) : 


The changes upward and downward in the value of the portfolios of the different 
companies affect the stock of such companies to different degrees because of differ- 
ences in capital structures. Your Company, for example has only Common Stock 
outstanding, whereas Atlas Corporation has outstanding both Common and Preference 
stock. Therefore, in the event of increase in the value of portfolio holdings, the asset 
value of Atlas Corporation common stock because of the “leverage” provided for it by 
the outstanding Preference Stock will increase comparatively more rapidly than in- 
erease in the value of such portfolio * * *., 

* * % ** * * 

Each holder will have to study the merits of the exchange from his own par- 
ticular standpoint. For example, in the case of your Company, you would be ex- 
changing a stock having an asset value substantially in excess of its present 
market value but having a comparatively narrow market and having no so-called 
‘leverage’ (because there are no senior securities outstanding) for a stock which 
has a broader market and has a substantial “leverage”? because of its Preference 
Stock * * *. An analysis of the market prices of the stock of various invest- 
ment trusts will disclose that this element of “‘leverage’” is commanding a substantial © 
premium. 
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values. To the preferred stockholders of such companies the acquir- 
ing corporation stressed the fact that their shares had no “leverage.” 14 

Solicitors and salesmen also emphasized the leverage advantage of 
Atlas Corporation’s common stock in the event of a rise in market 
prices without mentioning the concomitant accentuated decline in the 
asset value of such common stock in the event of a fall in the market. 
Thus, a letter dated November 29, 1932, from a Hemphill, Noyes & Co. 
salesman to a stockholder of Securities Allied Corporation stated : 115 


It seems to me that it is very much to Mr. * * * advantage to hold the 
Atlas stock due to its senior capitalization, which gives it a leverage of 2% to 1 
over the general run-of-market securities, which includes Securities Allied. The 
leverage may be best pictured as follows: 


$30, 000, 000 Value of Atlas preferred. 
21, 000, 000° +=3,000,000 shares of Atlas common, at $7.00. 


$51, 000, 000: 
$51, 000, 000 Market appreciation—100%. 


$102, 000, 000 +Total—value of Atlas Corporation after 100% market rise. 
— $30, 000, 000 Value of Atlas preferred. 


72, 000, 000 Balance left for 8,000,000 shares of common stock, or $24.00 
per share. 


44 Wor example, the June 4, 1932, offers of exchange made by Atlas Corporation to the 
preferred and common stockholders of Federated Capital Corporation stated (ibid.) : 


Your Company, for example, has outstanding Preferred Stock and Common Stock. 
The Preferred Stock has on the date hereof an indicated asset value of * * * 
approximately $15.75 per share and the Common Stock has no asset value. The asset 
value of such Preferred Stock will increase substantially in direct proportion to any 
increase in the value of the assets of your Company until the full value of $25 per 
share plus the dividends accrued thereon is reached. It will require approximately 
a 60% increase in the value of the assets of your Company before the Common Stock 
of your company has any asset value. Thereafter the Common Stock will increase 
in asset value comparatively more rapidly than increase in the assets of your Com- 
pany. Atlas Corporation has outstanding both common and preference stock and 
the Common Stock has asset value. Therefore, in the event of increase in the value 
of the portfolio holdings, the asset value of Atlas Corporation Common Stock will 
increase comparatively more rapidly than increase in the value of such portfolio. 
The option warrants to purchase Common Stock of Atlas Corporation have usually 
increased or decreased in market value in a rather uniform relationship to the in- 
crease or decrease in market value of the common stock of Atlas Corporation pur- 
chasable thereunder. 

* * * * ok ES * 

Each holder will have to study the merits of the exchange from his own particular 
standpoint. For example, in the case of: your Company: (1) the holders of Pre- 
ferred Stock would be exchanging a stock having an asset value * * *  gub- 
stantially in excess of its present market value, but having a comparatively narrow 
market and having no so-called ‘‘leverage’’ (because there are no securities senior to 
it outstanding) (a) in part for a preference stock * * * and (b) in part fora 
Common Stock which has a substantial “leverage”? and which in the normal course 
should respond quickly to any improvement in market values of securities gen- 
erally * * * (2) the holders of Common Stock would be exchanging a stock 
that will have no asset value until market prices for securities improve materially for 
an option warrant which should increase in market value in a rather uniform relation- 
ship to any increase in market value of the common stock of Atlas Corporation. 


The Equity Corporation in some cases in its solicitation literature pointed out the dis- 
advantage of “‘Jeverage’’ in a period of declining market values for securities. Thus, in an 
exchange offer made to the preferred and common stockholders of Interstate Equities 
Corporation on June 8, 19338, it was stated (op. cit. supra, note 79, Commission’s Exhibit 
No. 839): 

The common stock of The Equity Corporation * * * is what is generally 
known as a “leverage type’? common stock. Experience has shown that after senior 
securities are fully covered by assets, the asset value of a leverage type stock rises 
at a more rapid rate than the market value of the underlying portfolio and, con- 


versely, the asset value of such a stock will decline at a more rapid rate than the 
depreciation of the value of the underlying portfolio. 


45 Op. cit. supra, note 2, Commission’s Exhibit No 2037, Item 1. 
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You will see by the above figures that if the general market went up 100%, Atlas 
common would go from $7.00 to $24 due to the $30,000,000 of preferred stock 
which creates this leverage, while the general market was only doubling and 
Securities Allied doubling from its present bid of 64% to 13. 


Applying the method used by this salesman, it is clear that a 50% 
decline in the value of the assets of Atlas Corporation would result 
in the eradication of any asset value for the common stock of Atlas 
Corporation. In the same situation the value of the Securities Allied 
Corporation common stock, a nonleverage security, would decline only 
50%. The converse of the example given by the salesman was, how- 
ever, not pointed out in his letter. 

Similarly, on May 16, 1930, Atlas Corporation made an exchange 
offer for the stock of All America General Corporation. A majority 
of the directors of All America General Corporation caused to be 
issued a circular letter to the corporation’s security holders express- 
ing disapproval of the offer because of the substantial disparity in 
favor of Atlas Corporation between the asset value of All America 
General Corporation’s stock and the Atlas Corporation stock offered 
therefor. In opposition to these letters issued by a majority of the 
directors of All America General Corporation, C. Shelby Carter, 
Harold C. Richard, John W. Campbell, and Clarence H. Nichols, 
directors of All America General Corporation who were being secretly 
compensated by Atlas Corporation for their efforts in inducing ex- 
changes, prepared a circular letter which was shown to Mr. Odlum, 
the president of Atlas Corporation,!*® and which was to be sent to the 
stockholders of All America General Corporation. This letter, which 
was dated May 81, 1930, stated in part : 7” 


On account of the limited dividend and the limited rights in liquidation of the 
$8 preference stock, a 25% increase in the net assets of Atlas Corporation 
results in a 40% increase in the net assets applicable to the Common Stock. 
This leverage does not exist in the case of All America General Corporation. 


No mention was made of the aggravated decline in asset value of 
the common stock of Atlas Corporation which would be induced by 
“leverage” if the assets of Atlas Corporation declined in value. 

Mr. Richard, one of the directors of All America General Corpo- 
ration, whose name appeared as one of the signers of the letter,’* 
conceded that the letter should have mentioned the downward effect 
of leverage on the asset value of the common stock of Atlas Corpora- 
tion. He testified as follows: **® 


Q. Another statement in the letter is: “on account of the limited dividends 
and limited rights in liquidation of the $3 preference stock” that is of the 
Atlas Corporation, “a 25% increase in the net assets of the Atlas Corporation 
results in a 40% increase in the net assets applicable to the common stock, 
and this leverage does not exist in the case of All America General Corpora- 
tion,” the argument being that a person giving his All America General Cor- 
poration stock and getting common stock gets into a leverage situation and with 
an increase of 25% in the assets of Atlas Utilities Corporation, there is an 


116 7qd., at 17763. 

117 Public Examination, All America General Corporation, Commission’s Exhibit No. 
1641. 

118 Tpid., and see supra. pp. 1332-3. 

119 Op. cit. supra, note 117, at 15745-6. 
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increase in the net assets of the common stock of Atlas of 40 percent, but I 
notice that there is no statement that with a decrease of 25 percent of the 
(total) asset value of Atlas Corporation, there is a resultant decrease of a 
greater percent in the net assets of the common stock. 

A. Absolutely. 

Q. Isn’t that true? 

A. Yes, sir. 

Q. Don’t you think that that should have been said in this memorandum 
when stockholders were * * * being persuaded to turn in their common 
stock in a nonleverage situation, for the common stock of a leverage situa- 
nom EY 

A. I certainly think it should. 


The failure to disclose the disadvantages of “leverage” was particu- 
larly significant in those cases where alternative offers of either pre- 
ferred or common stock were made for the shares of controlled invest- 
ment companies. For example, Atlas Corporation did not desire be- 
cause of the “handicap of leverage” to increase its preferred stock capi- 
talization. Especially would this be so where its preference stock offer, 
if accepted, would result in a loss in assets to Atlas Corporation. 

The exchange offer made by Atlas Corporation for the stock of 
Exide Securities Corporation illustrates the efficiency, in such a situa- 
tion, of statements emphasizing only the advantageous side of the 
“leverage” in the Atlas Corporation common stock. On July 16, 1930, 
Atlas Corporation made an offer to exchange for each share of the 
capital stock of Exide Securities Corporation,!”° a nonleverage invest- 
ment company, either nine-twentieths of a share of its preference 
stock or two and one-fourth shares of its common stock. Atlas Cor- 
poration had previously secured the approval of its offer by the direc- 
tors of Exide Securities Corporation. The asset value of the stock 
of Exide Securities Corporation at the date of the offer was approxi- 
mately $20 per share; its market value was $16.38. The asset value 
of the two and one-fourth shares of the common stock of Atlas Cor- 
poration offered for the Exide Securities Corporation stock was then 
$13.73 per share, although the two and one-fourth shares of such stock 
had a market value of $23.50. In other words, Exide Securities Cor- 
poration stockholders who accepted the offer would lose in asset value 
$6.27 per share of their stock, but would, however, acquire securities 
whose market value exceeded the asset value of their stock. On the 
other hand, the Atlas Corporation preference stock was more favor- 
able in terms of asset values to Exide Securities Corporation stock- 
holders. The liquidating value of nine-twentieths of a share of Atlas 
Corporation preference stock was $22.50 and its market value was 
approximately $15.75."*1. Thus, an Exide Securities Corporation stock- 
holder accepting the Atlas Corporation preference stock therefore 
actually gained $2.50 in assets, though he suffered a slight sacrifice in 
market values. In addition, the Exide Securities Corporation stock- 
holder would receive a security more analogous to his own in that 
the preference stock, though it had an upper limitation in asset value, 
was not subject to the fluctuations in. value induced by leverage. 

The directors of Exide Securities Corporation recommended accept- 
ance of the Atlas Corporation offers, but did not attempt to advise 


120 Op. cit. supra, note 2, Commission’s Exhibit No. 1970. 
“1 1d.. Commission’s Exhibit No. 2001 (pp. 35-37). 
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their stockholders as to which of the alternative offers to accept. Obvi- 
ously, Atlas Corporation would desire the acceptance of its common 
stock offers. Acceptance of the preference stock offers would result 
in a substantial loss in assets to Atlas Corporation and would also 
increase the leverage disadvantage of its common stock by adding 
additional preference stock to its capital structure. In fact, the offer- 
ing letter of Atlas Corporation stressed the market value and the 
marketability of the Atlas Corporation common stock. It did not 
refer to the asset value of either the Exide Securities Corporation or 
the Atlas Corporation common stock. The only comment the letter 
made on the balance sheet of Atlas Corporation which accompanied 
its offering letter was that such balance sheet indicated that “a very 
substantial amount of assets is behind each share of $3 Preference 
stock * * *.” The letter then went on to emphasize the market 
value and the leverage of the Atlas Corporation common stock : 7° 


Thus each holder of one share of Exide Securities Corporation capital stock 
accepting this offer and expecting to receive common stock of Atlas Corporation 
will receive on account thereof 214 shares of common stock of Atlas Corporation, 
having an aggregate market value of approximately $23.50. 

It is significant to note that on account of the limited dividend and the limited 
rights in liquidation of the $3 Preference stock * * * of Atlas Corporation, 
an increase in its assets results in a greater increase in the net assets applicable 
to its Common Stock than would be the case of a corporation having no preferred 
stock or other senior securities outstanding. This leverage does not exist in the 
case of Exide Securities Corporation, having, as it does, only one class of stock. 


As a result of this offer, Atlas Corporation acquired a total of 
232.583 shares of the capital stock of Exide Securities Corporation, or 
approximately 80% of the 288,297 shares of Exide Securities Corpora- 
tion then outstanding. Of the total Exide Securities Corporation 
stock acquired by Atlas Corporation under this offer, only 41,638 shares 
were exchanged for Atlas Corporation. preference stock. As a result 
of the exchange Atlas Corporation derived an increase in asset values 
on the basis of the disparities in the asset values as at the date of the 
offer of the shares involved in its common stock offer of $1,091,337." 


b. Asset Value of Acquiring Corporation’s Common Stock 


Since the assets of investment companies normally consist of readily 
marketable securities, the asset values of their own security issues more 
nearly represented the actual value of these securities than did market 
values which may have been affected by artificial factors, such as 
manipulative or stabilization accounts, or other factors which were to 
a substantial extent determinative of the market price of investment 
company equity securities in the period 1927 to 1934.°* 'To the in- 
vestor not concerned with the immediate salability of his investment 
company security, asset value represents the actual value of his interest 
in his company; it constitutes the value of his property interest in the 


122 Td., Commission’s Exhibit No. 1970. 

123 Tpid. 

124 Ror a discussion of the factors which influence the asset value and market prices 
of investment company securities see Part Two (House Doc. No. 70, 76th Cong.), Ch. IV, 
pp. 278-328 and Part Three (House Doc. No. 279, 76th Cong.), Ch. III, pp 956-76. 
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company, were it to be immediately dissolved.1?5 Consequently a 
knowledge of the asset value of investment company securities offered 
in exchange for his own securities in such companies is clearly of 
importance to the investor. 

The essential purpose of the exchange programs of investment com- 
panies was to gain in assets as a result of the exchanges of securities. 
The terms of most of its exchange offers were fixed to result in gains 
to the acquiring corporation represented by the difference between the 
asset value of the exchanged investment company security’ and the 
asset values of the acquiring corporation’s securities exchanged. 
Nevertheless, the solicitation literature rarely referred to the asset 
values of the securities which were the subject of the offers. In 
many instances, however, a copy of the balance sheet of the acquiring 
corporation accompanied the exchange offer from which the asset 
value of its common stock could be computed by an investor posses- 
sing a knowledge of corporate finance and accounting.12° While the 
early offers of Atlas Corporation did not specifically disclose the 
asset value of its common stock but did include balance sheets. the 
June 4, 1932 offers of Atlas Corporation included a “combined” state- 
ment of financial condition of Atlas Corporation and its then subsid- 
iaries from which the then actual asset value of Atlas Corporation’s 
common stock would have been difficult to compute.?27 


(1) MISLEADING REPRESENTATION AS TO METHOD OF CALCULATING 
ASSET VALUES 


As has been pointed out, little organized and influential opposition 
to the exchange programs existed. Most of the managements of the 
companies acquired either aided the acquiring corporation in its pro- 
gram or did not oppose it. However, as has already been described,1?8 
Atlas Corporation encountered opposition from the majority of the 
board of directors of All America General Corporation in its original 
exchange offer made to the stockholders of that investment company 
on May 16, 1930. The Atlas Corporation offer made on May 16, 1980, 
was to exchange two shares of its common stock having a market value 
of $27 for one share of All America General Corporation capital stock 
having a market value of $21.50. In terms of market values the 
offer was beneficial to All America General Corporation stockholders 
and the offer stressed this fact. Not disclosed, however, in the Atlas 
Cornoration offering letter was the fact that its common stock offered 
in the exchange had an asset value of $17.70 and the All America Gen- 
eral Corporation stock an asset value of $26 per share. 

On Mav 20, 1930, Mason B. Starring, Jr., the president of All 
America General Corporation, sent a circular letter to the company’s 
stockholders advising them that a majority of the company’s direc- 
tors were unwilling to recommend the exchange offer. The letter fur- 
ther stated that. on the basis of the exchange offer, stockholders agree- 
ing to the exchange “will receive two shares of the Atlas Common 


8 This statement is, of course, subject to the limitation that the market could absorb 
the blocks of portfolio securities without any substantial effect on the market price due 
to the increase of such securities offered for sale. 

#26 Op. cit. supra, note 2, Commission’s Exhibit No. 1970. 

27 This type of balance sheet will be discussed infra. 

28 See All America General Corporation, supra, pp. 1324-37. 
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Stock, having an aggregate liquidating value of approximately $17.70 
in exchange for one share of this Company having an aggregate liqui- 
dating value of $26 per share. It is unnecessary to point out that 
this would be a material sacrifice of book value, amounting to an 
approximate aggregation of all shares of your company outstanding 
ot $1,370,000.” 

On May 22, 1930, Mr. Starring again wrote a circular letter ™ to 
the stockholders of his corporation informing them that on May 21, 
1930, a majority of the board of directors of the corporation had 
voted to reject the Atlas Corporation offer because of the loss in asset 
value which would be suffered by All America General Corporation 
stockholders who accepted the offer. The letter also stated that “in 
view of the excellent condition of your company, [the directors] could 
see no reason for considering a merger with any other trust.” 

To combat the argument of the majority of the directors of All 
America General Corporation, that the offer was inequitable from 
the standpoint of asset values, Mr. Carter, one of the directors re- 
tained for a monetary consideration to aid Atlas Corporation in 
soliciting exchanges,®? prepared a letter to be sent to the stock- 
holders of All America General Corporation.%! This circular let- 
ter, which was sent to the stockholders by Mr. Carter on May 31, 
1930, was shown to Mr. Odlum+** and signed by Messrs. Richard, 
Nichols, and Campbell, other directors of All America General Cor- 
poration who were also receiving a consideration for their aid to 
Atlas Corporation. The fact that Messrs. Nichols, Campbell, and 
Richard were being compensated by Atlas Corporation for their 
services in advocating the exchange offer was not mentioned in the 
letter.1** 

The letter sent to the stockholders of All America General Corpo- 
ration by Mr. Carter pointed out the advantage of the Atlas Cor- 
poration offer, on the basis of the market values of the securities to 
be exchanged, to All America General Corporation stockholders and 
then made several arguments designed to minimize the importance 
of the asset losses which would be suffered by exchanging stock- 
holders. This letter stated : **° 


In a letter of May 20, 1930, sent to stockholders of All American General 
Corporation, it was stated that the exchange “would be a material sacrifice 
of book values amounting to an approximate aggregate of $1,370,000.” This 
figure is incorrect because it fails to take into consideration that the holder of 
All America General Corporation Common Stock who makes the exchange 
will, through the Atlas Corporation shares he receives, participate pro rata in 
any increase of liquidating value accruing to Atlas Corporation common stock 
by reason of the exchange. 

If all holders of Capital Stock of All America General Corporation should 
make the exchange the liquidating value of the Common Stock of Atlas 
* %* %* Corporation would be between $9.50 and $10.00 per share * ae, 


129 Op. cit. supra, note 117, Commission’s Exhibit No. 1639. 
130 See All America General Corporation, supra, pp. 1324-37. 
131 Op. cit. supra, note 117, at 15808. 

182 Td., Commission’s Exhibit No. 1641. 

183 Op. cit. supra, note 2, at 17763—4. 

184 Op. cit. supra, note 117, Commission’s Exhibit No. 1641. 
135 Tbid, 
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That is the asset value of the two shares of Common Stock of Atlas * *. * 
Corporation to be exchanged for each share of the Capital Stock of All America 
General Corporation would, on this basis, be between $19.00 and $20.00 instead 
of $17.70, as stated in said letter of May 20th. 


The sum total of this argument was simply that by becoming an 
Atlas Corporation stockholder, the asset loss to All America General 
Corporation stockholders would be about $6.30 per share rather than 
$8.30. . 

The letter also took the position that in calculating the liquidating 
value of Atlas Corporation’s common stock it was “proper and logi- 
cal,” **° since no dissolution of Atlas Corporation was contemplated, 
to deduct the preference stock of Atlas Corporation from the net 
worth of the company not at the value to which it was entitled on 
dissolution ($50.00 per share) but at its market value which was then 
substantially less than the amount to which such stock would be 
entitled on dissolution. The letter went on to state that “the dif- 
ference between the market value of such preference stock and its 
preferential rights in liquidation is substantially in excess of $1,000,- 
000 which automatically increased proportionately the value of the 
common stock. However, none of this amount had been added to 
the asset value of the common stock in arriving at the liquidating 
value thereof stated above.” 

According to sound accounting principles and financial practice, 
asset values of equity securities are calculated by first deducting from 
the corporation’s net worth all senior securities at the value which 
they are entitled to receive in any dissolution of the corporation. Mr, 
Odlum, when examined on the method of calculating the asset value 
of Atlas Corporation’s common stock advocated in the letter sent to 
All America General Corporation stockholders, testified : 187 


A. * * * Jt may be that some of the arguments [contained in the above 
letter] are a little strained. 

Q. Or tenuous? 

A. A little tenuous, but still the same argument has been used many times 
and has been used by myself, even in appraisal of securities, in the last six 
years. 


Mr. Richard, one of the All America General Corporation directors 
who aided Atlas Corporation, and one of the signers of the letter to 
the corporation’s stockholders which has been quoted above, when 
examined on the method of calculating the asset value of the Atlas 
Corporation common stock described in the circular, testified : 18 


Q. Now, what does asset value of stock mean, Mr. Richard, to you? 

A. You said the market value of the preferred—no, no, no—the par value 
(i. e., the dissolution value) * * *,. That is what you have to figure when 
you figure that. 

Q. Because * * * preferred stockholders are entitled to that, before the 
common stockholders can come in? 

A. Yes, sir. 


136 Tbid. 
'37 Op. cit. supra, note 2, at 17764. 
'38 Op, cit. supra, note 117, at 15744-5. 
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Q. And with respect to this statement, that it seems proper and logical to make 
a deduction only to the extent of the market value of the preference stock, you 
don’t subscribe to that, do you? 

A. Not unless you are figuring nothing but markets at the time, and if you 
are figuring nothing but market values then naturally you have got to figure 
the both sides, but if you are figuring liquidating value then you have got to 
figure it the other way. 

Q. It says “furthermore in arriving at this liquidating value” 
that they are talking about liquidating values. 

A. Yes. 

Q. The difference between the market value of such preference stock and the 
preferential rights in liquidation is substantially in excess of $1,000,000 which 
automatically increased proportionately the value of this common stock. Do you 
agree that it was even fair to make that argument to the stockholder—to say 
that really the liquidating value of that stock is not the par value of the 
preference stock but merely its market value? 

A. I should think that the practice of public accountants would probably tell 
me more about it—I don’t know. It is a technical question and you look at it 
one way or the other—personally if I was to go and try to argue with someone 
on it, I would take your way of looking at it. 


As the result of its offers of May 16, 1930, and the circulars sent 
to All America General Corporation by those of its directors who 
were aiding Atlas Corporation, the latter corporation acquired 84,727 
shares of the capital stock of All America General Corporation or in 
excess of 50% of the 165,600 shares of All America General Cor- 
poration then outstanding.® Stockholders of All America General 
Corporation who accepted these exchanges suffered an aggregate loss 
in asset value of approximately $4'70,000.**° 


FG 6) 


(2) USE OF “COMBINED” FINANCIAL STATEMENTS 


As has been indicated, the intention of the acquiring corporations 
was to acquire, if possible, by the ultimate processes of dissolution, 
merger, or consolidation, the entire ownership of the assets of their 
controlled investment companies by means of future offers to exchange 
the acquiring corporations’ own securities for the public’s holdings of 
the securities of their controlled investment companies, or by the pur- 
chase of such securities. 

This purpose added greater importance to the character of the finan- 
cial statements which the acquiring corporations released to the public. 
Their financial statements would presumably be consulted by investors 
with reference to their exchange offers. Such financial statements, in 
order to be complete, would have to indicate clearly the extent of the 
minority interests in the controlled investment companies, as well as 
the asset value of the common stock of the acquiring corporations. 
Nevertheless, the financial statements released by the acquiring cor- 
porations did not indicate clearly either of these facts. 

By December 31, 1931, Atlas Corporation was in control of 10 in- 
vestment companies **! other than Atlas Utilities & Investors Co., Ltd., 


139 Op. cit. supra, note 2, Commission’s Exhibit No. 2001 (pp. 20-22). 

140 Tbid. 

141Tq., Commission’s Exhibit No. 1948. The controlled companies were: All America 
General Corporation; Allied Atlas Corporation (formerly known as Exide Securities Cor- 
poration) ; Aviation Securities Corporation; Chain Store Stocks, Ine. ; General Empire 
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its Canadian predecessor. In several cases its control was based on the 
ownership of the common stock of leverage companies.'*? Such com- 
mon stock in each case had no asset value. In other words, the pre- 
ferred stockholders of such companies would have been entitled to 
receive all of the assets of such companies in the event of their dis- 
solution. Atlas Corporation, at the end of 1931, held only a minority 
interest in the preferred stocks of the leverage investment companies 
which it controlled. In one case, that of Federated Capital Corpora- 
tion, Atlas. Corporation held a minority of the voting stock of all 
classes, its control having been maintained by means of a management 
contract.'** And in another case, that of Securities Allied Corpora- 
tion, Atlas Corporation controlled all of the 100,000 shares of voting 
common stock +4 but only 86% of the nonvoting common stock, which 
was, on dissolution entitled to an equal participation in the corpo- 
rate assets with the voting stock.'4° Table 19 indicates the security 
holdings as of December 31, 1931, both of Atlas Corporation (and its 
subsidiaries) and of the public in the securities of the Atlas Corpora- 
tion controlled companies. 


Corporation; National Securities Investment Company; Securities Allied Corporation ; 
Sterling Securities Corporation; Ungerleider Financial Corporation; and Federated Cap- 
ital Corporation (ibid.). 

12The leverage companies controlled were: National Securities Investment Company, 
Sterling Securities Corporation, and Federated Capital Corporation. 

143 See Federated Capital Corporation, supra, pp. 1278—93. 

444 Op. cit. supra, note 2, Commission’s Exhibit No. 2001 (p. 113), and reply to the 
Commission’s questionnaire for Securities Allied Corporation, Pt. II. 

14 See Chatham Phenia Allied Corporation, supra, pp. 1142-57. 


TABLE 19.—Security holdings in investment companies in the Atlas Corporation group by companies in the Atlas group and by the 
public, Dec. 31, 1931 


Name of company 


Class of stock 


All America General Corp 
All America General Corp ___._.---------- 
Allied Atlas Corp. (Exide Securities Cor- 
poration). 

Atlas Utilities & Investors Co., Ltd_____- 
Atlas Utilities & Investors Co., Ltd_____- 
Atlas Utilities & Investors Co., Ltd 
Aviation Securities Corp 
Chain Store Stocks, Inc 
Chain Store Stocks, Inc 
General Empire Corp 
General Empire!@ orp sees. eee ee 
National Securities Investment Co 
National Securities Investment Co 
National Securities Investment Co 
Securities Allied Corp.: 

Chatham Phenix 

rATTICds © ORDS ss: saat ee eee ee 
Sterling Securities Corp 
Sterling Securities Corp 
Sterling Securities Corp 
Sterling Securities Corp___..._.-__.____-- 
Ungerleider Financial Corp. (The Finan- 

cial Corp.). 


$20\parcommronkss=) ase nae 
Option warrants 
No par common. 


6 re ha (S100) een ene ee 
INO}parcommoness== sess es= 
Optioniwarrantse assess see 
No par common 
No par common 
Warrants eterna Soe eee 
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WiartantSeae te wer see ae ee 
6% cum. pfd. ($100) --._------- 
Sl FOND COMIN eon 
Option warrants to purchase___ 


INI@ JON, WAKO ONHIS Se 
INO [OP VOWS ssosscesessoe 
Conv. ist pfd. ($50 par). _____- 
($1.20) no par preferred_______- 
No par, ‘‘A’’ common ________- 
No par ‘‘B’”’ common... ______-- 
INO; par commons sess... 


Stock outstanding 


Held by Atlas group 


Held by outside public 


Percent Shares Percent Shares Asset value 
165:600ishsiaeeeee = G20) |) IB EXOy/ GG eee BINS Sa nO2 2931S) Se eee $758, 633. 47 
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159,444 shs___________ TOOSOOM|LS9F44 4: Shs: See ees eee eS lh See ee oie 
S569 7wihtse a soe She | LOO AHS. oeocsocen OO, 4 || GB WARD oe seaess|nso esse oceosete 
134.000 (ShSe===s eae 0,283 || Gr frail Svs oe lees 49. 57 | 66,429:shs_.-2________ 850, 404. 09 
203, 00S Saas eee | 66.07 | 167,61114 shs________- 33. 93 | 86,08814 shs___-______ 932, 092. 62 
OUR SOOhwintSee eae = 98.50 | 100,000 wrts________- 1&0 |) DO Att eee secs ceesoadeosscese 
201885 6ishs a= 74.06 | 149,488 shs__--__--____ PAS, OE || GOO SOC oe 887, 780. 94 
106,426 wrts._.__.__- LOOROOM| ROG 426 cyt <2 oe ees eevee el [ee Pe eee eee ee 2 ee 
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2 40.48 percent. 


37, 385, 232. 87 


5 59.52 percent. 


Source: Public Examination, Atlas Corporation, Commission’s Exhibit No. 2001 and the annual reports of the controlled companies of Atlas Corporation as at Dec. 31, 1931, 
contained in Part I of the replies to the Commission’s questionnaire for such companies. 
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The public “owned” approximately $37,385,000 of the assets of Atlas 
Corporation’s controlled investment companies.1*® Since the net assets 
of Atlas Corporation and these controlled companies, after the elim- 
ination of all intercompany holdings, at December 31, 1931, approxi- 
mated $53,700,000," it is obvious that the assets of Atlas Corpora- 
tion, including its interest in these companies, were only approximately 
30% of the net assets of the entire group of companies; the bulk of the 
assets in the group was “owned” by the public holders of the securities 
of the subsidiary corporations. 

The first financial statement issued by Atlas Corporation, as of De- 
cember 31, 1931, was released on February 29, 1932,"*8 captioned, “Com- 
bined Statement of Financial Condition.” This “combined 
statement” was certified by Lybrand, Ross Bros. & Montgomery, certi- 
fied public accountants, as setting forth “the combined financial 
condition of the said companies.” The “combined statement” indi- 
cated the assets of Atlas Corporation and its subsidiaries in much the 
same manner as would a consolidated statement. However, the liabili- 
ties side of the “combined” financial statement differed radically from 
that of a consolidated statement of financial condition in that the exact 
amount of the public’s interest in the underlying corporations was not 
disclosed. The “combined” statement lumped together in one sum the 
total net worth of the group of companies, and no segregation was 
made on the balance sheet of the dollar amount applicable, on the one 
hand, to Atlas Corporation’s stock, and on the other hand to the capl- 
tal stocks of the subsidiary companies in the hands of the public.'* 
The report did not contain any indication of the fact that the interest 
of Atlas Corporation in the net assets of the combined companies was 
equivalent, as has already been indicated, to only approximately 30% 
of the net assets. In sum, the combined statement conveyed substan- 
tially the same information as a consolidated statement would have 
with reference to the total assets of the group of companies, but dif- 
fered from a consolidated statement in that it did not at all indicate 
the respective portion of the net assets applicable to the interest of the 
Atlas Corporation stock and to the stock of the controlled investment 
counpanies held by the public.1* 

No precedent can be found for the use of the term “combined bal- 
ance sheets.” *? Rodney F. Starkey, of Price, Waterhouse & Co., 
testified ** with reference to a similar balance sheet utilized by The 


146 See Table 19, p. 1402. 

47 Op. cit. supra, note 2, Commission’s Exhibit No. 1948. 

1448 Td., Commission’s Exhibit No. 1943. 

149 Tbid. 

0 Tbid. It is not to be inferred that a consolidated statement of financial condition 
would have been a proper one in the circumstances. 

*1 It is to be noted that Atlas Corporation on December 31, 1932, when, as a result of 
its exchange offers of June 4, 1932, it had acquired a majority ownership interest in the 
assets of its subsidiaries, published a “Consolidated Statement of Financial Condition” of 
itself and of its subsidiaries which disclosed the ownership interest of minority stock- 
holders of its subsidiaries. On December 31, 1932, the consolidated net assets of Atlas 
Corporation and its subsidiaries were $49,827,198 (id., Commission’s Exhibit No. 19438). 
Of these assets the consolidated statement on its liabilities side disclosed that $35,421,778 
was “applicable to capital stocks of Atlas Corporation” and $14,405,419 was “applicable 
to capital stocks of subsidiary companies in the hands of the public at December SIO S22 
(ibid.). 

182 Op. cit. supra, note 79, at 11974. 

123 7Td., at 11966—7. 11972, 11975. 
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Equity Corporation in connection with its exchange offers 754 that he 
did not know what meaning might be conveyed to the investor by the 
phrase “combined balance sheet: ” 


Q. * * * Now, will you just elaborate a little for me upon what the func- 
tions of a consolidated balance sheet are supposed to be? 

A. I would say generally that a consolidated balance sheet was intended to 
show the picture of an enterprise, as compared to the picture of an individual 
entity—as I say, where they are substantially wholly owned. 

Q. Where they are substantially wholly owned—always subject to the uncom- 
promising principle that it should not be misleading? 

A. For the purpose for which it is used—right. 

Q. I notice you qualify your statement by saying subsidiaries which are wholly 
owned. Why do you insist on those qualifications? 

A. Well, simply to prevent abuses of treatment of minority interests, and 
that is a very vague and general statement. I could not elaborate on it withont 
having specific instances. 

Q. One of the difficulties with a consolidated balance sheet is that it may 
create a misleading impression, in this respect: You may get a picture of the 
assets of the corporation which is not genuine or true, because there may be 
a substantial minority interest which owns a substantial interest in the 
company ; is not that so? 

A. That is very possible. 

Q. In the layman’s mind, looking at the balance sheet, if he is shown the 
total assets with a specific figure that, of course, makes an impression on him, 
does it not? 

A. Yes. 

A. I think a consolidated balance sheet, in the mind of the average layman, 
has a very definite significance. I think when you depart from generally accepted 
practice, understanding and accounting, it is well to use a different term, rather 
than confuse people’s minds. 

Q. Now, you said that you would not sign a consolidated balance sheet under 
the circumstances which I enumerated to you, because the words “eonsolidated 
balance sheet” had definite connotations in the minds of the public; is that not 
so? 

A. I do not recall exactly how I said, but that sounds like a reasonable state- 
ment. 

Q. Are you familiar with what connotations or inferences are present in the 
investor’s mind when he sees the words “combined balance sheet?” 

A. I do not know. 


The “combined statement,” by not indicating the dollar value of 
Atlas Corporation’s interest in the combined net assets, also fore- 
closed any possibility of ascertaining either the asset value of the 
Atlas Corporation common stock or the dollar amount of the public’s 
interest in the net assets of the controlled investment companies ex- 
cept by an involved computation based in part on additional informa- 
tion not included in the combined statement. The combined state- 
ment included a schedule? indicating the number of outstanding 


154 See infra, pp. 1408-10. 
185 Op, cit. supra, note 2, Commission’s Exhibit No. 1948. 
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shares of Atlas Corporation and the number of the outstanding shares 
of its subsidiaries held by the public. The procedure open to an 
investor who wished to ascertain the dollar value of the public inter- 
est in the group assets and the asset value of the Atlas Corporation 
common stock, involved a measure of accounting and analytical skill. 
It would have been at least necessary to examine the balance sheets 
of each of the controlled companies (which were not included in 
the Atlas Corporation report) in order to ascertain the asset value 
per share of each class of stock of the respective companies. Then 
it would have been necessary to multiply the per share asset value 
by the number of shares of the company indicated in the schedule 
accompanying the “combined” statement as belonging to the public. 
The addition of the amounts so derived for each company would 
have indicated the dollar amount of the public’s interest in the com- 
bined assets. This dollar sum if deducted from the net assets indi- 
cated in the “combined statement” for the combined group would 
result in the sum applicable to the capital stock of Atlas Corporation. 
If there then be deducted from this figure the outstanding shares of 
Atlas Corporation preference stock at their value on any dissolution 
of the company, the remaining sum would constitute the amount ap- 
plicable to the Atlas Corporation common stock which, if divided 
by the number of Atlas Corporation common shares outstanding, 
would give the per share asset value of the Atlas Corporation com- 
mon stock. 

The Atlas Corporation report as of December 31, 1931, containing 
the “combined balance sheet,” was used in connection with Atlas 
Corporation’s exchange offers. It was included in the literature sent 
to the stockholders of its subsidiaries in connection with its June 4, 
1932 offers of exchange.** These offers of exchange were made to 
the then existing 12 investment. companies controlled by Atlas Cor- 
poration, that is, the 10 companies controlled as at December 31, 
1931, and Atlantic Securities Corporation and American, British & 
Continental Corporation, control of which was acquired by Atlas 
Corporation in 1932.°7 Each offer to the stockholders of each com- 
pany indicated that simultaneous offers were being made to the stock- 
holders of all other Atlas Corporation controlled investment com- 
panies.%°§ 

Each of the June 4, 1932, offers also included a “Combined State- 
ment of Financial Condition” of Atlas Corporation and its subsidi- 
aries as of April 30, 1932, certified by Lybrand, Ross Bros. & Mont- 
gomery. This “combined statement,” like the initial “combined state- 
ment” as at December 31, 1931, lumped together in one sum approxi- 
mately $48,000,000 as the “total amount applicable to capital stock 
of combined companies outstanding in the hands of the public,” in- 
cluding the capital stock of Atlas Corporation itself? Neither the 
circular letter containing the exchange offer nor any footnote to the 
“combined statement” as of April 30, 1932, revealed or even indi- 
cated the dollar amount of the net assets of the combined group of 
companies applicable to the shares of the subsidiary companies held 


66 Td., Commission’s Exhibit No. 1970. 

17 Td., Commission’s Exhibits Nos. 1958, 2001. 
1&8 Td., Commission’s Exhibit No. 1970. 

159 Thid. 
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by the public. And the public, as at June 3, 1982, still owned the 
greater portion of the assets of the combined companies. The “com- 
bined statement” as at April 30, 1932, also failed to reveal the actual 
existing asset value of Atlas Corporation’s common stock (which was 
the medium of exchange offered in most cases) although, as will be 
seen, the offering literature did indicate the asset value of the Atlas 
Corporation stock which would result if all the offers of exchange 
made on June 4, 1932, were accepted by stockholders of the controlled 
companies. 

Unlike the “combined” statement of condition as at December 31, 
1931, the “combined” statement as at April 30, 1932, was stated in 
the offering literature to be a pro forma statement; *®° that is, a state- 
ment which would indicate the financial position of Atlas Corpora- 
tion upon the happening of a certain contingency. The contingency 
upon which the “combined” balance sheet was based, however, was 


stated only in the following sentence contained in the offering let- 
tenses 

Using the combined statement of financial condition on page 2 as the base, 
but adjusting the item “Investments” to the market or bid prices of the securi- 
ties as of the date of this offer, there is an individual asset value of approxi- 
mately $7.30 per share for the approximately 3,900,000 shares of Common Stock 
of Atlas * * * Corporation, if all of the holders of capital stock outstand- 
ing at the date hereof of all the companies should accept the offer. 


The “combined statement” therefore was intended to indicate the 
financial condition of Atlas Corporation if all of its exchange offers 
were accepted. 

The $7.30 asset value for the Atlas Corporation common stock 
was a hypothetical figure. However, in the offering circulars sent to 
several of the nonleverage companies controlled by Atlas Corpora- 
tion it might have been interpreted as an actual asset value. For 
example, the exchange offer* sent to the stockholders of Aviation 
Securities Corporation stated : 

* * * In the case of your Company (Aviation Securities Corporation ) 
you would be exchanging a stock having an asset value substantially in excess 
of its present market value but having a comparatively narrow market and 
having no so-called “leverage” * * * for a stock (Atlas Corporation com- 
mon stock) which has a broader market and has a substantial “leverage” be- 
cause of its Preference Stock and which is quoted on the market at a lesser 
discount from asset value as indicated above. 


The only asset value mentioned for the Atlas Corporation common 
stock in the offering circular was the hypothetical figure of $7.30 per 
share. Since the market price of Atlas Corporation common stock 
was then $5 per share, the stock then was apparently selling at a 
discount from its hypothetical asset value stated in the offer. Actu- 
ally, the asset value of the common stock of Atlas Corporation on 
June 4, 1932, based on its own assets and evaluating its holdings of 


160 Thid. 

161 Thid. ° 

162 Ibid. The statement appeared in the June 4, 1982, exchange offer circulars sent to 
the stockholders of Chain Store Stocks, Inc., Ungerleider Financial Corporation and Secu- 
rities Allied Corporation (formerly known as Chatham Phenix Allied Corporation) (Ibid.) 

168 [@., Commission’s Exhibits Nos. 1970, 2001. 
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the securities of its subsidiary investment companies at their ulti- 
mate asset value, was $2.97 per share.°* The Atlas Corporation 
common stock therefore was selling on the market at a substantial 
premium over its existing asset value possibly due to some extent at 
least to the activity of Allied General Corporation in the market 
purchasing of such shares. 

The cardinal assumption made in the preparation of the Atlas 
Corporation pro forma “combined” balance sheet was that all of the 
exchange offers would be accepted, a fact unlikely of attainment. 
The exchange offers themselves stated “that it is not expected that 
all of the holders of shares of various companies will avail them- 
selves of the offers and it is only desired that those shareholders 
do so who believe the exchange will be to their advantage.” *°*° More- 
over, the pro forma combined balance sheet would not accurately 
reflect the condition of Atlas Corporation even if it obtaimed suffi- 
cient exchanges of its controlled companies’ stock to effect their 
merger, consolidation, or liquidation. Upon a merger or consolida- 
tion, some stockholders would demand the right to receive in cash 
the appraised value of their shares; on any dissolution of the con- 
trolled companies minority stockholders would be entitled to receive 
the pro rata share of the corporate assets. Finally, as this Commis- 
sion has said with reference to a similar combined balance sheet 
issued by The Equity Corporation, “the fact remains that the pro 
forma combined statement was predicated on the assumptions both 
that the exchange program would be completed within a reasonable 
time and that it would be accomplished on the basis of the ratios 
first proposed. In other words, it assumed completion of the ex- 
change program within such period of time that any material change 
in the value of the assets or the amount of the liabilities of the com- 
panies would be unlikely.” **7 However, Atlas Corporation contin- 
ued until the middle of 1933 to make exchange offers for the stock 
of the companies included in its June 4, 1932 offer and in several 
cases the terms of the offers were changed.*** 

Mr. Odlum, although conceding these difficulties were involved in 
the use of the pro forma combined statement, asserted that the “com- 
bined balance sheet” was approved by the accounting firm of Ly- 
brand, Ross Bros. & Montgomery and that the “combined balance 
sheet” was the only method of portraying to the stockholders of the 
Atlas Corporation’s controlled investment companies its financial 
condition in the event of the success of its exchange program.1° 


164 Tq., Commission’s Exhibit No. 2001. 

185 Furthermore, the propriety of the use of a pro forma financial statement in this 
situation is open to question. As this Commission has said elsewhere (op. cit. supra, 
note 10, pp. 256-7) : 

_ A pro forma balance sheet should be used only where the contingencies upon which 
it is based are reasonably certain to occur within a reasonably short period of time. 
It is evident that otherwise such a balance sheet is likely to create a definitely mis- 
leading picture. This is even more clearly the case where the contingencies upon 
which the balance sheet are based cannot occur. 

166 Op, cit. supra, note 2, Commission’s Exhibit No. 1970. 

167 Op. cit. supra, note 10, p. 258. 

163 Op. cit. supra, note 2, Commission's Exhibits Nos. 1970, 2001. 

169 Derived from supplementary information supplied the Commission for Atlas Cor- 
poration, 
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However, the combined balance sheet indicated only the maximum 
range of possible advantage to the holders of the subsidiary invest- 
ment company stocks who accepted the exchange offers. In addition 
to the combined balance sheet, no statement of the financial condi- 
tion of Atlas Corporation itself, based on its own assets and evalu- 
ating its holdings of the securities of its subsidiaries at their ulti- 
mate asset value, was included in the offering literature. Such a 
statement would have revealed the then actual asset value of Atlas 
Corporation’s common stock and would have indicated the dollar 
amounts of the assets in the combined statement then actually appli- 
cable to Atlas Corporation itself. The investor would then have 
before him the minimum as well as the maximum range of advan- 
tage in the acceptance of the Atlas Corporation’s offer. He would 
be enabled, by a simple calculation, to determine the extent of the 
public’s ownership interest in the combined assets, a fact of impor- 
tance in attempting to gauge the probability of the eventual success 
of the exchange program. Obviously, the greater the proportion of 
the total assets owned by the public, the less likely would be the 
complete success of the exchange program. The investor could also 
ascertain, if a statement of the financial condition of Atlas Corpora- 
tion alone had been included in the solicitation literature, that the 
complete success of the offers would more than double the asset value 
of the existing Atlas Corporation common shares,”? whereas in many 
cases even on the basis of $7.30 as the asset value of the Atlas Cor- 
poration common stock, exchanging stockholders of the controlled 
companies would suffer losses in asset value.2” 

The Equity Corporation, in connection with its offers of exchange 
made in 1933 for the shares of its controlled investment companies, 
Yosemite Holding Corporation, Chain & General Equities, Inc., Inter- 


0 As has been stated, the asset value of the common stock of Atlas Corporation as at 
June 4, 1932, was $2.97 a share. On the assumed complete acceptance of its exchange 
offers, the asset value of such common stock would have been $7.30 a share. 

1 Wor example, on June 4, 1932, the asset value for each share of the stock of Chain 
Store Stocks, Inc., was $7.60 a share (op. cit. supra, note 2, Commission’s Exhibit No. 
1970). In exchange for each share of Chain Store Stocks, Inc., Atlas Corporation offered 
four-fifths of a share of its common stock (ibid.). On the basis of an asset value of $7.30 
for a full share of Atlas Corporation’s common stock, the four-fifths of a share offered for 
each share of the stock of Chain Store Stocks, Inc., would have an asset value of $5.84, 
as against an asset value of $7.60 for each share of Chain Store Stocks, Inc. Moreover, 
the asset value of $7.60 per share of the stock of Chain Store Stocks, Inc., was based on 
the market value of its portfolio securities and as the exchange offer circular stated: 
“If the holdings of your company (Chain Store Stocks, Ine.) in affiliated investment 
trusts are appraised at their asset value rather than at market value, this figure (the 
per share asset value of Chain Store Stocks, Inc.) would be considerably increased.” 

Similarly, 314 shares of the common stock of Atlas Corporation, which on the basis of 
an asset value of $7.30 per share had an aggregate asset value of $25.55, were offered 
for each share of the stock of Ungerleider Financial Corporation which had an asset 
value of $28.75 a share (id., Commission’s Exhibit No. 1970). For the preferred stock 
of Federated Capital Corporation, having an asset value of $15.75 (ibid.), Atlas Cor- 
poration offered one-sixth of a share of its preference stock having a preference on liqui- 
dation of $50 a share for a full share of such stock, one-half share of its common stock 
having an asset value of $3.65 on the assumption that the full share had an asset value of 
$7.30, and a warrant to purchase three-fourths of a share of Atlas. Corporation common 
stock (ibid.). The total asset value of this unit of securities was $11.98 based on the 
assumption that Atlas Corporation’s common stock had an asset value of $7.30 a share. 


As has been stated, the asset value of Federated Capital Corporation’s preferred stock 
was $15.75 a share. 
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state Equities Corporation, and Allied General Corporation, also made 
use of “Combined Statements of Assets and Liabilities.” 1” 
_ Several of the pro forma “Combined Statements of Assets and. 
Liabilities” 17° of The Equity Corporation and its controlled companies, 
Allied General Corporation, Yosemite Holding Corporation, Chain & 
General Equities, Inc., and Interstate Equities Corporation, were certi- 
fied by Price, Waterhouse & Company.1"* These combined statements 
did not reveal clearly that, of the combined assets of approximately 
$5,500,000 owned by all of the companies including The Equity Cor- 
poration itself,1’® only $300,000 of such assets were allocable to the 
securities of The Equity Corporation ‘7° and the remainder of such 
assets were applicable to public investors who held the preferred stocks 
of the companies controlled by The Equity Corporation. In a foot- 
note to several of the combined statements, however, it was stated that 
substantially the entire assets of the combined companies were appli- 
cable to the stock of the subsidiary companies held by the public.’ 
Moreover, these combined statements were prepared by Price, Water- 
house & Company notwithstanding the fact that the accounting firm 
had refused to prepare a consolidated statement of financial condition 
for The Equity Corporation and its controlled companies on the ground 
that “in view of the outstanding capital stock held by outsiders we are 
of the opinion that the preparation of a consolidated balance sheet. of 
The Equity Corporation and the * * * four companies is not in 
accordance with good accounting practice.” And although the 
“combined statements” were indicated to be pro forma statements of 
the financial condition of The Equity Corporation if all of its exchange 
offers were accepted, both Rodney F. Starkey of Price, Waterhouse & 
Company and W. F. Best, the treasurer of The Equity Corporation, 
conceded that it was highly improbable that all of the exchange offers 
would be accepted by the stockholders of the subsidiaries of The Equity 
Corporation.*° Furthermore, Mr. Starkey conceded that the terms 
of the exchange offers would probably be changed from time to time 
with a consequent alteration in the number of shares of stock of The 
Equity Corporation which would have to be issued in such exchanges.1*? 
In other words, since the ultimate scope of The Equity Corporation’s 
exchange program and the details of its execution differed materially 
from those assumed in the preparation of the “combined statements,” 
such statements would not reflect even approximately the condition of 
The Equity Corporation at the conclusion of the exchange program. 
The Equity Corporation also included in its exchange offer circulars 
a “Statement of Combined Portfolio” *? of itself and its subsidiaries 
which suggested that The Equity Corporation itself possessed a large, 
well diversified portfolio. In fact, The Equity Corporation’s assets at 


172 See op. cit. supra, note 10, pp. 253-62. 

173 Op. cit. supra, note 79, Commission’s Exhibit No. 1174. 
174 Td., Commission’s Exhibits Nos. 1173, 1174. 
175 Thid. 

176 Td., at 11986-9. 

TONE ait AAO OTe 

78 Td., at 12001. 

1 Td., Commission’s Exhibit No. 1175. 

180Td., at 12014-5, 12030, 12045. 

181Td., at 120234. 

12 Td., Commission’s Exhibit No. 1178. 
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the inception of its exchange program consisted only of its holdings 
of 67% of the preferred, 70% of the Class A, and 72% of the common 
stock of Allied General Corporation and 61% of the common and 17% 
of the preferred stocks of Yosemite Holding Corporation.*** The se- 
curities listed in the “Combined Statement of Portfolio” belonged 
almost. exclusively to Interstate Equities Corporation, the negative 
asset value common stock of which was held by another subsidiary of 
The Equity Corporation.'*! The preferred stock of Interstate Equities 
Corporation which was 95% owned by the public **° would have been 
entitled to all of the company’s assets if it had been dissolved at the 
date that the “Combined Statement of Portfolio” was included in the 
exchange offer solicitation literature.**° Nevertheless, officials of The 
Equity Corporation, in answer to inquiries of stockholders of its sub- 
sidiaries, stated that “The Equity Corporation being a much larger 
corporation, its diversification of investments should work out to the 
advantage of the holders of the stock * * *.? 7% 


V. DISSOLUTION, MERGER, CONSOLIDATION, AND SALE 
OF ENTIRE ASSETS OF INVESTMENT COMPANIES 


A. Introduction 


The merger, consolidation, or sale of the entire assets of investment 
companies constitute the usual procedures for the absorption of the 
assets of such companies by other investment companies. An invest- 
ment company which has acquired a sufficient amount of the stock of 
another to effect its formal dissolution under applicable law, is enabled 
by these methods to absorb its proportion of the assets of the dissolved 
company. Although these procedures (mergers, consolidations, and 
dissolutions) are alike in that they accomplish the absorption by one 
company of the assets of another, they differ in important details 
which may seriously affect the rights of the stockholders of the com-_ 
panies involved. 

A “merger” is defined as the absorption of one or more corporations 
by an existing corporation which survives, the other constituent cor- 
porations being extinguished. On the other hand, “consolidation” 
involves the union of two or more corporations to form a new corpora- 
tion, all of the constituent companies being extinguished in the proc- 
ess. In both cases, one corporation emerges which owns all of the 
assets of the former companies. A similar result may be obtained by 
the sale of all the assets of one company to another either for cash or 
the securities of the purchasing corporation. In this situation, how- 
ever, the existence of the selling corporation is not per se terminated 
by the sale. Usually, however, particularly where the consideration 
for the sale has been the securities of the purchasing corporation, 


183 Td., at 10710—2 and Commission’s Exhibit No. 1175. 

184 Tq., at 11989-91. 

185 Td., Commission’s Exhibit No. 1175. 

186 Td., at 11989-91. 

187 Td., at 10710-12 and Commission’s Exhibit No. 1035. 

115 Fletcher, Cyclopedia Corporations, 1932, § 7041; Ballantine, Manual of Corpora- 
tion Law and Practice, 1930, § 240; Lee v. Atlantic Coast Line R. R. Co., 150 Fed. 775, 
Ter (CLC, & Co 190S). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 141] 


formal dissolution proceedings are thereafter taken to dissolve the 
selling corporation.? 

The ultimate result of all of these procedures is the concentration of 
the assets of one or more formerly independent companies in one of 
the old companies or in a new company. Securities of the successor 
company are issued for the securities of the old companies. In the 
achievement of this result, a nonjudicial reorganization of the rights, 
privileges, and financial position of the stockholders of the various 
companies is accomplished. 


1. ABSENCE OF REQUIREMENTS OF FULL DISCLOSURE 
OF PLANS 


These voluntary reorganizations are at present to a substantial ex- 
tent unregulated and unsupervised by any judicial or administrative 
agency. ‘The registration and prospectus provisions of the Securities 
Act of 1933 ordinarily are not applicable to mergers, consolidations, 
or sales of assets effected pursuant to the provisions of the typical 
state statutes.° Section 14 of the Securities Exchange Act of 1934 
empowers the Commission to make rules and regulations for the solici- 
tation by the use of the mails or the facilities of interstate commerce 
of proxies, consents, and authorizations in connection with dissolu- 
tions, mergers, consolidations, and sales of all the assets of corpora- 
tions only in the case of securities listed on national securities 
exchanges. 

However, a great number of investment companies have no secu- 
rities listed on national securities exchanges. At the end of 1936 only 
103 investment companies of all types had one or more of their secu- 
rities listed on an exchange. These companies possessed total assets 
valued at market at approximately $2,696,000,000. On the other hand, 
388 investment companies of all types owning assets valued at 
$1,769,000,000 had none of their security issues listed on national secu- 
rities exchanges. At the same year-end 99 management investment 
companies with total assets of approximately $2,636,000,000 had one 
or more security issues listed on securities exchanges. In contrast, 305 
of such companies controlling assets of approximately $1,646,000,000, 
had none of their securities admitted to trading on any stock ex- 
change.* Thus, investors in investment companies owning a substan- 
tial amount of the total assets of the investment company industry 
may be without the complete protection of either the Securities Act 
of 1933 or the Securities Exchange Act of 1934 in connection with the 
merger, consolidation, or sale of the assets of their companies. Nor 
do state statutes in general make any provision for the supervision 
of the solicitation material used to procure stockholder consents to 
mergers, consolidations, and sales of entire corporate assets.° 


See the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees (1938), Part VII, 
pp. 557, 579, et seq. 

’ See note 5 to the Commission's “Rules as to the Use of Form E—1 under the Securities 
Act of 1983 for Securities in Reorganization.’ 

*See Part Two (House Doc. 70, 76th Cong.), Ch. IV, Table 84, p. 280. 

5 Many state securities acts exempt from their provisions securities issued in connec- 
tion with mergers, consolidations, and sales of the corporate assets. (See, e. g., Ala. Rev. 
Code § 9880; Fla. Laws (1931 ¢. 14899 § 5; Hawaii Rev. Laws (1935) § 7335; Idaho 
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29. SCOPE OF STATE REGULATION OF MERGERS, CON- 
SOLIDATIONS, AND SALES OF ASSETS 


The provisions of the general incorporation laws of the various 
states,° under which investment companies and all other types of 
corporation, other than banks, insurance companies, public utility 
companies, railroads, etc., are generally created, usually prescribe the 
procedure for the legal effectuation of a dissolution, merger, consolida- 
tion, or sale of the corporate assets. Although the various state stat- 
utes differ in details vital to investors, such as the percentage of voting 
securities required to sanction mergers, consolidations, and sales of 
assets, the power of normally nonvoting security holders to vote on 
the question of the absorption of their assets by another company, and 
the privilege of dissenting security holders to receive an appraised 
value of their securities,” these state statutes present a fairly uniform 
procedure. In general, the various state laws vest the corporate direc- 
tors with the power, in the first instance, to determine whether or not 
any of these procedures shall be followed. The directors alone have 
the power to determine initially whether it is desirable to dissolve 
the corporation, to merge or consolidate it with, or sell its entire 
assets to, another corporation. The directors alone also usually nego- 


tiate the terms of merger or consolidation or the agreement for the | 


sale of the corporate assets. Thereafter, the decision of the directors 
and the terms of the merger, consolidation or sale of assets are submit- 
ted for the approval of stockholders owning a prescribed proportion 
of the corporate securities entitled, under the statutes, to vote upon 
the proposal. Moreover, in most states where the mergers, consolida- 
dations, and sales of the entire assets of corporations are regulated by 
statutes, in the case of a merger or consolidation dissenting sharehold- 
ers of the corporations involved, and, in the case of a sale of assets the 


dissenting stockholders of the selling corporation, have the privilege, 


if the technical procedure of the statutes is complied with, to receive 
in cash an appraised value of their securities in the absorbed com- 
panies.® 


Code (1932) § 25-1602; Mich. Comp. Laws § 9773; N. C. Code (1931) § 3924 (d). Only 
in West Virginia are securities issued in connection with a merger, a recapitalization, a 
rearrangement of capitalization, a reorganization “‘or any other plan or proposal for the 
readjustment of the finances” of a corporation required to be registered (W. Va. Code 
(1931) ¢. 82, Art. 1, § 11), although in Iowa securities issued in connection with mergers 
and consolidations are exempt, subject to the approval by the secretary of state of any 
proposed plan of consolidation or merger (Iowa Code (1935) c. 3938, § 8581). WBarle 
Bailie, the chairman of the board of directors of Tri-Continental Corporation, in his 
testimony indicated the necessity for “disclosure of all pertinent information in connec- 
tion with charter amendments, * * * mergers, acquisitions, and reorganizations 
when submitted for approval of shareholders’ (Public Examination, Tri-Continental Cor- 
poration, at 18767). 

6 See Parker Corporation Manual, 1938, passim. 

7 See the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees (1938), Part 
VII, Appendix B, Secs. II, III, and IV, p. 526 et seq. 

8Ibid. See, e. g., Md. Code Ann. (Flack Supp. 1935), Art. 28, §§ 33-35. 
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3. NONREGULATION OF SALES OF ASSETS OF “MASSA- 
CHUSETTS” BUSINESS TRUSTS 


The state statutes, however, usually relate only to corporations.® 
No provision is made for the dissolution, merger, or consolidation of 
business trusts (also known as common law or “Massachusetts” 
trusts) ,° a form of organization adopted by many investment enter- 
prises. As of December 31, 1936, the 152 investment companies in 
existence with assets in excess of $500,000 included 20 business trusts 
or “Massachusetts” trusts owning assets valued on a market value 
basis at approximately $218,000,000, the equivalent of 12.2% of the 
total assets of all 152 companies. The power of these trusts to be 
dissolved, or sell their assets to other trusts or corporations, is found 
only in their trust indenture. Normally, the trust indenture is pre- 
pared by the management of the trust and reflects the attempt of 
the sponsor and trustees to secure the broadest possible latitude in 
the administration of the trust’s assets. As a consequence, such trust 
indentures usually permit the trustees to terminate the trust’s exist- 
ence and sell its assets to another trust or corporation without the 
sanction or prior approval of the certificate holders. Thus, of the 
20 investment companies of the “Massachusetts” trust type with assets 
in excess of $500,000 each on December 31, 1936, 14 were terminable 
by the action of their trustees alone. In only five cases was notice 
of termination required to be given to the certificate holders. In 
only two trusts were the certificate holders given a voice as to the 
trust’s termination, and in these cases the trust was terminable only 
with the consent of the holders of 75% of the outstanding certificates. 
As an incident of termination, most of the trust indentures permit 
the trustees alone, without the prior approval of the certificate 
holders, to transfer the entire trust assets to another trust or cor- 
poration for either cash or the securities of the purchasing trust 
or corporation. The indenture of Massachusetts Investors Trust, 
which is typical, provides: 1” 

* * * The power * * * is hereby expressly vested in the Trustees 
in their discretion to terminate the Trust * * * by an instrument in writing, 
setting forth such termination, signed by all of the Trustees * * * and by 
notifying all the shareholders of record of such termination. 

Upon ‘the termination of this Trust either by expiration or otherwise, the 
Trustees in their discretion may: (a) Convey the fund to new or other Trustees 
or to a Corporation * * * and distribute the proceeds received there- 
frome ees. 


® However, in 1937 the Delaware legislature amended its general corporation law to 
permit the merger or consolidation of a corporation incorporated in Delaware with joint 
stock associations, unincorporated associations, and trusts having outstanding shares of 
stock or other evidences of financial or beneficial interest therein (Del. Rev. Code (1935) 
C 65, Section 59-B). Under the statute, certificate holders of business trusts merging 
or consolidating with a Delaware corporation, who dissent to the merger or consolidation, 
are entitled, if the statutory procedure is followed, to receive in cash an appraised value 
of their certificates (ibid.). 

10For a brief discussion of ‘Massachusetts’ type investment trusts, see Part One of 
this report (House Doc. No. 707, 75th Cong.), p. 23. 

tt See Part Two (House Doc. No. 70, 76th Cong.), Ch. II, Table 26, p. 125. 

Reply to the Commission’s questionnaire for Massachusetts Investors Trust, Pt. I, 
Hxhibit 25 p. 23: 


1414 SECURITIES AND EXCHANGE COMMISSION 


Thus, the certificate holders of the business or “Massachusetts” 
trust type of investment company have no voice in a possible reor- 
ganization of their company by a conveyance of its assets to another 
investment trust or company. Nor do they have the right usually 
accorded to stockholders of corporations in the same situation, to 
secure an appraised value of their shares in cash.” 


4. CONFLICTS OF INTEREST IN MANAGEMENT 
PREPARED REORGANIZATION PLANS 


Obviously, the state statutes contemplate the use of these procedures 
only when, in the opinion of an independent unbiased management, 
they are in the best interest of the corporation and its stockholders. 
The statutes presume that the directors of the several corporations 
involved in negotiations for a merger, consolidation, or a sale of assets 
are acting at arm’s length in an endeavor to secure the best possible 
bargain for their respective stockholders. Where, however, several 
corporations are under common control and the managements of sub- 
sidiary corporations are in effect the mere nominees of the con- 
trolling corporation, the possibility of a dissolution, merger, con- 
solidation, or sale of the assets of one or more of the subsidiary 
corporations which is disadvantageous to minority stockholders 
becomes apparent. Such common control may be the result of in- 
vestment company acquisition campaigns. One essential step in 
such campaigns is the elimination of independent representation of 
stockholders of the acquired companies by inducing, by methods 
which have already been described, the former managements of such 
companies to relinquish control to the acquiring corporation. 
Thereafter, the terms of the exchange offers and the terms of the 
eventual merger or consolidation are fixed solely by the controlling 
company. Minority stockholders are without unbiased representa- 
tives to negotiate the terms of either exchange offers or merger 
agreements. In this situation the intent and spirit of the state 
merger and consolidation statutes may be substantially nullified. 
Indeed, where exchange offers are used as a preliminary to an even- 
tual merger, consolidation, or dissolution, such offers in themselves 
constitute essentially the terms upon which the security holders will 
be permitted to retain a permanent investment in the assets of their 
their former companies. The merger, consolidation, or dissolution 
of their companies following the exchange offers usually is merely a 
formal legal procedure for eliminating those stockholders who have 
not exchanged or sold their securities to the controlling company. 

Nor are the cases in which common contro] exists the only situa- 
tions in which a conflict of interest adverse to minority stockholders 
may obtain. When the managements of investment companies hold 
securities of a class different from those held by the public, an 
antagonism of interests may occur which may be reflected in a 
merger or consolidation plan favorable to the management’s securi- 
ties at the expense of the public’s holdings. Or the plan may openly 
or secretly provide special consideration or treatment to the man- 
agers or sponsors in consideration of their agreement to approve a 


13 See, however, note 9, supra. In only rare cases do the certificate holders of ‘“‘Massa- 
chusetts” trusts have the right to vote on any trust matter. 
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plan which may be detrimental to the stockholders of their com- 
pany. Managements may be accorded more advantageous treat- 
ment by the acquiring company than may subsequently be given to 
public holders of the same securities; they may be promised a con- 
tinuance of the brokerage business or a participation in the future 
underwriting of additional securities of the combined company or 
of companies controlled by such company. They may receive, in 
addition, secret commissions for soliciting acceptance of the merger 
or consolidation plan by the stockholders of their companies. In 
addition, undisclosed agreements providing for more advantageous 
terms may be made with influential or large security holders who, 
while not connected with the management of their company, have 
sufficient voting strength to block a proposed merger or consolida- 
tion. Finally, the purpose of the merger or consolidation may be 
to increase the management’s control of industrial or financial corpo- 
rations, a purpose which may not be compatible with the interests 
of stockholders. 


5. ABSENCE OF INDEPENDENT APPRAISAL OF PLANS 
PRIOR TO SUBMISSION TO STOCKHOLDERS 


Notwithstanding the possibilities of abuse inherent in the prepa- 
ration of plans of merger or consolidation of investment companies 
by managements whose interests may be adverse to those of stock- 
holders, or of a particular class of stockholders, few state and no 
federal laws make any provision for an independent appraisal of 
the fairness of such plans to all parties in interest by any adminis- 
trative or judicial body, prior to the submission of the plan to a 
stockholders’ vote. 

The possibilities of abuse inherent in the fact that plans of merger 
or consolidation are prepared by managements whose stock and 
other interests in the company may conflict with those of the public 
stockholders, are indicated in the testimony of O. Kelley Ander- 
son, president of Consolidated Investment Trust. This investment 
company had been formed on October 17, 1933, as a consolidation 
of The Kidder Peabody Acceptance Corporation, Kidder Partici- 
pations, Inc., Kidder Participations, Inc., No. 2, and Kidder Par- 
ticipations, Ine., No. 3, all of which were sponsored prior to 1931 by 


1 See the cases discussed supra, Sec. III. 

In only three states, Iowa, West Virginia, and South Carolina, is there provision made 
for the submission to the scrutiny of an administrative body of plans of reorganization, 
recapitalization, or for a merger or consolidation. The Jowa Securities Act exempts from 
registration securities issued in connection with a merger or consolidation subject to the 
approval by the Iowa Secretary of State of any proposed plan of merger and consolida- 
tion. The Secretary of State is empowered to demand information necessary to assist 
him in determining that such plans comply with the Iowa Securities Act (Iowa Code 
(1935), ¢c. 898, § 8581). The West Virginia Securities Act requires registration of secu- 
rities proposed to be issued in connection with a reorganization, recapitalization, merger. 
rearrangement of captalization, or any other plan or proposal for the readjustment of the 
finances of a corporation, and empowers the State Securities Commissioner to require any 
change to be made in such plans as he deems necessary for the protection of the interests 
of investors (West Virginia Code (1931), ¢c. 382, Act 1, 311). The South Carolina law 
empowers the State Insurance Commissioner to hold hearings upon and to approve the 
fairness of the terms and conditions of any plan of reorganization or recapitalization of 
any corporation organized, domiciled, or having its principal place of business within the 
state (South Carolina Securities Act, Laws 1936; Act No. 768, § 11). 
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Kidder, Peabody & Co., a Boston investing banking house.” In 
1931, Kidder, Peabody & Co. was reconstituted and terminated its 
management of these corporations.’ The new directors, however, 
headed by Roger Amory,'* were the same for all four companies 
and acquired substantial interests in the various securities of these 
companies.® The assets of all four corporations consisted essen- 
tially of holdings of then unmarketable securities 20 of companies 
for which Kidder, Peabody & Co. had been or were the bankers.** 
The value placed on these securities for the purpose of the consoli- 
dation would directly affect the value of the securities of the vari- 
ous companies and form the basis for the terms of the consolida- 
tion. Although it is not to be implied that the consolidation was 
unfair,2? Mr. Anderson testified with reference to the preparation of 
the plan of consolidation of these four companies, as follows: ** 


Q. Did you participate in the formulation or the promulgation of the terms 
of the consolidation? 

A. Well, I had something to do with them. I was just working on them 
as an officer of the corporation. 

Q. Now, as I see it, these Participations corporations and the Acceptance 
Yorporation had a very substantial part of their funds invested in these 
illiquid, concentrated special situations. 

A. That is right. 

Q. Who appraised these situations in order to determine the ratios of ex- 
change of the securities? 

A. The officers and directors did. At the time we were determining whether 
we would consolidate or not. The main difficulty with any consolidation was 
coming to any correct basis for exchange; that is, allocation of any stock be- 
tween the four companies, and we considered whether we should have a 
stockholders’ committee do that, whether we should do it directly on the 
basis of an auditor’s report, or whether we should use the best judgment of 
the officers and directors. They seriously considered all three and thought 
the best thing to do was to use the best judgment of the officers and direc- 
tors. There were so many special situations in there that you would have 
an entirely different idea of appraising them than I would—the stockholders 
would have one idea and the auditors another idea. 

Q. So that there was no independent body which passed on the merits, fair- 
ness, or equality of the plan, except that there was a stockholders’ meeting 
called. 

A. Yes; and numerous stockholders came in and talked to us about it. 

Q. Well, did the new officers and directors have substantial security posi- 
tions in these companies? 

A. Yes. 


16 Public Examination, Consolidated Investment Trust, at 20109-13. 

iwJTd., at 20105, 20171. 

17d. at 20171-2. 

197d. at 20186. For example, Roger Amory, one of the directors, owned or represented 
“$151,500 worth of the Class ‘B’ preferred stock of the Acceptance Corporation; $2,000 
of securities preferred stock of the Acceptance Corporation; $4,500 of preferred stock of 
Kidder No. 1 and 200 shares of common stock of Kidder No. 3” (id., at 20196). 

2Td., at 20186. 

217d., at 20141-69. 

22'The record indicated that the terms of the consolidation were based on the relative 
asset values of the various cOmpanies which were consolidated to form Consolidated 
Investment Trust. 

23 Op. cit. supra, note 16, at 20185-7. 


We in ee a a a a ae eae, ia ae ae: 
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Q. Their security position was not equal in each class of security, was it? 

A. No. 

Q. So that they had a pecuniary interest in the basis of exchange, in that, 
depending upon the ratio that was fixed. 

A. That is right, but I think that was subordinate to their idea of fairness 
to everyone. 

Q. That is assuming that a person has that happy faculty of being so sacri- 
ficial that he is willing to make a pecuniary sacrifice in the interest of abstract 
fairness. 

A. All these men had the idea of doing a good thing for the community and 
not the idea of personal gain. 

Q. But it is a fact that their holdings were such that they either stood to 
lose or gain upon the ratio fixed for each class of securities. 

A. That is true of any consolidation. 

Q. It is true of any consolidation provided it is not submitted to some im- 
partial, independent body to pass upon. 

A. In connection with that, I would like to point out that under Massa- 
chusetts law, any stockholder who objects to any consolidation has the right 
to file an objection and have his stock appraised and receive cash for the 
same. 

Q. That is all predicated upon the assumption that he has the requisite 
amount of legal training and is conscious of the existence of those provisions. 

A. We knew that many of them did not know that and we told them about it. 


The acquisition by General Investment Corporation, through the 
medium of an exchange offer of securities, of nearly all of the stock 
of United States & Overseas Corporation, is also illustrative of the 
conflicts of interest which arise between the management and the pub- 
lic stockholders of an investment company in the preparation of plans 
for the merger or consolidation of their company with another 
company. 

General Investment Corporation, which was originally known as 
The Public Utility Holding Corporation of America, was incorpo- 
rated in Delaware on September 5, 1929, under the sponsorship of The 
Harris Forbes Corporation, an affiliate of Harris, Forbes & Co., invest- 
ment bankers, and United Founders Corporation and its subsidiary, 
American Founders Corporation.24 By September 1930 General In- 
vestment Corporation had issued approximately 3,000,000 shares of 
common stock for proceeds of approximately $54,000,000,?* and 500,000 
shares of Class A stock for proceeds of $6,250,000.2 All of the Class 
A stock, which at all times was entitled as a class to cast a vote equal 
to 6643% of the number of shares of common stock outstanding,?” 
was acquired by the sponsors of General Investment Corporation, 
The Harris Forbes Corporation, and the United Founders Corpora- 
tion group of investment companies.?® All of the directors and 


*4 Public Examination, American General Corporation, Commission’s Exhibit No. X3423. 


On July 21, 1933, the name of the corporation was changed to General Investment 
Corporation. 


*° See Ch. II of this part of the report, pp. 497-623. 
*° Public Examination, American General Corporation, Commission’s Bxhibit No. X3424 
(pyet2)F 


*7Id., Commission’s Exhibit No, X3423-I. The common stockholder was entitled to one 
yote per share. 


*SId., Commission’s Exhibit No. X3424 (p. 12). 
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officers of General Investment Corporation were representatives of 
The Harris Forbes Corporation and the United Founders Corpora- 
tion group of investment companies.” 

In January 1929 The Harris Forbes Corporation and the United 
Founders Corporation group of investment companies had also partici- 
pated in the formation of United States Overseas Corporation,*° 
which had been organized to extend intermediate credits to foreign 
industries, particularly in Germany.*! By September 1930, United 
States & Overseas Corporation had issued 750,000 shares of common 
stock for proceeds of $19,200,000 *? and 300,000 shares of Class A com- 
mon stock for $3,000,000.2 The common stock was entitled to a pri- 
ority in liquidation to an aggregate of $19,200,000, an amount equal 
to the proceeds of the sale of this stock, but enjoyed no priority in 
dividends nor did it share in undivided profits on liquidation.** The 
Class A stock was entitled to 3314% of the combined voting power of 
both classes of stock and was junior to the common only on lquida- 
tion.2® As will be discussed later, both The Harris Forbes Corpora- 
tion and the United Founders Corporation group of investment com- 
panies held large blocks of both classes of stock of United States & 
Overseas Corporation. 

By November 1930 United States & Overseas Corporation had in- 
vested approximately $14,000,000 in “intermediate credits” to German 
companies.*® By the autumn of 1930 the investment quality of Ger- 
man “intermediate credits” was at least questionable. F. S. Bur- 
roughs, president of General Investment Corporation, testified that 
it was possible that General Investment Corporation “would not have 
looked for more German credits at that time.” *7 

However, Harris, Forbes & Co., in September 1930, were of the opin- 
ion that the German credits held by United States & Overseas Corpo- 
ration were sound investments.** Harris, Forbes & Co., therefore, 
adopted the suggestion of the Deutsche Bank,® one of the sponsors ot 
United States & Overseas Corporation, that that corporation be com- 
bined with General Investment Corporation on the ground that there 
would be “less companies.” #° To accomplish this combination, Gen- 
eral Investment Corporation, on September 8, 1930, offered to ex- 
change (a) a package consisting of 3 shares of its preferred stock, | 
5 shares of its common stock, and warrants to purchase 7 shares of its 


2Jd., Commission’s Exhibit No. X38762. 

30Td., at 25356, 25366, and Commission’s Exhibit No. X3959. 

31Td., at 25356. 

22 1d., Commission’s Exhibit No. X3960. 

33 Tbid. 

%4Td., Commission’s Exhibit No. X3959. 

35: Tbid. 

36 Td., Commission’s Exhibit No. X3966, A-—2. 

37Td.. at 25469-70. James Warburg, a director of American and Continental Corpora- 
tion, another of the United Founders Corporation group of companies which had exten- 
sively lent its funds to German industry, stated that the competition among yarious 
banking houses making German loans had caused a decline in the attractiveness of such 
investments, and, in fact, that by the autumn of 1930 German credits had saturated the 
American market. Moreover, he stated that growing political unrest in Germany was 4a 
factor then affecting the value of German loans (id., Commission's Exhibit No. X4246, 
DS AS, B05 Bil) 

ESIC, Ae Pawo, 

39Td., at 25467. 

40 Tbid. 
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common stock for each 10 shares of United States & Overseas Corpora- 
tion common stock, and (b) 5 shares of its preferred stock and war- 
rants to purchase 24 shares of its common stock for each 24 shares of 
United States & Overseas Corporation’s Class A stock.*! Eventually 
General Investment Corporation acquired all the Class A stock and 
97% of the common stock of United States & Overseas Corporation as 
a result of this offer plus some small cash purchases. 

The ratios and classes of securities to be exchanged were determined 
by representatives of The Harris Forbes Corporation and of the United 
Founders Corporation group,*? at a time when these organizations 
controlled General Investment Corporation and were the principal 
sponsors of United States & Overseas Corporation. Both The Harris 
Forbes Corporation and the United Founders Corporation group had 
a substantial pecuniary interest in the terms of the exchange because 
of their ownership of blocks of the Class A stock and common stock 
of United States & Overseas Corporation and their ownership of 
blocks of Class A stock and common stock of General Investment 
Corporation. On September 8, 1930, the United Founders Corpora- 
tion group owned 75,000 shares of the Class A and 173,221 shares of 
the common stock of United States & Overseas Corporation, and 
250,000 shares of the Class A and 743,586 shares of the common stock 
of General Investment Corporation; ‘¢ The Harris Forbes Corpora- 
tion held 36,667 shares of the Class A and 03,125 shares of the com- 
mon stock of United States & Overseas Corporation, and 250,000 shares 
of Class A and an unknown amount of common stock of General 
Investment Corporation.* 

The terms of the exchange offers were apparently favorable to the 
holders of the securities of United States & Overseas Corporation, 
particularly to the holders of the Class A stock of United States & 
Overseas Corporation, more than one-third of which was held by The 
Harris Forbes Corporation and the United Founders Corporation 
group of investment companies. The exchange for the common stock 
of United States & Overseas Corporation was made on an equal asset 
value basis.*° For the purposes of the exchange, the intermediate 
German loans, which constituted about two-thirds of the assets of 
United States & Overseas Corporation, were valued at. their cost.*7 
However, the preferential value in liquidation of the preferred stock 
which was exchanged by General Investment Corporation for the 
Class A stock of United States & Overseas Corporation was sub- 
stantially in excess of the liquidating value of the Class A stock 


411d., at 25464. 

42Td., Commission’s Exhibits Nos. X3966—A, X4111. 

43'The terms of the exchange were negotiated by E. Carlton Granbery of Harris, Forbes & 
Co. acting on behalf of United States & Overseas Corporation, and Frederick Burroughs 
of Harris, Forbes & Co., and George Devendorf of the United Founders Corporation group 
acting on behalf of General Investment Corporation (id., at 25468). 

#JTd., Commission’s’ Exhibits Nos. X3927, X3424 (p. 27). 

*Td., Commission’s Exhibit No. X3424 (p. 71). The Harris Forbes Corporation 
allotted the common stock of General Investment Corporation to its own stockholders. 
Their disposition of the stock is for the greater part unknown to the Commission although 


Mr. Burroughs testified that the stock was allotted subject to a sales restriction agree- 
ment. 


46Td., at 25465-6. 

‘7 As at November 30, 1930, net assets of United States & Overseas Corporation totaled 
$20,965,531, of which approximately $14,500,000 represented the face value of loans 
made to German and other foreign companies (id., Commission’s Exhibit No. X3966). 
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received. The 62,500 shares of its cumulative preferred $3 dividend 
shares with a liquidating preference in assets of $8,593,750 issued by 
General Investment Corporation *® exceeded the then liquidating 
value of the 300,000 shares of Class A common stock of United 
States & Overseas Corporation received in exchange for this Gen- 
eral Investment Corporation preferred stock. Although The Harris 
Forbes Corporation and the United Founders Corporation had a sub- 
stantial investment in the stock of General Investment Corporation, 
this exchange resulted in burdening the public holders of the com- 
mon stock of General Investment Corporation with an excessive cost 
for the Class A stock of United States & Overseas Corporation pur- 
chased from the management of General Investment Corporation 
and from others associated with them in the sponsorship of the 
United States & Overseas Corporation. Mr. Burroughs testified : * 


Q. The figures that we have here, Mr. Burroughs, indicate, and we will let 
you figure them out for yourself if there is any question ‘about it, that the 
common shares of U. 8S. & Overseas had a liquidating value of $25.60, and 
that left a stated value of about $9.79 per share of Class A. 

A. What date was that? 

Q. This was November 30th, 1930. 

A. That $25.60 figure that you have is familiar to me. I seem to remember 
that. 

Q. That is the preference in value over Class A. 

Q. Now, if the stated value and surplus and undivided profits of U. Ss. & 
Overseas were $22,000,000, and there were 750,000 shares of common, that 
would have left a value of $9.79 per share of Class A on liquidation. Now, 
if a block of 24 shares of Class A would accordingly have $234.96, that is 24 
times $9.79 for this block, the Class A shareholders received five shares of 
P. U. H. [Public Utility Holding Corporation, subsequently known as General 
Investment Corporation] preferred, which was entitled on liquidation to $57.50, 
which was a total of $287. 

A. The par was $50. It was only entitled to $57.50 at most on liquidation, 
but we only figured the par value, because that is the basis. 

Q. Yes; I realize that there might have been some reason. I was just 
pointing out there was a difference in liquidating value of about $50 on the 
24 shares of Class A over what they had had in U. S. & Overseas. 

A. Well, we had to make some inducement over their bare asset value. 

Q. So your idea was, as far as this offer of exchange to U. S. & Overseas, 
was an offer the P. U. H. wanted very much to go through, that inducement 
had to be made to U. S. & Overseas stockholders? 

A. Yes; P. U. H. was anxious to do it because it increased our assets, in- 
creased the resources of the company, made it larger, and we were at that 
time anxious to have more capital. 

Q. Mr. Burroughs, my attention is called to the fact that at a subsequent 
time the P. U. H. Corporation wrote down its portfolio $2,548,502.90 to adjust 
the U. S. & Overseas holdings to their asset value. Do you recall anything 
about that? 

A. That was quite a bit later, wasn't it? 

Q. It was quite a bit later? 

A. Yes. 


48 Td., Commission’s Exhibit No. X3423-5b (p. 10). 
491d., at 25470-2. 
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Q. But it does show there was an excess over asset value, the price at which 
it was taken over? ; 

A. I think quite probably there was an excess even at the time of the 
exchange, * * *, 


Any dilution in the asset value of the sponsors’ holdings of Gen- 
eral Investment Corporation common stock as a result of the ex- 
change was, to some extent at least, compensated by the fact that 
they received 87,976 shares of the preferred stock of General Invest- 
ment Corporation having a total preferred liquidating value of 
$5,058,620,°° in exchange for their United States & Overseas Corpo- 
ration common and Class A stock.* . 

United States & Overseas Corporation was subsequently liquidated 
by the surrender of its capital shares held by General Investment 
Corporation in exchange for its assets valued at cost. General In- 
vestment Corporation recorded a loss of $2,886,221.16 on its holdings 
in United States & Overseas Corporation shares by the time United 
States & Overseas Corporation was liquidated in May 1934.* 

In addition, losses of $6,885,386.50 were eventually sustained by 
General Investment Corporation on German credits which it acquired 
from United States & Overseas Corporation.® 

Apparently in recognition of the fact that the statutes, by confining 
to corporate managements alone the power to fix the terms of mergers, 
consolidations and sales of corporate assets, may result in overreaching 
of the stockholders by managements, state laws in many cases permit 
shareholders dissenting from merger plans to receive an appraised 
value of their shareholdings in cash. However, the state laws are not 
uniform in this respect. Thus, only 26 of the 81 states which 
authorize corporations by general statute to merge or consolidate 
upon approval of a specified number of stockholders, provide ap- 
praisal rights for dissenters. Similarly, only 25 of the 40 states 
(including the District of Columbia), having statutes permitting the 
sale by a corporation of all its assets, extend appraisal rights to dis- 
senting stockholders. And in 8 (including Delaware) of the 80 states 


50 Td., Commission’s Hxhibit No. K3424 (p. 71). 

‘1Tbid. The Class A stockholders of United States & Overseas Corporation received a 
completely preferred position in General Investment Corporation, and the common stock- 
holders of United States & Overseas Corporation, including the United Founders Corpora- 
tion group and Harris, Forbes & Co., received in return for their stock a preponderantly 
preferred position in General Investment Corporation. For each 10 shares ef their common 
stock in United States & Overseas Corporation having a total asset value of $265 (id., 
Commission’s Exhibit No. X3966, p. 3), General Investment Corporation issued in addition 
to common stock 3 shares of its preferred stock having a liquidating preference of $172.50. 
Mr. Burroughs testified (id., at 25473) : 


Q. Then what happened actually was that these persons who held a junior interest 
in U. S. & Overseas, were given a senior interest in Public Utility Holding Corpora- 
tion, and at a price in excess of the asset value that they turned in? 

A. To both classes of U. S. & Overseas we gave them senior securities of P. U. H. 
[Public Utility Holding Corporation, subsequently known as General Investment 
Corporation]. We considered it just as though we were buying the portfolio from 
them, just as though we were buying the portfolio from U. S. & Overseas. 

Q. That was the reason for giving them this senior stock? 

A. That is correct; yes. 

Q. However, that technique does not admit of this situation at a time when pos- 
sibly matters cannot be settled in case that a person is given a junior interest in one 
corporation, if he is an insider, will be given a senior interest in another corporation 
by an allied group and thereby taken from an unpreferred into a preferred position ? 

A. Well, he might have received cash, which would be definitely senior. 


52Td., Commission’s Exhibit No. X4111. 
8 JTd., Commission’s Exhibits Nos. X3970, X3424 (p. 61, et seq.). 
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which authorize both merger (or consolidation) and sale of assets 
by action of the majority stockholders, provisions are made for 
appraisal in the case of merger or consolidation but not sale of assets, 
while one state provides for appraisal in the event of a sale of assets, 
but not in the case of merger or consolidation.” 

Asa result of this diversity in state laws, stockholders in particular 
states may be substantially without protection against unfair plans of 
merger, consolidation, or sale of assets. And where appraisal rights 
in a particular state are not accorded in all of these procedures, 
managements proposing unfair plans have an opportunity to resort to 
that procedure which will be most advantageous to themselves and 
perhaps least advantageous to the stockholders. Thus, in Delaware, 
the situs of incorporation of approximately half of the existing In- 
vestment companies,** stockholders dissenting to a plan of merger or 
consolidation ®° have a right to an appraisal; on the other hand, no 
appraisal rights are granted in the case of a sale of assets, a procedure 
which will accomplish the same ends as a merger or consolidation.” 
Obviously, managements of Delaware corporations will tend to utilize 
the sale of assets technique. Later in this section there will be 
described instances of the conscious adoption of the sale of assets 
procedure in order to avoid payment of appraised valuations of 
dissenting stockholders’ securities. 

Even where obtainable, the remedy by appraisal is an inadequate 
one. The statutes do not require that stockholders be informed of 
their right of appraisal.** In many cases, therefore, the stockholders 
may be unaware of the existence of the right. Even if stockholders 
are cognizant of their right to an appraisal, the procedure pre- 
scribed by the statutes for obtaining it is highly technical and 
costly. Stockholders who fail to exercise their right to appraisal, 
whether from ignorance, inadvertence, or failure to comply strictly 
with the technical procedure for obtaining the right, are bound by 
the terms of the merger, consolidation, or sale of assets,® unless 
the transaction is set aside by a court of equity on a suit of a 
stockholder as inequitable. As the Commission has pointed out in 
another of its reports: °° 


* * * From the point of view of dissenting minority stockholders, the 
statutory appraisal remedy is inadequate. This inadequacy is due in part 
to the narrow function of the appraisal remedy generally. It is a remedy 
which does not prevent or set aside inequitable corporate readjustments. At best 
it merely provides minority stockholders with the means of escaping from the 
operation of an unfair plan by selling out at a fair price. The stockholder 
who desires to retain his investment and share in the future prosperity of 
the venture which he helped finance is still relegated to the uncertain and 
costly process of litigation for protection against an inequitable readjust- 
ment plan. Even this opportunity is denied him in one or two states which 
provide that resort to the appraisal statutes shall be an exclusive remedy. 


54 See the Commission’s Report of the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees, Part VII, p. 593. 

55 See Part One of this report (House Doc. No. 707, 75th Cong.), p. 63. 

56 Del. Rev. Code (1935), ¢c. 65, § 61. 

571d., § 65. 

58 Op. cit. supra, note 54, p. 601. 

59 Tbid. 

6 Td., p. 610. 
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The appraisal remedy also fails to fulfill the narrow function which it is 
designed to serve. In the first place, its scope is limited. Not all states 
have appraisal statutes and the great majority of those which do have 
them fail to extend the remedy to all types of corporate action which dras- 
tically affect stockholder rights, * * *. 

Finally, even where the remedy of appraisal is clearly available, its reali- 
zation is difficult. There are no provisions requiring notice to be given to 
stockholders advising them of their appraisal rights. Consequently, many 
stockholders probably never become aware of the existence of such rights. 
And the procedure prescribed by the statutes is complicated. In order to 
perfect his appraisal rights, it is usually necessary for the stockholder to 
dissent from the proposed action either by negative vote at the meeting or 
by written objection. Thereafter, the procedure typically prescribed requires 
a written demand on the corporation for payment, and application to the 
proper tribunal for appointment of appraisers in the event that the corporation, 
in response to the demand for payment, makes no offer or makes an offer 
that is unacceptable to the stockholder. Statutes requiring a specific negative 
vote may have the effect of making compliance extremely difficult for voting 
stockholders by forcing attendance at the meeting in person or by special 
agents; and in a few instances, such statutes may operate to deprive non- 
voting stockholders of the remedy altogether. The valuation proceedings 
are protracted and costly, and in many instances, dissenting stockholders 
lose the benefit of their investment for the entire period consumed by such 
proceedings. 


The right to an appraisal of the value of his shares may not be the 
only remedy of a stockholder dissenting from a dissolution, merger, 
consolidation, or sale of the entire or substantially all of the assets 
of his corporation. He may in a proper case seek judicial relief 
in the form of an injunction restraining the proposed transaction. 
In Michigan and California, however, the law provides that the 
appraisal right shall be the only and exclusive remedy of a stock- 
holder dissatisfied with the terms of a proposed merger or consolida- 
tion of his corporation.* 

However, resort to judicial proceedings, where possible, is expen- 
sive and usually beyond the means of the average investor who nor- 
mally cannot afford to retain counsel of the experience and caliber 
available to the management or to the majority stockholders pro- 
posing the transaction with which the stockholder is in disagreement. 
And the ascertainment of the names of other stockholders who might 
share the expense of a suit or the formation of a protective com- 
mittee may be difficult. The list of stockholders is usually under 
the control of the management and may be obtained only after judi- 
cial proceedings, which are in themselves costly. Against these diffi- 
culties which may confront the stockholder, the management usually 
has available to it the funds of the corporation to aid it in resisting 
suits. And stockholders who actually sue, although they do so tech- 
nically in behalf of themselves and all other stockholders, usually are 
interested in their own welfare only. As a consequence, the actions 
of suing stockholders in many instances may be settled by manage- 
ments who fear that a case for equitable relief is clear or probable. 
Thus, The Equity Corporation which, in November 1935, caused the 


1 Td., p. 609. 
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consolidation of several of its controlled companies, primarily United 
Founders Corporation and its subsidiaries, to form American General 
Corporation, encountered opposition to its plan. In a number of 
aspects, which will be described more fully later, the plan was un- 
favorable to the stockholders of the companies controlled by The 
Equity Corporation. Stockholders of several of the companies in- 
volved brought suits to obtain an injunction restraining the consoli- 
dation. As the Commission has reported elsewhere: ° 


It is a reasonable inference that the continuation of these proceedings with 
resultant court hearings might have been disastrous to Equity’s plans. At- 
tendant publicity might have led other stockholders to institute proceedings. 
And, of course, issuance of a permanent injunction would have meant an end 
to the entire transaction. In any event, the Equity Group was evidently anxious 
to avoid a court test of the legality of the consolidation. It proceeded to settle 
the case * * *. 

£3 x * a * * * 

* * * A total of $338,237.23 was ultimately paid for the securities involved 
in the settlement. 

A comparison of the sum paid in settlement of this litigation with the asset 
and market value of the securities of American General Corporation that these 
stockholders would have received if they had exchanged their holdings pursuant 
to the terms of the consolidation shows further how far the inside group was 
prepared to go to dispose of these suits. The American General securities 
which these security holders would have received under the terms of the con- 
solidation agreements had an asset value as of December 31, 1935, of $259,009.48, 
and a market value as of the same date of $161,931.68. Thus the sum paid 
these security holders was approximately $80,000 in excess of the asset value 
and $176,000 in excess of—or over twice the market value of—the securities _ 
which they would have received under the plan. 

And similar evidence is to be found in a comparison of the sum paid in 
settlement of the litigation and the settlements made with security holders 
who claimed a statutory right to receive payment and appraisal of their shares. 
A complete comparison is not possible because the same pumber of securities 
of the same companies was not involved in both proceedings. Insofar as the 
comparison can be drawn, however, it appears that the sums paid in settlement 
of the injunction suits were relatively larger. 

tk * * * * * * 

But analysis of the term of settlement emphasizes another point in addition 
to the extent to which the inside group were prepared to go to dispose of these 
suits. The third of a million dollars which was paid in settlement of these 
claims was not paid by the group that had engineered the consolidation. The 
terms of the settlement were met with funds of the American General Corpora- 
tion, the consolidated company. Realistically, therefore, subject to The Equity 
Corporation’s interest as a stockholder in this company, the settlement was paid 
out of the funds of the stockholders who had been forced into the consolidation. 
Their funds were used to settle litigation, which, if it had been prosecuted to 
its termination, conceivably might have resulted in the entire transaction being 
set aside. Their funds were used in effect to provide a preference for the stock- 
holders who had challenged the plans of the insiders. And, finally, their monies 
were used to continue impregnable the control and domination of the insiders. 


2Td., pp. 333-6. 
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Managements may thus avoid a judicial test of their plans by the 
process of settling with the corporate funds the actions or claims of 
such stockholders who are financially able to afford the expense of a 
suit. To this extent, the effectiveness of litigation as a remedy for all 
stockholders is substantially diminished. And the probability of ulti- 
mate relief, assuming that suits are pressed to their conclusion, is un- 
certain. Unless the steps taken by the management to effect a dissolu- 
tion, merger, consolidation, or sale of assets, are not in compliance with 
statute or are for other reasons procedurally illegal, relief can be 
granted only if the substantive aspects of the transaction are so inequi- 
table as to indicate actual fraud or bad faith upon the part of the 
management. In general, it may be said that if the statutory require- 
ments are fulfilled and the requisite number of stockholders approve a 
dissolution or a sale of the corporate assets, the tendency of the courts 
has been to sustain the action of the majority stockholders irrespective 
of their motives and however injurious their action may be to minority 
stockholders. Ina few cases, however, courts have on equitable con- 
siderations restrained dissolutions or sales of corporate assets where 
the transaction was engineered by majority stockholders for the pur- 
pose of “freezing out” minority stockholders,** or with the specific in- 
tent to depress the value of the dissenting stockholders’ shares,® or 
where the sale price was so grossly inadequate as to suggest fraud.®* 
Similarly, proposed plans of merger or consolidation will not be en- 
joined unless actual fraud or bad faith upon the management or 
majority stockholders is shown. Mere unfairness in the plan is not 
enough; the unfairness must be so gross as to indicate bad faith or 
fraud on the part of proponents of the plan.*7 

The net effect of the decisions is to place the burden of proof of 
fraud or bad faith upon the suing stockholder. This burden may be 
difficult for the stockholder to sustain. As the Commission has stated 
elsewhere : 


Since the management is normally the proponent of a merger or consolidation 
plan stockholders who are attacking such plan may find it difficult to attain access 
to the books and records of the corporation. Without such access, however, it 
may be impossible either to furnish affirmative evidence of unfairness or to 
refute ingenious arguments advanced by the management in justification of the 
plan. Moreover, despite frequent restatement of the equitable principles which 
prohibit the fraudulent or oppressive exercise of corporate power, the courts 
(with some exceptions) appear reluctant to enjoin or set aside mergers or con- 


6 See Lebold v. Inland S. 8. Co., 82 F. (2d) 351 (C. C. A. Tth 1986) ; Windmuller v. 
Standard Distilling and Distributing Co., 114 Fed. 491 (C. C. N. J. 1902) ; Fair, ‘“Limita- 
tions of the Statutory Power of Majority Stockholders to Dissolve a Corporation” (1912), 
25 Harvard Law Review 677. 

6% Kavanaugh v. Kavanaugh Knitting Co., 226 N. Y. 185, 123 N. HB. 148 (1919) ; 
Stevenson v. Sicklesteel Lumber Co., 219 Mich. 18, 188 N. W. 449 (1922) ; cf. Theis v. 
Spokane Falls Gas Light Co., 34 Wash. 23, 74 Pac. 1004 (1904) ; Allaun v. Consolidated 
Oil Co., 16 Del. Ch. 318, 147 Atl. 257 (1929). 

6 See Kavanaugh v. Kavanaugh Knitting Co., 226 N. Y. 185, 123 N. H. 148 (1919). 

8 See Allied Chemical ¢ Dye Corporation v. Steel € Tube Company, 14 Del. Ch. 1, 120 
Atl. 486 (1923). 

6? See MacFarlane v. North American Cement Corporation, 16 Del. Ch. 172, 157 Atl. 396 
(1928) ; Colby v. Equitable Trust Co., 124 App. Div. 262, 108 N. Y. Supp. 978 (1st Dept. 
1908) ; cf. Outwater v. Public Service Corporation of New Jersey, 103 N. J. Eq. 461, 143 
Atl. 729 (1928) aff’d 104 N. J. Eq. 146 Atl. 916 (Ct. Errors and App. 1929). 

88 Op. cit. supra, note 54, p. 556. 
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solidations on these grounds. The traditional hesitancy of the courts to interfere 
with corporate management has doubtless been a contributing factor. In view of 
the numerous and intricate factors ordinarily involved in a merger or consoli- 
dation, the courts have been obliged to attach considerable weight to the opinions 
of corporate directors and other spokesmen of the management. 


| As the Commission has further stated : &° 


The courts have not been particularly sensitive to the existence and danger 
of conflicts of interests among the groups sponsoring merger or consolidations. 
With respect to the problem of interlocking directorates, the courts uniformly 
take the position that close scrutiny of proposed mergers or consolidations is 
necessary where the constituent corporations have common directors. It is 
generally held, however, that the mere presence of common directors on the 
boards of the constituent companies, or common control thereof, does not render 
a merger or consolidation invalid, in the absence of evidence of bad faith or 
unfairness. In this connection the courts usually reason that since merger or 
consolidation requires majority stockholder ratification, strict rules governing 
ordinary contracts between companies having common directors are inapplicable. 

* * * ES * * ok 

The courts seem disposed to attach considerable importance to the fact that 
a high proportion of the stockholders have approved the merger or consolida- 
tion in question. The fact that a large majority of stockholders support a pro- 
posed merger or consolidation is often emphasized by the proponents of the plan 
in defending it against the attacking dissenters, and many decisions appear to have 
been influenced by that argument. It seems to be unrealistically assumed that 
the votes cast (by proxies in most instances) in favor of a proposed merger or 


consolidation reflect a genuine approval of the plan by stockholders who actually 
considered its merits. * * * 


Moreover, the solicitation material by which consents to a dissolu- 
tion, merger, or consolidation have been procured may be so adroitly 
conceived and prepared that, although not fully informative, it will, 
nevertheless, not receive judicial condemnation. Literature which 
describes correctly the terms of a merger, consolidation, or other cor- 
porate readjustment but omits to explain the significance of such 
terms with reference to their effect on the value or rights of particular 
classes of stock, may not be deemed fraudulent by the courts. In a 
recent decision the Delaware Chancery Court, in a dictum uphold- 
ing the literature used by a corporate management to solicit proxies 
to be voted in favor of an amendment to the corporate charter re- 
classifying outstanding preferred and common stock of a corporation 
for the purpose of eliminating dividend arrearages on the company’s 
preferred stock, stated: 


The other respects in which the letter to preferred stockholders is said to have 
been infected with fraud and deceit, consist of charges, not of things falsely 
stated, but of things omitted to be explained. As an illustration it is said 
that the letter failed specifically to point out to the preferred stockholders that 


1d., pp. 552, 554. 

70 Johnson Vv. Consolidated Film Industries, Inc., 194 Atl. 844 (19387) aff’d 197 Atl. 489 
(Del. Sup. Ct. 1937). The court granted an injunction declaring void the proposed amend- 
ment to the charter of Consolidated Film Industries, Inc., which would have eliminated 
dividend arrearages on the company’s outstanding preference stock on the ground that 
the Delaware statute authorizing charter amendments did not include within its provi- 
sions the power by direct amendment to eliminate dividend arrearages on preferred stock. 
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if the amendment was adopted they would not be entitled to receive in cash 
four dollars of the five dollars accumulated on the preferred stock by way of 
unpaid dividends. There are other particulars in which it is charged that a like 
and similar omission to explain the effect of the amendment was not plainly 
pointed out to the stockholders. Now with respect to all of those particulars of 
omission, which aré about eight in number, the general observation is applicable 
to all but one of them, viz., that the letter accurately laid the facts before the 
stockholders from which any person who was sufficiently intelligent to raise 
an inquiry ought to have been able to find his answer. A little bit of thought 
and some slight arithmetic could have enabled any stockholder to discover from 
the facts supplied to him by the letter just what the consequences of the 
proposal would be if it was adopted. If facts which are not highly involved 
and complicated are truthfully stated, I do not see how fraud can be affirmed be- 
cause of an omission to state the obvious consequence of these facts. 


This approach of the courts implicitly assumes the existence of a 
substantial degree of understanding of finance and corporate law upon 
the part of investors. If the consequences of a plan are not clearly 
described to them, investors through mere inertia, may tend to rely 
upon their belief in the integrity of their management, a fact of 
which managements are presumably aware. 

The circumstances which have been indicated make it clear that 
litigation is at best an unsatisfactory and uncertain remedy for stock- 
holders dissatisfied with a management-promulgated plan. The ex- 
pense of litigation is usually beyond the means of the ordinary in- 
vestor and the prospects of relief are doubtful because of the difficulties 
of proof which confront the stockholder. Similarly, the right to an 
appraisal of the value of his shares is also of small value to the dis- 
senting stockholder. This remedy is also costly and procedurally 
intricate. And as has been said, at best it merely enables the stock- 
holder to terminate his investment in a corporation at a fair price. 
It does not, however, avoid the loss by the stockholder ef the going 
value of the assets of his company. 

In sum, these voluntary plans of readjustment of the rights and 
values of the holders of shares of corporations, which may involve a 
change in the character of a stockholder’s investment at least as 
drastic in nature as that accomplished by a judicial reorganization, 
are not subjected to the scrutiny of any unbiased authority. In judi- 
cial reorganizations, the fairness of the plan is a subject of judicial 
inquiry. In addition, as the result of recent amendments to the 
Bankruptcy Act, federal courts supervising corporate reorganizations 
under Section 77B of the Bankruptcy Act must, if the corporate 
indebtedness exceeds $3,000,000, submit to the Commission for exam- 
ination and report the plan or plans which the court regards as worthy 
of consideration. In fact, the courts may, even in cases where the 
indebtedness of the debtor corporation is less than $3,000,000, request 
an advisory report from the Commission. The report of the Com- 
mission, if made, is advisory only.” 


71 National Bankruptcy Act of 1898 as amended by Public Act No. 696, 75th Cong., 
3d Sess., Ch. X, § 172. 

Section 11 (f) of the Public Utility Holding Company Act of 1935 provides that any 
plan for the reorganization of a registered public utility holding company or any sub- 
sidiary thereof for which a receiver or a trustee has been appointed in a court of the 
United States “shall not become effective unless such plan shall have been approved by 
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Investment company officials advocated similar safeguards with 
respect to plans of merger, consolidation, sales of assets or exchange 
offers. Floyd B. Odlum, the president of Atlas Corporation, testi- 
fiedix2 


Personally I would welcome some public body or arbiter who could pass on 
the equities as between divergent interests in such matters as mergers, reor- 
ganizations and exchanges of securities, not to substitute their judgment for 
that of the management, but to see that things are at least within the range of 
upper and lower limits within which reasonable men can properly differ. * * * 


Chase Donaldson, an officer and director of Allied-Distributors, 
Inc., a corporation engaged in the business of distributing investment- 
company securities and which aided The Equity Corporation in its 
exchange offer and merger programs by soliciting through its sales- 


men and dealers acceptance of The Equity Corporation’s offers, testi- 
fied : 78 


Q. The average small stockholder is not qualified, is he, to pass upon the 
merits of an exchange? Now take the Equity situation. Do you think the 
holder of 10 or 15 shares can sit down and figure out whether he is getting a 
good deal or a bad deal in the Equity exchange? 

A. Well, I don’t believe I am really in a position to answer that question 
intelligently. * * * 

Q. It was a complex situation, it involved leverage asset value, market value 
and it involved a balancing of many factors? 

A. Yes; it did. 

Q. What objection do you see to having some independent agency supervis- 
ing it? 

A. Well, Mr. Schenker, I see no objection to having an independent agency 
supervising exchanges and reorganizations, providing such agency did not, we 
will say, in advance have preconceived notions as to what should or should not 
be done. * * * 


the Commission after opportunity for hearing prior to its submission to the Court.” Sec- 
tion 11 (g) of the same Act makes it unlawful to solicit by the use of the mails or the 
facilities of interstate commerce any proxy, consent, authorization, power of attorney, 
deposit, or dissent in respect to any reorganization plan of a registered holding company 
or a subsidiary thereof unless, among other things, each such solicitation is accompanied 
or preceded by a copy of the Commission’s report on the plan or an approved abstract 
of such report. 

Section 6 (a) of the same Act provides that, except in accordance with a declaration 
effective under Section 7 of the Act and with the order under such section permitting 
such declaration to be effective, it shall be unlawful for any registered holding company 
or subsidiary company thereof by the use of the mails or any means or instrumentality 
of interstate commerce or otherwise directly or indirectly to exercise any privilege or 
right to alter the priorities, preference, voting. power, or other rights of the holder of 
an outstanding security of such company. Section 7 (e) of the same Act provides that 
the Commission, if certain other requirements are satisfied, shall permit a declaration 
to become effective regarding the exercise of a privilege or right to alter the priorities, 
preference, voting power or other rights of the holders of an outstanding security unless 
the Commission finds that the exercise of such privilege or right will result in an unfair 
or inequitable distribution of voting power among holders of the securities of the com- 
pany or is otherwise detrimental to the public interest or the interest of investors or 
consumers. 

72 Public Examination, Atlas Corporation, at 18254. 

73 Public Examination, The Equity Corporation, at 10956-7. 
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B. Dissolution of Investment Companies 


The dissolution of a corporation is the voluntary or involuntary 
termination of its business existence.* Upon dissolution, the corpo- 
rate assets are distributed to the shareholders in accordance with their 
various security interests in the company. As has been stated, the 
decision to dissolve is in the first instance made by the corporate 
directors. Thereafter, state laws require a concurrence in the di- 
rectors’ decision by the holders of a specified percentage of the cor- 
poration’s voting stock, usually two-thirds of the outstanding voting 
shares.” 

Normally, a corporation’s existence will be terminated either because 
of its insolvency or because of the impossibility, for some reason, of 
pursuing the business enterprise in which the corporation, was organ- 
ized to engage. However, where control of several corporations has 
been acquired in campaigns of acquisitions, the device of dissolution 
becomes essentially a method by which minority stockholders of the 
acquired corporations may be eliminated from the enterprise and the 
bulk of its assets absorbed by the parent company. The purpose of 
the dissolution is thus essentially the same as that of a merger or 
consolidation. The reorganization of the shareholders’ interests is 
essentially accomplished by means of exchange offers of the securities 
of the parent for its subsidiaries—offers which define the terms of 
the participation of the stockholders of the subsidiaries in the contin- 
uing enterprise represented by the parent company. The actual dis- 
solution eliminates nonexchanging stockholders. 

Dissolution is a more attractive procedure than merger or consolli- 
dation to the parent company where it owns substantially all of the 
assets of its subsidiaries. Only a small part of the assets of the 
dissolved companies will be required for distribution to the minority 
stockholders, and, unlike the case of a merger or consolidation, the 
assets .of the dissolved corporation will be absorbed by the parent 
company without the necessity for affording to dissenting stockhold- 
ers of the parent company a right to receive in cash an appraised 
value of their shares. Thus the Atlas Corporation absorbed most of 
its subsidiaries by dissolving them rather than by merging or con- 
solidating them with itself. Of the 19 investment companies whose 
assets were absorbed by Atlas Corporation, 16 were dissolved and only 
3 were consolidated with the parent company.’® At the dissolution 
of these companies, Atlas Corporation usually held in excess of 90% 
of the dissolved companies’ securities. The aggregate assets of the 
dissolved companies at the dates of their dissolution totaled $69,880,- 
271.86, of which 95.09%, or $66,449,035.49, were distributed to Atlas 
Corporation and 4.91%, or $3,481,235.87, was distributed to minority 
stockholders.” On the other hand, the interest of minority stock- 
holders in the assets of Pacific Eastern Corporation, Shenandoah 
Corporation and Sterling Securities Corporation, the three compa- 
nies which were consolidated with Atlas Corporation, totaled approxi- 


7 See Theis v. Spokane Falls Gas Light Co., 34 Wash. 23; 74 Pac. 1004 (1904). 

7 See, e. g., Del. Rev. Code (1935), c. 65, § 39; Md. Code Ann. (Flack Supp. 1935), 
Arte 2oeesnoie 

7% See supra, pp. 1064—5. 

7 Op. cit. supra, note 72, Commission’s Exhibit No. 2001 and derived from supplementary 
information supplied the Commission for Atlas Corporation. 
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mately $20,000,000,’* a sum which would have been withdrawn from 
Atlas Corporation’s control had it dissolved these companies rather 
than consolidated them with itself. By consolidating them, Atlas 
Corporation retained these minority assets, since few of the minority 
stockholders of the consolidated companies elected to receive an ap- 
praised value of their shares in cash in lieu of the Atlas Corporation 
securities offered for their securities under the plan of consolidation.” 

Similarly, The Equity Corporation dissolved those of its acquired 
companies in which it held 90% or more of their outstanding securi- 
ties. According to Chase Donaldson, one of the original sponsors 
of The Equity Corporation, the dissolution technique was preferred 
to others because it was a simpler process.8° But The Equity Cor- 
poration employed the dissolution technique only where the outstand- 
ing minority was relatively small, so that The Equity Corporation 
on dissolution would receive the great bulk of the corporation’s assets. 
According to Mr. Donaldson, if there was a substantial percentage of 
minority holders: ** 


* * * such as 20 or 30 percent, the merger, even on the same terms pre- 
vailing in the exchange, was accorded to them so that the minority stock- 
holders would not be squeezed out by dissolution because in many instances, if 
the common stocks had no asset value on dissolution, they would have liter- 
ally been left with nothing. Instead of doing that, The Equity Corporation 
in most instances had a merger and gave these common stockholders with no 
asset values some Equity Corporation stock in lieu of merely dissolving the 
corporation. 


However, another practical consideration may explain The Equity 
Corporation’s use of the consolidation method only in cases where 
the minority stockholders would be entitled to a relatively large 
proportion of the company’s assets. In the case of a dissolution, a 
large number of minority stockholders might render necessary the 
yayment, as a liquidating dividend, of an amount of cash greater 
than The Equity Corporation cared to relinquish. 

Many state laws require the resolution of a corporate management 
to dissolve a corporation to be predicated on a judgment that the 
dissolution is “most for the benefit of the corporation.” * This de- 
cision of the directors, theoretically, must not be merely an execution 
of the will of the majority stockholders; the rights of minority stock- 
holders must be considered.§* However, where control of a corpora- 
tion is acquired by another corporation as a result of the purchase 
of its shares or of exchange offers of securities, the procedure of 
dissolution becomes merely an expedient for the effectuation of pur- 
poses of the dominant interests which may be prejudicial to minority 
stockholders. In this situation the directors of the corporation which 
it is proposed to dissolve are usually the nominees of the controlling 
stockholders and represent only such stockholders rather than all of 
the stockholders. And these directors are usually constituted by state 


78 Op. cit. supra, note 72, Commission's Exhibit No. 1989. 

7 Derived from supplementary information supplied the Commission for Atlas Corpora- 
tion. 

80 Op. cit. supra, note 73, at 10884—5. 

81Td., at 10872. 

® See, e. g., Del. Rev. Code (1935), c. 65, § 39. 

88 See Kavanaugh v. Kavanaugh Knitting Co., 226 N. Y. 185, 123 N. EH. 148 (1919). 
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laws as the trustees in dissolution of a dissolved corporation.** The 
directors, therefore, will determine the time, place, and manner of 
dissolution and will also evaluate any nonmarketable corporate assets 
for the purpose of fixing the distributive shares of the various classes 
of stock in the corporate assets. Directors who are merely the nomi- 
nees of a controlling corporation may have the interest of that corpo- 
ration only in mind. Such interest may seriously conflict with the 
interest of minority stockholders. 


1. MANAGEMENT CONTROL OF TIME OF DISSOLUTION 


The time of dissolution of an investment company is of obvious 
importance. If the company is liquidated at a time of abnormally 
low market prices for the company’s portfolio securities, stockholders 
will obviously receive less cash than they would have received if the 
liquidation had occurred in a period of normal market conditions. On 
the other hand, a controlling corporation which has acquired the 
security issues of its subsidiaries in order eventually to absorb the 
latter’s assets, although receiving only its pro rata share of the assets, 
will be desirous of obtaining the securities in the dissolved company’s 
portfolio at the lowest possible price, and of distributing as little as 
possible of the corporate assets to minority stockholders. In brief, 
the dominant stockholder has the power to eliminate minority stock:- 
holders at a time of low values for the corporate assets. 


a. Dissolution by Atlas Corporation of Iroquois Share Corporation 


The history of Iroquois Share Corporation prior to the time that 
it became a subsidiary of Atlas Corporation has been treated in detail 
elsewhere in this report.®° To recapitulate briefly, Iroquois Share 
Corporation was incorporated in Buffalo, New York, in January 
1929, under the sponsorship of the then brokerage firm of O’Brian, 
Potter & Stafford. Its capitalization consisted entirely of common 
stock of which eventually 158,279 shares were issued for net proceeds 
to the corporation of $3,503,891.05. By April 1931, the assets of the 
corporation had depreciated 50% to approximately $1,450,000. Never- 
theless, the corporation’s portfolio on April 30, 1931, consisted almost 
exclusively of diversified marketable securities *° with the exception 
of the stock of a real estate corporation which Iroquois Share Corpo- 
ration had purchased from O’Brian, Potter & Stafford in July 1930, 
at a cost of approximately $300,000 in a transaction by which O’Brian, 
Potter & Stafford also ceased to be the managers of the corporation.® 

On April 18, 1931, Atlas Corporation, with the concurrence of the 
then management of Iroquois Share Corporation, made an exchange 
offer of its securities for the securities of Iroquois Share Corporation. 
As a result of this offer, Atlas Corporation acquired a total of 154,328 
shares of Iroquois Share Corporation’s stock and on May 5, 1931, 
assumed control of the corporation, replacing existing directors with 
its own nominees. Although by its offer Atlas Corporation acquired 
in excess of 95% of the outstanding shares of Iroquois Share Corpo- 


8 See 16 Fletcher, Cyclopedia Corporations (1932), § 8174. 
85 See Ch. II of this part of the report, pp. 51-76. 

8 Op. cit. supra, note 72, Commission’s Exhibit No. 2043. 

87 See note 85, supra. 
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ration, 3,951 shares of Iroquois Share Corporation stock were still 
outstanding in the hands of the public. Without consulting these 
minority stockholders, Atlas Corporation completely and_funda- 
mentally changed the type of investment activity in which Iroquois 
Share Corporation had formerly engaged. Its diversified portfolio 
was almost immediately entirely liquidated and replaced with the 
securities of investment companies whose control Atlas Corporation 
was then in the process of acquiring. Between April and August 
1931, Iroquois Share Corporation at an aggregate cost of $1,123,619 
acquired 37,700 shares of the Class B stock of American Investors, 
Inc., of which 11,500 shares were purchased directly from Atlas 
Corporation; 26,300 shares of Prudential Investors, Inc., common 
stock, of which 25,100 shares were acquired directly from Atlas Cor- 
poration and its subsidiaries; 10,000 shares of the capital stock of 
Ungerleider Financial Corporation, all of which were acquired from 
Atlas Corporation and its subsidiaries; 19,000 shares of the preferred 
stock of Federated Capital Corporation, all of which were acquired 
from Atlas Corporation itself; and 21,350 shares of the Class B 
common stock of Sterling Securities Corporation, of which 4,050 
shares were acquired from Atlas Corporation.* All of these securi- 
ties, with the exception of the Class B stock of Sterling Securities 
Corporation, were purchased by Iroquois Share Corporation at pre- 
vailing market prices. In several cases the market prices of these 
securities were substantially less than their asset values.” 

Minority stockholders of Iroquois Share Corporation were not in- 
formed of the fact that Atlas Corporation had changed the invest- 
ment policy of their company to a program of acquiring investment 
company securities at less than their asset value, with the ultimate 
aim of realizing the actual asset values of the securities acquired by 
absorbing the assets of the investment companies involved. 

On August 11, 1981, approximately four months after its acquisi- 
tion of control of Iroquois Share Corporation, Atlas Corporation con- 
cluded its negotiations to acquire a controlling block of the stock of 
Chatham Phenix Allied Corporation at a cost of approximately $8,- 
000,000. Atlas Corporation, however, did not then have in cash the 
entire amount necessary to purchase control of Chatham Phenix Allied 
Corporation. Accordingly, it borrowed $7,000,000 from Bankers Trust 
Company of New York.*: As a step to repayment of this loan, Atlas 
Corporation, on the same day that it acquired control of Chatham 
Phenix Allied Corporation, caused its nominees on the directorate of 
Iroquois Share Corporation to sell, at their market value, virtually all 
of the corporate assets, which consisted essentially of the investment 
company securities which have already been described, to Chatham 
Phenix Allied Corporation, control of which was simultaneously being 
acquired by Atlas Corporation. Iroquois Share Corporation realized 
$1,155,528.75 in cash as the result of the sale. Immediately following 
the sale of the corporation’s assets, the directorate of Iroquois Share 


8 Op. cit. supra, note 72, Commission’s Exhibit No. 2001. 

8 Ibid. The Sterling Securities Corporation Class B common stock had no quoted 
market value and no asset value. (Id., Commission’s Exhibit No. 2001, p. 262.) 

2% This was true in the case of Federated Capital Corporation’s preferred stock (sce 
supra, p. 1289) and the capital stock of Ungerleider Financial Corporation (ibid. ). 

1 See supra, pp. 1149-51. 
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Corporation resolved to dissolve the corporation and to hold a stock- 
holders’ meeting on August 29, 1931, to pass on the resolution. The 
result of the stockholders’ meeting was a foregone conclusion, since 
Atlas Corporation owned in excess of 95% of the stock of Iroquois 
Share Corporation. In fact, on the very day that the directors 
adopted the resolution to dissolve, Atlas Corporation was advanced 
$1,200,000 in cash by Iroquois Share Corporation as a payment against 
the distributive share of the corporate assets to which Atlas Corpora- 
tion would be entitled on the dissolution of the corporation. This cash 
advance to Atlas Corporation was almost exclusively derived from the 
sale by Iroquois Share Corporation of its assets to Chatham Phenix 
Allied Corporation. Atlas Corporation used the cash to repay, in part, 
its loan of $7,000,000 from Bankers Trust Company.” 

Obviously the dissolution of Iroquois Share Corporation was a 
reflection only of the will of Atlas Corporation, apparently motivated 
primarily by its need for funds to effectuate its acquisition of control 
of another investment company. However, from the point of view 
of the minority stockholders of Iroquois Share Corporation, no com-— 
pelling reason for the dissolution of the company existed, although 
the dissolution may have been advantageous to Atlas Corporation 
since it eliminated the expense of further operation of Iroquois Share 
Corporation as a separate corporate entity. Iroquois Share Corpo- 
ration, although it had sustained large losses, was not insolvent, and 
its continued operation under the management of Atlas Corporation 
might have resulted in the eventual recoupment of the losses suffered 
by the corporation and its stockholders. In fact, as has been de- 
scribed, Atlas Corporation had caused Iroquois Share Corporation 
to purchase, at market prices which were in several cases substantially 
less than their asset values, securities of Investment companies whose 
eventual absorption, with its attendant profits, Atlas Corporation was 
seeking to accomplish. Had Atlas Corporation permitted Iroquois 
Share Corporation to function until the dissolution by Atlas Corpo- 
ration of the investment companies whose securities it had placed in 
the portfolio of Iroquois Share Corporation, the minority stockhold- 
ers might have shared in any profit which Atlas Corporation may 
have derived as the result of its program of investment company ac- 
quisitions. Instead, Atlas Corporation, by dissolving Iroquois Share 
Corporation in a period of falling securities prices, eliminated the 
minority stockholders of Iroquois Share Corporation from the pos- 
sible future benefits of the new investment policy of Iroquois Share 
Corporation. Nor did Atlas Corporation offer to the minority stock- 
holders of Iroquois Share Corporation an opportunity to participate 
indirectly in its program by granting to such stockholders, as was 
done in the case of other companies dissolved by Atlas Corporation,” 
an option to receive either portfolio securities or cash as their dis- 
tributive share of the corporate assets. By conveying the assets of 
Iroquois Share Corporation to Chatham Phenix Allied Corporation, 
which Atlas Corporation controlled, and substantially all of whose 
securities it eventually acquired,* Atlas Corporation in effect re- 
tained for its own stockholders all of the potential profits to be derived 


2 Op. cit. supra, note 72, Commission’s Exhibit No. 2001. Also, see supra, pp. 1149-53. 
93 See this section, infra, pp. 1446—53. 
%4 See supra, pp. 1148-57. 
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from the investment of the funds of Iroquois Share Corporation, in- 
cluding those of its minority stockholders, in the securities of invest- 
ment companies eventually absorbed by Atlas Corporation. 

On the dissolution of Iroquois Share Corporation, its minority 
stockholders received a liquidating dividend of $8.35 a share of their 
stock.® The minority stockholders of Iroquois Share Corporation 
who had originally subscribed for their shares at a price of $21.50 a 
share thus suffered a loss of $13.15 a share on their investment in 
Iroquois Share Corporation,” virtually none of which loss, however, 
is attributable to the Atlas Corporation management. 


b. Dissolution of Leverage Companies 


(1) INABILITY OF PREFERRED STOCKHOLDER TO COMPEL 
DISSOLUTION 


Elsewhere in this report ®’ there is indicated the potentialities for 
abuse inherent in the conflicts of interest engendered by the capital 
structures of leverage investment companies; that is, companies which 
have outstanding, in addition to common stock, one or more classes 
of preferred stock or bonds or both. In essence, the common stock- 
holder of a leverage investment company is trading with the funds of 
the senior security holders for his own account and for the purpose of 
augmenting the value of his own stock. As a quid pro quo for this 
ability to trade with the funds of senior security holders, the funds 
contributed to the enterprise by the common stockholder form a 
“eushion” or protection against a decline in the value of the corporate 
assets below the amount of the preferential claims of the senior se- 
curity holders. In many cases, however, at least a majority of the 
common stock of leverage investment companies has been initially 
acquired by the sponsors or promotors for only a nominal considera- 
(nia 

On the other hand, the preferred stockholder (or the bondholder) 
has bargained for a fixed participation in the corporate earnings and 
for a preferential and fixed claim against the corporate assets on its 
dissolution. In reality, however, the protection apparently provided 
by the preferential claim of the senior security holder has been 
iIlusory. In the construction of a leverage capitalization, the major- 
ity voting power is always vested in the common stocks and since a 
dissolution of a corporation in most states requires the consent of the 
holders of two-thirds of the voting securities,®°® the preferred stock- 


95 Op. cit. supra, note 72, Commission’s Exhibit No. 2033. If the portfolio of Iroquois 
Share Corporation at the date that control was acquired by Atlas Corporation had been 
retained to the date that the corporation was dissolved, the per share liquidating value 
of the stock of Iroquois Share Corporation would have been $8.42 (ibid.). 

% Public Examination, Iroquois Share Corporation, at 13939, and Commission’s Exhibit 
No. 1422. 

97 See Ch. V of this part of the report. 

98 Compare the case of Sterling Securities Corporation, supra, pp. 1162-79. 

99 See this section, supra, p. 1429. In some states, either by judicial decision or by stat- 
ute, minority stockholders may sue for a dissolution of a corporation when its objects are no 
longer capable of achievement, the management has been guilty of repeated acts of fraud 
or gross mismanagement, or the dissolution of the corporation will be ‘just and equitable.’ 
However, the petitioning stockholder has the burden of proving these conditions, a difii- 
culty which may be insuperable in view of the financial expense which will be required 
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holders alone are never in a position to compel a dissolution of their 
corporation. The preferential right of the preferred stockholders are 
most important to them at a time when the corporate assets have 
declined to a point below the total sum to which they would be en- 
titled on a dissolution of the corporation. In this situation, however, 
a dissolution of the corporation would conflict sharply with the inter- 
ests of the common stockholders who would suffer a total loss both 
of their entire investment in the enterprise and of the opportunity to 
recoup their losses by virtue of the leverage potentialities in their 
shares in the event of a future appreciation in the value of the corpo- 
ration’s portfolio of securities. Rather than dissolve their corpora- 
tion in the interests of the preferred stockholders, the tendency may 
be for the majority common stockholders to transfer their shares to 
others who are willing to pay attractive prices for control of the 
preferred stockholders’ money. 

The testimony of Carroll E. Gray, Jr., an officer of Burr & Co., Inc., 
a New York brokerage firm, and a former director and president of 
Burco, Inc., an investment company, graphically describes the illusory 
character of the preferences to which the preferred stockholder of an 
investment company is theoretically entitled on a dissolution of his 
company. In June 1932 Mr. Gray and certain of his associates had 
acquired at cost of $140,000 approximately 40% of the common stock 
of Burco, Inc., an investment company which had outstanding ap- 
proximately 30,000 shares of preferred stock entitled on any dissolu- 
tion of the corporation to a first claim against the corporate assets to 
the extent of $50 a share and accrued dividends. On February 28, 
1938 Mr. Gray and his associates disposed of their common stock 
holdings in Burco, Inc., to a group headed by S. Leo Solomont, 
Thomas W. Morris, and Ralph H. Robb, Boston attorneys, for a total 
consideration of $340,000, or approximately $9 a share of their hold- 
ings. The then, market value of the stock ranged from $1 to $1.50 a 
share in an inactive market. The common shares had no asset value 
since the approximate $1,250,000 of assets owned by the company were 
insufficient to cover the prior claim of the preferred stockholders if 
the corporation were then liquidated. This shift in the control of 
Burco, Inc., was consummated by Mr. Gray and his associates with- 
out previously informing or consulting with the preferred stockhold- 
ers, the equitable owners of Burco, Inc.’s assets.1° The new manage- 
ment derived the funds used to pay for the Burco, Inc., stock held 
by Mr. Gray and his associates by the sale of a substantial portion 
of the marketable securities in Burco, Inc.’s portfolio. The preferred 
stockholder’s assets were thus used by the new management to acquire 
control of the corporation. As a result of this and other transactions 
between the corporation and the new management, approximately 
one-half of the value of Burco, Inc.’s assets, all of which in theory 
belonged to the preferred stockholders, was dissipated.t°: The 
impotency of the preferred stockholders to compel a dissolution of 
the corporation and the distribution of the corporate funds to them- 


to establish the facts and the general reluctance of the courts to dissolve a corporation 
where the majority voting stockholders desire its continuance. See Hornstein, A Remedy 
for Corporate Abuse—Judicial Power to Wind Up a Corporation at the Suit of a Minority 
Stockholder, 40 Columbia Law Review, 220 et seq. (1940). 

10 See supra, p. 1077, and Ch. II of this part of the report, pp. 350-496. 

101 [bid. 
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selves, as an alternative to a shift in control of their assets to un- 
scrupulous individuals, was pointed out by Mr. Gray in his testimony 
as follows: 7 

Q. So ‘during the normal course of the history of the corporation or the 
investment trust, if they have enough money to cover the preferred and have 
something for the common, then this preference does not mean anything. The 
only thing the preference means is that he is getting less income than the 
common stockholders? 

A. That is correct. 

Q. The time that his preferred position is vital is when there is not enough 
money to pay common stockholders anything; the preferred stockholder be- 
comes concerned then as to whether his preference is going to mean anything ; 
is not that so? 

A, That is correct. 

Q. That was the situation at the time you earried on the negotiations for 
the sale of your common stock; is not that so? 

A. Correct. 

Q. The common stock, theoretically, if there was a liquidation had no value 
at all and here was the fellow who had the preferred stock who was sitting with 
his preferred stock, taking, shall I say, less income than the common stock. 
* * * always saying to himself, I may be making less than the common- 
stock holders, but when the judgment day comes and there is not enough 
money to pay the common stocks ‘and preferred stocks, then at least I am going 
to get my principal back; is not that so? 

A. Correct. 

* 2k * BS co cS 

Q. You do not deny that at that time if there was a liquidation he would get 

every dollar of the money? 

. That is correct. 

. And the common stockholder would get nothing? 

. That is correct. 

* * > what percentage did you say that was again, your block? 

. 40 percent. 

. Almost a majority of the stock, less 10 percent, had it in their power to 
either consent to the liquidation or not consent to the liquidation. 2  & 8 
not that so? 

A. That is correct. 

Q. You do not deny, Mr. Gray, that if you decided that you thought the trust 
should be liquidated at that time that you with your bloek of stock could have 
had that trust liquidated and turned the assets over to the preferred? 

A. I did not think it should be liquidated at that time or at any other time. 

Q. I am not saying that. I am just propounding the hypothetical question. 
Your block of stock would have played a material part in any attempt to 
liquidate; is not that so? 

A. That is correct. 

* * * * * * * 

Q. When you sat there with the common stock and the public was in the 
preferred stock and the balance of the common—I am just addressing myself 
to the preferred stockholders; I just want to find out what a preferred stock 
really is, and from its theoretical attributes—the effect of that is that you were 
speculating with the public money; is that not so? 

A. In what manner? 


OProPpop 


1022 Public Examination, First Income Trading Corporation, et al., at 873-6. 
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Q. Well in this manner: When you * * * analyze what the preferred 
stock really is and try to analogize to a margin account, the preferred stock is 
really in the position of a broker in that he is putting up the fund with which 
the common stockholder speculates, is not that so? 

A. That is so in any business. 

Q. Iam not unmindful of that. 

A. Your premise is correct. 

Q. That is right, so that capital structure which has senior securities in it 
is nothing more or less than a margin account for the common stockholder, is 
not that so? 

A. No; I would not put it in those terms. * * * I will say the preferred 
stockholder put his money in any corporation with the knowledge the common 
stockholder is going to manage the corporation. 

Q. Well no, but I am not talking about managing the corporation. The pre- 
ferred stockholder puts up the money, is not that so? 

A. Correct. 

Q. He has got a ceiling on what his return can be * * * no matter what 
the assets of the company are? 

A. That is correct. 

Q. He cannot get more than a fixed percentage of the income, is not that so? 

A. That is correct. 

Q. That is similar to a broker putting up margin for an account of his. The 

only thing he can get is his money back. 

A. Yes. 

Q. And his interest on the amount of money he loans to the customer, is not 
that so? 

A. Yes. 

Q. So, the money contributed by the preferred stockholder in that respect, 
I say, was like the margin supplied by a brokerage firm to a fellow who is going 
to trade in common stock, is not that so? That is what you are doing? 

Ae NOs Mado not ChilnkysO.es ae 

Q. Well, if anything, the analogy is stronger because if that was a margin 
account when your account was under water, you would have gotten a telephone 
eall to put up more margin. 

A. That is correct. 

Q. But in this case you did not even have to put up more money even though 
preferred stock was under water, is that so? 

A. Correct. 


As a result, therefore, of the conflicts of interest which are inherent 
in a leverage capital structure, preferred stockholders are normally 
incapable of protecting their interests by a dissolution of their com- 

any. 

; On the other hand, the refusal of the sponsor common stockholders 
to permit a liquidation in the interests of the preferred stockholders 
is sometimes justified on the ground that the investment of the minor- 
ity common stockholders in the enterprise would be wiped out if the 
corporation were liquidated at a time when the common stock had no 
asset value. Nevertheless, the sale of control by the majority common 
stockholders may only postpone the dissolution of the corporation and 
its attendant eradication of the investment of minority common stock- 
holders. 


1438 SECURITIES AND EXCHANGE COMMISSION 
(2) DISSOLUTION WHEN COMMON STOCK IS WITHOUT ASSET VALUE 


Where a majority control of both preferred and common stock of a 
leverage investment company has become concentrated in the hands 
of one individual or organization, a dissolution which will wipe out 
the investment of minority common stockholders may occur. The 
legal inability of the preferred stockholders alone to compel a dis- 
solution of their corporation is the cornerstone of campaigns to ac- 
quire such preferred stock at market prices which are substantially 
less than their actual value and to realize the real value of the stock 
by the ultimate absorption of the corporation’s assets by effecting 
its dissolution. In the course of such campaigns the percentage of 
common stock required to dissolve the corporation is acquired not for 
its inherent value but for its value as an implement to effect legally 
a liquidation of the corporation. The asset losses involved in the 
acquisition of the negative asset value common stock are to be re- 
trieved by the profits on the acquisition of preferred stocks. Essen- 
tially, the interest of the dominant stockholder is in its preferred 
stock holdings. Its position may be, therefore, antagonistic to that 
of minority common stockholders. 

When acquisition of the preferred stock by the dominant holder of 
all classes of stock has reached its maximum, a dissolution of the 
corporation may be effected by such stockholder at a time when the 
minority common stock has no asset value. The possible inequity 
to the minority common stockholder of a leverage investment com- 
pany of dissolving the company in such circumstances may be gleaned 
from the testimony of Floyd B. Odlum, president of Atlas Corpora- 
tion. As has already been described, in September 1931 Atlas Cor- 
poration contracted to purchase at a price of $3 a share approximately 
two-thirds of the negative asset value common stock of National 
Securities Investment Company, a leverage company, from A. G. 
Becker & Co., the company’s sponsor. Mr. Odlum justified the sale 
by A. G. Becker & Co. of its common stock to Atlas Corporation on 
the ground that a dissolution of the company in the interest of the 
preferred stockholders of National Securities Investment Company, 
who had originally purchased their shares from A. G. Becker & Co., 
the underwriter of the stock, would have been unfair to the com- 
pany’s minority common stockholders: 1° 


Q. The preferred stockholder says: “I want the assurance of the return of 
my principal and in order to get that assurance I am willing to take a smaller 
return, while you, Mr. Common Stockholder, are willing to gamble with respect 
to the return of your principal, and, therefore, in consideration of that you are 
entitled to a higher return if it is made.” Isn’t that so? 

A. No. That is not what the preferred stockholder said. The preferred stock- 
holder, if he wanted to have an assurance of the return of his principal, would 
not have bought a preferred stock of an investment trust. 

Q. He would have put it in the bank? 

A. Yes. He would have put it in the bank. He said, “I want to be assured 
that I have a cushion behind me and that I will get whatever is there, up to 
my principal, before the fellow who is junior to me gets anything. For putting 
that cushion behind me I will limit my profits.” 


108 Op. cit. supra, note 72, at 18069-71. 
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Q. Then he says, “If the time comes when this trust is to be liquidated, I 
am to get a first lien on the assets.” 

A. Everything that is there until I am paid. 

Q. And in this case the one who is substantially preventing him from getting 
the first lien on the assets was A. G. Becker because they had the common stock 
control. 

A. You raise a question there. If you are talking of a one-stock [i. e., non- 
leverage] company, I can go a long way with you. When you are talking of the 
company with preferred and common, where the common has put in real money 
and has protected the preferred all of the way down in a falling market and no 
liquidation was originally contemplated, I think there is a very grave question 
and I would be inclined to resolve it in favor of the continuity of the company, 
and you should not pick the low spot where you would wipe out the man junior 
to you and try to force a liquidation. Furthermore, if Becker had ever agreed 
with what you are saying he would have exercised his right as controlling 
common stockholder to wipe out the minority [common] stock which was in the 
hands of the public. 


In September 1931, when Atlas Corporation agreed to purchase 
A. G. Becker & Co.’s holdings of the common stock of National Se- 
curities Investment Company, that company’s preferred stock, which 
was entitled on dissolution of the company to a first claim against 
the assets to the extent of $100 a share plus accrued unpaid dividends, 
had a per share asset value of $73.72.1% By July 24, 1935, the asset 
value of the preferred stock of National Securities Investment Com- 
pany had increased to $96.25 a share *°°—a performance superior to 
that of the Standard Statistics Company’s 90 common stock index 
for the same period. The common shares of the company were 
still without asset value.?% 

Meanwhile, however, Atlas Corporation had, as a result of its 
cash purchases and exchange offers, acquired 97% of National Se- 
curities Investment Company’s preferred stock and 92% of its com- 
mon stock.*°* And, as has been pointed out elsewhere in this chap- 
ter,1°®? Atlas Corporation had acquired its preferred stock in Na- 
tional Securities Investment Company at a substantial discount from 
its asset value. 

On July 24, 1935, Atlas Corporation, as the holder of in excess of 
two-thirds of the voting securities of National Securities Invest- 
ment Company, caused that company to be dissolved. Minority 
stockholders owning 73,448 shares of the common stock of National 
Securities Investment Company who had refused to sell their shares 
or accept Atlas Corporation’s exchange offers (possibly on the 
ground that they desired a continuance of their company and an 
opportunity to recover their losses), had no choice but to accept the 
dissolution of their company. ‘They were deprived in the rising 
security markets of 1935 of the “leverage” supplied to their com- 
mon stock by the preferred stock of their company, 97% of which 
was owned by Atlas Corporation. However, Atlas Corporation 


i0t See supra, pp. 1111-12. 

105 Op. cit. supra, note 72, Commission’s Exhibit No. 2001 (p. 191). 
16 Td., Commission’s Exhibit No. 2038. 

107 Td., Commission’s Hxhibit No. 2001 (p. 191). 

108 Thid. 

10 See supra, pp. 1111-19. 
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voluntarily paid the sum of $1.50 a share to the minority common 
stockholders of National Securities Investment Company when the 
common stock was without asset value, out of Atlas Corporation’s 
distributive share of the assets of National Securities Investment 
Company."° Mr. Odlum testified : 14 


A. We did not feel it [National Securities Investment Company] could be 
dissolved when the common stock was below asset value, without wiping out 
the minority common stock group, and we paid it out of our pocket to get it 
dissolved. 

Q. The company was kept alive. But when for the beneficial purpose of 
Atlas Corporation they thought that was the time to dissolve National Se- 
curities Investment Company, they dissolved it and paid $1.50 a share to 
the minority common stockholders. Isn’t that so? 

A. We dissolved the trust as soon as we could. If we had waited for the 
market to carry through we didn’t know when it would be. But don’t forget 
at the time the stock was bought at $3 a share (from A. G. Becker & Co.) 
and until we paid $1.50 per share the market had also changed. The market 
on investment trust stocks went down as low as 50 and 25. 

Q. What happened to the good old leverage? 

A. It was working the other way. 

Q. About the time it was supposed to come back * * * and work 
in the common stock’s favor, the company was dissolved? 

A. One never knows what the future will bring. 

Q. I am glad to hear you say that. 

A. I don’t know, anyway. 


Minority common stockholders of Federated Capital Corporation, 
another leverage company, control of which was acquired by Atlas 
Corporation, were similarly eliminated from any continuance of 
their interest in their company by its dissolution on July 25, 1935.1? 
The common stock of Federated Capital Corporation had been en- 
tirely sold to the public from 1927 to 1930, and of the approxi- 
mately $6,400,000 of capital raised by the company, approximately 
$2,800,000 represented the contribution to the enterprise made by 
common stockholders;*® the remainder of the capital was con- 
tributed by holders of the company’s preferred stock which on dis- 
solution of the company was entitled to a priority in assets to the 
extent of $26.25 a share and accrued dividends. 

As has already been described, Atlas Corporation acquired con- 
trol of Federated Capital Corporation, not by the purchase of a 
majority block of the securities of the corporation but by the assign- 
ment to it by the corporation’s original sponsor of a contract to 
manage the corporation. Atlas Corporation, with the paid assist- 
ance of P. H. Whiting & Co., Inc.,“° the original distributor of Fed- 
erated Capital Corporation’s securities, then began to acquire by 
purchase or exchange offer of its own shares, the securities of Fed- 
erated Capital Corporation, particularly the preferred stock, which 


110 Op. cit. supra, note 72, Commission’s Exhibit No. 2001. 

117q., at 18017-8. 

1227q., Commission’s Exhibit No. 2001 (p. 242). 

1143 Public Examination, Federated Capital Corporation, Commission’s Exhibit No. 1476. 
1144Jq., Commission’s Exhibit No. 1471 (p. 11). 
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from 1931 to 1935 had an asset value substantially greater than its 
market price. The common stock, which over the same period had 
a negative asset value, was acquired by Atlas Corporation only be- 
cause of its utility as the legal tool for the effectuation of the ultimate 
dissolution of the corporation. By July 25, 1935, Atlas Corporation 
had acquired 94.2% of the preferred stock of Federated Capital 
Corporation and 68.6% of its common stock.’ 

From May 1931 to July 25, 1935, the asset value of the preferred 
stock of Federated Capital Corporation had increased from $24.48 
a Share to $25.25 a share, a performance substantially better than that 
of the Standard Statistics Company’s 90 common stock index for the 
period.*° Although the common stock of Federated Capital Corpo- 
ration had, from 1931 to July 25, 1935, a small negative asset value, 
the demonstrated management ability of Atlas Corporation and the 
prospect, in the middle of 1935, of a continued rise in security values 
combined with the leverage advantage in the common stock of Fed- 
erated Capital Corporation, seemed to indicate that, in the near 
future, such stock would acquire a substantial asset value. 

Although the public held 32% of the common stock of Federated 
Capital Corporation, Atlas Corporation, on July 25, 1935, as the 
majority holder of all classes of Federated Capital Corporation’s 
securities, voted to dissolve the company. Atlas Corporation, how- 
ever, out of its own distributive share of the assets of Federated 
Capital Corporation, paid to minority stockholders $1.25 for each 
share of their common stock—a sum in excess of the then market 
value of such stock. As has been pointed out, the common stock 
of Federated Capital Corporation would have been entitled to none 
of the assets of Federated Capital Corporation.’ 

Nevertheless, the minority common stockholders had no choice but 
to accept the $1.25 a share. Holders of approximately 14,000 shares 
of the total minority interest of 77,000 common shares, headed by 
V. A. Sears, a Boston security dealer who had been one of the original 
distributors of the common stock of Federated Capital Corpora- 
tion,* opposed the dissolution of the corporation. At the stock- 
holders’ meeting called to approve the dissolution of the corporation, 
a motion made by Mr. Sears, supported by the holders of 14,000 shares 
of minority common stock, to postpone dissolution of the corporation 
for a period of two years, presumably in the hope that, after such 
period an improvement in market values of securities supplemented 
by the “leverage” in the common stock would increase the asset value 
of such stock to an amount in excess of the $1.25 a share offered by 
Atlas Corporation, was voted down by the proxies of Atlas Corpora- 
tion. The attitude of the minority common stockholders is indicated 
in a statement made at the stockholders’ meeting by Fred G. Perkins, 
one of such stockholders: 1” 


* * * TI wish to lodge a protest against the dissolution of Federated 
Capital Corporation, a proposal manifestly motivated at least by those directors, 
being a majority closely identified in interest or association with Atlas Cor- 


117 Tbid. 
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poration * * *. No one doubts, if the controlling corporation wills this 
dissolution to take place, that such will eventuate, and this with seeming right 
of law and the minority of stockholders of the controlled corporation to the 
contrary notwithstanding. * * * This situation is not cured by an offer, 
from any source of more than the market value of the corporation’s shares 
in view of the very nature of the shares and their potentialities in future. 


Atlas Corporation, as has been indicated, compensated the minority 
common stockholders because it dissolved its controlled leverage com- 
panies at a time when such common stock had no asset value. Never- 
theless, both the time of dissolution and the amount of compensation, 
if any, to be paid minority interests who would suffer by the dissolu- 
tion, rests solely in the discretion of the dominant stockholder. No 
legal requirement compels the compensation of minority interests 
whose investment in the enterprise may be eradicated by a dissolution. 
In fact, The Equity Corporation dissolved three of its controlled lever- 
age investment companies, Yosemite Holding Corporation, Eastern 
Shares Corporation, and Allied General Corporation, at a time when 
their common shares had no asset value, and when the outstanding 
minority common interest in the stock of these companies was 3.7%, 
1.2%, and 8.6%, respectively.12® No compensation was extended by 
The Equity Corporation to these minority common stockholders. 


2, MANAGEMENT EVALUATION OF ASSETS ON 
DISSOLUTION 


The evaluation, for distributive purposes, of the assets of dissolving 
investment companies is almost completely within the control of the 
directors of such corporations. Ordinarily the state laws entrust to 
the directors of an investment company the entire control over its 
dissolution, and the distribution of its assets to the stockholders. Such 
activities of the directors ordinarily are subject to no supervision or 
surveillance by any administrative or judicial body.1?* Where the 
directors are the mere nominees of a majority stockholder, they nat- 
urally would be desirous of obtaining the assets of the corporation at 
a valuation which will result in the least possible distribution of the 
corporate assets to minority stockholders. The absolute discretion of 
such directors to determine the procedure by which the corporate 
assets are to be liquidated may result in oppression of minority 
stockholders. 

Ordinarily an investment company’s assets consist of readily mar- 
ketable securities and cash. On dissolution the distributive share of 
each stockholder in the total assets is determined by the market prices 
of the securities in the portfolio on their sale on the securities ex- 
changes or privately. Nevertheless, as the Commission has stated 
elsewhere : 775 


Market prices vary from day to day. There is room for the exercise of judg- 
ment as to the dates when the prices will range the highest, and when they will 
range the lowest. A management interested in obtaining the assets for a lower 


223 Op. cit. supra, note 73, Commission’s Exhibits Nos. 848, 1183. 

124 See the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees, Part VII, pp. 
802-3. 
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cost might select one day for one sale; a management interested in a sale to 
realize as much as possible for the company, might select another. 


However, where the assets are not readily marketable or where mar- 
ket valuations of the portfolio securities are not an accurate reflection 
of their real value, the opportunity to exploit minority stockholders 
is accentuated. In such cases the liquidation of the nonmarketable 
securities in the dissolving company’s portfolio may be accomplished 
by an auction sale. And the terms of the sale may be devised to assure 
the purchase of the assets by the dominant stockholders. 


a. Dissolution of Yosemite Holding Corporation by The Equity 
Corporation 


The dissolution, in January 1934, of Yosemite Holding Corpora- 
tion, then 95% controlled by The Equity Corporation, is illustrative 
of the potentialities/of abuse to minority stockholders inherent in 
the ability of the majority stockholder, through its control of its 
subsidiary’s directorate, to determine the method of liquidation of 
its non-marketable assets. 

On January 29, 1934, the board of directors of Yosemite Holding 
Corporation voted to sell at public auction the bulk of the com- 
pany’s assets.2° The greater part of these assets consisted of hold- 
ings of approximately 52% of the outstanding common stock of 
Chain & General Equities, Inc.27 The stock was bid in by The 
Equity Corporation for $215,000.28 This sum virtually determined 
the pro rata distribution that the minority stockholders of Yosemite 
Holding Corporation received as a liquidating dividend. But the 
terms and conditions upon which the public auction was held were 
so fixed by The Equity Corporation controlled board of directors of 
Yosemite Holding Corporation that any bid other than that of The 
Equity Corporation would have been unlikely. It was required that 
a certified check of $100,000, or cash in that amount, be deposited 
to qualify anyone as a bidder. Thus, W. F. Best, the treasurer of 
The Equity Corporation, testified : 7° 


A. * * * The terms of the auction were that a certified check—the one 
that I am recalling that I was at—the terms, I think, were in order to bid 
at all a certified check of $100,000 or cash, must be deposited with the 
auctioneer. 

Q. These terms weren’t fixed by law? 

A. No, no; they were fixed by the Yosemite Corporation. 

Q. That means fixed by The Equity Corporation because it controlled 
Yosemite. 

A. That is right. It was fixed by the Directors of the Yosemite. I don’t 
recall whether they were entirely interlocking or not. 


The justification asserted by Mr. Best for this requirement was: “It 
was done for the purpose of establishing bona fide bidders. Any- 
body who was bona fide and really wanted that stuff and showed 


126 Derived from supplementary information supplied the Commission for Yosemite Hold- 
ing Corporation (minutes of board of directors meeting of January 29, 1934). 

127Op. cit. supra, note 73, Commission’s Exhibit No. 843. 

128 7d., at 10742. 

129Tq., at 12138. 


1444 SECURITIES AND EXCHANGE COMMISSION 


their ability to put up the money, why all right, we were willing 
to consider him a bidder.” *%° It is apparent, however, that the 
requirement might also serve to discourage other bidding from bona 
fide prospective bidders who were not prepared to meet the condi- 
tion. Thus, Mr. Best testified : 15 

Q. In all these sales that you had, was there ever anybody who made a 
competitive bid at more than the price bid by The Equity Corporation? 

A. I don’t recall being at more than this one. At that auction there were 
several people that talked to the auctioneer but when he read the terms that 
required a deposit of $100,000 cash, or a certified check, they did not bid. 


On the other hand, The Equity Corporation was in a peculiarly 
advantageous position to make any bid requiring a substantial cash 
outlay. By virtue of its holdings of over 90% of the preferred stock 
of Yosemite Holding Corporation, money advanced by it in pay- 
ment of its bid would be returned almost immediately in the form 
of a pro rata distribution of the corporation’s assets. Mr. Best 
testified : 1° 


Q. But under the facts which existed at the time of this sale, The Equity 
Corporation had virtually all of the preferred stock, that is over 90 percent, so 
that its cash would come right back to it, automatically, merely by the fact of 
the sale and distribution of assets. 

A. Of course it is perfectly true, on the dissolution of that particular corpo- 
ration Equity would have gotten its pro rata share of the cash value. 

Q. Which would mean substantially over 90 percent? 

A. Whatever stock that it held. 


In any event, the net result was that The Equity Corporation’s 
bid was the only one made, and that bid was the amount at which 
the assets were sold. Mr. Best testified : 


Q. So that regardless of the reasons for it, the fact of the matter is that The 
Equity Corporation made the only bid that was made? 

A. Equity made the only bid. 

Q. So that the price that Equity fixed, as the value of those assets, was 
aecepted as the price at which those assets were sold? 

A. That is correct. 


It was in this manner that The Equity Corporation determined 
the price which would be paid for the assets of the corporation being 
liquidated. This amount in turn determined the sum to be received 
by the minority stockholders who did not accept the exchange offers. 
As Mr. Best testified, The Equity Corporation officers “got together 
and determined what they thought was a fair price that Equity was 
willing to pay for them.”**° He agreed that the only protection the 
minority stockholders had was the conscience of The Equity Corpo- 
ration controlled management of Yosemite Holding Corporation :*” 


Q. * * * And the only safeguard which these minority stockholders had 
with respect to the fairness of the bid price was the conscience of the officers 
of The Equity Corporation? 


130 Tpid. 
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A. Was the conscience of the officers of the Yosemite or dissolving corpora- 
tion. They could have refused the bid. 

Q. All right, and those officers were controlled by The Equity Corporation, is 
not that so? 

A. It just happens in Yosemite that I don’t think they were. 

Q. But we have—the record is replete with testimony that there was—— 

A. Yes, there was; that is true. 


But, as has already been stated, The Equity Corporation interests 
were squarely opposed to the interests of the minority stockholders. 
This is strikingly shown by the testimony of Mr. Best: *** 


Q. Now, you have stated that The Equity Corporation officers would sit down 
and decide what they thought would be a fair price. 

A. That is correct. 

Q. You also stated that you, as an Equity Corporation officer and as an officer 
also of the Yosemite Holding Corporation, might have used a different basis of 
arriving at a fair price than they did? 

A. That is correct. 

Q. And so any number of other people might have used a different basis of 
determining what would be a fair price than the Equity Officers had 
mec? & 8 

A. That is true. 

Q. And, as a matter of fact, what the Equity officers determined to be a fair 
price was the one that was accepted as a fair price, by virtue of their dominant 
position in the situation? 

A. By virtue that nobody else bid. 


a * * * * * ® 


Q. As a matter of fact, The Equity Corporation had an interest in the situa- 
tion which would require them to purchase the assets at as low a price as 
OSSD CM tamconmnaes 

In other words, if The Equity Corporation put up money to purchase the 
assets of this corporation, a portion of that money would go to the minority 
stockholders who didn’t come into the situation during the exchange program. 
Isn’t that so? 

A. On dissolution they would get that; yes. 

Q. Now, the higher the bid the more those stockholders would get. 

A. That is true. 


co] * ae % * * * 

Q. When you have this situation with the parent and the subsidiary company 
in circumstances where there is to be a public auction upon the dissolution, 
there might be an element of conflict, might there not, Mr. Best, by virtue of 
the fact that as an officer of The Equity Corporation you are duty bound to buy 
the assets at the cheapest price, and as an officer and director of the under- 
lying corporation you are bound to see that the stockholders get the highest 
price possible? 

A. Yes; there is clearly a double liability. 


R.S. Elliot, the secretary of The Equity Corporation, was prepared 
to say that the situation was one which “the majority must look at 
* * * fairly carefully” to determine “that they are making a fair 
offer.” 88 Realistically, the minority stockholders were completely 
in the hands of The Equity Corporation as the dominant interest, 
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for any improvement in their position could come only at The Equity 
Corporation’s expense. 


b. Dissolution of Companies Controlled by Atlas Corporation 


As has been indicated elsewhere in this chapter, Atlas Corporation 
dissolved the majority of its controlled companies; three subsidiaries 
were dissolved in 1931, eight in 1933, and three in 1935.1°° Prior to 
its dissolution of these companies, Atlas Corporation had in many 
instances caused them to purchase ‘in the market or from Atlas Cor- 
poration and its affihated companies **° substantial blocks of the 
securities of other Atlas Corporation controlled investment com- 
panies. The asset value of most of these securities substantially 
exceeded their market value. On the date of their dissolution, there- 
fore, the portfolios of many of Atlas Corporation’s subsidiaries con- 
tained varying blocks of the securities of as yet undissolved sub- 
sidiaries. For example, all the subsidiaries which were dissolved in 
1933 and two of three subsidiaries which were dissolved in 1935 held 
the securities of one or more of other Atlas Corporation controlled 
investment companies which were dissolved, sold, or consolidated with 
Atlas Corporation at a later date. The companies later absorbed 
were National Securities Investment Company, American Investors, 
Inc., and Federated Capital Corporation, all of which were dissolved 
in 1935,14t and Pacific Eastern Corporation, Shenandoah Corpora- 
tion, and Sterling Securities Corporation, which were consolidated 
with Atlas Corporation in October 1936.14? American, British & 
Continental Corporation and Blue Ridge Corporation were sold by 
Atlas Corporation in 1935. 

Both in 1933 and in 1935 these investment companies whose se- 
curities were in the portfolios of other subsidiaries which were dis- 
solved in 1933 and 1935, were controlled by Atlas Corporation. The 
following figures #° indicate the control of these companies held by 
Atlas Corporation at’ December 31, 1933, and at December 31, 1935, 
or at the date of the prior sale or liquidation of the company: 


Percentage controlled by Atlas Corporation 


Name of company Dee. 31, 1933 Dee. 31, ee CHEE date of 

| Bonds | Preferred |Common | Bonds | Preferred | Common 
Federated Capital Corporation____...--------]-------- 91 G2IP a eat. SE 94 69 
National Securities Investment Co___.________|_------- 88 Sait Panigey se as Le 97 92 
AMTNXTA CIN IOTVAROU, WG. « oe nsoe nee Se=||-eosecee 59 Utae @ = yee mee Se 73 83 
PAcificebastermE© OGD OLA tl 0 1a eee | ne mens | Beene nee Ce = | eee eee 73 

rus ase - 63 pfd. CB Ok 134 |Lcoseco= | 75 pfd. 88 Cl. B. 

Sterling Securities Corporation. __..-._--------|_-_----- ee Wey, | IOLA 62 pice. | 46 Cl. A. 
Shenandoahi@onporation ses sss ee ae ae eee 71 De a By \eatee tees 85 96 

IB IRIS) (COP DORD HON sie ssn coe eoesocoed||Sateceee 23 STIS! AP SL 2 23 | 87.9 

American, British & Continental Corporation_| 46 53 68 49 64 Ue 
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144 Tbid. and id., Commission’s Exhibit No. 1958. 

12Td., Commission’s Exhibit No. 1958. 

143 The figures used in this table are derived from id., Commission’s Exhibit No. 2001. 
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The preferred stocks and bonds of these companies, throughout 
the entire period of their control by Atlas Corporation, sold in the 
market at prices substantially less than their asset values. The com- 
mon stock of these companies, with the exception of that of Ameri- 
can Investors, Inc. and Pacific Eastern Corporation, sold in the 
market at technical premiums since they had no asset value, in fact 
had negative asset values. 

Whether to evaluate for distributive purposes the assets of those of 
its dissolved companies which contained the securities of other con. 
trolled investment companies, at their market values, asset values, or 
on any other basis, was solely in the discretion of Atlas Corporation. 
Table 207** indicates the substantial variation in the distributive 
shares of the minority stockholders in the companies dissolved by 
Atlas Corporation in 1933 and 1935, depending on whether the se- 
curities of the other Atlas Corporation controlled companies in the 
dissolved companies’ portfolios ** were valued at their market or 
asset values: 74° 


TABLE 20.—Jinority interest in investment companies dissolved by Atlas Corpora- 
tion in 1933 and 1935, on the basis of both the market and asset value of 
portfolio holdings of investment companies in the Atlas group 


r : 2 Net worth on basis of 
pe eae es market value of assets 
: in portfolios 
Name of dissolved company Dale ohdis: — 
Preferred | Common : 
shares shares Total Per share 

Allied Atlas Corporation__._..._______- dime) @, UGS} |. a 288, 204) $4, 394, 353. 83 $15. 28 
General Empire Corporation. _________. diboey AML, IE eo oe 201, 852} 3, 869, 752. 00 19.17 
Aviation Securities Corporation. _______ INON7>  &, WOBB |e seee ce 134, 000} 1, 998, 679. 74 14, 92 
The Hinancial Corporation. -_____--=-__|| Nov, “6, 1933 | ---_=-- =~ 220,755] 5, 185, 830. 01 23. 49 
Chain Store Stocks, Ine_________-_-____- INOW 244, ORB |]. 3 231,791} 2, 578, 629. 46 11.32 
Securities Allied Corporation. __________ ID@e, 8, WBS | --- ee - 1, 434, 057} 21, 756, 664. 22 14.72 
All America General Corporation_______ IDO, SiO), OBR. || oe 165, 600) 2, 375, 827. 98 14.35 
Atlantic Securities Corporation _________ Dee. 30, 1933 50, 889 168, 250] 2,221,444. 81|pfd. 43.65 
National Securities Investment Co____- July 25, 1935 137,782] 929, 31814] 12, 708,946. 71]pfd. 92. 24 
Federated Capital Corporation________- July 27, 1935 122,320} 249, 999.04] 3,127, 425.03/pfd. 25.57 
MObale: take Reese ne, see ht USS AAR. WAP. AS AR LEE Ifa UD. Boe ee CONSTO 2405 04) Rae ae 


Source: See note 144 in text. 


44 The figures used in this table were derived from id., Commission’s Exhibit No. 2001 
and the replies to the Commission’s questionnaire for the listed companies, Pts. II and 
III. The asset values of the securities of other investment companies controlled by Atlas 
Corporation and contained in the portfolios of the listed companies (see following foot- 
note) were derived from the same sources. 

46 The securities of other surviving Atlas Corporation controlled investment companies 
contained in the portfolios of the dissolved investment companies listed in the table, 
were primarily those of National Securities Investment Company, American Investors, Inc., 
Federated Capital Corporation, American, British & Continental Corporation, Blue Ridge 
Corporation, Pacific Hastern Corporation, Shenandoah Corporation, and Sterling Securities 
Corporation. (Replies to the Commission’s questionnaire for the investment companies 
listed in the table, Pt. III.) 

46 The figures in the table for the per share asset value of the securities of the listed 
companies based on the market values of their assets represent asset values at the date 
of the dissolution of the listed companies. Between the date of the dissolution of these 
companies and the final distribution of their assets, the market value of the portfolio 
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TABLE 20.—Minority interest in investment companies dissolved by Atlas Cor- 
poration in 1988 and 1935, on the basis of both the market and asset value of 
portfolio holdings of investment companies in the Atlas group—Continued 


Net worth on basis ; : Minority interest at date 
giving underlying | Difference in net worth dissolution 
asset values to secu- representing excess — 
rities of Atlas Cor- of underlying asset i 
poration controlled over market value | | 
companies in port- basis Preferred | Common 
Name of dissolved folios | 
company a eg == SSS S| Se 
| Per- | Per- 
| | cent \ cent 
| | ‘of out-: | of out- 
Total Per share Total Per share | Shares s¢anq.| Shares, stand. 
| ing ing 
| shares shares 
— — Taal — ——— ——— <= — — 
Allied Atlas Corpora- | | 
Pion see ae es a $4, 652, 203. 83 $16. 17| $257, 850. 00 SOR8O REE ers ae 8, 62714} 3.00 
General Empire Corpor- 
atiONe ate see eae een 4, 518, 829. 37 22.39) 649, 077.37 3022 | Beane | ewe | 1,895) . 89 
Aviation Securities Cor- ' 
porationss= === 2, 351, 871. 51 17.55} 358, 191. 77) QHGS| eae beeen oes | 2,870, 2.15 
The Financial Corpora- | 
CIO ase oe ee 8, 083, 785. 91 36. 62) 2, 897, 955. 90 ASS1S | Seer ne | meee ae 5, 730} 2. 65 
Chain Store Stocks, Inc__} 3, 278, 656. 96 15.77| 1, 056, 099. 05 40158 | EE See iee omen e 11,586} 5.00 
Securities Allied Corpor- 
ations Pee ees 29, 470, 188. 86 19. 94] 7, 718, 524. 64 522 ee aren | keer 43,972| 3.29 
All America General | | 
Corporation_——--_---- = 3, 242, 950. 21 19.58) 867, 122. 23 BFW secenec|sscccce 1, 487 . 90 
Atlantic Securities Cor- pfd. 58. a ee 13. el 
3 ; 1 , O87. ; : 
Berri oniie Sere lun, 653. 57 ieee 7.08 » 862, 087. 52/) on 7.08 906; 1.78] 3,641) 2.16 
National Securities In- 
vestment Co__-------- 13, 645, 141.30) pfd. 99.03} 936,194.59) pfd.6.79 4, 474| 3.25] 73,333] 7.89 
Federated Capital Cor- 
Oration === saa 3, 361, 528. 66] pfd. 27.48] 234, 103.63) pfd. 1.91) 6, 687| 5.61) 77,014] 30.81 
MO ta lettre tee ain ee id, VAS 396,74 eee |16, 827, 156. ZA) | eee eae ISS Se te emma eds BN Ee ELEM 


Source: See note 144 in text. 


To a substantial extent Atlas Corporation possessed the ability to 
realize the actual asset value of the investment company portfolio 
securities of these companies. As has already been indicated in sched- 
ule form, Atlas Corporation held directly or indirectly, both in 1933 
and in 1935, in excess of two-thirds of the voting stocks of Federated 
Capital Corporation (in which both classes of stock had voting 
power), National Securities Investment Company, American Inves- 
tors, Inc., and Blue Ridge Corporation—a voting strength sufficient 
to give Atlas Corporation alone the absolute power to effect their 
dissolution. Atlas Corporation held also blocks of the securities of 


increased slightly in most cases, so that the actual liquidating dividends paid in cash to 
the minority stockholders of the listed companies were as follows: Allied Atlas Corpora- 
tion, $15.58 a share; General Empire Corporation, $21.15 a share; Aviation Securities 
Corporation, $15.31 a share; The Financial Corporation, $30.76 a share; Chain Store 
Stocks, Inc., $11.32 a share; Securities Allied Corporation, $15.31 a share; All America 
General Corporation, $13.17 a share; Atlantie Securities Corporation, $58.75 a share of 
preferred stock and $3 a share of common stock (see supra, p. 1258) ; National Securities 
Investment Company, $96.25 a shares of preferred stock; and Federated Capital Corporation, 
$25.25 a share of preferred stock (op. cit. supra, note 72, Commission’s Exhibit No. 2083). 
It will be recalled that Atlas Corporation voluntarily paid $1.50 to the minority holders 
of the common stock of National Securities Investment Company and $1.25 to the minority 
holders of the common stock of Federated Capital Corporation, although at the date of 
distribution these companies’ common stocks bad no asset value. (See suvra. op. 1438-42.) 
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Pacific Eastern Corporation, Sterling Securities Corporation (in 
which all shares had voting power and in which Atlas Corporation 
held 43% of all shares outstanding), Shenandoah Corporation, and 
American, British & Continental Corporation, sufficient in size to 
give Atlas Corporation for practical purposes, the power to dissolve, 
consolidate, or merge these companies with itself. The securities of 
these companies not dissolved in 1933 were included in the port- 
folios of the investment companies which Atlas Corporation dissolved 
in 1933. and 1935. 

In the interest of the minority stockholders of the companies which 
were dissolved in 1933 and 1935, Atlas Corporation, as the dominant 
stockholder, might have made some attempt to dissolve its controlled 
investment companies which survived the year 1933, and whose se- 
curities were in the portfolios of the dissolved companies. If disso- 
lution of such companies was impractical because of the illiquidity 
of the assets of such companies as Pacific Eastern Corporation, or 
inequitable because of the effect of a dissolution on minority common 
stockholders of these investment company subsidiaries whose common 
stocks had no asset value, then some effort might have been made by 
Atlas Corporation to consolidate or merge all of its controlled in- 
vestment companies on a basis which would give effect to the inherent 
asset values of the various companies’ securities. Such a procedure 
would have insured to minority holders of the securities of all its 
subsidiary companies, as well as to Atlas Corporation, the actual 
asset value of their respective interests. On the other hand, however, 
Atlas Corporation, by keeping alive its other controlled investment 
companies whose securities were in the portfolios of the subsidiaries 
which it dissolved in 1933 and 1935, could derive for itself additional 
profits by the continued purchase in the open market of the securities 
of such companies at prices representing discounts from their asset 
values. And the fact is that Atlas Corporation, between 1933 and 
1935, substantially increased its holdings of such companies’ securi- 
ties.1*7 

Atlas Corporation resolved this conflict between the interests of 
minority stockholders of its subsidiaries and its own pecuniary in- 
terests by dissolving the subsidiaries which have been listed above, in 
1933 and in 1935. However, on dissolution, all stockholders in the 
dissolved companies were given the opportunity (which usually was 
required to be exercised within a period of approximately two 
weeks)" to obtain their distributive share of the corporate assets 
either in cash or in a pro rata distribution of the company’s port- 
folio in kind. Atlas Corporation invariably elected to receive its 
distributive share of the corporate assets in portfolio securities in 
kind. It was thus enabled to acquire portfolio securities whose 
asset values exceeded their market value.%° Theoretically, minority 
stockholders occupied the same position. They could also elect to 
obtain their pro rata portion of the portfolio. However, the circular 


147 Op. cit. supra, note 72, Commission’s Exhibit No. 2001. ° 

48 See, e. g., the letter addressed to the minority stockholders of General Empire Cor- 
poration (id., Commission’s Exhibit No. 2087, Item 34—A). The letter was dated June 
12, 1933, and stockholders were required to elect on or before June 29, 1933, whether or 
not they desired their distributive share of the assets of General Empire Corporation in 
cash or in portfolio securities. 

48Td., Commission’s Exhibit No. 2001. 

150 Thid. 
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letters containing the option given to minority stockholders te 
obtain their distributive share of the dissolved corporation’s port- 
folio revealed neither the difference between the market and asset 
value of the securities of other Atlas Corporation controlled com- 
panies held by their company, nor the fact that Atlas Corporation 
was or would be shortly capable of realizing the asset value of the 
portfolio securities by dissolving or consolidating with itself the in- 
vestment companies whose securities were in the portfolio of the 
dissolving companies. On the happening of either of these events, 
minority stockholders who received in kind the securities of these 
later dissolved or consolidated companies would, of course, achieve 
the same gain that accrued to Atlas Corporation. But, even if mi- 
nority stockholders were aware of these facts, the time of dissolution 
or consolidation of the Atlas Corporation affiliates whose securities 
were in the portfolios of their dissolving companies, rested solely 
in the hands of Atlas Corporation. When Atlas Corporation would 
dissolve or consolidate these companies was uncertain. Even in- 
formed minority stockholders who were in need of cash might, there- 
fore, waive their option to receive the securities in the portfolios of 
their companies in kind. The fact is that the great majority of the 
minority stockholders of the companies dissolved by Atlas Corpora- 
tion elected to receive their distributive portion of the assets of their 
company in cash.2%? 

In determining the cash value of the distributive shares of minority 
stockholders of the investment companies dissolved by Atlas Cor- 
poration in 1933 and 1935, with few exceptions, the market values of 
the securities of surviving Atlas Corporation controlled companies in 
their portfolios were used. To obtain the cash required for liqui- 
dating dividends, portfolio securities, including those of Atlas Cor- 
poration controlled companies, were sold to Atlas Corporation and 
its surviving affiliates at their market value.** With respect to the 
use of market values for this purpose, first, the character of the mar- 
ket for investment company securities in 1932 militated against the 
use of market values as a sole criterion of actual value; %* second, the 
paucity of the floating supply of the securities of Atlas Corporation’s 


151 See, e. g., the letter addressed to minority stockholders of General Empire Corpora- 
tion (id., Commission’s Exhibit No. 2037, Item 34—A). 

152 See, e. g., the case of Securities Allied Corporation, discussed infra, pp. 1453-7. 

153 Op. cit. supra, note 72, Commission’s Exhibit No. 2001. 

1544 From 19380 to 1937, the market price index for investment company securities re- 
mained below that of the general market. See Part Two (House Doc. No. 70, 76th 
Cong.), Ch. IV, pp. 315-17, of this report. After 1929 the securities of investment com- 
panies consistently sold in the market at prices substantially less than their asset values. 
As the Delaware Chancery Court has recently said in disapproving the use of the market 
value of an investment company security as the only index for determining the appraisal 
value of a dissenting stockholder’s share in a consolidating investment company : 


When it is said that the appraisal which the market puts upon the value of the 
stock of an active corporation as evidenced by its daily quotations is an accurate 
fair reflection of its intrinsic value, no more than a moment’s reflection is needed to 
refute it. There are too many accidental circumstances entering into the making of 
market prices to admit them as sure and exclusive reflectors of fair value. The 
experience of recent years is enough to convince the most casual observer that the 
market in its appraisal of values must have been woefully wrong in its estimates at 
experience of recent years is enough to convince the most casual observer that the 
market in its appraisal of values must have been woefully wrong in its estimates at 
one time or another within the interval of a space of time so brief that fundamental 
conditions could not possibly have become so altered as to affect true worth. Markets 
are known to gyrate in a single day. The numerous causes that contribute to their 
nervous leaps from dejected melancholy to exhilarated enthusiasm and then back 
again from joy to grief, need not be reviewed. It would be most unfortunate indeed 
either for the consolidstcd corporation or for the objecting stockholder, if on the 
particular date named by the statute for the evaluation of the dissenter’s stock, viz. 


INVESTMENT TRUSTS AND INVESTMENT compPpaAntes 1451 


investment company subsidiaries available for market trading, from 
1933 to 1935, would detract from the reliability of the market quota- 
tions of such securities as an accurate reflection of their real worth. 
The floating supply of these subsidiaries’ securities available for 
market trading progressively declined as Atlas Corporation continued 
to make purchases of such securities. Finally, the market prices of 
its investment company subsidiaries whose securities were included in 
the portfolios of investment companies which were dissolved by Atlas 
Corporation in 1933 and 1935, represented, to a substantial extent, 
the prices that Atlas Corporation was willing to pay for them. 

The senior securities, that is, the securities having asset values, of 
Federated Capital Corporation, National Securities Investment Com- 
pany, American, British & Continental Corporation, and American 
Investors, Inc., shares of which were included in the portfolios of the 
investment companies dissolved by Atlas Corporation, were traded in 
only over the counter. The markets in Federated Capital Corpora- 
tion and National Securities Investment Company stock were quoted 
by P. H. Whiting & Co., Inc., and A. G. Becker & Co., respectively, 
who were the original distributors of the shares, and both of whom 
were assisting Atlas Corporation to acquire the shares.°° Their 
market quotations were substantially the prices quoted by Atlas Cor- 
poration.%* Similarly, Blyth & Company and J. Henry Schroder 
Banking Corporation, the former sponsors of American, British & 
Continental Corporation, who presumably would be the source of any 
market quotations for their company’s securities, were acting as 
brokers for Atlas Corporation.’ It may be inferred, therefore, that 
Atlas Corporation’s purchases were a determining factor in fixing 
the market prices of the securities of its investment company sub- 
sidiaries which were sold only over the counter. 

With the exception of the securities of Blue Ridge Corporation, 
comparatively few of which were acquired by Atlas Corporation in 
the open market,!°* the purchases by Atlas Corporation of the securl- 
ties of its affiliates which were listed on securities exchanges were also 
a substantial factor influencing the market prices of these securities. 
A comparison of the recorded volume of trading in the securities of 
its investment company affiliates whose stocks were held by the com- 
panies dissolved by Atlas Corporation in 1933 and 1935, indicates 
that Atlas Corporation’s purchases were substantially responsible for 
the total volume of trading in those securities, and were a substantial 
factor in the determination of the market prices of such shares.” 
However, it is not to be inferred that Atlas Corporation was engaged 
in manipulative activities. 


the date of the consolidation, the market should be in one of its extreme moods and 
the stock had to be paid for at the price fixed by the quotations of that day. Even 
when conditions are normal and no economic forces are at work unduly to exalt or de- 
press the financial hopes of man, market quotations are not safe to accept as unerring 
expressions of value. ‘The relation of supply to demand on a given day as truly 
affects the market value of a stock as it does of a commodity ; and temporary supply 
and demand are in turn affected by numerous circumstances which are wholly. dis- 
connected from considerations having to do with the stock’s inherent worth. (Chicago 
Corporation V. Munds, 20 Del. Ch. 142, 172 Atl. 452 (1934).) 


155 See supra, pp. 1289 and 1111-14. 

156 Tbid. 

157 Op. cit. supra, note 72, Commission's Exhibit No. 2001. 

158 Thid. 

159 The following tab’e indicates the recorded volume of trading on securities exchanges 
during 1938 and 1934 in the shares of Atlas Corporation’s subsidiaries in existence in 
1934 which possessed asset values, and also indicates the total purchases of such securi- 


153373—41—pt. 83——43 
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Nevertheless, in most cases these market prices were the basis for 
the determination of the distributive shares of the dissolved corpora- 
tions received in cash by their minority stockholders. It is not to be 
inferred that Atlas Corporation was required to use the asset values 
of its controlled investment companies’ securities in the portfolios of 
the dissolved companies in determining the cash liquidating dividends 
to be paid to minority stockholders. However, the basis for evalua- 
tion of the dissolved corporations’ assets was fixed solely by Atlas 
Corporation, and no independent appraisal of the value of the assets 
for cash distributive purposes was made. In the exercise of its abso- 
lute discretion, Atlas Corporation could evaluate on a market, asset, 
or any other basis.2°° However, regardless of the basis of eva uluation 
of his cash distributive share, a minority stockholder could and in 
some instances did obtain his distributive share of the portfolio se- 
curities and other assets of his company in kind. In such instances, 


ties both on the exchanges and over the counter by Atlas Corporation and its controlled 
investment companies: 


eres Pure nases 
Recorded | RY 48S | Recordea| PY Atlas 
Exchange on Corpora- Corpora- 
NELSON Cony) which listed | VlMM® | ~ tion | Volume, | ~ tion 
group, group, 
1933 1934 
Pacific Eastern Corporation. ________- New York Curb_.| 231,402 | 380, 854 79, 000 150, 831 
Nellore Securities Investment Co., | Chicago Stock-__- 450 1, 741 600 8, 096 
pia. ' : 
pretline Securities Corporation, lst |} New York Stock_| 24, 807 20, 704 11, 800 10, 196 
pfd. 
ee Securities Corporation, $1.20 |.--_- JOS Ses eee es 71, 600 20, 705 33, 600 20, 550 
ce 
sterling Securities Corporation _______|____- dona e hh 124, 600 22, 996 47, 500 36, 325 
Shenandoah Corporation, pfd________ New York Curb_} 29, 871 15, 392 13, 600 14, 317 
American Investors, Inc., class B |_-__- dowlrstes: a! 77,904 | 40,708 8, 750 11, 605 
common. 


The figures used are derived from op. cit. supra, note 72, Commission’s Exhibit No. 2001, and Bank 
and Quotation Record. 

160 In the case of Atlantic Securities Corporation, the distributive share of minority stock- 
holders was based on an evaluation of the corporate assets other than by market values. 
On a market valuation of the assets of the corporation, preferred stockholders would have 
received $45.57 a share of their stock, although pursuant to the corporation’s charter they were 
entitled to a priority in assets to the extent of $52,50 a share plus accrued unpaid dividends 
which then totaled $6.25 a share. The common stock of the corporation, if its assets were 
evaluated at market, would have been entitled to none of the assets. However, the corporate 
assets, on the basis of the actual asset value of the securities of Atlas Corporation’s undis- 
solved subsidiaries held by Atlantic Securities Corporation, were sufficient to entitle each pre- 
ferred stockholder to the full claim of his shares ; that is, to $58.75 a share, and each common 
stockholder to $7.08 a share. Atlas Corporation actually paid to each minority preferred 
stockholder $58.75 on each share of his stock as a liquidating dividend, and paid to each minor- 
ity common stockholder the sum of $3 a share in cash as a liquidating dividend (op. cit. supra, 
note 72, Commisson’s Hxhibit No. 2001). In other words, minority preferred stockholders 
received a liquidating dividend based on an evaluation of the corporate assets on the basis of 
the asset values of its portfolio of other affiliated investment company securities; minority 
common stockholders received less than half of the sum to which they would have been en- 
titled on the same basis. The record does not indicate why Atlas Corporation employed a non- 
market-value basis of evaluation in the case of Atlantic Securities Corporation and not in 
other cases. Atlantic Securities Corporation, however, illustrates the extent to which the 
sense of fairness of the management of a parent investment company, coupled with a privilege 
of the minority stockholder of the subsidiary company to receive his distributive share 
of the portfolio securities in kind, was substantially the only protection to minority stock- 
holders against the completely unsupervised power of a parent investment company to 
determine the value of a subsidiary company’s assets on its dissolution, and, as a corol- 
lary, the value of the minority stockholder’s pro rata cash share in such assets. 
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minority stockholders received precisely the same treatment, pro rata, 
as Atlas Corporation. 


(1) DISSOLUTION OF CHATHAM PHENIX ALLIED CORPORATION 
(SECURITIES ALLIED CORPORATION) 


As has already been described elsewhere in this chapter,‘*t Cha- 
tham Phenix Allied Corporation (or Securities Allied Corporation, as 
the company was renamed after its control passed to Atlas Corpora- 
tion in August 1931,1) on the very day that its control was acquired 
by Atlas Corporation, purchased from Atlas Corporation and its 
affiliates substantial blocks of the securities of other Atlas Corpora- 
tion controlled investment companies. Thereafter, as Mr. Odlum 
testified, “Securities Allied * * * was the main stem through 
which the other companies were held.” + On December 8, 1933, the 
date of the dissolution of Chatham Phenix Allied Corporation, ap- 
proximately 76% of its portfolio of securities consisted of substan- 
tial stock interests in other Atlas Corporation controlled companies 
which had either already been dissolved or had survived the dissolu- 
tion of Securities Allied Corporation. 

The activities of Securities Allied Corporation were changed from 
investment in diversified securities to the status of an intermediate 
holding company for the securities of Atlas Corporation’s controlled 
investment companies. By June 1958, Securities Allied Corpora- 
tion had acquired substantial majority interests in several of Atlas 
Corporation’s affiliates. It held 983% of the stock of Allied Atlas 
Corporation, 80% of the Stock of All America General Corporation, 
77% of the stock of Aviation Securities Corporation, 69% of the 
stock of Chain Stores Stocks, Inc., 11% of the stock of General Em- 
pire Corporation, and 55% of the stock of Ungerleider Financial 
Corporation, all of which were nonleverage companies.* All of 
these companies were liquidated from June to December 8, 1933, 
the date of the dissolution of Securities Allied Corporation.® As 
a result of these liquidations, Securities Allied Corporation acquired 
as liquidating dividends in kind, on its holdings of the shares of 
these companies, many diversified securities and substantial blocks 
of the securities of American Investors, Inc., Pacific Eastern Cor- 
poration, Shenandoah Corporation, Sterling Securities Corporation, 
Blue Ridge Corporation, and American, British & Continental Cor- 
poration,’ all of which, with the exception of Pacific Eastern Cor- 
poration, were leverage investment companies. 

These investment companies controlled by Atlas Corporation were 
not dissolved or consolidated with Atlas Corporation until 1935 
and 1936. And these securities, at the date of the dissolution of 


161 See supra, p. 1149. 

162 [bid. : 

163 Op. cit. supra, note 72, at 18234. 

164 Jd., Commission’s Exhibits Nos. 2038, 2040. 

165 Tq., Commission’s Exhibit No. 2001. 

166 Securities Allied Corporation acquired in this manner 34,803 shares of the Class B 
common stock of American Investors, Inc.; 376,971 shares of the capital stock of Pacific 
Eastern Corporation (formerly known as The Goldman Sachs Trading Corporation) ; 
27,594 shares of the preferred stock of Shenandoah Corporation; 21,828 shares of the 
preferred stock of Blue Ridge Corporation ; 33,814 shares of the preferred stock of Sterling 
Securities Corporation, and 9,418 shares of the preferred stock of American, British & 
Continental Corporation (id., Commission’s Exhibit No. 2040). 
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Securities Allied Corporation, had asset values greatly in excess 
of their market values. The disparity between the market value and 
asset value of the holdings of Securities Allied Corporation (part of 
which were purchased and part of which were received as liquidating 
dividends from previously dissolved subsidiaries) in the surviving 

- investment companies controlled by Atlas Corporation, is indicated 
in Table 21 : 1% 


TaBLe 21.—Valuation of securities of investment companies in the portfolio of 
Securities Allied Corporation, on the basis of market and asset values, end 


of 1933 

Difference represent- 
Valuation used for | Valuation at under- | UB ExCeSS of under- 
distributive pur- lying asset values, ene ieee ; xalde 
Name of portfolio Number iWOSES © Dee. 31, 1933 mcccletor atten 

company of shares tive purposes > 

RCE arictalee| eH Rs Snotal Pet TO r otal 

Preferred stocks 
American, British & Con- 

tinental Corp. $6 cum___| 34, 018 $15.00 | $510, 270.00] $32. 43/$1, 103, 203. 74] $17.43 | $592, 933. 74 
Blue Ridge Corp. cum. 

O10. GB COMVasessseesseses 30, 755 32. 00 984, 160. 00 55. 25! 1, 699, 213.75] 23.25 715, 053. 75 
Federated Capital Corp. 

6% cum. ------.--------- 74, O74 11.00 | 814,814.00] 22.78) 1, 687,405.72] 11.78 | 872,591.72 
National Securities Invest- , 

ment Co. 6% cum______- 82, 672 58. 63 | 4,847, 059.36] 78. 30| 6,473, 217.60] 19. 67 |1, 626, 158. 24 
Shenandoah Corp. op. $3 

CONV _------------------ 27, 594 17. 25 475,996.50} 27.11} 748, 073.34] 9.86 | 272,076.84 
Sterling Securities Corp. 

conv. 1st $3 cum____---- 84, 471 29.25 | 2,470, 776.75] 57.00] 4,814, 847.00] 27.75 12,344, 070. 25 
Sterling Securities Corp. 

Conve. ple20/ CuI Ease aa= 38, 985 3. 50 136, 447. 50 . 86 33, 527.10} (2.64)| (102, 920. 40) 

Common stocks 
American Investors Inc., 

Bea 273, 603 2. 59 684, 007. 50 3.53} 965, 818.59] -1.03 | 281,811.09 
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National Securities Invest- 
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Pacific Eastern Corpora- 
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Sterling Securities Corp. 
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Sterling Securities Corp. 
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« Market valuations used except in the case of National Securities Investment Co. 6% cumulative pref 
stock, the market value of which was $40 a share. 7 epreferred 

> Figures in parentheses represent excess of valuation for distributive purposes (market valuation) over 
underlying asset values. 


Source: See note 167 in text. 


167 The figures cited in this table are derived from Pt. III of the reply to the Commis- 
sion’s questionnaire for Securities Allied Corporation, and Pts. I and II of the replies to 
the Commission’s questionnaire for the companies listed in the table, as well as from 
supplementary information supplied the Commission for Securities Allied Corporation. 
See also op. cit. supra, note 72, Commission’s Exhibit No. 2001 (p. 122). 
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As has already been indicated, the market values of substantially 
all of these securities were predominantly a reflection only of the 
price that Atlas Corporation, as virtually the only market bidder for 
such securities, was willing to pay for them. However, Mr. Odlum 
testified that the prices paid by Atlas Corporation for these securities 
were higher than the prices at which comparable investment trust 
issues were then selling in the market. 

The difference of $7,713,524.64 between the asset and market value 
of these securities contained in the portfolio of Securities Allied 
Corporation was approximately $5 a share on all outstanding shares 
of the stock of Securities Allied Corporation. To Atlas Corporation 
the asset values of these securities were meaningful values, since, as 
has already been pointed out, it held directly or indirectly a sufficient 
amount of the voting securities of these companies to possess either 
the absolute or the practical power to dissolve these companies or to 
consolidate them with itself. Minority stockholders of Securities 
Allied Corporation who had refused to sell their shares to, or to ex- 
change their shares for Atlas Corporation securities, may have been 
content to accept the Atlas Corporation policy of investment of the 
funds of their corporation in purchases at a discount from asset 
values of the securities of other investment companies. The consoli- 
dation of the investment companies whose securities were in the port- 
folio of Securities Allied Corporation with Atlas Corporation and 
Securities Allied Corporation, on a basis recognizing asset values, or 
the prior dissolution of those investment companies whose securities 
were held by Securities Allied Corporation, might have assured the 
minority stockholders of Securities Allied Corporation of participa- 
tion in the profits involved in the investment policy adopted by Se- 
curities Allied Corporation under the management of Atlas Corpora- 
tion. On the other hand, however, the dissolution, consolidation, or 
merger with Atlas Corporation of the investment companies whose 
securities were held by Securities Allied Corporation on the date of 
its dissolution, would have destroyed any further profits to be de- 
rived by Atlas Corporation by the continued purchase of their stock 
at discounts from their assets values. 

This conflict between the pecuniary advantages to Atlas Corpora- 
tion in keeping alive the investment companies whose securities were 
held in the portfolio of Securities Allied Corporation, and the inter- 
ests of the latter’s minority stockholders, is illustrated in the failure 
of Atlas Corporation to dissolve National Securities Investment Com- 
pany, the majority of whose outstanding securities were in the port- 
folio of Securities Allied Corporation on the date of its dissolution. 
Securities Allied Corporation’s holdings of 691,21914 shares of the 
common stock of National Securities Investment Company consti- 
tuted 74% of that company’s outstanding common shares, and its 
holdings of 82,672 shares of National Securities Investment Com- 
pany’s preferred stock represented 60% of such stock then outstand- 
mes 

In other words, Securities Allied Corporation itself had the abso- 
lute power to dissolve National Securities Investment Company. The 


168 Op. cit. supra, note 72, Commission’s Exhibit No. 2040. 
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common stock of National Securities Investment Company had no 
asset value, but the company’s preferred stock had an asset value as 
at December 31, 1933, of $78.30 a share as compared with a market 
price of $40 a share.**? The problem is presented whether Atlas Cor- 
poration in the interests of minority stockholders of Securities Allied 
Corporation should have attempted to realize as fully as possible the 
inherent value of the portfolio securities held by Securities Allied 
Corporation. The interests of the minority stockholders of Securities 
Allied Corporation would require the dissolution of National Se- 
curities Investment Company, which, however, would end the possi- 
bility of profits to Atlas Corporation in the further purchase of 
National Securities Investment Company’s preferred stock at a dis- 
count from its asset value. 

Atlas Corporation resolved this conflict between its own interests 
and the interests of the minority stockholders of Securities Allied 
Corporation in favor of the continuance of the corporate existence of 
National Securities Investment Company. In 1934, Atlas Corpora- 
tion purchased 9,346 shares of National Securities Investment Com- 
pany preferred stock at a total cost of $588,918.58. These shares had 
an aggregate asset value of $716,762.24, so that Atlas Corporation 
on the purchase of these shares derived a profit in terms of asset 
values of $127,843.66.1° 

However, Atlas Corporation, although it did not dissolve National 
Securities Investment Company, made concessions to the minority 
stockholders of Securities Allied Corporation. For distribution pur- 
poses it valued the holdings of National Securities Investment Com- 
pany preferred stock in the portfolio of Securities Allied Corpora- 
tion at $58.63 a share, a figure approximately midway between its 
market value of $40 a share and its asset value of $78.30 a share. 

As in the cases of most of the other investment companies acquired 
and dissolved by Atlas Corporation, stockholders of Securities Allied 
Corporation were privileged to elect to receive their distributive 
share of the corporation’s assets in kind in securities contained in the 
company’s portfolio. And as in all other cases, Atlas Corporation 
elected to receive its liquidating dividends in portfolio securities.1™ 

Atlas Corporation was, as has been indicated, in a position to 
realize the asset values of the investment company securities which 


169 This asset value is based on a consolidation of the assets of National Securities In- 
vestment Company with the assets of Federated Capital Corporation, the securities of 
which were not owned by National Securities Investment Company on December 8, 1933, 
when Securities Allied Corporation was dissolved, but were conveyed to National Securities 
Investment Company on December 29, 1933 (id., Commission’s Exhibit No. 2001, pp. 235-6). 
Although the asset value of National Securities Investment Company’s preferred stock as 
at December 8, 1933, was not disclosed by the record, such asset value on June 30, 1933, 
was $79.69, based on the market value of its portfolio, and $81.21, taking the company’s 

“holdings of American, British & Continental Corporation’s securities at their asset values 
(Reply to the Commission’s questionnaire for Nationa] Securities Investment Company, 
Pt. I, Exhibit 8). 

1707 Op. cit. supra, note 72, at 18027. 

171Td,, Commission’s Exhibit No. 2001, p. 122. Atlas Corporation and its controlled 
companies received as an initial liquidating dividend from Securities Allied Corporation, 
eash in the sum of $5,687,332.96 and securities (the bulk of which were the securities 
of controlled investment companies) having a market value of $14,309,194.69. However, 
the asset value of the securities of its controlled investment companies which Atlas Cor- 
poration received was $6,777,617.99 in excess of their market value. Atlas Corporation 
and its subsidiaries also retained an equity of $471,952.21 in the remaining undistributed 
assets of Securities Allied Corporation (ibid.). 
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it received in kind. However, to the minority stockholders, the port- 
folio securities receivable as liquidating dividends in kind were im- 
mediately worth only their market values. Minority stockholders 
who were aware of the higher asset value of these securities and who 
were willing to retain them until Atlas Corporation determined to 
dissolve or consolidate the companies whose securities were held by 
Securities Allied Corporation, would eventually realize the same 
profit which would accrue to Atlas Corporation as the result of the 
investment policy it had pursued with the funds of Securities Allied 
Corporation. Atlas Corporation alone, however, was in sole control 
of the time of dissolution or consolidation, if ever, of these companies. 
However, the fact is that the great number of minority stockholders 
of Securities Allied Corporation elected to receive their dividends in 
cash only. Of the 43,972 shares of the corporation held by minority 
stockholders, holders of 41,194 shares elected to receive their divi- 
dends in cash.*” 

The cash liquidating dividend to be paid to minority stockholders 
was based on the market values of the portfolio securities held by 
Securities Allied Corporation, with the exception of the preferred 
stock of National Securities Investment Company which was, as has 
already been pointed out, evaluated on another basis. The cash 
necessary for the distribution made to minority stockholders was 
obtained by the sale at market prices of a sufficient amount of Securi- 
ties Allied Corporation’s portfolio securities through brokers to Atlas 
Corporation and its subsidiaries.“* Actually, therefore, the great 
number of the minority stockholders of Securities Allied Corpora- 
tion did not participate in the profits inherent in the program of in- 
vestment in investment companies entered into by Securities Alhed 
Corporation under the management of Atlas Corporation, although 
they were given the option to participate in such profit by accepting 
a distribution in kind instead of a distribution in cash. 


C. Mergers, Consolidations, and Sales of Corporate Assets 


As has been prevously pointed out, the merger or consolidation of 
investment companies or the transfer of all, or substantially all, of 
the assets of one such company to another company in exchange for 
the latter’s securities, effectuates, in essence, a readjustment of the 
participations of the stockholders of the various companies in the 
earnings and assets of their former companies. And the assent of a 
prescribed percentage of stockholders to such plans in many states 
binds dissenting stockholders to such plans as a matter of law. In 
other words, such plans represent in essence “a forcible exchange of 
participations in one concern for participations in a larger con- 
ceniuwe 

Despite the possible drastic effect of plans for mergers, consolida- 
tions, or sales of the assets of investment companies upon the rights 
and participations of shareholders, the preparation and promulgation 


172 Derived from supplementary information supplied the Commission for Securities Allied 


Corporation. 

173 Tbid. 

174 Berle, A. A., and Means, G. C., The Modern Corporation and Private Property (1934), 
pli, 
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of such plans is normally controlled by the managements of the corpo- 
rations involved. No independent, unbiased agency passes upon the 
terms of management-prepared plans. Nor are the solicitation 
methods adopted to secure the consent of stockholders to such plans 
ordinarily subject to any administrative check. As has already been 
indicated, the literature prepared by the management for use in 
soliciting acceptances by stockholders of plans for the merger, con- 
solidation, or sale of their corporation’s assets, at present, is not 
required to be registered under the Securities Act of 1933. The 
Securities Exchange Act of 1934 empowers the Commission to make 
rules and regulations with respect to the solicitation, by the mails or 
by any means or instrumentality of interstate commerce, of proxies, 
consents, or authorizations with respect to these plans only where 
the securities are listed on national securities exchanges. However, 
as has been pointed out,’ the securities of most existing investment 
companies are not listed on exchanges. In reality, therefore, the bulk 
of investment companies are free from any administrative supervision 
of their mergers, consolidations, or of sales of their assets. 

The interests of the management of a corporation in a merger, 
consolidation, or sale of all of the corporate assets may conflict sharply 
with those of the stockholders. Moreover, the ability of the manage- 
ment to select and control these procedures for the amalgamation of 
corporations may enable it in many cases to circumvent statutory 
safeguards for the protection of stockholders. This power, coupled 
with the management’s control of the proxy machinery, will often 
enable it to perpetrate plans of merger or consolidation which may 
be in many aspects detrimental to the interest of the public holders 
of the securities of the various corporations involved. 


1. MANAGEMENT SELECTION AND CONTROL OF 
AMALGAMATION PROCEDURES 


The remedies available to stockholders dissenting from a merger or 
other plan which may adversely affect their interests are normally 
limited to a privilege to obtain in cash an appraised value of their 
securities or to an attempt to prevent the consummation of the plan by 
litigation. The defects in these remedies have already been indi- 
cated.*7° In several states, as has been pointed out, no privilege to re- 
celve an appraised value of his securities is available to a dissenting 
stockholder. In others, appraisal rights may be granted in the case of 
a merger or consolidation, but not in the case of a sale of the corpo- 
rate assets. For example, in Delaware, the state of incorporation of 
most investment companies, a dissenting stockholder may obtain an 
appraised value of his stock in cash where a merger or consolidation 
of his company with others is contemplated but not where the sale 
of the corporation’s assets to another corporation for the latter’s se- 
curities is projected.” Moreover, in Delaware the consent of the 
holders of two-thirds of the outstanding shares of all classes of se- 
curities of merging or consolidating corporations must be obtained. 
although for other purposes some of the corporate securities, such as 


1% See this section, supra, p. 1411. 
176 Thid. 
“7 See Del. Rev. Code (1935), c. 65, §§ 59, 61, 65. 
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preferred stocks, may have no voting rights.‘ On the other hand, 
a sale ‘of all the corporate assets of a Delaware corporation requires 
only the consent of the holders of a majority of the shares having 
voting power.’”” As a consequence, holders of non-voting securities, 
such as preferred stocks, may have no voice.in the disposition of their 
corporate assets. For example, the Delaware corporation law permits 
the majority holders of the common stock, which may have no asset 
value, to dispose of the corporate assets to another corporation on 
terms which may be advantageous to common stockholders but dis- 
advantageous to preferred stockholders. The latter stockholders may 
be powerless to prevent such disposition and have no recourse to the 
remedy of apraisal. 

The sale of assets method of amalgamating investment companies 1s 
of additional advantage to those in control of such companies in that 
stockholders of the purchasing corporation as well as those of the 
selling corporation have no appraisal rights. Nor do the stockholders 
of the purchasing corporation have any voice in the determination to 
purchase the assets of another entity. The directors alone have the 
power, without consultation with the stockholders, to acquire all of 
the assets of another investment company. Such a purchase may 
present many problems with respect to the stockholders of the pur- 
chasing corporation. For example, as has already been related in 
detail elsewhere in this chapter,®° in May 1931, General Empire Cor- 
poration acquired, in exchange for its securities, all of the assets of 
Power and Light Securities ‘Trust, a Massachusetts trust engaged in 
the business of investing in the securities of public utility corpora- 
tions. At this time, Power and Light Securities Trust was 957% 
owned by Atlas Corporation, which, as a consequence, acquired the 
bulk of the stock of General Empire Corporation issued in exchange 
for the assets of Power and Light Securities Trust. The General 
Empire Corporation stock received by Atlas Corporation as the result 
of the transaction constituted the controlling block of General Km- 
pire Corporation’s stock. 

General Empire Corporation had been incorporated in Delaware in 
1929 to invest in the securities of commercial banks and had con- 
formed its investments to this announced policy. As a consequence 
of the purchase of the assets of Power and Light Securities Trust, 
stockholders of General Empire Corporation became shareholders in 
a company which, in addition to its holdings of bank stocks, now held 
a substantial portfolio of securities of public utility companies. 
Moreover, their corporation was controlled by Atlas Corporation 
whose purpose was to change the investment policy of General Em- 
pire Corporation to that of purchasing other investment company 
securities.*** 

Notwithstanding this substantial alteration in the character of 
their corporation’s investments, stockholders of General Empire 
Corporation did not have under the law of Delaware the privilege to 


178Jd,, § 59. The vote of the holders of each merging or consolidating corporation’s 
shares, representing two-thirds of the total number of shares of its capital stock, is 
required for approval of the merger or consolidation (ibid.). 

179 Td., § 65. 

180 See supra, pp. 1258-70. 

181 Op, cit. supra, note 72, at 17933. 
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demand an appraised value in cash for their stock in the corpora- 
tion. 

Similarly, minority certificate holders in Power and Light Securi- 
ties Trust became stockholders in a corporation owning a substan- 
tial block of bank stocks at. a time when banks were in a precarious 
financial condition.*? Following the sale of its assets, Power and 
Light Securities Trust was dissolved. Minority certificate holders 
had no right to receive in cash an appraised value of their certifi- 
cates in lieu of either their pro rata share in kind of the securities 
of General Empire Corporation received in payment for the trust’s 
assets, or of the market value of such pro rata share. As has been 
stated, no statutory privilege to receive an appraisal value of their 
shares is accorded to the certificate holders of a business trust on the 
sale of its assets to another entity. Nor did the trust indenture *** 
creating Power and Light Securities Trust grant such a privilege. 

In Delaware and in states having similar statutory provisions the 
sale of assets method of amalgamation of investment companies is 
most likely to be selected by a corporate management actuated by 
self-interest. In other states, such as Maryland (another popular 
state for the incorporation of investment companies), where the 
assent of holders of two-thirds of the voting securities (or if there 
are classes of voting securities, two-thirds of each class) is required 
for the consummation of a merger, consolidation, or sale of the cor- 
porate assets and where the right of appraisal exists irrespective of 
the procedure adopted, statutory safeguards erected in the interests 
of stockholders may be circumvented by ingenious managements. 
For example, the necessity for the consent of the holders of two- 
thirds of the voting shares to a merger or consolidation or a sale 
of assets may be avoided in Maryland by a charter provision 1% 
either at the time of incorporation or later by amendment, author- 
izing the consummation of any of these transactions with the con- 
sent of only a majority of the voting shares irrespective of class. 

In sum, corporate managements not only have the sole power to 
prepare plans for the absorption of the corporate assets by another 
corporation, but also to select the procedure for such absorption most 
calculated to insure the success of the plan in the face of possible 
stockholder opposition. Managements actuated by self-interest may 
use such power in a manner which may be detrimental to the inter- 
ests of many of the shareholders. 


a. Consolidation of National Investors Corporation and Affiliated 
Corporations 


The amalgamation, in 1937, of the assets of National Investors 
Corporation and its affiliated corporations, Second National Investors 
Corporation, Third National Investors Corporation, and Fourth Na- 
tional Investors Corporation, to form a new open-end company 
retaining the name of National Investors Corporation, involved a 
substantial dilution in the asset value of the securities held by stock- 
holders of the affiliated companies in order to create asset values for 


182 7d., at 179334. 
183 Td., Commission’s Exhibit No. 1971. 
84 Md. Code, Ann. (Flack Supp. 1935), Art. 28, $23: 
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the equity securities and warrants of the original parent company, 
National Investors Corporation. The plan was proposed and carried 
through by the interlocking board of directors of all of the com- 
panies, notwithstanding the fact that a similar plan proposed in 1934 
had been defeated as a result of the organized opposition of the 
stockholders of the affiliated companies. The sale of assets technique 
was apparently adopted by the management to deny any appraisal 
rights to dissenting stockholders of the affiliated companies, all of 
which were Delaware corporations. 

National Investors Corporation was incorporated in New York on 
June 16, 1927, under the sponsorship of Fred _Y. Presley and Guard- 
ian Detroit Company, the then security affiliate of the Guardian 
Detroit Bank, for the purpose of managing and investing its capital 
‘n the securities of affiliated investment companies to be subsequently 
formed. The capitalization of National Investors Corporation con- 
sisted of 40,000 shares of preferred stock entitled on liquidation of 
the company to a preference in assets of $100 a share, 40,000 shares of 
common stock and 160,000 option warrants. Guardian Detroit. Com- 
pany, as partial compensation for its distribution of the company’s 
securities, received 100,000 of the warrants of which it retained 50,000 
and distributed the remaining 50,000 among Mr. Presley, other banks 
assisting in the distribution of National Investors Corporation’s se- 
curities, and individuals who became members of the board of direc- 
tors of National Investors Corporation. The preferred and common 
stock and 60,000 warrants were privately sold in units of one share of 
preferred, one share of common and one and one-half warrants, pri- 
marily to banks located throughout the United States, particularly 
banks which would cooperate in the distribution to their depositors 
of the shares of the affiliated companies of National Investors Corpo- 
ration which were to be formed. As Mr. Presley testified, banks 
were an “important factor as stockholders” of National Investors 
Corporation.1*® Through the sale of its securities and the exercise 
of warrants, National Investors Corporation raised approximately 
$5,000,000, all of which was, as will be described hereafter, invested 
in the securities of its affiliated corporations.%° As the result of 
stock and warrant split-ups and the exchange of preferred for com- 
mon stocks, National Investors Corporation ultimately had outstand- 
ing 14,858 shares of preferred stock, 792,519 shares of common stock, 
and option warrants to purchase 381,336 shares of its common stock 
at $2.3314 a share until July 1, 1935, and thereafter at $0.3314 a share 
more per annum until July 1, 1988, when the warrants expired.187 

On November 9, 1928, the first of the affiliated investment corpora- 
tions, Second National Investors Corporation, was incorporated, 
again under the sponsorship of Guardian Detroit Company and Mr. 
Presley. This corporation was not organized under the laws of New 
York, the place of incorporation of National Investors Corporation, 
but in Delaware, whose corporation laws, Mr. Presley testified, were 
more “flexible” both from the viewpoint of the management and of 
the stockholders. Mr. Presley explained that incorporation of Na- 
tional Investors Corporation under the more “conservative” laws 


185 Public Examination, National Investors Corporation, at 4331. 
186Td., at 4323-5. 
187 Td,, Commission’s Exhibit No. 441. 
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of New York was made necessary by the fact that a Delaware cor- 
poration would not be “readily acceptable” to the banks to whom a 
substantial amount of the securities of National Investors Corpora- 
tion was distributed.1%® 

The capitalization of Second National Investors Corporation con- 
sisted of 100,000 shares of preferred stock entitled on liquidation to 
a preference in assets to the extent of $100 a share and accrued 
unpaid dividends, 300,000 shares of common stock, and option war- 
rants to purchase 200,000 shares of common stock on or before 
December 31, 1943, at a price of $25 a share. National Investors 
Corporation purchased 100,000 shares of Second National Investors 
Corporation’s common stock and all of its option warrants for a 
cash consideration of $1,000,000. The remaining 100,000 shares of 
the company’s preferred stock and 200,000 shares of its common stock 
were sold to the public by an underwriting group headed by Guard- 
ian Detroit Company and Shawmut Corporation of Boston, the 
security affiliate of The National Shawmut Bank of Boston, for 
proceeds of $10,000,000 of which Second National Investors Corpora- 
tion received $9,600,000, the remainder being retained as selling com- 
mission by the underwriters.'®? 

On February 21, 1929, Guardian Detroit Company and Mr. Presley 
caused Third National Investors Corporation to be incorporated in 
Delaware. The capitalization of this company consisted of 200,000 
shares of common capital stock and option warrants to purchase 
130,000 shares of the company’s stock at a price of $60 a share until 
March 1, 1934, and thereafter at $2 a share more per annum until 
March 1, 1939. National Investors Corporation invested $1,000,000 
in the purchase of 20,000 shares of the common stock and all of the 
option warrants of Third National Investors Corporation. Of the 
warrants so acquired, National Investors Corporation retained 102,000 
and distributed the remainder to the members of the selling group 
which publicly sold 180,000 shares of Third National Investors Cor- 
poration’s stock for proceeds to the corporation of $8,400,000.1% 

Fourth National Investors Corporation, the last of the affiliates 
of National Investors Corporation, was organized in Delaware on 
August 13, 1929, again under the auspices of Guardian Detroit Com- 
pany and Mr. Presley. The capitalization of this company consisted 
of 500,000 shares of common capital stock and option warrants to 
purchase 1,000,000 shares of the corporation’s stock at $60 a share 
on or before October 2, 19389. All of the company’s stock and war- 
rants to purchase 250,000 shares of its stock were sold to the public 
in units of one share of stock and a nondetachable warrant to pur- 
chase one-half share of the company’s stock. From the public sale 
of these securities the corporation realized $24,000,000.% National 
Investors Corporation purchased for $3,000,000 from Fourth National 
Investors Corporation option warrants to purchase 750,000 shares of 
the corporation’s stock.’ At the conclusion of the financing of all 
the National Investors Corporations, approximately $50,000,000 had 
been contributed to them by the investing public. Control of the 


188Td., at 4274-5. 
1899Td., at 4275, 4277, 4279. 
19 Td., at 4295, 4301-2. 
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system, however, was vested in the common stockholders of National 
Investors Corporation, which had invested its entire capital funds in 
its affiliated companies as follows: 


Number | Percent Number Percent 


(6) Cost 
of shares | of total arante of total 


Second National Investors Corporation (common).--| 100,000 3314| 200, 000 100 |$1, 000, 000 
Third National Investors Corporation (common)----| 20,000 10 102, 000 77 | 1,000, 000 
Fourth National Investors Corporation... _..-------|=-=--=----|---------- 750, 000 75 | 3,000, 000 

5, 000, 000 


Of the warrants of Fourth National Investors Corporation, 65,000 
were immediately sold by National Investors Corporation at $12.50 
a warrant, thus reducing its holdings to 685,000 warrants at a net 
cost of $2,187,500.1% 

In addition to its security interests in its affiliates, National In- 
vestors Corporation also acted as their manager. On their forma- 
tion, the affiliated companies entered into a contract with National 
Investors Corporation by which the latter was to manage their assets 
for an annual fee of 34 of 1% of the assets of each of the affiliates. 
These contracts expired on December 31, 1934, but were renewed 
in 1935, and expired at the date of the consolidation of the four 
companies in 1937. National Investors Corporation delegated the 
management functions to Fred Y. Presley, its president, who was 

aid an annual fixed salary plus an additional annual fee equivalent 
to Yoo of 1% of the assets of the affiliated corporations. Mr. Presley’s 
compensation from 1930 to 1934, when the first plan of reorganization 
of the four companies was promulgated, averaged in excess of $30,000 
per annum.*** 

Following the crash in the market values of securities in 1929, the 
assets of the National Investors system of investment companies 
shrank sharply in value. By September 1934 the assets of the group 
of companies totaled approximately $25,000,000, as compared with 
the original total capitalization of the group of approximately $50,- 
000,000. ‘The stocks of the various companies themselves were selling 
in the market at prices substantially below their asset values, with 
the exception of the negative asset value common stocks of National 
Investors Corporation and Second National Investors Corporation, 
both of which were leverage companies.’® 

The low prices at which the negative asset value common shares of 
National Investors Corporation were selling in the open market, 
coupled with the substantial discounts from asset value at which 
the securities of the affiliated companies were selling in the open mar- 
ket, invited attempts by individuals and other investment companies 
to acquire control of the system of companies in order to profit by 
exchanges of their securities for the securities of the system or by © 
the use of the assets of the group of companies to further their own 
purposes, And, as Mr. Presley testified, the pyramided character 


13 7d., at 4321. 
108 Td,, at 4284, 4291, 4500. 
195 Id., Commission’s Exhibit No, 441. 
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of the National Investors Corporation group of companies facilitated 
the acquisition of control, since a comparatively small investment 
in the common shares of National Investors Corporation would carry 
with it control of the assets of the entire system. A possibility of a 
shift in control of the group of companies was intensified in March 
1933 by the insolvency of the Guardian Detroit group of banks and 
their security affiliate, Guardian Detroit Company, which owned out- 
right or held as collateral for loans approximately 150,000 shares of 
the common stock of National Investors Corporation. The receivers 
of the Guardian Detroit banking system were seeking to liquidate 
this block of the common stock of National Investors Corporation 
which constituted approximately 20% of the outstanding shares of 
such stock. Mr. Presley attempted unsuccessfully to secure “friendly” 
purchasers for these holdings.’ 

Prior to the collapse of the Guardian Detroit banking system, Mr. 
Presley had been approached by various individuals who were de- 
sirous of acquiring control of the National Investors Corporation 

roup of companies. For example, Mr. Presley was approached in 
1932 by Wallace Groves, who sought Mr. Presley’s assistance in the 
purchase of a controlling block of the common stock of National 
Investors Corporation. In Mr. Presley’s opinion Mr. Groves felt 
that he would have little chance of succeeding without Mr. Presley’s 
aid. In fact, Mr. Groves promised to “take care” of Mr. Presley by 
awarding him a stock interest in the National Investors Corporation 
companies and by continuing him as manager and president of the 
National Investors Corporation companies if Mr. Groves succeeded 
in acquiring control of them. Mr. Presley, however, refused to aid 
Mr. Groves in his efforts.'%" 

As has been already related in detail elsewhere in this chapter,’ 
Atlas Corporation also made an unsuccessful attempt to acquire con- 
trol of the National Investors Corporation group of companies. By 
June 1933 Atlas Corporation had acquired in the open market ap- 
proximately 160,000 shares of the common stock of National In- 
vestors Corporation and substantial blocks of the securities of its 
affiliated corporations. As the result of Mr. Presley’s refusal to assist 
Atlas Corporation in its contemplated exchange offers of its shares 
for the shares of the National Investors Corporation companies, 
Atlas Corporation agreed to sell to the affiliated companies its hold- 
ings of their shares at prices above their market values but less than 
their asset values. With the consent of the stockholders of the affil- 
iated companies this sale was effected. Atlas Corporation, however, 
retained its holdings of 160,000 shares of the common stock of Na- 
tional Investors Corporation, which Atlas Corporation informed Mr. 
Presley it hoped, but did not promise, to dispose of through market 
channels. Notwithstanding the fact that Mr. Presley had informed 
Atlas Corporation that he would regard the sale of its National In- 
vestors Corporation common stock in one block as an “unfriendly 
act,” Atlas Corporation early in 1936 sold all of its holdings of Na- 
tional Investors Corporation common stock to The Adams Express 
Company.?”” 


196 Td., at 4513-4, 4525-6, 4531, 4541. 

17 Td., at 4516. 

198 See Sec. III, B, supra. 

199 Op. cit. supra, note 185, at 4540, 4542. 
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Obviously, the concentration of large blocks of the common stock 
of National Investors Corporation in Atlas Corporation and in the 
Guardian Detroit group of banks and affiliates, both of which were 
attempting to dispose of their holdings, constituted a serious threat 
to the continuance of the management of the National Investors 
Corporation group of companies by Mr. Presley. As Mr. Presley 
testified, the acquisition of these two blocks of stock, which const1- 
tuted 40% of the outstanding common shares of National Investors 
Corporation, would insure practical control of the National Investors 
Corporation group of companies to the purchaser of these shares. 
Mr. Presley himself, by the end of 1933, did not own any of the 
securities of the National Investors Corporation group of com- 
panies.”°° 

Meanwhile, as early as 1930, plans to consolidate the National In- 
vestors Corporation group of companies into a single company had 
been considered by the common board of directors of the four com- 
panies. Because of the difficulty in determining, in terms of the 
proposed consolidated company’s shares and assets, the treatment to 
be accorded to the holders of the 10 different securities outstanding 
of the four companies, no acceptable plan had been devised by the 
management. By 1934, however, pressure was being exerted by an 
organized group of stockholders in the affiliated companies upon the 
management to prepare a plan to reorganize the four companies into 
a single open-end investment company with one class of shares re- 
deemable by the company at the holder’s option at their asset value, 
or, in the alternative, to transform each of the affiliated companies 
into an open-end company. The desirability of an open-end com- 
pany from the viewpoint of this organized group of stockholders was 
that it would eliminate the discount from asset values at which the 
share of the affiliated companies were then selling in the market and 
would provide a permanent market for their securities at a price 
equivalent to their asset value. As a result of the pressure of this 
eroup of stockholders, the interlocking board of directors of the four 
companies appointed a committee consisting of three of their number, 
Mr. Presley, George Murnane of Lee, Higginson & Company, and 
Charles H. Diefendorf, a vice president of The Marine Trust Com- 
pany of Buffalo, to prepare a plan of reorganization of the four 
companies for submission to the entire board of directors.*” 

As members of the boards of directors of each of the four National 
Investors Corporation companies, this committee was placed in the 
anomalous position of attempting simultaneously to serve four mas- 
ters, each of whose interests were in conflict. As fiduciaries of the 
stockholders of all of the companies, the committee members were 
duty bound to obtain the best possible advantage in the reorganiza- 
tion of the companies for the share and warrant holders of each of 
the companies. However, the interests of the various share and war- 
rant holders were in sharp conflict. The claims of the preferred 
stocks of National Investors Corporation and of Second National 


200 Td., at 4547. 

217d, at 4439, 4450, et seq. In 1934 the common board of directors of the four com- 
panies was composed of H. E. Bodman, a Detroit attorney, P. C. Cabot, a director of 
The National Shawmut Bank of Boston, C. H. Diefendorf and George F. Rand, both 
officers of The Marine Trust Company, W. S. McLucas, president of the National Bank of 
Detroit, George Murname, Alger Shelden, and Fred Y. Presley. (Moody’s Manual of Invest- 
ments, Banks, ete., 1935, p. 1087, et seq.) 
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Investors Corporation would obviously be antagonistic to the claims 
of the holders of the common stock and warrants of such companies, 
securities which in 1934 were without asset value. Similarly, the 
holders of the securities of National Investors Corporation, which 
held substantially all of the warrants of Second, Third, and Fourth 
National Investors Corporation, would have interests sharply op- 
posed to those of the stockholders of the latter companies. 

To reconcile the conflicting interests of the share and warrant 
holders of each of these companies would be a difficult task under 
any circumstances. Clearly, the various security holders were en- 
titled to an unbiased, independent representation of their interests. 
But the record reveals that, although the members of the manage- 
ment committee may have acted in good faith in the preparation of 
the plan proposed to the stockholders in 1934, they may not have 
been entirely free from bias in favor of the securities of National 
Investors Corporation. As Mr. Presley testified, Mr. Murnane held 
“a few hundred” of the warrants of National Investors Corporation, 
and Mr. Diefendorf’s bank, The Marine Trust Company, had a “sub- 
stantial investment in the warrants of the same company.” 2°? And, 
although Mr. Presley owned none of the securities of any of the 
National Investors Corporation companies, the consolidation of the 
companies into a single open-end company with one class of securi- 
ties redeemable by the new company at asset value, would remove the 
threat to his continued management of the National Investors Cor- 
poration system represented by the blocks of the common stock of 
National Investors Corporation held by Atlas Corporation and the 
Guardian Detroit companies, both of which, as has been stated, were 
for sale. As Mr. Presley testified : 2°? 


A. It [the block held by Atlas Corporation and subsequently by The Adams 
Express Company] isn’t control, but has certainly got veto power on anything, 
and would lead to control with the acquisition of the block of stock in the 
hands of the liquidating corporation [liquidating the assets of the Guardian 
Detroit system of banks and their affiliates] in Detroit. 

Q. That is to say, if they joined hands with that block of stock in the 
liquidating corporation, it would be the largest single holding of stock in 
National Investors Corporation. 

A. It would be close to 40 percent and control. 

Q. So that it represents a serious threat to present control, does it not? 

A. Yes and no. 

Q. It could be used for that purpose. 

A. Yes and no. It is a serious threat to control of the management company 
[National Investors Corporation] and to some extent a threat to the control of 
Second, by virtue of National’s holdings of 100,000 shares of common in Second 
and to a lesser extent in Third and Fourth. 

Q. Now, of course, that control angle represented by that stock would be 
eliminated in the event that you succeeded in consolidating these four com- 
panies and open-ending them. 

A. That is correct. 


Mr. Presley thus may have had some personal interest in effecting 
a consolidation of the National Investors Corporation group of com- 
panies, Obviously, however, a consolidation plan unfavorable to the 


202 Op. cit. supra, note 185, at 4486, 44992. 
203 Td., at 4546-7. 
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large common stockholders of National Investors Corporation would 
be impossible of consummation. Further, the influence of the banks 
in various parts of the country who were the holders of a substantial 
amount of the common stock and warrants of National Investors 
Corporation would be brought to bear against any plan unfavorable 
to the securities of National Investors Corporation.*°* 

Nor were several of the directors, other than the committee mem- 
bers, entirely free from any personal interest in the allocation of 
values under a plan of consolidation. Of the six directors other 
than the members of the committee, three had at least some interest 
‘n the securities of National Investors Corporation. The record indi- 
cates that Paul C. Cabot, one of the directors, held, in 1934, approxi- 
mately 1,500 of the warrants of National Investors Corporation. 
Shawmut Association, the security affiliate of The National Shawmut 
Bank, of which Mr. Cabot was a director, had also been the recipient 
of 14,000 warrants of National Investors Corporation on the forma- 
tion of the latter company. Whether or not Shawmut Association 
owned these warrants in 1934 is not disclosed by the record. George 
F. Rand, another of the directors, was president of The Marine Trust 
Company of Buffalo which, it will be recalled, had a substantial 
snvestment in the warrants of National Investors Corporation, and 
Robert C. Lord, another of the directors, had been the president of 
Guardian Detroit Bank until its insolvency in 1933. As has been 
stated, Guardian Detroit Bank and its affiliate, Guardian Detroit 
Company, in 1934, owned outright or held as collateral for loans 
approximately 150,000 shares of the common stock of National 
Investors Corporation.?°° 

The financial problem which confronted the management com- 
mittee was a complex one. The following figures indicate the asset 
value and market value of the outstanding securities of the four 
companies as at September 30, 1934, the date upon which the values 
allocated by the plan prepared and promulgated on December 20, 


1934, were based : ?°7 


Number of Market 
Name of company outstanding aoe ee ©! value per 
shares and OR WIRING share or 
warrants warrant 
National Investors Corporation: 
IP Te feTnne Gas GO C Kasper 14, 858 $87. 08 $42. 00 
Gommontstockseaess.. SA ee 579285100 | 1. 125 
Wishes ee ae ee Sill BRO | ooscooscecee . 625 
Second National Investors Corporation: 
PrefeLke dest C Keyes eee 82, 617 63. 61 35. 25 
omni ONES tO C kaa 3008000) aaa 1. 875 
Wi GUR OWS spo ose enone Sra Se = one edinee boa an araceomesEsane= 2008000 Sse ee eee 
Third National Investors Corporation: 
(GOTITTTO TES COC Kee eee ee 167, 226 24. 30 16.75 
WONG). an sees snes soso os aed eesstosdocassesanacesssenes 130 000M Sees See 328) Ste see seer 
Fourth National Investors Corporation: 
Stock (including one-half warrant per share originally attached 
TOUSLOCKACE TUL CALC) eee a 500, 600 29. 31 20. 25 
Warrants (excluding warrants attached to stock certificates) __- 75ONOOO P22 Seeeeays ee EEL One 
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2057d., at 4342. 

206 See supra, p. 1464. 
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As these figures indicate, the common stocks of both National In- 
vestors Corporation and Second National Investors Corporation were 
without asset value. Their position, as Mr. Presley testified, was 
wholly one of “future prospects.” ** And the outstanding warrants 
of all of the companies were also of little immediate value. Their 
exercise prices were substantially above the asset and market values 
of the securities which could be obtained upon their exercise.”® All 
of the warrants of Second National Investors Corporation, 101,200 
of the warrants of Third National Investors Corporation, and 685,000 
of the warrants of Fourth National Investors Corporation were 
owned by National Investors Corporation in September 1934. These 
warrants had either no market value or a “pretty fictitious one.” 
And, as Mr. Presley testified, any attempt to place a cash value upon 
any of the warrants of any of the companies would be “speculative” 
and arbitrary.” 

A plan calculated to preserve existing asset values clearly would 
require the exchange of existing warrants for warrants of the new 
company. And the warrants of the new company acquired by 
National Investors Corporation in exchange for its holdings of the 
warrants of its affiliated companies could be distributed among its 
stockholders as part of such a plan. This type of plan would avoid 
the necessity for any appraisal of the cash value of the warrants of 
the existing companies. And, in fact, the warrants issued by the four 
companies conferred no rights upon their holders, on the merger, 
consolidation, or sale of the assets of any of the issuing companies, 
other than a right to receive warrants of the new company. Each 
of the warrants of the four companies contained the following 
provision : 

If on or before [the expiration date of the warrant] the corporation shall be 
combined or consolidated with or merged into another corporation, or shall 
transfer to any other corporation all or substantially all of its property and 
securities, this warrant Shall be deemed to extend to the property or securities 
issuable, payable, or distributable in respect of the stock in respect of which 
this warrant is exercisable. The price at which this warrant is then exercisable 
for such property or securities shall be the price which would have been paid 
hereunder immediately prior to such combination, consolidation, or merger, or 
transfer in respect of the stock for which such property or securities shall have 
been issued, paid, or distributed.”™ : 


208 Td., at 4461. 
209 The exercise price and date of expiration of the various warrants were as follows 
(id, Commission’s Exhibit No. 441): 


Asset value, 


. Sept. 30, 
es Pane of Dale of expiration and 
y shares ast exercise price 
1934 called for mB 
by warrants 

National Investors Corporation.____________________ $2. 3314 0 June 30, 1938— 
Second National Investors Corporation. ____.._____-_ $25 : 0 Jan. 1, meee 
Third National Investors Corporation..._--__-_____ | $62 24.30 | Feb. 28, 1939—$70. 
Fourth National Investors Corporation.._....---__- ' $60 29. 31 | Oct. 1, 1939—$60. 


210Td., at 4462, 4490, and Commission’s Exhibits Nos. 441, 444. 
211 See facsimile copies of the warrants of each of the National Investors corporations, 
contained in Pt. I of the replies to the Commission’s questionnaire for these companies, 
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Similarly, a plan intended to preserve existing asset values of the 
securities of the four companies would require the exchange of the 
negative asset value common stocks of National and Second National 
Investors corporations for warrants of the new company. 

In derogation of a plan of this type is the fact that it would bring 
to the new company a capital structure including a large number of 
warrants. Mr. Presley testified that his experience had indicated 
that option warrants were undesirable, for various reasons, in_the 
capital structure of an investment company.’ Although Mr. Pres- 
ley’s objections to the existence of option warrants in the capital 
structure of investment companies may have been meritorious,’ 
nevertheless, the plan of consolidation of these companies actually 
consummated in 1937 included a provision permitting option warrant 
holders of the old companies to exchange them for warrants of the 
consolidated company. 

A greater detraction, however, to the proposal of a plan preserving 
asset values would be the impossibility of its acceptance by the com- 
mon stock and warrant holders of National Investors Corporation, 
who would be unlikely to approve a plan which did not give a cash 
asset value, in terms of the new company’s shares, to their own hold- 
ings. Furthermore, the transmutation of the common stock of Na- 
tional Investors Corporation into warrants in a new company would 
destroy the control value of the large blocks of such stock held by 
Atlas Corporation and the Guardian Detroit system of companies. 

For whatever the reason may have been the “plan of reorganiza- 
tion” proposed by the management committee was based, as Mr. 
Presley testified, upon a “compromise, not on any equity [asset] 
values.” The “compromise” consisted essentially of a dilution of 
existing asset values to create a cash asset value, in terms of the new 
company’s shares, for the common stock and option warrants of 
National Investors Corporation. A plan proposed by the committee 
to create an asset value in the new company for the common stock 
and warrants of National Investors Corporation by diluting, in 
part, the existing asset value of that company’s preferred stock, was 
vigorously opposed by Alger Shelden, one of the directors of the 
four companies and a substantial holder of the preferred stock of 
National Investors Corporation. As a result, this plan was aban- 
doned, and the committee’s “compromise plan” was adopted. The 
plan proposed by the management committee of the four companies 
on December 20, 1934, provided for the transfer of all of the assets 
of the four companies to a new open-end company on a basis which 
would give the new company’s stock an initial asset value of $10 a 
share. In its allocation of the shares of the new company among 
the existing four companies, however, the plan was highly favorable 
to the security holders of National Investors Corporation. That 
company’s preferred stockholders were to receive shares in the new 
open-end company having a greater asset value than their existing 
holdings. The holders of negative asset value common stock were 
to receive shares in the new company having an asset value of $1.90 
per share of existing common stock; the holders of warrants of 
National Investors Corporation which, of course, had no asset value 


212 Qp. cit. supra, note 185, at 4552-3. 
213 See Ch. V of this part of the report. 
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were to receive shares of the new company’s stock having an asset 
value of 90 cents per existing warrant, a sum which exceeded the 


then quoted market price of 62 cents for such warrants. 


these values for the securities of National Investors 


the existing asset values of the affiliated companies’ s 


of the asset value of the shares of the new 


to receive, were diluted by approximatel 
indicates the treatment accorded by the pl 


of the existing companies. 


TABLE 22.—Plan for reorganization of National Investors Corporation group, 
proposed Dec. 30, 1934 


To create 
Corporation, 


hares, in terms 


company which they were 


y $1,800,000.24 
an to the securities of each 


Table 22 


National Investors Corporation: 
Preferred stock 
C@ommion\stock= 5 ae 
IW ATTANTS be ok oe they es cere eee Boe 


Second National Investors Cor- 
poration: 
Preferred stoCkeas a= ee 
C@ommontstock#=2 = ae 
Wiarrantshee) ss oeee eval. Wer. eee 


Third National Investors Cor- 
poration: 
Stocks 


Fourth National Investors Cor- 
poration: 

Stock (including % warrant 
per share originally attached 
to stock certificates)_____.____ 

Warrants (excluding warrants 
originally attached to stock 
certificates) 


Deduction at market values for 
stocks and warrants held by Na- 
tional Investors Corporation in 
other three companies 


| | Asset | arose 
ee Number | value in pee 
or war- | Asset Asset Market @ Caen terms of new 
rants value | value per | value une y ee company 
out- per class of per | (per =o eeepc shares 

standing|share or] stock or |share or ae A ote (p neler ae (per pres- 

(exclud- |warrant! warrant |warrant Bet pre ent class 

ing treas- franty me one ee of stock 

Be) TO eal 
14, 858 | $87.08 |$1, 293, 882 |$42. 00 8.800-+] $88. 00-+]$1, 307, 587 
792551 Ol tie «bao. romano tates 1. 125 .19 1.90 | 1,505, 786 
SS, CaS lo seascellescossacece . 625 .07 . 70 266, 935 
IRS LTD A LASSE! LABS) |e ses |losaesseoesl see seeeel| $080, B08 
82,617 | 63.61 | 5, 255,174 | 35. 25 5.392+-|  53.92-++] 4, 455,174 
SOOK000) |Z2 eee ERe See 1. 875 . 25 2. 50 750, 000 
200! OOO See eee is Sens Beesley ae . 025 . 25 50, 000 
ees | aren SA WEE (eae ncese||Saseseccallsconeoseee|! HOR, 172 
167,276 | 24.30 | 4,064,522 | 16.75 2.313+}  23.18-+] 3, 869, 522 
TPSONOOOS ese ae: = |e ell gn ee 15 1. 50 195, 000 
eS oes ses ||2 Loe) Ma FOC 5225 | eens | eee nn |e enenn nena 744 ()G49509 
500,000 | 29.31 |14, 655,981 | 20. 25 2.631+-| 26. 31+]13, 155, 981 
FED) COO |lssccesss||contseesccolleseoeces o2 2.00 | 1, 500, 000 
Res seep: |||. 9 ee st Tey BOE CHL |e cee See eee el tence CL GRR, GEN 
SS oe ees | Semen eee 207209 1000) | Eanes | Meena ee | EEN O7A() 55085 
Ee ees ot Oe em a7 Sey CON | el) ce oben cecal ceoesansal| 20, Bay 
4% FO-| SLOT 24, 764, 508 |.__.....|....-._--|__._____. 24, 764, 508 


Source: See note 214 in text. 


214 Op. cit. supra, note .85, at 4460, 4492, and Commission’s Exhibits Nos. 440, 441. 
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As the table indicates, the plan required the preferred stockholders 
of Second National Investors Corporation to cede approximately $10 
a share in asset value in order to create an asset value in the new 
company of $2.50 a share of Second National Investors Corporation’s 
negative asset value common stock and 25 cents for its warrants. As 
National Investors Corporation owned 100,000 shares of the common 
stock and all of the warrants of Second National Investors Corpora- 
tion, the security holders of National Investors Corporation would 
gain in asset value a total of $300,000 at the expense of the preferred 
stock of Second National Investors Corporation, none of which was 
owned by National Investors Corporation. Similarly, the holders 
of the stock of Third National Investors Corporation were to be re- 
quired to sacrifice $1.17 in asset value to create an asset value of $1.50 
for each of the company’s warrants, 101,200 of which were owned by 
National Investors Corporation. Since National Investors Corpora- 
tion also owned 20,243 shares of Third National Investors Corpora- 
tion’s stock, it suffered a loss in asset value on these shares of $23,684 
but gained in asset values to the extent of $151,800 on its holdings 
of the warrants of Third National Investors Corporation. The net 
gain in asset value to National Investors Corporation at the expense 
of Third National Investors Corporation’s stockholders was, there- 
fore, $128,116. The largest aggregate loss, however, was suffered by 
the shareholders of Fourth National Investors Corporation, who were 
required to give up $1,500,000 in asset values to provide an asset 
value in terms of the new company’s shares of $2 for each outstanding 
warrant of Fourth National Investors Corporation. Since National 
Investors Corporation held 685,000 of the warrants of Fourth Na- 
tional Investors Corporation, it derived a gain in assets at the expense 
of the Fourth National Investors Corporation’s stockholders of 
$1,370,000. National Investors Corporation held only 50 shares of 
the stock of Fourth National Investors Corporation.” 

It is true that the plan would accomplish the desirable result of 
eliminating warrants from the capital structure of the proposed new 

- company but only the shareholders of the affiliated companies were 
required to make the payments necessary for the elimination of the 
warrants, not only of their own companies, but of those of National 
Investors Corporation as well. Any evaluation of the warrants 
would, as Mr. Presley testified, be arbitrary.* And, although the 
management committee’s evaluation of the warrants in the circum- 
stances may have been a fair one, conceivably a substantial number 
of the shareholders of the affiliated companies might have disagreed 
with it. Nevertheless, the procedure selected by the management for 
the effectuation of the plan was designed to avoid any possible neces- 
sity of paying to shareholders of the affiliated companies who might 
dissent from the plan an appraised cash value of their shares. 

As has been stated, although National Investors Corporation had 
been incorporated in New York, the affiliated companies had been 
incorporated in Delaware. Under the laws of both New York and 
Delaware, a statutory merger or consolidation of the four companies 
would entitle dissenting stockholders of any of the companies to the 
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payment by the new company of an appraised value of their shares. 
In view of the sharp losses in asset values which would be suffered 
under the plan by the shareholders of the affiliated companies, it 
could be anticipated that a large number of dissenting stockholders 
would demand an appraisal of their shares. On the other hand, as 
has been pointed out, under the law of Delaware, a sale of all of the 
assets of the affiliated companies to a new company could be accom- 
plished without the necessity for affording stockholders opposing the 
sale any privilege of receiving in cash an appraised value of their 
shares. Although the law of New York, under which National In- 
vestors Corporation had been created, granted to stockholders op- 
posing the sale of all of the assets of their corporation a right to an 
appraisal, it would be unlikely that stockholders of National Invest- 
ors Corporation would oppose a plan which accorded to them favor- 
able treatment.?%” 

Accordingly, the plan provided for the sale of all of the assets of 
the four companies to a new company known as National Investors 
Corporation, in consideration of the issuance of the securities of the 
new company. The plan stipulated that the assent of the holders of 
two-thirds of the outstanding securities of each of the companies was 
required to sanction the sale of the assets of the companies. That 
the procedure was consciously formulated to eliminate any right of 
dissenting stockholders in the affiliated companies to demand_an 
appraisal value in cash of their securities, was conceded by Mr. 
Presley =71* 


Q. What were the mechanics of the plan? You had National, a New York 
Corporation, and you had Second, Third, and Fourth, Delaware Corporations, 
and just how would the mechanics be worked out, so as to form the new com- 
pany with all participations of all stockholders thrown into the new company? 

A. It was based on a theory of the sale of assets. 

Q. Rather than a merger? 

A. Yes, and primarily I think because on a sale of assets a two-thirds vote 
would bind the minority. 

Q. You mean to bind them to the point where they couldn’t have an appraisal? 

A. That was our understanding under the laws of Delaware, whereas in 
National regardless of the vote of approval, there was a right of appraisal under 
the laws of the State of New York. 

Q. Did you feel that the minority stockholders should have the right of 
appraisal, or what was your feeling on that? 

A. I personally didn’t feel that way. 

Q. Why? 

A. In the first place, we decided that we would not make a deal with anyone 
after that plan went out, and we would let it be defeated first, and we weren’t 
going to ask the majority to approve a plan and to ante up for minority 
interests, and there are so many seeking an unfair price in relation to the 
majority stockholders 

Q. That is a matter to be determined in the appraisal by judicial proceedings, 
isn’t it? That is what the Delaware law contemplated, and also the New York 
law? 

A. Yes; that is right. 


217 Consolidated Laws of N. Y., Ch. 59, §§ 20, 21. 
218 Op. cit. supra, note 185, at 4462-3. 
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Q. Did you have a feeling that those proceedings frequently worked unfairly 
to the majorities? 

A. I really don’t know, I had thought perhaps that the right of appraisal 
might give minorities in Second, Third, and Fourth * * * their. full asset 
value at the expense of the majorities who approved the plan. 

Q. You feel then that that [the right to an appraisal] is an unwise statutory 
provision in the way of actually working out? 

A. That there should not be a right of appraisal? Is that the question? 

Q. That there should be. 

A. I think that where two-thirds of the stockholders vote for a plan that was 
submitted in good faith by the directors, that the minority interests should not 
have any advantage over that majority. 

Q. You made a conscious attempt to avoid those rights of appraisal? 

A. Certainly. 


Although the management committee’s plan of reorganization of 
the four companies was approved by the group of stockholders in 
the affiliated companies which had originally pressed the manage- 
ment to prepare the plan of reorganization, other groups of stock- 
holders, particularly those of Fourth National Investors Corpora- 
tion, organized protective committees to oppose the plan. The United 
Business Service of Boston, an independent. securities advisory 
agency, also opposed the plan. As the result, primarily, of the ac- 
tivities of a protective committee for the stockholders of Fourth Na- 
tional Investors Corporation, headed by Thomas E. Brittingham, 
the plan failed of consummation because of the failure of the man- 
agement to procure the assent of two-thirds of the holders of the 
stock of Fourth National Investors Corporation to the sale of its 
assets to the new company.??? _ 

Despite its defeat, the management did not cease its effort to con- 
solidate the four companies. By the close of 1936, new pressures 
were driving the management to effect a consolidation of the com. 

anies. 

4 First, the passage of the Revenue Act of 1936, which contained pro- 
visions imposing a tax upon undistributed corporate profits,2° im- 
paired the future value of the warrants of the affiliated companies 
held by National Investors Corporation. The management’s duty to 
the stockholders of the affiliated companies would clearly be to dis- 
tribute realized profits in order to avoid the incidence of the tax. On 
the other hand, the distribution of these profits of the affiliated com- 
panies, instead of accumulating them to enhance the asset value of 
their shares, would tend to destroy the possibility of the warrants 
acquiring a value in the future. And since the warrants of the affili- 
ated companies constituted a substantial portion of the assets of Na- 
tional Investors Corporation, any impairment of their value would 
seriously affect the value of the common stock and warrants of Na- 
tional Investors Corporation. This conflict in interest thus generated 
between National Investors Corporation and its affiliated companies 
was-summarized by Mr. Presley as follows: 224 


It can also be argued that with this undistributed profit still in existence, 
that the warrants * * * may be worth absolutely nothing, because the 


219Td., at 4464 and 4479. 
229 Revenue Act of 1936, §§ 13, 14. 
1 Op. cit. supra, note 185, at 4549-50. 
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payment of capital profits realized to the stockholder would * * * impair 
the warrants. They would be destroyed, and there would be no chance of any 
enhancement in the value of the common stock. That puts the directors of 
Fourth National in an extremely serious position. If they pay out their undis- 
tributed profits, thus avoiding a tax of at least 27 percent maximum to the 
stockholders and National Investors Corporation takes the position that that 
would destroy the warrants there is apt to be an action brought by the stock- 
holders and directors of National against the directors of Fourth National and 
on the other hand if the directors do not pass on these realized profits to the 
stockholders thus circumventing the tax, they are in serious trouble with 
their own common stockholders. 


The consolidation of the four companies into a single open-end 
company under a plan which would eliminate the warrants would, 
of course, terminate this conflict of interests. And the qualifica- 
tion of the new company as a “mutual investment company,” as de- 
fined in Section 48 (e) of the Revenue Act of 1936,? would exempt 
it from the incidence of the undistributed corporate profits tax.” 
Obviously the possible adverse effect of the new undistributed profits 
tax upon the future value of the warrants would furnish some in- 
centive to the stockholders of National Investors Corporation to agree 
to a plan of consolidation, particularly in view of the fact that war- 
rant holders would apparently have no legal right to restrain a 
valid declaration of dividends upon the issuing corporation’s shares.” 
On the other hand, a consolidation which did not provide for favor- 
able treatment of the warrants in the affiliated companies held by 
National Investors Corporation would be resisted by the stockholders 
of National Investors Corporation. 

Second, the threat of a shift in control of National Investors Cor- 
poration which might terminate Mr. Presley’s continued management 
of the group of companies became accentuated early in 1936 by the 
purchase by Hayden, Stone & Co. for the account of The Adams 
Express Company (an investment company in the management of 
which Hayden, Stone & Co. exerts a substantial influence)*’’ of the 
large block of the common stock of National Investors Corporation 
held by Atlas Corporation. An attempt earlier in the same year by 
Mr. Presley to acquire the block of National Investors Corporation 
common stock held by Atlas Corporation had been unsuccessful.?°° 
Following the purchase by The Adams Express Company of Atlas 
Corporation’s holdings of National Investors Corporation’s common 
stock, it was Mr. Presley’s understanding that Hayden, Stone & Co. 
had also negotiated for the purchase of the block of the same stock 
held by the liquidators of the Guardian Detroit system of banks and 
security affiliates, and for a small block of National Investors Cor- 
poration common stock held by Shawmut Association of Boston, 
one of the original distributors of the securities of National Investors 
Corporation, As Mr. Presley testified, if The Adams Express Com- 
pany succeeded in purchasing the block of National Investors Cor- 
poration stock held by the liquidators of Guardian Detroit Company, 

222 See Part Two (House Doc. No. 70, 76th Cong.), Ch. II, note 74, p. 84, for the definition 


of a “mutual investment company” under Section 48 (e) of the Revenue Act of 1936. 
23 Revenue Act of 1936, §§ 18 (a) (3); 27. 


22 Garner & Forsythe, “Stock Purchase Warrants & Rights” (1931), 4 So. Cal. Law 


Rev. 375, 386; cf. Gay v. Burgess Mills, 30 R. I. 231, 74 Atl. 714 (1909). 
225 See Part Two (House Doc. No. 70, 76th Cong.), Ch. V, p. 425. 
226 Op. cit. supra, note 185, at 4542-3. 
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The Adams Express Company would have practical control of Na- 
tional Investors Corporation and its affiliated companies. And al- 
though Steele Mitchell, a director of The Adams Express Company 
and a member of the firm of Hayden, Stone & Co., denied that The 
Adams Express Company had attempted to acquire the block of stock 
held by the liquidators of the Guardian Detroit companies in an 
effort to acquire control of the National Investors Corporation group, 
The Adams Express Company, nevertheless, demanded and received 
representation on the directorate of National Investors Corporation. 
Jesse Van Alstyne, a director of Otis Elevator Company, was elected 
to National Investors Corporation’s board of directors as the repre- 
sentative of The Adams Express Company.””” 

An immediate consolidation of the companies, in addition to its 
taxation advantages, would remove the threat to Mr. Presley’s con- 
trol represented by the appearance of The Adams Express Company 
as a large stockholder in National Investors Corporation. But as 
Mr. Mitchell testified, it was doubtful that The Adams Express 
Company would assent to any plan unless it received “a pretty fair 
compensation to relinquish the speculative values” in its common 
stock holdings of National Investors Corporation.*** And, as has 
been stated, the value of the common stock of National Investors 
Corporation depended to a substantial extent upon the values to be 
allocated, in the plan of consolidation, to its holdings of the war- 
rants of the affiliated companies. The liquidators of the Guardian 
Detroit companies, which held a large block of National Investors 
Corporation common stock, had indicated that they would refuse 
to approve any plan which did not allocate, in terms of a new com- 
pany’s shares, the sum of $4 for each existing warrant of Fourth 
National Investors Corporation, substantially all of which were 
owned by National Investors Corporation. It will be remembered 
that the defeated plan of 1984 had placed a value of only $2 on each 
Fourth National Investors Corporation warrant. Mr. Presley, in his 
tentative calculation made in October 1936 with reference to a new 
plan, had allocated only $1.75 per Fourth National Investors Cor- 
poration warrant, a figure which had the approval of James E. 
Brittingham, the head of the protective committee for Fourth Na- 
tional Investors Corporation stockholders whose efforts had defeated 
the 1934 plan.*?° 

However, the plan of reorganization, as finally promulgated in 
December 1986 and approved by the requisite vote of the share- 
holders of the various companies in March 1937, allocated a value 
of $3 to the warrants of Fourth National Investors Corporation. Like 
its 1934 predecessor, the new plan provided for the sale of all of the 
assets of each of the National Investors corporations to a new open- 
end company known as National Investors Corporation whose stock 
was to have an initial asset value of $10 a share and which was to 
qualify as a mutual investment company under the Revenue Act of 
1936.22 Mr. Presley was to become president of the new company 
at an estimated remuneration for the year 1937 of $382,400.7* | 


27Td., at 4548-4, 4547, 4587-8. 

287d, at 4591. 

229Td., at 4482, 4498. 

230 Securities Registration Statement, National Investors Corporation, Form A-—1, File 
No. 2—3505-1-1, Exhibit H. 

%311d., p. 49. 
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In its allocation of asset values in terms of the new company’s 
shares distributable to the various security holders of the existing 
companies, the plan, like its 1934 prototype, was favorable to the 
common stock and warrant holders of National Investors Corpora- 
tion. 

The common stock of National Investors Corporation which had 
an asset value on November 30, 1936, of 93 cents a share, received, 
under the plan, securities of the new company having an asset value 
of $4 per share exchanged, an increase in assets of over $3 a share. 
It will be recalled that under the 1984 plan the common stock of 
National Investors Corporation had been allocated an increase in 
asset value of only $1.90. Further, the $4 allocated under the 1937 
plan to the common stock of National Investors Corporation exceeded 
its then market value by 75 cents. The value allocated to the com- 
mon stock of National Investors Corporation under the plan would 
obviously satisfy the liquidators of the Guardian Detroit system of 
companies since it would enable them to dispose of their holding 
of National Investors Corporation common stock at a price in excess 
of its market and asset value. Presumably, the plan was also accept- 
able to The Adams Express Company which had acquired most of 
its holdings of National Investors Corporation common stock from 
Atlas Corporation at a price of $2 a share. As a result of the plan, 
The Adams Express Company derived a 100% profit on its invest- 
ment.7*? 

Similarly, the warrants of National Investors Corporation were 
exchanged for shares in the new company having an asset value of one 
dollar. To create these asset values for the common stock and war- 
rants of National Investors Corporation, a dilution of the asset value 
of the preferred stocks of National and Second National Investors 
Corporation and of the capital stocks of Third and Fourth National 
Investors Corporations in the aggregate amount of approximately 
$2,880,000, was effected by the plan.?** Table 23 284 indicates the exist- 


2 Op. cit. supra, note 185, at 4542. 
233 This figure is computed as follows: 
Asset gain at expense of National Investors Corporation preferred stock- 
holders s 007 Peed FEES SS SLh AP ed ta a Nat Die ET eS DE $245, 751 
Asset gain at expense of Second National Investors Corporation pre- 


tional Investors Corporation common________._._. 550, 000 
On National Investors Corporation’s holdings of 200,000 Second 
National Investors Corporation warrants__._.._._._.. 1, 000 


Asset gain at expense of Third National Investors Corpora- 
tion stockholders on National Investors Corporation’s 
NoLehiness On ICAO) stress $151, 800 


————— 126, 879 


1, 957, 850 


2, 881, 480 

*34 The figures contained in this table were derived from the proxy solicitation literature 
prepared and circulated by the management and filed with the Commission pursuant to 
Sec. 14 of the Securities Exchange Act of 1934 (File Nos. 11-265-1 [National Investors 
Corporation] ; 11-266-1 [Second National Investors Corporation] ; 11-267-1 [Third Na- 
tional Investors Corporation]; and 11—230—1 [Fourth National Investors Corporation]). 
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s securities involved in the 


In 


addition to the securities in the new company, the preferred stock of 
nd Second National Investors Cor- 


National Investors Corporation a 
poration received a cash payment of arrearages in dividends. 


The 


value of these dividends is added to the asset value of the new com- 
pany’s shares allocated to these preferred stocks to determine the 
total asset values allotted to them. 


TABLE 23.—Plan of reorganization of National Investors Corporation group as at 
Nov. 80, 1936 


ee 


National Investors Corporation: 
retenvedistocke==a= eee == 
Common stocks ees sass 
VWVGTRRINIG. ee eee co eases 


Second National Investors Cor- 
poration: 
referred stock# 22 "= =--= == =- 
CWommontstockeas2 asses 
WArTrontSess = eee eee 


Third National Investors Cor- 
poration: 
C@ommon!stoOckssss2s=- == == 


Wanna) See 


Fourth National Investors Cor- 
poration: 


Gommon'stocksese sees === 


\WwViigaintiGh = 3 se Saeenen= eS 


« Before deduction of market value of stocks and warr 
50, and dividends on pre 


other three companies of $2,254,688. 
Investors Corporation and to Dec. 


| 
Neer of x x | 
shares out- et wort ee : sexe 
standing Nov. | Nov. 30, 1936, Haeualne pas Total 
30, 1936 (ex: used as basis per share |values as at market 
cluding stock | for allocating porEniC Nov. 30 ale 
and warrants stock of new pacts 1936 2 
held in company 
treasury) 
14, 858 $1, 954, 421. 32 $131. 54 $101 $1, 500, 658. 00 
792, 519 TAI, 487. 55 . 986 314| 2, 575, 686. 75 
SOL SWS | tescoecsaasSoS5||sassosssesee 1% 429, 003. 00 
NGLY ee ee. BORE CUT ||bsooosecsosu||seessseosns2 4, 505, 347. 75 
82, 617 9, 845, 406. 01 119. 17 8534] 7, 084, 407. 75 
3002000 bie =n ess ces |v Sassen ae 414} 1,350, 000. 00 
2008000) | eee = ee | eee | Seen ee ee ee 
Eee ies 1 ee bIONS4 554061015) Sasso aaees Se 8, 434, 407. 75 
167, 276 7, 707, 378. 65 46. 076 3814| 6, 440, 126. 00 
Bid—1 
1308000 i Semen ene |e eee | (12/8/36) } 130, 000. 00 
faite ae TAL OTRO USL OO | See | ee 6, 570, 126. 00 
500,000 | 27, 893, 484. 29 55. 787 pi) too, 687, 500. 00 
Bid—1%4)) 1, 250, 000. 00 
TAOOONOOO A ee ee ee ee ee | alte eat. 
P (10/16/36) } (A) (C) 
GE arent 27, 893, 484,29 |___.___..--.|_.__--------| 28, 987, 500. 00 
NNO Ah | ER AG CO WHoEYS || ssekeoodeacallbsecosssoass 43, 447, 381. 50 


Asset value 
Now Thee Total num- in terms of 
used as basis Total ber ofnew | new company 
for allocating market company shares (per 
stock of new value shares is- present class 
company suable of stock or 
| warrants) 
x es 
| $3,829, 624.28 | _ $2,458, 182. 03 482,731 | $4,827,136. 41 
44,312, 558.59 | 40, 898, 199.47 | 4,431,238 | 44, 312, 553. 59 


Source: See note 234 in text. 


ants held by National Investors Corporation in 
ferred stocks accrued to Jan. 13, 1937, for National 
31, 1936, for Second National Investors Corporation of $1,574,935.73: 
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TABLE 23.—Plan of reorganization of National Investors Corporation group as at 
Nov. 30, 1936—Continued 


Combined asset 


Number of new] value of new Asset value 


company shares} company shares eeeraeen nee Ee 
issuable for | and approximate compan shares ( BED 
each present cash dividend shares an present ies 
share or for each present suable of stock or 
warrant share of pre- warrants) 
ferred stock 
National Investors Corporation: 
> $13. 69 $13. 69]. 
Ereferne dist Ckaesa aaa ees eee 10.13 101. A $115. 00 150, 526 $1, 505, 260. 00 


Common\stock==== === ee . 4007 4.007 317, 562 38, 175, 620. 00 
\\/Ghueholis sae, Coe ee eee eee . 1007 1.007 38, 400 384, 000. 00 


i hale es ee | eS Ala Se es ee es 506, 488 5, 064, 880. 00 


Second Nscional Investors Corporation: 


Preferred stock | PGSED 99, 185. 47 682, 296 | 6, 822, 960. 00 
pues | La 8. 258, 547 mere ree? Naereaes 

Commontst0ckws ee . 55 5. 50 165, 000 1, 650, 000. 60 
JWG DRAN TSW eee aes toe eee. ee ee . 0005 . 005 100 1, 000. 00 

eye oe eee 2 i Ry ee ae oe 847, 396 8, 478, 960. 00 

Third National Investors Corporation: i 

Conmion!stock=essa= a= == saan aannne 4.49 $44. 91 751, 237 | 7, 512, 370. 00 
WViAE TET tS lee eee See dyin deems oll} 1. 50 19, 500 195, 000. 00 


| 


pe ae hela | (cee 770, 737 7, 707, 370. 00 


Fourth National Investors Corporation: 
Commontstocksass=s === aaa eee e eee 4.97(B) $49. 78 2, 489, 348 24, 893, 480. 00 
He .15(5. 12) 1. eat (A) 75,000 } 750, 000. 00 

ie ieee | (C) 30) 3. 00 (C) 225, 000 | 2, 250, 000. 00 
| 


ee He RS Ae Sees Lee et eo, On 2, 789, 348 27, 893, 480. 00 


' Warrants 


eee ree 4, 913, 969 49, 139, 690. 09 


> Approximate cash dividend on preferred stock. 
(A) Assenting attached warrant for one-half share. 


_ (B) Stock per share with warrant for one-half share attached being unit in which stock of this corporation 
is traded on the New York Stock Exchange, 


(C) Assenting warrant for one share (detached warrants). 


As the table indicates, the plan required preferred stockholders of 
National Investors Corporation to sacrifice approximately $16 a share 
in asset values, preferred stockholders of Second National Investors 
Corporation to relinquish $20 in asset values, stockholders of Third 
National Investors Corporation to relinquish approximately $1 in 
asset value, and stockholders of Fourth National Investors Corpora- 
tion to cede $4.50 in asset values. These losses were allocated to the 
negative asset value common stock of Second National Investors Cor- 
poration, 100,000 shares of which were owned by National Investors 
Corporation, and to the warrants of Second, Third, and Fourth 
National Investors Corporations, substantially all of which were 
owned by National Investors Corporation. Although the asset value 
of the stocks of the affiliated companies had increased, between 1934 
and 1936, to a point nearer the exercise price of the warrants of the 
affiliated companies held by National Investors Corporation, con- 
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comitantly the period in which the warrants could be exercised had 
become shorter. And, as has been stated, the existence of the federal 
undistributed profits tax tended to impair the future value of these 
warrants by inhibiting any accumulation of profits to enhance the 
asset value of the stock of the affiliated companies and thus of their 
warrants. 

It is unnecessary to determine whether or not this plan was fair 
or unfair in view of all of the circumstances. It must be pointed 
out, however, that the plan was prepared solely by the managements 
of the four companies. And although these managements presum- 
ably acted in good faith in the preparation of the plan, several of the 
members of the directorates of the four companies were conceivably 
not without some bias in favor of some or all of the various classes 
of the securities of National Investors Corporation. In 1936, at least 
six directors of National Investors Corporation and its affiliated 
companies either held **> or represented substantial blocks of the 
securities of National Investors Corporation or otherwise may have 
been biased in favor of its security holders. George F. Rand and 
Charles H. Diefendorf, two of these directors, were also officers of 
The Marine Trust Company of Buffalo, which, as has been stated, was a 
substantial holder of the warrants of National Investors Corpora- 
tion. Alger Shelden, another director, was a substantial holder of 
the preferred stock of National Investors Corporation.” Jesse H. 
Van Alstyne, another director of National Investors Corporation, had 
been elected to his position as the representative of The Adams Ex- 
press Company, which held a substantial block of the common stock of 
National Investors Corporation. Robert O. Lord, still another di- 
rector of National Investors Corporation, had been president of the 
insolvent Guardian Detroit Bank of Detroit which, together with 
its security affiliate, Guardian Detroit Company (which in 1936 was in 
the process of liquidation), held substantial blocks of the common stock 
of National Investors Corporation. Finally, the conceivable bias 
of Mr. Presley in favor of the securities of National Investors Cor- 
poration has already been pointed out. 

Despite the fact that the dilution in the asset values of the shares 
of the affiliated companies under the 1937 plan exceeded that under 
the defeated 1934 plan, the record does not indicate that any organized 
stockholder opposition to the 1937 plan developed. Mr. Britting- 
ham, whose protective committee had been in a large measure re- 
sponsible for the defeat of the 1934 plan, had sold at a profit all of 
his family’s holdings of the stock of Fourth National Investors Cor- 


25 The solicitation literature used in connection with the successful 1937 plan of con- 
solidation revealed that the directors of the four companies and partnerships in which 
they were partners and corporations of which they were directors and officers, held the 
following securities of the National Investors Corporation group of companies: 


Preferred | Common : 
stock stock Warrants 
National Investors Corporation. ____ egchestesuscees2seesse2sss 1, 100 5, 650 21,078 
Second National Investors Corporation____..____..-__.______- Py Eyal 5002 | Seen 
AVavbeCl INMOTa| TASC CORDON UOD. ose sso cee ccosessease||sasosooosece 3, 903 2, 415 
HourtheNationalelnvestors!Conporatlonees sass ae ee | eee SE 28 5) | ae ee 


*Each share has a warrant attached for one-half share. 
330 Op. cit. supra, note 185, at 4460. 
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poration in 1936 to Hayden, Stone & Co.”*’ It may be inferred that 
the cessation of Mr. Brittingham’s pecuniary interest in the National 
Investors Corporation companies also terminated his activities in 
behalf of the shareholders of such companies, particularly in view 
of the fact that his successful opposition to the 1934 plan had been 
financed largely at his own expense.?** 


b. Sale of Assets of Granger Trading Corporation to Yosemite 
Holding Corporation 


Elsewhere in this chapter ?*° there has been described the means by 
which Yosemite Holding Corporation, then dominated by Wallace 
Groves, had, in April 1932, acquired control of Granger Trading 
Corporation. Briefly Yosemite Holding Corporation had purchased 
from Sulzbacher, Granger & Company and members of the Granger 
family and from Granger Trading Corporation itself almost a ma- 
jority of the stock of Granger Trading Corporation. Yosemite Hold- 
ing Corporation had obtained the cooperation of Sulzbacher, Granger 
& Company in acquiring control of Granger Trading Corporation 
by purchasing that sponsoring firm’s unprofitable management con- 
tract with Granger Trading Corporation. 

The objective of Mr. Groves and of Yosemite Holding Corporation 
was to acquire the assets of Granger Trading Corporation at a total 
price less than the actual worth of the assets. But Yosemite Holding 
Corporation had acquired control of Granger Trading Corporation 
by paying asset value for its holdings. In fact, to the extent of the 
payment made by Yosemite Holding Corporation for the management — 
contract held by Sulzbacher, Granger & Company, it had suffered an 
actual loss in acquiring control of Granger Trading Corporation. 
Of necessity, therefore, any profit to be realized by Yosemite Holding 
Corporation on its venture was to be realized at the expense of the 
minority stockholders of Granger Trading Corporation. 

On May 2, 1932, a “plan and agreement of reorganization” **° was 
entered into between Granger Trading Corporation and Yosemite 
Holding Corporation, both of which were controlled by Mr. Groves. 
By the terms of this “plan” Granger Trading Corporation agreed 
to convey all of its assets to Yosemite Holding Corporation in return 
for the issuance of 2,70184 shares of the preferred and 10,807 shares 
of the common stock of Yosemite Holding Corporation. The reor- 
ganization plan contemplated the subsequent dissolution and liquida- 
tion of Granger Trading Corporation and provided that the Yosemite 
Holding Corporation stock transferred to Granger Trading Corpora- 
tion be distributed among the latter’s stockholders, with the exception 
of Yosemite Holding Corporation to the extent of its then holdings 
of Granger Trading Corporation stock. However, Yosemite Holding 
Corporation would share in the distribution of Granger Trading 
Corporation’s assets as to any shares of Granger Trading Corporation 
which Yosemite Holding Corporation acquired after the date of the 
plan of reorganization. 


2377d., at 4487. 

238Td., at 4469. 

299 See supra, pp. 1302-3, and Ch. II of this part of the report, pp. 181-226. 
2 Public Examination, The Equity Corporation, Commission’s Exhibit No. 107. 
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The true nature of this transaction is illustrated by the considera- 
tion paid by Yosemite Holding Corporation to the minority stock- 
holders of Granger Trading Corporation for virtually all of the 
assets of Granger Trading Corporation belonging to these minority 
interests. On the date of the promulgation of the plan, the assets 
of Granger Trading Corporation consisted almost entirely of cash, 
and the asset value per share of the corporation’s stock was $12.22.7# 
On the ultimate dissolution of Granger Trading Corporation, its 
minority stockholders received as their pro rata share of its assets, 
approximately $2,100 in cash, 2,412 shares of Yosemite Holding 
Corporation preferred stock, and 9,649 shares of Yosemite Holding 
Corporation common stock. The two blocks of Yosemite Holding 
Corporation stock possessed an aggregate asset value of $5,547.60. 
The minority stockholders of Granger Trading Corporation thus 
received assets worth approximately $7,700, or about 69 cents a share 
of their 11,155 shares of Granger Trading Corporation stock. As a 
result of the plan, the minority stockholders of Granger Trading 
Corporation suffered a loss of virtually the entire asset value of their 
stock. 

On May 3, 1932, the day after the date of the reorganization agree- 
ment, the plan was proposed to the board of directors of Granger 
Trading Corporation.”** On the same day the board of directors of 
Granger Trading Corporation, dominated by Mr. Groves’ nominees, 
approved the offer and recommended that it be accepted by the stock- 
holders.*4* When this action was taken by the two corporations, 
Messrs. Groves, Brophy, and Warriner, three of the seven directors 
of Granger Trading Corporation, were at the same time directors of 
Yosemite Holding Corporation.?* 

After the board of directors of Granger Trading Corporation ap- 
proved the plan, the consent of the stockholders to the sale of assets 
had to be obtained. Under the Delaware law applicable to the situa- 
tion, a sale of assets could be consummated on the vote of a majority 
of the outstanding voting stock. Inasmuch as Yosemite Holding 
Corporation already held a majority of the outstanding stock of 
Granger Trading Corporation, there could be no doubt as to the out- 
come of the vote. 

On May 25, 1932, less than a month after the plan was first pro- 
posed, the stockholders of Granger Trading Corporation voted in 
favor of the transaction at a meeting called for that purpose.?* 
Except for the possibility of resort to legal proceedings, minority 
holders could do nothing in opposition. In fact, they did not even 
have a right to claim payment of the appraised value for the Delaware 


241 See supra, pp. 1302-3. 

242 Yosemite Holding Corporation common stock had no asset.value. The asset value of 
Yosemite Holding Corporation’s preferred stock was $2.30 a share based on the underlying 
asset value of its holdings of a majority of the negative asset value common stock of 
Chain & General Equities, Inc. (op. cit. supra, note 240, Commission’s Exhibit No. 843). 
Further, the Yosemite Holding Corporation’s preference stock had no quoted market value. 
The market price of Yosemite Holding Corporation’s common stock in August and Sep- 
tember 1932 ranged between 1% and 1%. 

288 7d., at 2272. 

“441d. at 2275. 

> Derived from supplementary information supplied the Commission for The Equity 
Corporation. 

46 Thid. 
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statute does not provide a right of appraisal in the case of a sale of 
assets.747 

Two months later, on July 25, 1932, a special meeting of the board 
of directors was called to consider dissolution of Granger Trading 
Corporation. The directors determined upon dissolution and called 
a stockholders’ meeting to approve the decision. The reason stated 
for dissolution was that Granger Trading Corporation’s assets con- 
sisted solely of the Yosemite Holding Corporation’s preferred and 
common stock received at the time of the sale of its assets, and about 
$2,300 in cash, representing a dividend on the Yosemite Holding 
Corporation preferred stock. The Delaware law required a vote 
of two-thirds of the stockholders having voting power to effect a 
dissolution. 

The meeting was held on August 29, 1932, and the stockholders, 
with Yosemite Holding Corporation voting 538% of the outstanding 
stock, gave their consent. Distribution of Granger Trading Cor- 
poration’s assets was then made in accordance with the plan of reor- 
ganization under which Granger Trading Corporation sold its assets 
to Yosemite Holding Corporation. Stockholders of Granger Trad- 
ing Corporation, other than Yosemite Holding Corporation, were to 
receive their pro rata shares of the Yosemite Holding Corporation 
preferred and common stock that comprised the assets of Granger 
Trading Corporation. 

Yet, it was but seven months later, at the end of March 1988, that 
these former stockholders of Granger Trading Corporation, now 
holders of Yosemite Holding Corporation stock by virtue of the 
dissolution of Granger Trading Corporation, received the first offer 
of The Equity Corporation to accept The Equity Corporation’s securi- 
ties in exchange for their Yosemite Holding Corporation shares. 
Indeed, many of them had not yet turned in their Granger Trading 
Corporation stock, and circulars were sent them as stockholders of 
Granger Trading Corporation.*® And, at the beginning of the fol- 
lowing year, those who had not accepted the exchange offers were 
eliminated by the subsequent dissolution of Yosemite Holding Corpo- 
ration. 

Unquestionably, the plan of reorganization previously described 
was drafted by the dominant group. It was signed for Yosemite 
Holding Corporation by C. B. Ewart, the president of the company 
and a nominee of Mr. Groves, and for Granger Trading Corporation 
by Mr. Groves, the moving spirit in the entire transaction.?*° ‘This 
instrument fixed the participation which minority stockholders would 
eventually receive in Yosemite Holding Corporation. 

The conflicting interests and obligations of the dominant group are 
apparent. As representatives of Yosemite Holding Corporation, 
there would be an obligation to obtain the most favorable bargain 
to Yosemite Holding Corporation stockholders. At the same time, 
there would be a duty as representatives of Granger Trading Corpo- 
ration to achieve the most favorable bargain for Granger Trading 


47 See this section, supra, pp. 1421-2. 

248 Derived from supplementary information supplied the Commission for The Equity 
Corporation. 

249 Op. cit. supra, note 240, Commission’s Exhibit No. 839. 

250Td., at 808 and Commission’s Exhibit No. 107. 
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Corporation stockholders. Nevertheless, the same interests repre- 
sented both sides of the bargain. A majority of the board of directors 
of Granger Trading Corporation voting for the sale of assets in 
accordance with the terms of the agreement, were elected after 
Yosemite Holding Corporation had acquired almost a majority of 
Granger Trading Corporation stock and was, in fact, dominating 
the management. Yosemite Holding Corporation, controlled by 
Wallace Groves, voted a majority of the Granger Trading Corpo- 
ration stock, all that was necessary, in favor of the sale of assets. 
The terms of the reorganization were fixed and accepted by designees 
of Wallace Groves. The interests of the minority stockholders of 
Granger Trading Corporation were left at the disposal of the 
dominant interest. 

Substantially the same board of directors voted for the subsequent 
dissolution; and, with the aid of the majority of the common stock 
then held by Yosemite Holding Corporation, the necessary two-thirds 
were voted for the dissolution. With dissolution accomplished, the 
course of action planned by the dominant group was completed. ‘The 
assets of Granger Trading Corporation were in Yosemite Holding 
Corporation. Granger Trading Corporation stockholders became 
Yosemite Holding Corporation stockholders. 

When Yosemite Holding Corporation’s offer to purchase the assets 
of Granger Trading Corporation came before the board of directors 
of Granger Trading Corporation for discussion, Jeffrey Granger, 
former president of the company, who remained a director, did not 
approve the proposition. He testified :°* 


A. I was present at a meeting where that proposition was discussed. 

Q. What did you say when that proposition was put up? 

A. I said that I thought that it was a proposition that should be very 
seriously considered by the board of directors. 

Q. Serious in what respect? 

A. Serious as a step. Well, any sale of any assets of a corporation to another 
one is always a serious step. 

Q. Didn’t you have any difficulty with that offer? 

A. I had a great deal of difficulty with it. 

Q. Did you ever approve it? 

A. I never approved it. 


The amount of protection that individual directors of a corpora- 
tion are likely to afford minority holders when outside interests have 
acquired control is indicated by subsequent events. Mr. Granger 
testified further : 7°? 

Q. Did you think that because you didn’t agree with it you didn’t approve it? 

A. I didn’t think that it was something that I could resolve myself. I felt 
that that was something for the controlling interests to determine. They were 
then responsible for the conduct of the corporation, and I felt that they were 
the ones really to pass upon the advisability of any such offer, but I did point 
out in the meeting that before this thing should be consummated, the directors 
should give it the closest attention and to determine whether or not it was 
for the best interests of the stockholders. 


*1Td., at 2272-4. 
22Td., at 2274-5. 
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Now, I was one out of six directors, and I presume that the Board of Direc- 
tors did give it that thought and attention, and that they finally came to the 
conclusion that that was for the best interests of the stockholders. 

ae * * * %* * * 

Q. Now, you knew that any speech that you were making at that meeting 
was being made to nominees of Mr. Groves * * * and those were his 
people that he picked, isn’t that so? 

A. I knew that he picked that Board of Directors, but I didn’t know that 
they would not exercise their best judgment in regard to what was best for 
the stockholders. 


That the old management, perhaps in return for the price paid for 
their stock and other interests in Granger Trading Corporation,?** 
lent the Groves’ interests their passive assistance in the effectuation of 
the reorganization plan, may be inferred from the record. Although 
Mr. Granger “never approved” the sale of assets, he did not vote 
against acceptance of it. In fact, he testified that he was not present 
at the meeting of the board of directors when formal action was 
taken upon the offer.5* Thereafter, proxies were solicited for ap- 
proval of the sale of assets by stockholders. It seems that although 
Yosemite Holding Corporation had sufficient stock to approve the 
sale, it desired nevertheless to obtain as much independent approval 
as possible. The purpose may have been to minimize any chance 
of legal action by minority holders to enjoin or set aside the sale. In 
any event, one of the named proxies was Jeffrey Granger, despite 
the fact that he had not approved the plan. Mr. Granger testified 
that his name was used without his authority : 2% 


Q. * * * Were you designated one of the proxies in the proxy that was 
sent out? 


A. My name was on the proxy, but it was not done with my authorization. 
Q. Did you object to it? 


A. I certainly did. That was sent out without my consent and I certainly 
did object to it. 


And Mr. Granger testified that he realized that the appearance of 
his name on the proxy might cause stockholders of Granger Trading 
Corporation to believe he approved the plan. But he took no steps 


to remove this impression. Mr. Granger’s testimony on this phase 
is as follows: 7°” 


Q. On that score, did you write to the stockholders and say, “My name ap- 
pears on this proxy, but it is not only without my consent, but against my 
wishes.” Did you, Mr. Granger? 

A. I considered that, but I didn’t think it was advisable. 

* % 7 * % * * 

Because there were three or four other people there and, as a matter of fact, 
I didn’t exercise any of those proxies. I didn’t go to the meeting and I didn’t 
exercise any of them. 

Q. Isn’t it a fact that a stockholder executing that proxy, seeing your name 
there, would have the right to assume that you approved this transaction and 


253 See supra, pp. 1302-3. 

#54 Op. cit. supra, note 240, at 2272-4, 
22 Td., at 2284, 2290. 

2567Td., at 2290. 
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the sale of all the assets of the trust in exchange for Yosemite Holding Com- 
pany stock and the truth is that you did not want your name there? 


A. That is true. 


Mr. Granger explained that he made no attempt to communicate 
with stockholders because he did not possess a stockholders’ list : °° 


Q. You can visualize, can you not, that stockholders who had purchased that 
stock originally, in reliance upon the fact that Sulzbacher, Granger & Company 
were going to manage that trust and seeing your name in the proxy, would 
have the right to assume you approved it; isn’t that so? 

A. That is true, but there was a physical reason. I did not have control of 
the books and I did not have a list of the stockholders, and it was impossible 
for me to send out anything to them. 

Q. You knew they were clients of yours? 

A. I knew, maybe, some of them. Anybody that asked me about it, I told 


them I neither approved nor disapproved of it. I gave them the facts. 


But no explanation was advanced by Mr. Granger as to why he, as 
a director, did not have access to the books of the corporation. More- 
over, he testified that Granger Trading Corporation was organized at 
the request of customers of Sulzbacher, Granger & Company and that 
virtually all of its stockholders were personal clients. It would seem 
that many stockholders could have been reached without a stock- 


holders’ list. 


c. Consolidation of United Founders Corporation and Subsidiaries to 
Form American General Corporation 


A frequent statutory safeguard erected by the states against pos- 
sible inequities to stockholders as the result of a merger or consolida- 
tion is a requirement for a vote of approval by each and every class 
of stockholders who may be affected by a plan of merger or consoli- 
dation irrespective of whether or not any of the various classes of 
securities normally have voting rights. However, even the elimina- 
tion of this safeguard may be accomplished by an ingenious manage- 
ment. The consolidation into American General Corporation of 
United Founders Corporation and its subsidiaries in November 1935 
is illustrative of the inadequacy of these statutory provisions as 
against a management determined to bend to its own purposes legal 
and corporate devices which will substantially enable it to vitiate 
such provisions. 

As has been recounted earlier in this chapter,?° The Equity Cor- 
poration in 1933 acquired control of all of the Class A stock of 
United Founders Corporation, an investment company which con- 
trolled 78% of the voting securities of American Founders Corpora- 
tion, which in turn controlled American and Continental Corpora- 
tion, American & General Securities Corporation, International 
Securities Corporation of America, Second International Securities 
Corporation, and United States & British International Co., Ltd. 
The control of all of these companies by American Founders Cor- 
poration was largely predicated upon its ownership of their common 
stocks. Substantial blocks of the preferred stocks of American 


28Td., at 2291-2. 
259 See supra, pp. 1138-42. 
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Founders Corporation’s leverage investment company subsidiaries 
were outstanding in the hands of the public.”®° 

Tt will be recalled that the capitalization of United Founders Cor- 
poration consisted of 9,000,000 shares of common stock and 1,000,000 
shares of Class A stock. Although the Class A stock had only a 
nominal asset value in 1933 and thereafter,?*1 it was at all times 
entitled to one-half as many votes for all corporate purposes as was 
possessed by the common stock which was entitled to one vote a 
share. In other words, the Class A shares were entitled to 4,500,000 
votes for any corporate purpose, a voting power equivalent to one- 
third of the total voting power of all of the company’s outstanding 
securities.2 Originally this Class A stock had been issued to Louis 
H. Seagrave, Christopher F. Coombs, and Frank B. Erwin, the 
sponsors of the United Founders Corporation group of companies.?® 
Tt was from these individuals that The Equity Corporation acquired 
the Class A stock of United Founders Corporation by the payment of 
$994,279.73 and 260,150 shares of the common stock of The Equity 
Corporation, a total consideration vastly in excess of the asset and 
market value of the Class A stoclk.?% 

The right to vote the Class A stock, however, placed The Equity 
Corporation in effective control of United Founders Corporation and 
its subsidiaries. It enabled The Equity Corporation to place its 
nominees on the directorate of United Founders Corporation.?® 

Finally, the purchase of the Class A stock, by eliminating the pos- 
sible opposition of the former management of the United Founders 
Corporation system of companies, placed The Equity Corporation in 
a strategic position to effectuate exchange offers of its shares for the 
shares of United Founders Corporation and its subsidiary com- 
panies and the ultimate consolidation of such companies. 

Between 1933 and September 1935, The Equity Corporation, as the 
result of all of its exchange offers and purchases, acquired 1,213,881 
shares of the common stock of United Founders Corporation, 15,386 
shares of the 7% preferred stock, and 39,381 shares of the 6% pre- 
ferred stock of American Founders Corporation, and 23,081 shares 
of the common stock of American and Continental Corporation.*® 
As will be seen, prior to the consolidation of the United Founders 
Corporation group of companies in November 1935, these securities 
and all of the Class A stock of United Founders Corporation were 
turned over to United Founders Corporation in exchange for 6,000,- 
000 shares of the latter’s common stock. The reasons for this 
transaction will be discussed later, 


200 Op. cit. supra, note 240, Commission’s Exhibit No. 843. 

261The Class A stock was entitled on liquidation of the corporation to only 1/297 of 
the net corporate assets. In 1933, the Class A stock’s asset value was approximately 
$48,000. The asset value of the common stock was approximately $14,000,000 (id., Com- 
mission’s Exhibit No. 797). 

262 Td., at 8546 and Commission’s Exhibit No. 745 (pp. 7-8). 

23 Td. at 8546 and Commission’s Exhibits Nos. 751, 752. 

264 See supra, pp. 1138-42, and the Commission’s Report on the Study and Investigation 
of the Work, Activities, Personnel, and Functions of Protective and Reorganization Com- 
mittees (1938), Pt. VII, p. 219. 

265 Op. cit. supra, note 240, Commission’s Exhibit No. 822. 

266 Tqd., Commission’s Exhibits Nos. 128, 784, 829, 839, 840, 843, 844, 1183; see the 
Commission’s Report on the Study and Investigation of the Work, Activities, Personnel, 
and Functions of Protective and Reorganization Committees (1938), Pt. VII, p. 293. 
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From the inception of its interest in United Founders Corporation, 
the ultimate purpose of The Equity Corporation had been to merge 
or consolidate the companies comprising the United Founders Cor- 
poration group. By September 1935 a concrete plan of consolida- 
tion had apparently been formulated by The Equity Corporation. 
This plan in essence provided for the organization of a new corpo- 
ration known as American General Corporation which was to have 
a capital structure consisting of preferred and common stocks and 
which was to acquire the assets of the United Founders Corporation 
system of companies and also those of Reliance Management Corpo- 
ration, a corporation not a member of the United Founders Corpo- 
ration group but then controlled by The Equity Corporation, in con- 
sideration of the issuance of the new company’s shares to the stock- 
holders of the absorbed companies. This plan was adopted rather 
than a plan to absorb all the companies directly into The Equity 
Corporation because, as Mr. Milton testified, the management of The 
Equity Corporation did not desire to complicate its capital structure 
by the introduction therein of a bond issue of a type then in the 
capital structure of Reliance Management Corporation." However, 
the plan adopted also had the advantage of avoiding a dilution in the 
control of The Equity Corporation held by its largest stockholders, 
David Milton and Ellery Huntington. In September 1935 these 
individuals held approximately 20% of the voting securities of The 
Equity Corporation, a block of shares sufficient to insure effective 
control of the corporation.” If the United Founders Corporation 
group of investment companies were consolidated with The Equity 
Corporation directly in consideration of the issuance of the latter 
corporation’s securities *° to the minority stockholders of the ab- 
sorbed companies (who in most cases owned a majority of the senior 
securities of the various United Founders Corporation companies), 
a substantial decrease in the percentage of the voting securities of The 
Equity Corporation held by Mr. Milton and Mr. Huntington would 
have occurred. 

The plan of consolidation of the United Founders Corporation 
group of companies (and of Reliance Management Corporation), as 
ultimately proposed and consummated, involved a drastic readjust- 
ment of the contractual rights of the preferred stockholders of the 
subsidiaries of United Founders Corporation. In some cases the 
dividend and liquidating preferences of such stocks were greatly 
decreased.27? In addition accrued unpaid dividends, totaling in the 


267 Op. cit. supra, note 240, at 8517. 

268 See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. V, p. 431. 

209 Both the preferred and common stocks of The Equity Corporation were entitled to one 
vote a share. See supra, p. 1040. 

270 Wor example, the holders of the 6% and 7% preferred stock of American Founders 
Corporation which had a dividend priority of $3 and $3.50 a share per annum, respec- 
tively, were awarded a preferred stock of American General Corporation having an annual 
dividend priority of $2.40 a share. The preferred stock of International Securities Cor- 
poration of America, Second International Securities Corporation, and United States & 
British International Co., Ltd., received similar treatment. The preferred stock of Inter- 
national Securities Corporation of America which was entitled on liquidation of the 
company to a prior claim against the corporate assets to the extent of $100 a share, 
received preferred stock of American General Corporation entitled to a preference of only 
$60 a share. (See the Commission’s Report on the Study and Investigation of the Work, 
Activities, Personnel, and Functions of Protective and Reorganization Committees (1988), 
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ageregate $3,900,000 in November 1935, upon the preferred stock of 
the subsidiaries of United Founders Corporation were eliminated 
by the plans.2 Preferred stockholders under the plan were, more- 
over, to suffer an aggregate loss of asset values of approximately 
$200,000.272 In other aspects the plan resulted in substantial changes 
in the rights of the stockholders of the United Founders Corporation 
companies. For example, the charter of International Securities Cor- 
poration of America provided that the corporation would make no 
loans which were not secured by collateral having a value at least 
equivalent to 125% of the amount loaned.?* The board of directors 
of American General Corporation, however, was authorized to lend 
funds without security.?™ 

Whether these sacrifices upon the part of the preferred stockholders 
of the United Founders Corporation companies provided for by the 
plan were offset. by the advantages of reduced administrative ex- 
pense which might be a product of the simplification of the previ- 
ously pyramided structure of companies in the United Founders Cor- 
poration group, need not be determined here. Of importance, how- 
ever, is the fact that the plan was devised and executed only by 
The Equity Corporation. Minority stockholders had no independ- 
ent representation in the negotiation of the terms of this plan which 
so sharply readjusted their security interest in their corporations. 
And in the preparation of the plan The Equity Corporation, as a 
holder of the equity securities of United Founders Corporation, was 
clearly in a position antagonistic to the senior security holders of the 
subsidiaries of United Founders Corporation. The Equity Corpo- 
ration’s investment in the system of companies, as will be seen later, 
consisted largely of its holdings of the stock of United Founders 
Corporation. In turn, United Founders Corporation’s holdings of 
the securities of its subsidiary companies were confined largely to 
their equity securities, which in several instances had little or no 
asset value.?” 

The dominant position in the United Founders Corporation group 
of companies held by The Equity Corporation also placed it in a 
powerful position to remove or to minimize actual or potential ob- 
stacles to the effectuation of its plan. One such obstacle, for exam- 
ple, would be the appraisal rights of minority stockholders who 
might dissent from the plan. Unlike the Delaware statutes, which 
do not grant to dissenting stockholders a right of appraisal in the 
event of a sale of all of their corporation’s assets, the laws of Mary- 
land, under which all of the United Founders Corporation group of 
companies, with the exception of American and Continental Cor- 


21 7d., p. 326. 

272 Op. cit. supra, note 240, Commission’s Hxhibit No. 775. 

273 Td., Commission’s Hxhibit No. 860 (pp. 3-4). 

274 Td., Commission’s Exhibit No. 862 (p. 5). 

275 On November 22, 1935, the date of the consolidation of the various United Founders 
Corporation companies into American General Corporation, the common stocks of Interna- 
tional Securities Corporation of America and United States & British International Co., 
Ltd., had no asset value. The Class B common stock of American & General Securities 
Corporation was likewise without asset value. ‘The shares of Class A common stock of 
American & General Securities Corporation and the common stock of American Founders 
Corporation had net asset values of $11.62 and 81 cents a share, respectively. The Class 
A and Class B stock of Second International Securities Corporation had net asset values 
of $2.66 and 27 cents a share, respectively (id., Commission’s Exhibit No. 848). 
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poration, were incorporated, authorize a right of appraisal irrespec- 
tive of the statutory mode adopted for the amalgamation of corpora- 
tions.27° In other words, the Maryland laws offer to corporate man- 
agements no choice of any method of uniting the assets of various 
corporations in a manner which will defeat appraisal rights. As a 
consequence, the plan for the amalgamation of the assets of the 
United Founders Corporation companies and of Reliance Manage- 
ment Corporation provided that it be accomplished by means of a 
statutory consolidation. Although stockholders dissatisfied with the 
terms of the consolidation plan would have a right to an appraisal 
of their shares, the Maryland statutes do not require that the stock- 
holders be informed of this right in the solicitation literature used 
by corporate managements to procure assents to the plan. The 
Equity Corporation failed to inform the stockholders of the consoli- 
dating companies of their right to an appraisal. It is reasonable to 
infer that the average investor is unfamiliar with the fact that he has 
a right of appraisal. Even if he has knowledge of this right, it is 
doubtful if he is aware of the statutory requirements which must 
be followed to procure the right.2”7 Undoubtedly, The Equity Cor- 
poration’s failure to inform stockholders of their appraisal rights 
served to force into the plan against their will ?7* many investors 
who, if they had been informed of their appraisal right, would have 
claimed such right.?” 

Other impediments to the consummation of the consolidation con- 
fronted The Equity Corporation. First, the ethical, if not the legal, 
propriety of consummating a consolidation which would vary radi- 
cally the interests of minority stockholders whose securities possessed 
a substantial ownership interest in the assets of the companies in- 
volved by means of the vote by a dominant stockholder of a “control” 
block of securities having little or only a nominal ownership in- 
terest in the assets of all the companies affected by the plan, would 
be questionable. At the date of the consolidation of the various 
companies in the United Founders Corporation group, the out- 
standing stocks of the subsidiaries of United Founders Corporation 


276 Md. Code Ann. Art. 28, §§ 35, 3614. ‘ 

277 Usually the dissenting stockholder, in order to preserve his appraisal right, must 
either vote against the plan or register in writing a dissent from the plan. Thereafter, 
a written demand for payment of the value of the shareholder’s shares must be made 
within a specified time. If such payment is not made by the corporation, the stockholder 
must apply for an appraisal of the shares in the manner specified by, the particular state 
statute. (Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees (1938), Pt. VII, 
p. 598. See for example, Maryland Code Ann. (Flack Supp. 1935) Art. 23, § 35.) 

278 Normally all stockholders who do not exercise their right to an appraisal of the 
value of their shares on a merger or consolidation of their companies, must accept the 
securities allotted to them under the plan if such plan has been approved by the required 
majority of stockholders and has been filed with the proper state official. (15 Fletcher, 
Cyclopedia Corporations (1982), §§ 70638, 7157.) 

279 Only a small percentage of the stockholders of the various United Founders Corpora- 
tion companies exercised their right to an appraisal. Stockholders who did not vote in 
favor of the consolidation as ultimately consummated were entitled to 194,000 shares of 
preferred and 818,900 shares of common stock of American General Corporation. Stock- 
holders who claimed appraisal and payment would have been entitled to 14,600 shares of 
preferred stock and 9,400 shares of common stock of American General Corporation (op. 
cit. supra, note 240, Commission’s Exhibits Nos. 812, 848, 1196, 1200, 1201; Securities 
Registration Statement, Form A—1, The Equity Corporation, prospectus dated April 20. 
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had, on an unconsolidated basis, a combined asset value of approxi- 
mately $42,000,000, of which approximately $15,000,000, or 35% of 
the total, represented the asset value of the stocks in these com- 
panies held by the public. On the other hand, the Class A stock 
of United Founders Corporation, the ownership of which consti- 
tuted substantially all of the voting strength of The Equity Cor- 
poration in the United Founders Corporation group of companies, 
had an asset value of approximately $48,000. But the Class A 
stock had a 3314% voting power in United Founders Corporation, 
and the control of that corporation which the Class A stock rep- 
resented enabled The Equity Corporation to vote all of the con- 
trolling blocks of the securities of subsidiary companies held by 
United Founders Corporation and American Founders Corporation. 
In fact, The Equity Corporation’s control of the Class A stock of 
United Founders Corporation placed it in a position to vote in ex- 
cess of two-thirds of the total voting securities 78+ of each of the sub- 
sidiaries of United Founders Corporation in favor of its plan of con- 


230 The following schedule derived from the figures contained in Commission’s Exhibit 
No. 848 indicates the percentage and the asset value of the shares of the subsidiaries of 
United Founders Corporation owned by the public in November 1985: 


Outstanding | Totalasset | Percent of | Asset value 


shares No- value No- | sharesheld} of public’s 
vember 1935 | vember 1935 | by public holdings 
American Founders Corporation, 7% pre- 

ferred =. 23 ts Sea Bee eae 42, 379 $2, 732, 256 48.7 $1, 330, 609 
American Founders Corporation, 6% pre- 

LCT LOG meee nana tae weet to eererees eae 114, 198 7, 080, 276 48.9 8, 462, 255 
American Founders Corporation, common__ 8, 978, 091 7, 182, 472 15.6 1, 120, 466 
American and Continental Corporation, 

Commons Si eet enone ee 425, 000 8, 075, 000 PHU 2, 236, 775 
American and Continental Corporation, 

(OYE pyaar ee tee nee: pe ea ee A a 25, 000 475, 000 25.0 118, 750 
American & General Securities Corporation, 

$3 prelerne dae ene ask eee oe aS 8, 530 426, 500 99.3 423, 515 
American & General Securities Corporation, 

@lassPAGComimno nee eee 500, 000 5, 810, 000 2.3 133, 630 
American & General Securities Corporation, 

@lassPBiComin0 nase ee 500, 000 0 3.5 0 
International Securities Corporation of 

America, 6% preferred ____-_- a Sees ee 44, 736 4, 093, 344 72.8 2, 979, 954 
International Securities Corporation of 

America, 644% preferred_____.-_____------ 14, 714 1, 346, 331 68. 7 924, 929 
International Securities Corporation of | 

America, Class A common_-_____________- 591, 156 0 5.8 | 0 
International Securities Corporation of 

America, Class B common _____________- 600, 000 0 3.5 0 
Second International Securities Corpora- 

tionm6Zelstaprelerredaese= === een ee 23, 363 1, 291, 974 95. 5 1, 233, 835 
Second International Securities Corpora- 

tion, 64% 2d prererred_________-________-- 20, 000 1, 220, 000 0 0 
Second International Securities Corpora- 

tions ©lassPAucomm Ones ae ee 308, 091 941, 476 4.9 46, 132 
Second International Securities Corpora- 

(HON, OleGk 18} Commi 3. 5 ete se eee 600, 000 162, 000 3.0 | 4, 860 
United States & British International Co., 

JEARG log O98} ORONO GROG. oo oes cca ere eee 29, 060 947, 356 62.3 590, 203 
United States & British International Co., 

liitolon Clings AN, Conmuanoyn. - 352552 k esses 294, 358 0 4.0 | 0 
United States & British International Co., 

IGG. ASS 13 COMmmeO MR. «seo osoeceeseee= 300, 000 6 9.5 | 0 

Se eae ee ATE Son OS Om | eee 14, 605, 913 
Percentage of total asset value held by 
DUDIICHReneais OS 2 Rea, 1s te Ba A Bese ee |(Se- Sees Saat | 2BOSE Aare ae ee | 34. 96% 


°81 The preferred stockholders of the subsidiaries of United Founders Corporation were 
entitled to vote because of dividend defaults. (Commission’s Report on the Study and 
Investigation of the Work. Activities, Personnel, and Functions of Protective and Reorgani- 
zation Committees (1938). Pt. VII. p. 319.) 
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solidation. The combined holdings of The Equity Corporation ** 
and of United Founders Corporation and its subsidiaries, particu- 
larly American Founders Corporation, in the securities of the various 
United Founders Corporation companies were as follows: ** 


Percent 
controlled 
Name of security ae by 
The Equity 
Corporation 

American Founders Corporation, 7% preferred __-.----------------------------------------- 51.3 
American Founders Corporation, 6% preferred __....--------------------------------------- 51.1 
American Founders Corporation, common. ------------------------------------------------ 84.4 
American and Continental Corporation, common. ----------------------------------------- 72.3 
American and Continental Corporation, Class A_.--------------------- pein Set Ie eee ew 75.0 
American & General Securities Corporation, preferred_--._-.------------------------------- ot 
American & General Securities Corporation, Class A common--_--------------------------- 97.7 
American & General Securities Corporation, Class B common---.-------------------------- 96. 5 
International Securities Corporation of America, 6% preferred--_--------------------------- 27.2 
International Securities Corporation of America, 644% preferred___-.----------------------- 31.3 
International Securities Corporation of America, Class A common_-------------- pen ees 94, 2 
International Securities Corporation of America, Class B common-....--------------------- 96. 5 
Second International Securities Corporation, 6% Ist preferred --_-..------------------------ 4,5 
Second International Securities Corporation, 6% 2d preferred_------------------------------ 100.0 
Second International Securities Corporation, Class A common-.---------------------------- 95.1 
Second International Securities Corporation, Class B common-_---------------------------- 97.0 
United States & British International Co., Ltd., preferred _-------------------------------- Sy, U 
United States & British International Co., Ltd., Class A common. ------------------------ 96. 0 
United States & British International Co., Ltd., Class B common.--------.----------------- 90. 5 


Although the use of the direct and indirect voting power, inherent 
in the control of the Class A stock of United Founders Corporation 
by The Equity Corporation, as an implement to effect its consolida- 
tion plan may not have been illegal, certainly the preponderantly 
large voting strength which such stock possessed in relation to its 
ownership interest in the total corporate assets involved in the consoli- 
dation, might result in a closer scrutiny of the fairness of the terms 
of the plan by a court in the event of litigation to restrain the con- 
summation of the plan. And in view of the substantial alteration 
in the rights of the preferred stockholders of the subsidiaries of 
United Founders Corporation contemplated by the consolidation 
plan, it was conceivable that efforts would be made to enjoin its 
consummation.?** 

As an “integral part of the program” *** for the consolidation, The 
Equity Corporation, in September 1935, two months prior to the con- 
solidation, contracted to surrender for retirement to United Founders 
Corporation its holdings of the Class A stock of the latter corpora- 


282 Ag a result of its exchange offers and purchases The Equity Corporation itself, by 
September 1935, had acquired approximately 36% of the 7% preferred and 40% of the 
6% preferred stocks of American Founders Corporation and approximately 5% of the 
common stock of American and Continental Corporation (op. cit. supra, note 240, Com- 
mission’s Exhibits Nos. 784—A, 829, 839, 840, 843, 844, 1183). 

283 Td., Commission’s Exhibit No. 848. The number of outstanding shares are indicated 
in note 280, supra. 

284 In fact several suits were brought to enjoin the consolidation. These suits, however. 
were settled by The Equity Corporation on advantageous terms to the litigants (op. cit. 
supra, note 240, Commission’s Exhibits Nos. 829, 858, 859, 1202). 

285 7d., at 8671. 
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tion.**° At the same time, however, United Founders Corporation 
agreed **" to issue to The Equity Corporation 6,000,000 shares of its 
authorized but as yet unissued common stock in consideration of the 
transfer to United Founders Corporation by The Equity Corporation 
of the preferred and common stocks of subsidiary companies in the 
United Founders Corporation group (which The Equity Corporation 
had acquired by exchange offers and by purchases) and 388,436 shares 
of Reliance Management Corporation, the only nonmember of the 
United Founders Corporation group which was to be included in the 
consolidation. Both of these contracts were subject, however, to the 
approval of the stockholders of United Founders Corporation. 
These transactions, if consummated, would involve a loss in asset 
values to The Equity Corporation of approximately $1,000,000,%° 
representing the difference between the asset value of the Class A 
stock of United Founders Corporation and the securities of the lat- 
ter’s subsidiaries exchanged for the 6,000,000 shares of United Found- 
ers Corporation common stock, and the asset value of such 6,000,000 
shares. Offsetting advantages, however, would accrue to The Equity 
Corporation as a result of the transaction. First, The Equity Corpo- 
ration acquired, in lieu of the Class A stock, which, as has been 
stated, had only a 1/279 interest in the earnings and assets of United 
Founders Corporation, 6,000,000 shares of United Founders Corpora- 
tion common stock which were entitled to a 40% interest in the earn- 
ings and assets of United Founders Corporation.2** Second, these 
6,000,000 shares of common stock, upon the ultimate consolidation of 
United Founders Corporation and its subsidiaries into American 
General Corporation, were to be exchanged for 600,000 shares of the 
laiter corporation’s common stock.2° Since American General Cor- 
poration was a leverage investment company, whereas United 
Founders Corporation was not, The Equity Corporation in effect had 
exchanged a nonleverage common stock for a leverage common stock, 
a distinct advantage in 1935 when all indices pointed to a continu- 
ance of a period of rising securities prices.”? In the third place, the 


286 Td., Commission’s Exhibit No. 809. 

287Td., Commission’s Exhibits Nos. 808, 842. 

PEG EE LOC, 

280 The issuance of 6,000,000 shares of common stock of United Founders Corporation to 
The Equity Corporation would increase such common stock outstanding to 15,000,000 
shares. 

200 Op. cit. supra, note 240, Commission’s Exhibit No. 862. 

71 Immediately after the consolidation, American General Corporation possessed assets 
of approximately $50,000,000 (id., Commission’s Exhibit No. 850). The capitalization of 
American General Corporation consisted of the approximately $20,000,000 of outstanding 
bonds of Reliance Management Corporation, International Securities Corporation of 
America, and Second International Securities Corporation, which had been assumed by 
American General Corporation under the terms of the plan of consolidation, and 8,474 
shares of $3 preferred stock, 24,539 shares of $2.50 preferred stock, 91,353 shares of $2 
preferred stock, and 1,754,756 shares of common stock (id., Commission’s Exhibit No. 
852). The preferred stocks of all classes were entitled to a preference in assets on 
liquidation of $50 a share (id., Commission’s Exhibit No. 862). The total liquidating 
value of the preferred shares was approximately $11,000,000. The common stock of 
American Genera] Corporation, with an asset value of approximately $19,000,000, thus 
had the leverage of approximately $31,000,000 of senior securities. Expressing this lever- 
age in another way, a 100% increase in the total corporate assets would result in a 250% 
increase in the asset value of the common stock. Conversely, with a decline in value of 
total assets, the leverage would cause a more rapid decline in the asset value of the 
common stock. 

222 Td., at 8673-4. 
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transaction would actually result in an increased voting control of 
United Founders Corporation by. The Equity Corporation. The con- 
summation of the transaction would give to The Equity Corpora- 
tion 6,000,000 shares of United Founders Corporation common stock 
or 40% of the total of 15,000,000 common shares which would be out- 
standing. These 6,000,000 shares, augmented by the approx- 
imately #* 1,200,000 shares of United Founders Corporation common 
stock which it had acquired by exchange offers and purchases, would 
give to The Equity Corporation an approximately 497% voting con- 
trol of United Founders Corporation. This 49% voting control was 
later transmuted under the terms of the plan of consolidation to a 
49% interest in the common stock of the consolidated company, 
American General Corporation. This block of stock was sufficient to 
insure to The Equity Corporation control of the new company. 
Prior to the consummation of these transactions with United Found- 
ers Corporation, The Equity Corporation had only a 42% voting 
interest in United Founders Corporation, consisting of the 4,500,000 
votes represented by the Class A stock, and approximately 1,200,000 
shares of the common stock of United Founders Corporation which 
it had acquired by exchange offers. 

Finally, as has been stated, this exchange of securities between The 
Equity Corporation and United Founders Corporation, by elim1- 
nating the Class A stock of United Founders Corporation avoided 
any potential attack upon the projected consolidation upon the ground 
that it had been effected, in large part, by the vote of a security which 
had only a nominal ownership interest in the total corporate assets 
affected by the consolidation. 

David Milton, the president of The Equity Corporation, conceded 
in his testimony that the elimination of the Class A stock and the 
exchange of The Equity Corporation’s holdings of the securities 
of the various subsidiaries of United Founders Corporation for the 
latter’s common stock was “in a business view a necessary part of 
the merger and consolidation,” * but denied that the transaction 
had been devised to avoid any possible future attack upon the use 
of the voting power of the Class A stock by The Equity Corporation 
in order to consummate its own plan of consolidation. Mr. Milton 
testified : 2% 

Q. Of course, Mr. Milton, in connection with getting the reaction of stock- 
holders with respect to an exchange, which, taken by itself may look innocuous 
to the interest of the stockholders, there would be no objection to easting 
4,500,000 votes on shares of stock which had an aggregate asset value of 
$45,000, but if you took that same value of stock and cast 4,500,000 shares 
where it involved such a substantial thing as affecting a consolidation of a 
parent and five or six subsidiaries, that is something else, isn’t it? 

A. I don’t think it is fair to bring that up, because I have told you that 
that question did not exist. If you want to—— 

Q. No, I just want an answer, yes or no. I am not disputing anything. 

A. That is a hypothetical question. I would rather leave that to you as 


an attorney to give an opinion if you want to. 
* * * * * * s 


223 Tq.. Commission's Exhibits Nos. 839, 840, 843, 844, 1183. 
247Td., at 8671. 
251d. at 8695-7. 
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Q. If this transaction was effected, or worked out, this Class “A” stock 
would be washed out? 

A. That is right. It was, right after that. 

Q. So that if this went through, you would never have to face the question 
that Mr. Schenker poses, namely, the legality of the vote of the Class “A” 
stock on a consolidation? 

A. Right. The question did not come up. We were interested in this 
transaction. This transaction eliminated the stock. In retrospect I can 
see your point of view, but I don’t think the question came up. 


At a meeting of the stockholders of United Founders Corporation, 
held on October 10, 1935,2%° the cancelation of the Class A stock 
and the issuance of the 6,000,000 shares of common stock to The 
Equity Corporation were approved by 7,230,669 of the total of 
13,500,234 votes outstanding. Included _in the 7,230,669 approving 
votes were 5,727,907 cast by The Equity Corporation, of which 4,500,- 
000 votes represented the vote of the Class A stock.2®%? In other 
words, of the 7,772,327 votes to which stockholders other than The 
Equity Corporation were entitled, only 1,502,762 were cast in favor 
of the transaction.?** In essence, The Equity Corporation had itself 
approved its own transaction with United Founders Corporation. 
David Milton, the president of The Equity Corporation, testified : 2° 


Q. Didn’t you consider that by virtue of your control of 42% of the voting 
power of United Founders Corporation that you had some obligation to the 


United Founders Corporation common stockholders? 
® * * * * * * 


Mr. Huntington [a director of The Equity Corporation]. As we said, it had 
42% which made available the stock for the purpose, as I said, of balancing 
this structure. 

Q. First it made available the stock for the purpose of voting an exchange 
in which The Hquity Corporation was interested, when The Equity Corpora- 
tion was dealing with a company of which The Equity Corporation con- 
trolled 42 percent of its stock. 

Mr. Mirron. That is right. 

Q. And you had no feeling of uneasiness on the part of The Equity Corpora- 
tion in casting these 5,700,000 votes in order to get the honest and necessary 
reaction of the stockholders on this deal? 

A. No, we considered it a very constructive transaction. 

Q. The purpose of the vote was not to determine whether it was con- 
structive or not; you wanted to get the reaction of the stockholders to this 
deal. 

A. We wanted to disclose it fully to the stockholders and give them a chance 
to express themselves on the transaction. 

Q. The Equity Corporation did cast five million votes in favor of the 
transaction? 

A. There is no question about it. We have had that evidence. 

Q. Out of 5,700,000 votes, 4,500,000 votes on that Class “A” stock which was 
absolutely valueless, isn’t that so? 

A. I will not say that it was valueless at all. 

Q. It had no asset value. 


26Td., at 8651. 

207 Td., Commission’s Exhibit No. 1197. 

208 Td., at 8656 and Commission’s Exhibit No. 1197. 
209 Td., at 8653-5. 
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A. It had an asset value. It had a small amount of asset value, but it had 
a value. And, regardless of that, it had a third vote and that vote was cast. 
Q. If you take away that vote, Mr. Milton, that was east on this Class “A” 
stock and the 1,200,000 votes which were cast by The Equity Corporation on 
its common, that meant that there was approximately 1,500,000 votes cast in 
favor of the proposition, which is 16 percent of the total outstanding nine 


million shares? 
A. I think your answer is correct. 


Other more formidable obstacles stood in the way of the consum- 
mation of The Equity Corporation’s plan for the consolidation of 
United Founders Corporation and its subsidiaries. The charters of 
each of the United Founders Corporation companies having preferred 
stocks outstanding, with the exception of International Securities 
Corporation of America, contained provisions prohibiting any con- 
solidation of the corporation with other corporations which would 
in any way “impair the rights and preferences” of the preferred 
stock.2° The Equity Corporation’s contemplated plan of consoli- 
dation proposed, in several of its aspects, to alter sharply the rights 
and preferences of the preferred stockholders of the various United 
Founders Corporation companies. On their face, therefore, these 
clauses would seem to frustrate the plans of The Equity Corporation. 
However, it might be argued that these charter provisions were in- 
valid as inconsistent with the laws of Maryland (under which all of 
the United Founders Corporation group of companies were created) 
which permit corporations, in general terms, to consolidate.** On 
the other hand, these charter provisions did not prevent a consolida- 
tion; they merely interdicted a consolidation which did not preserve 
the rights and preferences of the preferred stocks.°’ In any event, 
as will be seen, The Equity Corporation took steps to eliminate these 


300 For example, the charter of Second International Securities Corporation provided that: 
“A consolidation or merger of the corporation with any other corporation or corporations 
shall not be deemed to be a liquidation, dissolution, winding-up, or distribution of capital 
within the meaning of this clause, but any such consolidation or merger shall in no way 
impair the rights and preferences of the first preferred stock” (id., Commission’s Exhibits 
Nos. 881 (p. 10) and No. X3406-B (p.10)). For the similar provisions in the charter of 
American Founders Corporation, see id., Commission’s Exhibits Nos. 859 (p. 8) and 
3404-B (p. 11)). 

301 Md. Code Ann. (Bagby 1924, Art. 23, § 33. Although the Maryland laws permit the 
inclusion in corporate charters of any provisions defining, limiting, or regulating the 
power of the stockholders and of the corporation, it is also provided that such provisions 
must not be contrary to the laws of the state nor “inconsistent with any of the terms 
and limitations” of its corporation law (Md. Code Ann. (Bagby 1924), Art. 23, § 4 (g)). 

302 Although one court has taken the attitude that these clauses are invalid as incon- 
sistent with statutes permitting the consolidation of corporations, conceivably the Mary- 
land courts might give effect to these clauses in the charters of the various United 
Founders Corporation companies. In Jones v. St. Louis Structural Steel Co., 267 Ill. App. 
576 (1932), the Illinois Appellate Court (an intermediate court of appeal) held that a 
provision in the charter of a Delaware corporation prohibiting a merger which would 
impair the rights of the company’s preferred stock was invalid because it conflicted with 
the Delaware corporation law (Del. Rev. Code (1915), C. 65, § 59), which, in general 
terms, authorized the merger and consolidation of corporations. The court based its 
conclusion that the Delaware law contemplated and authorized mergers which would 
impair the rights and preferences of preferred stockholders, in large part upon the fact 
that the Delaware legislature had provided a means by which stockholders dissatisfied 
with the terms of a merger might obtain an appraised value in cash of their securities 
in lieu of accepting the securities allotted to them under the merger plan. The Maryland 
law also grants to dissenting stockholders a right to receive an appraised cash value of 
their securities in lieu of acceptance of the terms of a plan of merger or consolidation. 
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clauses from the charters of the various companies prior to their 
consolidation. 

Still another problem confronted The Equity Corporation. Unlike 
the Delaware law which requires, for the approval of a merger or 
consolidation, only the assenting vote of stockholders of two-thirds 
of a corporation’s outstanding securities irrespective of class,?* the 
Maryland law, as a condition to the consummation of a consolidation, 
requires the approval of holders of two-thirds of the securities of 
each class having voting power, voting by classes.** Six of the seven 
United Founders Corporation companies were incorporated in Mary- 
land, and five of these companies had outstanding preferred stocks 
which were entitled to vote.*> And, as has been pointed out, although 
The Equity Corporation through its holdings of the stock of United 
Founders Corporation controlled two-thirds of all of the voting se- 
curities of each of the United Founders Corporation companies, it 
did not, in nearly all cases, control two-thirds of each class of their 
preferred stocks. Thus, The Equity Corporation controlled directly 
or indirectly only 51.3% of the 7% preferred stock and 51.1% of 
the 6% preferred stock of American Founders Corporation; 0.7% of 
the preferred stock of American & General Securities Corporation ; 
27.2% of the 6% preferred and 32.3% of the 614% preferred stocks of 
International Securities Corporation of America; 4.5% of the first 
preferred stock of Second International Securities Corporation; and 
38.7% of the preferred stock of United States & British International 
Co., Litd.2% 

To secure approval of its plan, The Equity Corporation would thus 
have to obtain the consent of a large number of the public holders of 
the preferred stock of the various subsidiaries of United Founders 
Corporation. In view of the various features of The Equity Corpo- 
ration’s plan of consolidation which might be disadvantageous to 
such preferred stockholders, their consent obviously might be difficult 
to obtain. Further, a solicitation campaign to procure consents to 
the plan would be expensive. Obviously The Equity Corporation 
would desire to avoid any necessity for procuring the approval of its 
plan by the public holders of the preferred stocks of the various 
companies in the United Founders Corporation group. 

The Equity Corporation then proceeded under the Maryland cor- 
poration laws in such manner as to obviate the necessity for a class 
vote of the holders of two-thirds of the preferred stocks as a condi- 
tion precedent to the consummation of the consolidation plan. A 


903 Del. Rev. Code (1915), ch. 65, 59. American and Continental Corporation was the 
only member of the United Founders Corporation group of companies which was incor- 
porated in Delaware. Since The Equity Corporation controlled indirectly two-thirds of 
the outstanding securities of American and Continental Corporation, the obstacle of a 
class vote which confronted The Equity Corporation in the case of the other United 
Founders Corporation companies was not present. American General Corporation, the 
unconsolidated company, was also incorporated in Delaware (op. cit. supra, note 240 
Commission’s Exhibit No. 862). Both the Delaware (Del. Rev. Code, ch. 65, § 59) and 
Maryland laws (Md. Code Ann. (Flack Supp. 1935), Art. 238, § 334%4) permit the con- 
solidation of domestic with foreign corporations, if the laws of the state of incorporation 
of the foreign corporation contain a reciprocal authorization. 

84 Md. Code Ann. (Flack Supp. 1935), Art. 23, § 33 (8). 

805 American Founders Corporation, American & General Securities 
national Securities Corporation of America, Second Intern 
and United States & British International Co., Ltd. 

%06 Op. cit. supra, note 240, Commission’s Exhibit No. 843. 


Corporation, Inter- 
ational Securities Corporation, 
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section of the Maryland law provides that irrespective of any statu- 
tory requirement that action be taken or authorized by vote of the 
holders of a designated proportion of the corporate securities, such 
action “shall be effective and valid if taken or authorized by such vote 
of its stockholders * * * as may be required for such action by 
its charter.” °°" In other words, if the charters of the companies so 
provided, the consolidation could be approved by two-thirds of all 
the outstanding stock irrespective of class. However, the charters of 
the five United Founders Corporation companies having preferred 
stocks outstanding contained no provisions authorizing a consolida- 
tion or a merger upon a vote different from that specified in the con- 
solidation statute. If, therefore, the charters could be amended to 
provide for approval of the consolidation or merger by two-thirds of 
all the shares outstanding (an amount of voting power which The 
Equity Corporation itself controlled in every case), and if such an 
amendment could be effected without the necessity of a class vote, 
The Equity Corporation could accomplish its objective. By amend- 
ments, also, the clauses in the corporate charters of the companies 
having outstanding preferred stocks prohibiting a consolidation im- 
pairing the rights and privileges of the preferred stocks, could be 
eliminated. 

The charters of the various United Founders Corporation com- 
panies contained provisions authorizing amendments thereto on the 
vote of the holders of a majority of their voting shares irrespective 
of class. But in the case of two of the corporations—American 
Founders Corporation and International Securities Corporation of 
America—amendments which would change the “preferences or 
rights” of the holders of the preferred shares required the approval 
of the holders of all of the preferred and of two-thirds of the pre- 
ferred shares, respectively.*°° The charters of the other companies 
contained provisions forbidding an amendment which changed the 
preferences (but not the rights) or redemption price of the preferred 
stock without the consent of the holders of two-thirds of such 
stock.*°? Moreover, the Maryland law **° provides that no charter 
amendment which changes the contract rights of any outstanding 
stock shall be valid, in the absence of a reservation in the charter to 
make such amendment, unless such change in the contract rights of a 
stock shall have been authorized by a vote of all of the holders of 
such stock. 

Certainly it can be argued that the statutory requirement of a 
class vote and the charter provisions forbidding a consolidation 
which would impair the rights and preferences of preferred stocks 
are contract rights of such stockholders. Furthermore, the amend- 
ments were apparently intended merely as a preliminary to a con- 


807 Md. Code Ann. (Flack Supp. 1935), Art. 23, § 23. The statute provides that in no 
case, however, except when authorized by law, could any corporate action be taken by the 
vote of less than the holders of a majority of the outstanding voting securities of a 
corporation. 

308 See the reply to the Commission’s questionnaire for American Founders Corporation, 
Pt. I, Exhibit B, p. 24; op. cit. supra, note 240, Commission’s Exhibit No. 860, p. 12 
(International Securities Corporation of America). 

309 See for example the charter of Second International Securities Corporation, op. cit. 
supra, note 240, Commission’s Exhibit No. 861, p. 22. 

310 Md. Code Ann. (Bagby 1924), Art. 23, § 28. 
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solidation which would actually sharply change the preferences, divi- 
dend rights, and redemption prices of the preferred stocks of the 
various Tune Founders Corporation companies. ‘The amendments 
were thus intended to enable The Equity Corporation to accomplish 
indirectly an alteration in the preferences and dividend rights of the 
preferred stocks of the various companies, which it could not have 
accomplished directly, except with the approval of the holders of 
two-thirds of the preferred shares affected by its plan. 

The validity of The Equity Corporation’s proposed amendments 
would be doubtful, unless, pursuant to the charters of the various 
United Founders Corporation companies, the approval of the requisite 
percentage of the preferred stockholders was obtained. In the case of 
American Founders Corporation, the approval of all the preferred 
stockholders might have to be obtained; in the case of International 
Securities Corporation, The Equity Corporation’s proposed amend- 
ment might be invalid unless the approval of the holders of two- 
thirds of the preferred stock was obtained. And if the Maryland 
statute, which has already been described, requiring wnanimous ap- 
proval by the stockholders affected, of any amendment chang- 
ing the contract rights of such stockholders unless reservation of the 
right to make such amendment is made in the charter, is construed 
to require the reservation of the right to make the specific amend- 
ments contemplated by The Equity Corporation, the passage of such 
amendments without the unanimous approval of the preferred stock- 
holders might be void. None of the charters of the companies which 
did not carry provisions interdicting amendments which changed or 
altered preferred stockholders’ “rights” unless the approval of a 
specified percentage of such stockholders was obtained, contained 
clauses reserving the right to make the specific amendments proposed 
by The Equity Corporation by a percentage of preferred stockholders 
less than that required by the Maryland statute. 

Notwithstanding the dubious legality of its proposed amendments 
in the event that the approval by the percentage of the preferred 
stockholders required either by the Maryland law or by the charters 
of the various companies was not obtained, The Equity Corporation, 
at a meeting of the stockholders of the several companies held on 
November 4, 1935 called to approve both the amendments and the 
consolidation plan, proceeded to approve its proposed amendments 
by the vote of virtually only the shares under its control?" In each 
case The Equity Corporation cast the vote of two-thirds of the total 
voting securities in favor of its amendments. But in no case were 
the amendments approved by the holders of all or even two-thirds of 
the preferred stocks.*2 One hour later the consolidation which, as a 
result of the amendments, could be ostensibly sanctioned by the vote 
of only the holders of two-thirds of all the voting securities outstand- 
ing rather than by a class vote of the holders of two-thirds of the 
securities of each class, was approved. The vote in favor of the con- 
solidation was substantially that of the shares under the control of 


81 Op. cit. supra, note 240, Commission’s Exhibits Nos. 843, 1196. 

8122 Approximately only 50% of the preferred stocks of American Founders Corporation ; 
124%% of the preferred stock of American & General Securities Corporation ; 40% of the 
stock of International Securities Corporation of America ; 20% of the first preferred stock 
of Second International Securities Corporation ; and 50% of the preferred stock of United 
States & British International Co., Ltd., voted in favor of the amendments (ibid.). 
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The Equity Corporation,’ and in each company, favorable votes 
were cast by far less than two-thirds of the preferred stock.?“4 

However, the legality of the amendments and of the consolidation 
did not go wholly unchallenged. The announcement of the proposed 
amendments and of the consolidation was followed by several suits 
filed by preferred stockholders of American Founders Corporation, 
American & General Securities Corporation, and International Se- 
curities Corporation of America to enjoin their companies from pro- 
ceeding with their announced plan.*!® The Equity Corporation, how- 
ever, quickly settled these suits on advantageous terms to the liti- 
gants.**° Other preferred stockholders, however, had no recourse but 
to accept the terms of the plan of consolidation or to assert their ap- 
praisal rights if they were aware of them. 

Obviously ‘The Equity Corporation’s dominant position in the va- 
rious United Founders Corporation companies enabled it to formu- 
late and consummate a plan of reorganization of its own choosing. 
Its superior position and its financial ability enabled it either to 
vitiate or to minimize the possible impeding effect on its plan of every 
safeguard provided in the Maryland statutes for the protection of 
stockholders adversely affected by a plan of consolidation. The 
comparatively few minority preferred stockholders who were aware 
of their legal remedies or of their right of appraisal and had the 
financial means to pursue such rights, fared better than the bulk of 
such minority stockholders who, in most. cases against their will, 
were bound into a plan which sharply reduced the dividend and 
liquidating preferences and the redemption rights of their shares.*1” 


2, MANAGEMENT CONTROL OF SOLICITATION 
MACHINERY 


In addition to their dominant position in the preparation of plans 
for the amalgamation of the assets of two or more companies and 
in the selection of the statutory procedure for effectuating such plans, 
the managements of investment companies are also in control of effec- 
tive devices for securing the assent to their plans of the percentage 
of stockholders required by state laws. 


a. Control of the Proxy Machinery 


Typically the great bulk of stockholders in management investment 
companies own individually only a few shares of voting stock. Thus, 
an analysis of the distribution of the securities of 14 large investment 
companies at the end of 1936 reveals that approximately one-fourth 
of all the common stockholders held only 10 shares or less and well 


813 Td., Commission’s Hxhibits Nos. 1196, 1197. 

814 Td., Commission’s Exhibits Nos. 843, 1196. 

15 Id., Commission’s Exhibits Nos. 829, 858. 

316 Td., Commission’s Exhibit No. 858. See supra, this section, pp. 1423-4. 

317 Stockholders who sued to enjoin the consummation of the consolidation received 
in settlement of their suit a sum which exceeded both the market and the asset value 
of the securities they would have received under the plan (id., Commission’s Exhibit No. 
1202). Similarly, stockholders who claimed their appraisal rights received cash settle- 
ments in excess of the market and at times in excess of the asset value of the securities 
they would have received under the plan of consolidation (id., Commission’s Exhibit No. 
1202 and American General Corporation v. Camp, 190 Atl. 226 CMG 103%). 
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over one-half of the stockholders held only 50 shares or less. Stated 
in terms of the market value of the holdings of the common stock- 
holders in these companies at the end of 1936, approximately one-half 
of the common stockholders of all types of management investment 
companies held shares with a total market value of $500 or less, and 
the holdings of about 983% of the common stockholders had a market 
value of $5,000 or less.*® 

Typically, also, the vast majority of the voting stock of investment 


companies is widely distributed geographically, although a pro- 
nounced concentration of stockholders appears in those states in 
which important financial centers are located, particularly in New 
York, Massachusetts, Illinois, and California. The concentration in 
those states is further accentuated by the fact that a majority of the 
brokers, banks, and other nominees who are the record but not the 
beneficial owners of a considerable proportion of all of the common 
stock of investment companies, are located in these leading financial 


centers.**? 

On the other hand, the large blocks of voting securities of invest- 
ment companies are usually concentrated in the hands of small groups 
of stockholders.?22 These holders of the larger blocks of voting 
securities usually include the management or interests affiliated with 
or friendly to the management.**t In fact, the holders of the larger 


318 Part Two (House Doc. No. 70, 76th Cong.), Ch. V, pp. 379-87. 

319 [pid. For example, The Lehman Corporation, a large closed-end nonleverage manage- 
ment investment company, had, at December 31, 1935, stockholders in 32 states, but 40% 
of the stockholders owning 62% of the outstanding shares were joecated in New York, 
and 10% of the stockholders holding 2% of the voting stock were located in Illinois 
(ibid.). Atlas Corporation, a large closed-end leverage management investment com- 
pany, at May 31, 1934, had outstanding 262,025 preference shares owned by 5,474 stock- 
holders situated in every one of the States and territories of the United States and in 
several foreign countries. However, 2,072 stockholders owning 143,770 shares were lo- 
eated in New York. Of the 4,266,050 common shares of Atlas Corporation then out- 
standing, 2,840,876 shares were owned by 19,876 stockholders residing in New York 
(Public Examination, Atlas Corporation, Commission’s Exhibit No. 2002, pp. 18-23). 

320 An analysis of the stock distributions as at December 31, 1936, of the voting securities 
of 14 large management investment companies of all types indicates that only 4% of 1% 
of the number of stockholders owned 20% of all of the outstanding shares, and less than 
5% of the stockholders owned well over one-half of the outstanding stock. (Part Two 
[House Doe. No. 70, 76th Cong.], Ch. V, pp. 862-6 and 388-92.) 

3 Part Two (House Doc. No. 70, 76th Cong.), Ch. V, pp. 419-31. 

322 An instance of this character occurred in connection with the merger in December 
1932 of Chicago Investors’ Corporation with Continental Chicago Corporation (now 
known as The Chicago Corporation). Chicago Investors’ Corporation was organized in 
1927 by a group of Chicago financiers (Public Examination, The Chicago Corporation, at 
9658-9). Field, Glore & Co. (now known as Glore, Forgan & Company), Chicago and New 
York investment bankers and brokers, also became associated with the company (id., at 
9661). As at November 15, 1932, Chicago Investors’ Corporation had outstanding 135,000 
shares of preference stock and 450,000 shares of common stock (id., Commission’s Exhibit 
No. 928). In July 1931 Atlas Corporation began to purchase the securities of Chicago 
Investors’ Corporation from insiders (a block of 100,000 common shares was purchased 
from Wield, Glore & Co. at a price of $4 a share as compared with the market price of $2 
for such shares [id., at 97901), and on the market. By the summer of 1932 Atlas Cor- 
poration had accumulated 32,700 shares of the preference stock and 150,000 shares of 
the common stock of Chicago Investors’ Corporation (id., at 9790 and 9799, and derived 
from supplementary information supplied the Commission for Chicago Investors’ Corpora- 
tion). These holdings constituted approximately 80% of the outstanding voting securities 
of Chicago Investors’ Corporation. The directors of Chicago Investors’ Corporation refused, 
however, to accede to Atlas Corporation’s request that they recommend exchange offers of 
Atlas Corporation’s securities for the remaining outstanding securities of Chicago Investors’ 
Corporation (id., at 9794-5). Instead, in order to eliminate any possibility of Atlas 
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blocks of voting stock are likely to have been most influential in the 
election of the management, and their approval of a management’s 
proposed plan of merger or consolidation probably would be obtained 
prior to its promulgation. Moreover, as the price of their agreement 
to the plan of the management, influential shareholders may be 
granted preferences not accorded to other stockholders.°22 
Infrequently, however, does the management and its friendly large 
stockholders control the percentage of voting securities—usually two- 
thirds—required by state laws to consummate a plan of merger or 
consolidation.**° Usually, therefore, the managements will have to 
obtain the assent of a large number of the public investors in the 


Corporation’s acquisition of actual control of Chicago Investors’ Corporation, the directors 
determined to merge it on a share for share basis with Continental Chicago Corporation, 
a company with which Field, Glore & Co. was affiliated and the capital structure of which 
was similar to that of Chicago Investors’ Corporation (id., at 9798, et seq.). Atlas 
Corporation, however, apparently would not agree to the merger, unless its preference 
shares of Chicago Investors’ Corporation were purchased by that company. In December 
1932, immediately prior to the merger of Chicago Investors’ Corporation and Continental 
Chicago Corporation, Chicago Investors’ Corporation purchased from Atlas Corporation 
32,700 shares of its preference stock from Atlas Corporation at a price of $23 a share 
(id., at 9799). The record does not indicate that this purchase was revealed to other 
preference stockholders or that a similar cash offer for their shares was made to them. At 
the date of the purchase the market price of Chicago Investors’ Corporation preference 
stock was $17 a share. Other preference stockholders (with the exception of those who 
elected to have their shares appraised) received on the merger preference stock of Con- 
tinental Chicago Corporation which also had a market value of $17 a share. Charles F. 
Glore, a director of Chicago Investors’ Corporation, conceded that the purchase of Atlas 
Corporation’s preference stock was made to eliminate its possible opposition to the merger 
(id., at 9799) ; 

Q. Do you recall that the purchase of that stock was a condition under which Atlas 

agreed _ to approve of the consolidation? 
A. No; I don’t recall that it was. It may have been. 


Q. Let me read the preamble from the minutes of the meeting of the board of 
directors held some time in September of 1932: 


“Whereas Atlas Corporation has refused to approve such a consolidation but 
has indicated it would approve the consolidation if in connection therewith it 
could sell js, preference stock of Chicago Investors’ Corporation at $30 a 
share hd 


Subsequently you bought it all at a price of $23. 
A. Then it was a condition. 

Compare also the special treatment accorded to the managements of various investment 
companies on the transfer of their control to others, described in this chapter, supra, pp. 
1078-1356. 

323 Compare the following percentage of voting securities held by the managements and 
interests affiliated with the mandgements of the following investment companies during 
1935: 4 


Percent of vot- 
ing securities 
controlled by 

Name of company management 

and interests 

affiliated with 
management 
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securities of the companies which are parties to a plan of merger or 
consolidation. Normally, however, the geographical diffusion of the 
public stockholders, coupled with the smallness of their individual 
financial stake in the corporation’s assets, makes it unlikely that large 
numbers of such shareholders will appear in person at the place of 
the shareholders’ meeting.*** 

As a consequence, the vast majority of stockholders, if they vote at 
all on plans of merger or consolidation, vote by proxy, that is, by 
designated agents who appear at meetings in person to vote in behalf 
of the stockholders. Written agreements designating the manage- 
ment’s nominees as proxies and authorizing such nominees to vote in 
favor of plans of merger or consolidation are sought from stock- 
holders by the management of their corporations. And the manage- 
ment is in an effective position to obtain these proxies even in the 
presence of organized opposition by stockholders to the management’s 
plans.*° First, the management has the use of the list of the cor- 
poration’s stockholders; it thus knows the names and addresses of all 
stockholders. Second, the management has the advantage of the use 
of the corporate funds to finance its solicitation of proxies. Third, 
the management’s prestige and reputation, coupled with the normal 
inertia and resistance of stockholders to new influences, is of great 
benefit to the management in its solicitation campaign. Fourth, the 
management will have the active cooperation of brokers, commercial 
banks, and investment bankers who are either doing business with the 
company or hope for future business advantages as the price of their 


824 More than a majority of the existing investment companies were incorporated in 
Delaware and Maryland where their stockholders’ meetings are usually held. However, 
few stockholders of investment companies reside in these states, and to appear in person 
at meetings requires an expenditure for traveling expenses which the average small stock- 
holder is unwilling to incur. To illustrate: As at March 31, 1934, there were outstanding 
262,025 shares of Atlas Corporation’s preference stock held by 5,474 shareholders, only 9 
of whom, holding 306 shares, resided in Delaware, the place of the stockholders’ meeting. 
Similarly, of the 4,266,050 shares of the common stock of Atlas Corporation held by 
88,875 shareholders, only 7,437 shares were held by 84 residents of Delaware (Public 
Examination, Atlas Corporation, Commission’s Exhibit No. 2002, p. 18 et seq.). At the 
meeting of stockholders held on October 31, 1936, to vote on a plan to consolidate Atlas 
Corporation, Pacific Eastern Corporation, Shenandoah Corporation, and Sterling Securities 
Corporation, only one stockholder, other than representatives of the management, of any 
of these companies appeared in person (Part Two [House Doc. No. 70, 76th Cong.], Ch. V, 
pp. 398-402). Rarely do stockholders appear in person at the stockholders’ meetings of 
the larger investment companies (ibid.). 

William J. Thorold, the president of Federated Capital Corporation, an investment com- 
pany the shares of which were held by 6,000 stockholders, could not recall a stockholders’ 
meeting which was attended by more than 23 persons. Mr. Thorold testified (Public 
Examination, Federated Capital Corporation, at 14536—7) : 

Q. Were there more than 10 stockholders at any meeting? 

A. I should think so, but a great many of those that were there represented proxies 
of other people. 

Q. You mean there were a great many that you got from brokers where they held 
the security in street names? 

No, no. 

Q. First give me the actual number of people who were there, then you can tell 
me in what capacity they were there and whom they represented. I am just trying 
to see the attendance. ? 

A. All right. Here is one at which there were 23. 

Q. What was the peak amount of stockholders that were in Federated Capital? 

A. * * =¥* JT should say 6,000. 
Q. And this special meeting you talked about had 23? 
A. Yes. 

225 The effectiveness of the proxy machinery as a device to perpetuate management con- 
trol is described and discussed in Part Two (House Doc. No. 70, 76th Cong.), Ch. V, 
p. 402. 
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cooperation.®*° In many cases brokers, commercial banks, and invest- 
ment banks may hold record title to the securities of the investment 
company either as pledgees or nominees of the stockholders with 
power to appoint proxies.*?7 The management is also in a position to 
pay brokers, banks, and securities dealers for their recommendation 


226 Hor example, The Equity Corporation, in connection with the exchange of its holdings 
of the Class A stock of United Founders Corporation and other securities for 6,000,000 
shares of the common stock of United Founders Corporation, which has already been 
described (see supra, pp. 1491-5), procured assents of United Founders Corporation’s 
common stockholders to the exchange by procuring proxies from friendly brokers who 
held such shares as nominees of the actual owners of the common stock of United Founders 
Corporation. (Public Examination, The Equity Corporation, at 8657-8). 

827 Tt is the common practice of brokers to record in their own names on the books of 
the issuing corporations, securities pledged with them in margin accounts or otherwise 
held for the account of customers who hold actual title to the securities. (See 41 A. L. R. 
1258, et seq.) In fact, the record ownership of substantial blocks of corporate securities 
may be held in ‘“‘street names,” that is, in the names of brokers or other securities dealers 
(Report of the Senate Committee on Banking and Currency on Stock Exchange Practices, 
73d Cong., Senate Report No. 1455 (1934), p. 74, et seq.; N. Y. Stock Echange Bulletin, 
Vol. X, No. 1, January 1939). 

Ordinarily a corporation need not inquire beyond its records to determine who are its 
stockholders entitled to vote at and to receive notice of its corporate meetings (5 Fletcher, 
Cyclopedia Corporations (1981), § 2033). However, pledgors, in the absence of a con- 
trary agreement with the pledgees, are entitled to vote the pledged securities (id., § 
2034 and Del. Rev. Code (1935), c. 65, § 18) and a court of equity will compel the pledgee 
to issue a proxy to the pledgor (5 Fletcher, Cyclopedia Corporations (1931), § 2059; 
In re Argus Printing Co., 12 N. D. 484, 48 N. W. 847 (1891). Similarly, a court of 
equity will compel a mere nominee record holder of a security to issue a proxy to the 
actual owner of such securities. (See Thompson v. Blaisdell, 93 N. J. L. 31, 107 Atl. 405 
(1919).) 

Nevertheless, in the absence of a request for a proxy by the actual owners of the stock, 
the record owners usually will issue proxies to vote the shares registered in their names. 
Until recently the rules of the New York Stock Hxchange provided that a member or a 
member firm which was the record owner of securities, in the absence of a demand for a 
proxy by the actual owner of such securities, could give a proxy to vote such securities 
if the member firm or member had an interest in such securities, or if the securities were 
in the possession of the member firm or member or if they belonged to a customer of the 
firm (rules of the Governing Committee of the New York Stock Exchange, Ch. XIV § 10, 
adopted July 7, 1927). Under this rule proxies were freely given to corporate manage- 
ments by member firms of the New York Stock Exchange who held record title to shares 
actually owned by their customers. (See Report of the Senate Committee on Banking 
and Currency on Stock Exchange Practices, 73rd Cong., Senate Report No. 1455 (19384), 
p. 74, et seq.) However, it may be doubted that this rule of the stock exchange would 
absolve a brokerage firm from a liability for damages to a customer where, without the 
customer’s knowledge or consent, the brokerage firm gives a proxy to a corporate man- 
agement with knowledge that the action to be taken at the corporate meeting is the 
approval of a plan of merger or consolidation. (See Leonard v. Woodruff, 259 Mich. 434, 
943 N. W. 252 (1932).) In fact, the courts have held that a general authority given by 
a stockholder to another to vote his shares at corporate meetings would not include the 
power to vote the shares with reference to a plan of merger, consolidation, sale of all of 
the corporate assets, or other corporate reorganization (Smith v. Smith, 3 Desaus 557 
(S. C. 1813) ; Shield v. Lone Star Life Ins. Co., 202 S. W. 211 (Tex. Civ. App. 1918) ; 
Farish v. Cienegunta Copper Co., 12 Ariz. 235, 100 Pac. 781 (1909) ). 

The Commission, by Sec. 14 (b) of the Securities and Exchange Act of 1934, is empow- 
ered to make rules and regulations with reference to the granting of proxies by members of 
securities exchanges or other securities dealers who transact business through the medium 
of such members. No rules have as yet been promulgated by the Commission pursuant to 
this section. However, the New York Stock HWxchange has amended its rules recently. 
The present rules of the New York Stock Exchange, in effect since January 16, 1939, 
prohibit the giving of proxies by member firms who hold record title to securities owned 
beneficially by customers where the member firm has knowledge that the purpose of the 
corporate meeting is to authorize a ‘‘merger, consolidation, or any other matter which 
may affect substantially the legal rights or privileges of such stock,’ unless the broker 
holds record title to the securities in a representative or fiduciary capacity with authority 
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of the management’s plan to the stockholders and for obtaining 
proxies from such stockholders.??® The effectiveness of the proxy 
machinery as an aid to the objectives of the management of an invest- 
ment company was described by Thomas E. Brittingham, a member 
of a protective committee of the stockholders of Fourth National 
Investors Corporation, which, as has already been related, in 1934 suc- 
cessfully resisted a management plan to consolidate Fourth National 
Investors Corporation with National Investors Corporation and other 
affiliated corporations: *?9 


A. If you have ever had any experience in a proxy fight in an investment trust, 
it is rather enlightening. In the first place, the management in power distrib- 
utes their brokerage rather effectively, so that when it comes to a stockholders’ 
fight, brokers that have had favors in the past are expected and do get out and 
solicit proxies. That puts the stockholders’ committee at quite a disadvantage 
because it gives the brokers with offices all over the country personal contact 
that is rather hard to beat. 

Q. Do you think that that situation was enhanced by the fact that National 
[National Investors Corporation, which was in effective control of Fourth 
National Investors Corporation] itself had originally been privately created 
through banks in order that they might assist in the distribution of the subse- 
quent trusts? 

A. That had a tremendous amount to do with it, particularly in Detroit. 
The bankers there, with the exception of Detroit Trust Company, used their 
influence to get their customers and trust accounts that were left with them to 
favor the management and while it is true that several of thoSe banks, I guess 
most of them, have been reorganized, still through personal contact and other 
means the interest is there, so it is sort of a repercussion of having given a lot 
of warrants out to the bankers. It was hard in talking with the stockholders— 
they would say: “Well, I am going down to see my friend Banker So-and-so.” 
The banker having an interest in National Investors naturally told him where 
to give his proxy. 

Q. You really ran across those cases? 

A. Quite a few of them; yes. 

Q. You were not able to overcome the advice the banker gave? 

A. No, sir. I spent several days in Detroit in two different years and the 
results are practically negligible. 

Q. You could not overcome the advice of the bankers? 

A. No, sir. 


Obviously these management advantages in the solicitation of 
proxies place stockholders who desire to form protective committees 
to combat management proposed plans of merger, consolidations, or 
other voluntary corporate readjustments under severe handicaps. 


to vote such securities, or has been instructed by the beneficial owner to issue the proxy. 
(See Rules 770 to 775 of the Board of Governors of the New York Stock Exchange.) 

However, as has been elsewhere stated, the great majority of existing investment com- 
panies do not have their securities listed on the New York Stock Exchange or other ex- 
changes. Their securities are traded over the counter, and over-the-counter dealers, unless 
they are members of the New York Stock Exchange, are not bound by its rules. 

828 Compare the solicitation methods used by Atlas Corporation and The Equity Cor- 
poration in connection with their exchange offers, described in this chapter, pp. 1857-1410, 
and in the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committtees (1938), Part VII, 
p. 282, et seq. 

322 Public Examination, National Investors Corporation, at 4480-1. 
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Such stockholders will be unable to contact other stockholders unless 
they possess an accurate and complete list of their names and ad- 
dresses. But such lists are controlled by the management, and, al- 
though both the courts and state statutes permit stockholders to 
inspect and copy the stockholders’ list in the possession of the cor- 
poration or its registrar and transfer agents for a legitimate purpose, 
such as the formation of an organization of stockholders,**° the 
management can severely hamper stockholders in their attempt to 
obtain stockholders’ lists. The management may refuse to give its 
list to applying stockholders.*** If such stockholders are compelled 
to institute a suit in order to obtain the list, by the time that the 
legal proceedings are terminated the management may have attained 
its objective. Kven if the management permits inspection of the 
stockholders’ list, it may not cooperate in the preparation of copies 
of the list and may create many mechanical difficulties. James E. 
Brittingham, who headed a protective committee for stockholders 
of Fourth National Investors Corporation formed in 19384, testi- 
He Cites 


Q. You had a stockholders’ list? 

A. Much to the chagrin of the Fourth National Investors management we 
obtained a stockholders’ list without their cooperation. 

Q. How did you get it? 


330 See 5 Fletcher, Cyclopedia Corporations (1981), §§ 2214, 2239; Grayburg Oil Co. v. 
Jarratt, 16 8. W. (2d) 819 (Tex. Civ. App. 1929) ; Withington v. Bradley, 111 Me. 384, 
g9 Atl. 201 (1914). 

331 Wor example, Leopold M. Stern and Gilbert R. Fales, stockholders of Interstate Equities 
Corporation who attempted to organize a protective committee to resist the exchange 
offers of The Equity Corporation for the shares of Interstate Equities Corporation, which 
was controlled by The Equity Corporation, met with a refusal on the part of The Equity 
Corporation to furnish them with an up-to-date list of the stockholders of Interstate 
Equities Corporation even though they offered to bear the expense of the compilation of 
such a list (Public Examination, The Equity Corporation, Commission’s Exhibit No. 1051). 
R. Sherrard Elliot, the secretary of The Equity Corporation, testified (id., at 10821—2) : 

Q. Now you don’t deny, Mr. Elliot, that if Messrs. Stern and Fales had a list of 
stockholders, their efforts would have been more effective than having to try to find 
out who the stockholders were? Do you deny that? 

A. No; I don’t deny it. 

Q. And you don’t deny that you were conscious of the difficulty they were expe- 
riencing in contacting the stockholders of the Interstate Equities Corporation? 

A. No; I don’t deny it. 

Q. And you don’t deny that every effort was being made by the management of The 
Equity Corporation to prevent them from getting the stockholders’ list, do you? 

A. Well, I think as I recall it, both the Interstate Equities Corporation and The 
Equity Corporation deemed that they should not have those lists. 

Q. And if The Equity Corporation wanted to see them get the lists, they could 
have done it in five minutes? Isn’t that so? They could have told the Interstate 
Equities Corporation to make the list available; could they not? 

A. I don’t deny that that would have had some weight with them. 

38 Op. cit. supra, note 329, at 4469. In the case of companies whose securities are 
listed on national securities exchanges, the Commission’s Rules and Regulations, promul- 
gated pursuant to Sec. 14 of the Securities Exchange Act of 1934, in large degree obviate 
the necessity for the procuring of security holders’ lists by security holders who desire 
to solicit proxies in opposition to the corporate management. Rule X—14A-—6 of the 
Commission’s General Rules and Regulations under the Securities Exchange Act of 1934 
provides that managements must, on the written request of any security holder accom- 
panied by a tender of the mailing expenses, mail to those stockholders who have or will 
be solicited by the management for proxies, the proxy forms and other communications 
prepared by the applying stockholders. However, this rule applies only to companies 
whose securities are listed on exchanges. As has been previously stated, the great 
majority of existing investment companies of all types do not have their securities listed 


on exchanges. 
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A. We got it either from their records or the records of the Registrar, but 
it would have been very simple for them to have given us a list, but instead 
they made us copy off the list by hand. 

Q. They didn’t refuse you a list, but they simply said they would give you 
none? 

A. They gave us no cooperation. 


Even if the difficulties confronting the efforts of an independent 
committee to obtain the stockholders’ list are overcome, such com- 
mittees normally will be unable successfully to engage in a protracted 
struggle with the management. The committee must expend its own 
funds for advertising and the solicitation of stockholders’ proxies. 
The management, on the other hand, as has been pointed out, has 
the use of the corporate funds to pay for the cooperation of brokers, 
bankers, and other securities dealers in its effort to obtain proxies.°* 
As a consequence, countercircularization by the management of stock- 
pe solicited by independent committees is likely to be success- 
ful.?34 

In the light of these difficulties encountered by attempts of inde- 
pendent committees to combat plans of merger or consolidation pre- 
pared by the corporate managements, it is unlikely that such plans 
will be seriously opposed. In the absence of effective opposition, the 
management’s control of the proxy machinery will usually enable it 
to obtain the required percentage of stockholders’ assents to its plan, 
even if such plan is unfair to shareholders. The literature used by 
the management in soliciting proxies, even if it, on a careful reading, 
will disclose unfairness in the plan, may be unintelligible to the aver- 
age investor. The investor will thus tend to rely on his manage- 
ment or on the advice of brokers or bankers who, without the knowl- 
edge of the stockholder, may be friendly to the management or even 
hired to recommend acceptance of the management’s plan. 


333 Thus, Mr. Brittingham, the head of the protective committee for Fourth National 
Investors Corporation formed in 1934, testified (op. cit. supra, note 329, at 4470 and 4481) : 
A. * * * Jn the meantime, the stockholders’ money, Fourth National was being 
extravagantly expended to defeat our own interests and expended for what we felt 
was decidedly the interest of National Investors. 
Q. In what way? 
A. Well, they were seeking to continue themselves in office. 
Ed * * * * * * 
Q. Did you spend a lot of money in the fight? 
A. My first fight altogether cost us about $5,000, and our second one cost us 
around $3.500 or $3,600—something like that. 
Q. Where did that money come from? 
A. It was paid out of our own pocket. 

In Hall y. Trans-Luw Daylight Picture Screen Corporation, 20 Del. Ch. 78, 171 Atl. 226 
(1934), the court held that, while the corporate funds could not be expended to solicit 
proxies solely for the purpose of perpetuating the management’s control, such funds could 
be used in the absence of proof of bad faith upon the part of the management, to solicit 
proxies with reference to a merger, even though the management’s view of the propriety 
of the merger was sharply contested by other stockholders. 

331 Wor example, it will be recalled that the protective committee for the preferred 
stockholders of Atlantic and Pacifie International Corporation, formed by a group of 
Philadelphia bankers to resist an exchange offer for such preferred stock made by The 
Morris Plan Corporation with the support of the management of Atlantic and Pacific 
International Corporation, met with little success. The Morris Plan Corporation succeeded 
in acquiring by its offer approximately 70% of the preferred stock of Atlantic and Pacific 
International Corporation. (See supra, pp. 1123-8.) 
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b. Management Preparation of Solicitation Literature 


The solicitation literature which accompanies a management re- 
quest for the stockholder’s proxy contains the only information which 
he usually will obtain as to the terms and conditions of the manage- 
ment’s plans for a merger or consolidation. Such literature will only 
reveal to the stockholders such facts which the management, in its 
own discretion, determines are of importance. Designing manage- 
ments may conceal from the stockholders facts which may be detri- 
mental to their personal interest, or the facts may be artfully revealed 
in a manner confusing and unintelligible to the average investor.*” 
The advantages which will accrue to the stockholders if the plan 
is consummated will be emphasized. The features of the plan which 
are detrimental to the shareholders will be minimized or omitted, and 
the management usually will in its solicitation material conform only 
to the minimum requirements of existing corporate practices. In the 
past the corporate practice has not been to place before the stock- 
holders a full statement of the terms and conditions of the plan or 
of his legal rights in the event of his dissension from the plan. 


(1) NONDISCLOSURE OF APPRAISAL RIGHTS 


The state laws, as has been stated, do not require the management 
to inform the shareholder of his appraisal rights. And the general 
practice has been to omit to disclose such rights in the solicitation 


literature.*° 
David M. Milton, the president of The Equity Corporation, testi- 
fied that the failure of his corporation to inform. the stockholders of 


335 See the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees (1938), Part 
VII, pp. 148-87, for instances of the use of misleading financial data in the solicitation 
by corporate managements of proxies with reference to recapitalization plans having for 
their purpose the elimination of existing arrearages in dividends on preferred stocks. 

336 Thus, in the consolidation of United Founders Corporation and its subsidiaries to 
form American General Corporation, The Equity Corporation, which, it will be recalled, 
controlled the various United Founders Corporation companies, omitted in its solicitation 
literature to inform the stockholders of the consolidating companies of their appraisal 
rights. The record does not indicate that stockholders of Financial and Industrial Securi- 
ties Corporation, a Maryland corporation, were informed of their appraisal rights under 
the Maryland laws when their company’s assets were sold to The Goldman Sachs Trading 
Corporation in February 1929. (See infra, this section, pp. 1523-61.) Similarly, stock- 
holders of Tri-Continental Corporation and Tri-Continental Allied Co., Inc., both Maryland 
companies, were not informed of their appraisal rights on the merger of these companies on 
December 31, 1929 (Public Examination, Tri-Continental Corporation, Commission’s Exhibit 
No. 2081). Nor did the solicitation material uscd to procure stockholders’ assents to the 
merger of The Chicago Corporation with Continental Chicago Corporation, in November 
1930, and to the merger of Chicago Investors’ Corporation with Continental Chicago Cor- 
poration (the present The Chicago Corporation), in December 1932, reveal to such 
stockholders their appraisal rights. By Section 14 of the Securities Hxchange Act of 1934 
the Commission is empowered to make rules and regulations with reference to the solicita- 
tion of proxies by the use of the mails or instrumentalities of interstate commerce, in 
respect to any security registered on a national securities exchange. Rule X-14 A-2 
(Schedule 14A, item 2) of the Commission’s General Rules and Regulations under the 
Securities Exchange Act of 1934 promulgated by the Commission, requires the solicitation 
material to summarize briefly or quote any applicable provisions of statutory law relating 
to rights of appraisal or similar rights of dissenters with respect to any matter to be 
acted upon pursuant to the proxy. This rule, however, applies only to companies whose 
securities are listed on national securities exchanges. A large number of existing invest- 
ment companies have no securities listed on such exchanges. 
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the various United Founders Corporation companies under its con- 
trol of their appraisal rights on the consolidation of such companies 
to form American General Corporation **7 was in accordance with 
usual corporate practice : 3° 


Q. On the merger, did you inform the stockholders that if they were not 
satisfied with the terms of the merger they had the right to file notice and get 
an appraisal of their stock? 

A. Of course, as you know, that was never put into practice. * * * It is 
the first time I have heard of it. 

Q. Since this investigation has been going on, we have found that at least 
one corporation, the Atlas Corporation, has apprised their stockholders of the 
fact that if they didn’t like the merger they would have the right to get an 
appraisal. 

A. Yes. 

Q. And previous to that, that was never the practice? 

A. No. 


James J. Irwin, counsel for The Equity Corporation, testified that 
any stockholder could ascertain his appraisal rights merely by con- 
sulting the banker or dealer from whom he had purchased his se- 
curities, and characterized stockholders who failed to ascertain their 
appraisal rights as “negligent.” 3°° 

In reality, however, it is doubtful that many stockholders ever 
became aware of their appraisal rights.**° Futhermore, the bankers 
and dealers from whom the stockholder of an investment company 
purchased his shares are likely to be friendly to the management, in 
fact may even constitute the management. 

The nondisclosure to the stockholders of their appraisal rights is 
obviously prejudicial to their interests. It deprives them of knowl- 
edge which might be determinative in forming their decisions to 
reject or accept the management’s plan. And in many cases the 
right of appraisal may be more advantageous than acceptance of the 
securities allocated to the stockholders under the plan. As has al- 
ready been pointed out,®4t the stockholders of the various United 
Founders Corporation companies which were consolidated in 1935 
to form American General Corporation, would have obtained, on an 
appraisal of their shares, a sum in excess of the market value of the 
shares allotted to them under the plan of consolidation.**2 In other 
words, stockholders who exercised their appraisal rights received for 


337 See supra, pp. 1488-9. ; 

$38 Public Examination, The Equity Corporation, at 8352. 

839 Td., at 12244-7. 

#0 Thus, O. Kelley Anderson, the president of Consolidated Investment Trust, which 
was formed in 1933 as a consolidation of various investment companies originally spon- 
sored by Kidder, Peabody & Co., a Boston investment banking house, testified (Public 
Examination, Consolidated Investment Trust, at 20187) : 

A. I would like to point out that under Massachusetts law, any stockholder who 
objects to any consolidation has the right to file an objection and have his stock 
appraised and receive cash for the same. 

Q. That is all predicated on the assumption that he has had the requisite amount 
of legal training and is conscious of the existence of those provisions. 

A. We knew that many of them did not know that and we told them about it. 

841 See supra, p. 1499. 

32 Stockholders who reached an agreement with American General Corporation in most 
cases received sums in excess of the market value of the shares allotted to them under 
the plan. Stockholders who instituted judicial proceedings to determine the appraisal 
value of their shares were awarded sums in excess of both the market and asset value 
of the shares allocable to them under the plan (ibid.). 
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their shares a sum which, if reinvested in the stock of the consoli- 
dated corporation, would have enabled them to purchase a greater 
amount of the securities of such corporation than they would have 
received under the plan.%@ Similarly, preferred stockholders of Chi- 
cago Investors’ Corporation, which was merged with Continental 
Chicago Corporation in 1932, if they had been informed of and had 
exercised their right of appraisal, would have received a sum greater 
than the market value of the shares accorded to them under the plan 
of merger.’ The inequity of the nonrevelation_of their appraisal 
rights to the preferred stockholders of Chicago Investors’ Corpora- 
tion was further accentuated by the fact that under the plan they 
were to forego arrearages in dividends in the amount of $3 a share, 
and by the fact that Atlas Corporation, one of the largest share- 
holders in Chicago Investors’ Corporation, demanded and obtained, 
as the price of its concession to the merger, the repurchase of its 
preferred stock by the company at a price of $23 a share, a price six 
dollars above the prevailing market price of the shares.**° 


(2) NONDISCLOSURE OF MATERIAL FACTS 


It is clearly essential that full and complete disclosure of all ma- 
terial facts with respect to a plan of merger or consolidation be made 
to stockholders. Certainly information should be presented to the 
stockholders which will enable them to determine the fairness in 
terms of market and asset values of the exchange ratio of securities 
provided for in the plan. However, other financial data is of im- 
portance. The portfolios of the companies being consolidated or 
merged may be radically different in character, and the powers of 
the management of the consolidated company may be far more ex- 
tensive than those of the existing companies. Thus, the consolida- 
tion or merger may result in an enterprise substantially different from 
that of one or more of the constituent companies. An omission to 
reveal the portfolios of the constituent companies and the charter 
powers of the consolidated company may make it impossible for 
stockholders to detect, in an otherwise fair plan, an intention of the 
management to modify the policy of existing companies from in- 
vestment in diversified securities to investments for the purpose of 
acquiring control of industrial or other corporations. Information 
as to the capitalization of the various companies included in the 
plan is essential in order to enable stockholders to determine changes 
in the existing “leverage” inherent in their equity securities which 
might be accomplished by the plan. Information as to the extent of 
the holdings of the managements of the securities of the companies 
involved in the plan and of the extent to which the proposed plan, 
if consummated, will benefit the various managements, is obviously 
indispensable. But solicitation literature prepared by the manage- 
ment in many cases, whether from design or for other reasons, may 
omit to disclose material facts essential to an intelligent determina- 


248 'The expenses of obtaining an appraisal right, however, may offset any advantage 
to be derived by the exercise of the right, a fact which detracts from the practical value 
to the stockholders of the exercise of their appraisal rights. 

34 See Chicago Corporation v. Munds, 20 Del. Ch. 142, 172 Atl. 452 (1934). 

345 See note 322, supra. Charles F. Glore, a director of Chicago Investors’ Corporation, 
testified (Public Examination, The Chicago Corporation, at 9786) : 
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tion by a stockholder of the merits of a plan for consolidation, 
merger, or the sale of the assets of his corporation.“ 


(a) Sale of Haygart Corporation’s Assets to The Adams Express Company 


An example of the deficiencies in the solicitation literature pre- 
pared by managements is afforded by the case of the sale of the 
assets of Haygart Corporation to The Adams Express Company on 
December 31, 1929. Haygart Corporation had been incorporated in 
Delaware on November 9, 1928, by the New York investment banking 
houses of Hayden, Stone & Co. and Hallgarten & Co. as a closed-end 
nonleverage investment company of the general management type.**’ 
The sponsors of the corporation jointly distributed its securities to 
the public *** and jointly managed the corporation.**° At December 
31, 1929, the corporation had total assets of approximately $20,000,- 
000 *° and had outstanding 452,120 shares of capital stock.**! Neither 
Hayden, Stone & Co. nor Hallgarten & Co. owned any of the stock 
of Haygart Corporation as at December 31, 1929, although individual 
partners of such firms apparently held an undisclosed amount of the 
corporation’s stock.*? However, the two firms held of record, as 
nominees for their clients and customers, approximately 265,000 
shares of Haygart Corporation stock *°—more than a majority of 
the corporation’s outstanding shares. 

Following the crash in the securities markets in October 1929, the 
management of Haygart Corporation apparently determined to amal- 
gamate it with The Adams Express Company, another investment 
company, under a plan whereby common stock of The Adams Express 
Company would be exchanged for the capital stock of Haygart Cor- 
poration. Hayden, Stone & Co. was associated with The Adams 


. * %* * Do you recall in any case whether the notices to stockholders con- 
tained a statement they could obtain appraisal? 
A. I should say not. 
Q. Would you say that it is desirable generally in such situations to advise them 
of their rights? 
A. I can see no objection to it. 

346 In addition to the instances hereinafter discussed in this chapter, see the solicitation 
literature prepared by the management of Alleghany Corporation in connection with the 
attempted consolidation with it, in July 1937, of its controlled company, The Chesapeake 
Corporation. This literature did not reveal any information as to the management’s hold- 
ings of the securities of Alleghany Corporation or as to the extent to which the plan 
would benefit the management interests. (See the Commission’s Report on the Study 
and Investigation of the Work, Activities, Personnel, and Functions of Protective and 
Reorganization Committees (1938), Part VII, p. 401 et seq.; see also p. 248 et seq. of 
that report, dealing with The Equity Corporation. ) 

347 Public Examination, The Adams Express Company, at 6892. 

348 Td., at 6910 et seq. 

348 The board of directors of Haygart Corporation consisted of Charles Hayden and John 
R. Dillon of Hayden, Stone & Co., William M. Park of the law firm of Chadbourne, Stanch- 
field & Levy, then counsel for Hayden, Stone & Co., and Hugh Miller and George Mersbach 
of Hallgarten & Co. (id., at 6887-8). 

850 Td., at 6878. 

351 Derived from supplementary information supplied the Commission for The Adams 
Express Company, Item 17. 

352 Op. cit. supra, note 347, at 6887. 

3331d., at 6883. 
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Express Company as its “closest broker and banker.” ** Moreover, 
Charles Hayden and Steele Mitchell of Hayden, Stone & Co. were 
two of the nine members of the board of managers of The Adams 
Express Company, and Charles Hayden was chairman of the com- 
pany’s board of managers.**° 

From the viewpoint of the management of Haygart Corporation, 
its absorption by The Adams Express Company would be advan- 
tageous. The combination of the two companies would avoid dupli- 
cation of management and would effect economies of operation and 
administration.*°° At the same time the amalgamation of the two 
companies would not affect the existing financial emoluments of the 
management’s control of Haygart Corporation. Hallgarten & Co. 
would benefit by association °°’ with a combined company having 
assets far in excess of those of Haygart Corporation.**® Hallgarten & 
Co. had not theretofore been connected with The Adams Express 
Company. However, following the sale of Haygart Corporation’s 
assets to The Adams Express Company, Maurice Newton and Casi- 
mer I. Stralem, partners in Hallgarten & Co. became members of 
the board of managers of ‘The Adams Express Company.*® Hayden, 
Stone & Co. retained the brokerage business of the combined com- 
panies. Furthermore, the control of The Adams Express Company 
by Hayden, Stone & Co. would be strengthened by the issuance of a 
large block of its common stock to the Haygart Corporation stock- 
holders who were presumably friendly to Hayden, Stone & Co.°® 

From the viewpoint of the stockholders of Haygart Corporation, 
however, the plan involved a radical ehange in their existing legal 
status and in the capital structure of their enterprise. As has been 
stated, Haygart Corporation was a nonleverage investment company. 
As a consequence, the asset value of its capital stock would tend to 
vary directly with the rise or fall in the value of its total assets. On 
the other hand, The Adams Express Company was a leverage com- 
pany having outstanding bonds, preferred stock, and common stock. 


364 Td., at 6928. Hayden, Stone & Co. obtained substantially all of the brokerage busi- 
ness of The Adams Express Company (ibid.). 

383 Td., at 6928 and Commission’s Hxhibit No. 664. Mr. Mitchell and Mr. Hayden also 
constituted two of the six members of The Adams Express Company’s executive committee 
(ibid.). 

336 This, of course, would be of benefit also to the stockholders of Haygart Corporation. 

337 Steele Mitchell of Hayden, Stone & Co., and a member of the board of managers 
of The Adams Express Company, testified (op. cit. supra, note 347, at 6827): 

If there is any close affiliation [of The Adams Hxpress Company] with a brokerage 
house and an investment banking house I should say Hayden, Stone & Co. are much 
closer than any other group with the possible exception of Hallgarten & Co. who are 
represented on our board. 

388The total assets of The Adams Express Company following its absorption of Haygart 
Corporation were approximately $73,000,000 (id., Commission’s Exhibit No. 664). 

339 Tq., Commission’s Exhibit No. 664. 

30 Upon the consummation of the sale of Haygart Corporation’s assets to The Adams 
Express Company, there were distributed to Haygart stockholders 642,000 shares of the 
common stock of The Adams Express Company, a block of stock equivalent to approxi- 
mately one-third of the 1,759,748 shares of such common stock outstanding after the 
consummation of the sale (id., Commission’s Exhibit No. 664). The record does not indi- 
cate that Hayden, Stone & Co. was the beneficial owner, at any time, of any substantial 
amount of the common stock of The Adams Express Company. 
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Of its net assets of approximately $70,000,000,? after giving effect 
to the absorption of Haygart Corporation’s assets, approximately 
$10,000,000 #2 was allocable to its bonded indebtedness, and approxi- 
mately $8,000,000 represented the par value and liquidating prefer- 
ence of its outstanding preferred stock.*** The presence of these 
senior securities having a fixed asset participation of $18,000,000 in 
the assets of the company imparted to its common stock a substantial 
degree of “leverage.” *** This “leverage” would induce an increase 
in the asset value of the common stock proportionately greater than 
an increase in the value of the total corporate assets.°*° Concomi- 
tantly, a decline in the asset value of the total fund would result in a 
proportionately greater decline in the asset value of the common 
stock.°* 

In addition to the radical difference in the capitalization of the 
two companies, there was a sharp difference in the legal status of 
the stockholders of the two companies. The stockholders of Hay- 
gart Corporation were not liable for the debts of the corporation 
beyond the amount of their capital contributions.*” On the other 
hand, The Adams Express Company was not a corporation but a 
joint stock association, a form of legal organization which does not 
insulate its stockholders of any class from liability for the debts 
contracted by the enterprise. The stockholders of the company were 
unlimitedly liable for all of its debts. However, the articles of 
association of The Adams Express Company contained a provision 
that at all times the holders of the common stock were to “protect, 
indemnify and keep harmless the holders of the preferred stock and 
each of them from any and all liability, damage or expense as the 
holders of such stock * * * on account of any indebtedness, 
liability or obligation contracted or incurred by the Association.” °° 
The effect of this provision was to place ultimate lability for the 
debts of the company upon the common stockholders alone. More- 
over, on a default m four quarterly dividend payments on The 
Adams Express Company’s preferred stock, the holders of such stock 
were entitled to elect a majority of the board of managers of the 
company until such defaults were eliminated.*”° 


361 Total assets of The Adams Express Company were approximately $73,000,000 but the 
company had liabilities, other than its funded debt, of approximately $2,000,000 (id., 
Commission’s Exhibit No. 664 and derived from supplementary information supplied the 
Commission for The Adams Hxpress Company, Item 17). 

362 Op. cit. supra, note 347, at 6880. 

363 Derived from supplementary information supplied the Commission for The Adams 
Express Company, Item 17. 

86 For a definition and description of leverage, see Part One (House Doc. No. 707, 75th 
Cong.), p. 28. 

865 For example, if the combined net assets of The Adams Express Company and Haygart 
Corporation increased 100% to $140,000,000 because of a rise in the market value of its 
assets, the total assets allocable to its common stock would increase from $52,000,000 to 
$122,000,000, an increase of approximately 135%. 

866 Thus, if the net assets of The Adams BHxpress Company declined in value from 
$70,000,000 to $35,000,000, a 50% decrease, the value of the assets allocable to the com- 
mon stock would decline from $52,000,000 to $17,000,000, a decline of 67%. 

367 Op. cit. supra, note 347, Commission’s Exhibit No. 638 (Par. 8). 

368 Td., at 6828, and Commission’s Exhibit No. 668 (p. 29). 

86° Td., Commission’s Exhibit No. 663 (p. 138). 

370 Td., Commission’s Exhibit No. 663 (p. 12). 
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Clearly, the stockholders of Haygart Corporation would need to 
know all of these facts in order to arrive at an intelligent decision as to 
the merits of the management’s plan of consolidation. Particularly 
would this be so in the light of the fact that the procedure adopted 
by the management to accomplish such plan was to sell the assets of 
Haygart Corporation to The Adams Express Company. Under the 
laws of Delaware, the state of incorporation of Haygart Corporation, 
the assent of a mere majority ** of the stockholders could bind dis- 
senting stockholders to the sale, and such dissenting stockholders 
would have no right to an appraisal of their shares. Moreover, 
Hayden, Stone & Co. and Hallgarten & Co. held in their own names, 
for the account of clients and customers, record title to more than a 
majority of the outstanding shares of the stock of Haygart Corpora- 
tion. In the absence of a request by the actual owners for the right 
to vote these shares themselves, the two firms, under the then rules 
of the New York Stock Exchange of which they were members, were 
privileged to vote these shares.*? The record indicates that these 
shares, the record title of which was held by the two firms, were in 
fact voted in favor of the sale of Haygart Corporation’s assets.3? 
However, the record does not indicate whether or not the two firms 
informed their customers, who were the beneficial owners of the stock, 
of the impending sale of their corporation’s shares, or requested 
proxies to vote the shares. 

Moreover, the proxy solicitation literature prepared -and circulated 
by the management of Haygart Corporation did not reveal to the 
stockholders of Haygart Corporation any of the facts regarding 
sponsors’ connections leverage factors and legal status which have 
already been pointed out. On December 16, 1929 a letter ** was 
addressed to the stockholders of Haygart Corporation by its man- 
agement, informing them of the decision of the directors to sell the 
assets of Haygart Corporation to The Adams Express Company on 
December 31, 1929, and thereafter to dissolve Haygart Corporation 
on January 7, 1930. Proxies were requested from the stockholders 
authorizing the management both to vote for the sale of the assets 
of the corporation and for its dissolution.3* The letter did not, 
however, indicate the terms of the exchange of the securities of the 
two companies, beyond stating that they would be determined equi- 
tably on the basis of the financial condition of the two companies as 
at December 31, 1929. he letter thus requested proxies conveying 
to the management of Haygart Corporation “blanket authority” to 
approve any plan which they might deem equitable.“* But although 
the letter requested this “blanket authority,” it did not point out that 
the common stockholders of The Adams Express Company were 
ultimately solely liable for all of that company’s debts. Nor did it 
indicate the “leverage” capitalization of The Adams Express Com- 


871 Del, Rev. Code (19385), c. 65, § 65. 
872 See note 327, supra. 
373 Op. cit. supra, note 347, at 6883-4. 
874 Td., Commission’s Exhibit No. 684. 
875 Td., Commission’s Exhibits Nos. 635, 636. 
876 Steele Mitchell of Hayden, Stone & Co., testified (id., at 6884) : 
Q. So that what they [the management] asked for was a blanket authority to go 


ahead on some fair and equitable basis? 
A. The board of directors did essentially that. 
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pany and the possible adverse consequences of such “leverage” upon 
the asset value of the company’s common stock. 

Of far greater importance, however, was the nondisclosure of the 
intention of the management of Haygart Corporation to concede to 
The Adams Express Company’s common stock an asset value for its 
“leverage” which they deemed of value to the Haygart Corporation 
stockholders.*77 In computing the number of shares of the common 
stock to be issued to the stockholders of Haygart Corporation for 
each share of the latter’s stock, the asset value of the respective stocks 
was used as the basis for determination.*”* However, in computing 
the asset value of the common shares of The Adams Express Com- 
pany, there was added to the actual asset value of such stock the sum 
of $3,000,000 representing the purported value of the “leverage” in 
The Adams Express Company’s capital structure.*”° The sum of $8,- 
000,000 was equivalent to the then discount from their par values at 
which the senior securities of The Adams Express Company were sell- 
ing in the market, and according to the sponsors of Haygart Corpora- 
tion, theoretically would constitute the cost to Haygart Corporation 
of acquiring in the open market a senior capitalization of the same 
amount and character as that of The Adams Express Company.**° 

Although the board of directors of Haygart Corporation may have 
in good faith deemed the leverage capitalization of The Adams Ex- 
press Company to be of substantial value, the fact is that the stock- 
holders of Haygart Corporation suffered an aggregate immediate 
loss in actual asset value of more than $1,100,000. Furthermore, 
leverage, although perhaps an advantage in a period of rising market 
prices, is a distinct detriment in a period of falling prices.**? In view 
of the downward trend in securities prices which had been indicated 
by the collapse of the securities markets in October 1929, two months 
prior to the sale of the assets of Haygart Corporation, the stock- 
holders of Haygart Corporation, if they had been informed of the 


877 Qp. cit. supra, note 347, at 6879-80. 

878 Derived from supplementary information supplied the Commission for The Adams 
Express Company, Item 17. 

87 Tbid. The net assets of Haygart Corporation as at December 31, 1929, were valued 
at $20,238,802, equivalent to a per share asset value of $44.76 on the 452,120 shares of 
the corporation’s stock then outstanding. The actual asset value of the 1,117,737.75 shares 
of The Adams Express Company outstanding as at December 31, 1929, before giving effect 
to the absorption of the assets of Haygart Corporation, was $32,102,750. To this was 
added $3,000,000 as the value of the company’s leverage. On this basis the total asset 
value of The Adams Express Company’s common stock was determined to be $35,102,750, 
and the per share asset value of such stock was determined to be $31.41. This asset 
value determined the issuance of 1.42 shares of The Adams Express Company common stock 
for each sbare of Haygart Corporation’s common stock. In all, 642,010.4 shares of The 
Adams HWxpress Company’s common stock were issued in exchange for the 452,120 shares 
of Haygart Corporation common stock (ibid.). 

880 Op. cit. supra, note 347, at 6878, et seq. 

851 After giving effect to the absorption of Haygart Corporation’s assets, the total actual 
asset value of the 1,759,748 shares of The Adams Express Company’s common stock out- 
standing as at December 31, 1929, was $52,341,052. The 642,010 shares which had been 
issued for the assets of Haygart Corporation had an asset value of $19,095,620 as com- 
pared with $20,238,302 of assets transferred to The Adams Express Company. Thus, 
stockholders of Haygart Corporation suffered an asset loss of approximately $1,143,000, 
or $2.58 a share of their stock. 

8% See the statistics with reference to the market behavior of nonleverage and leverage 
common stocks of investment companies in Pt. Two (House Doc. No. 70, 76th Cong.), 
Ch. IV, pp. 812-15. 
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facts, may well have differed with their management’s appraisal 
of the value of the leverage in The Adams Express Company’s capi- 
tal structure. Steele Mitchell, of Hayden, Stone & Co., conceded that 
subsequent events indicated that the “Haygart stockholders should 
have been paid by The Adams Express stockholders” and that the 
solicitation letter should have been “more elaborate” : °° 


A. As events turned out, it proved to be a much more speculative stock than 
the Haygart stockholder thought he was receiving at the time of the exchange. 
Otherwise he would not have been willing to have conceded that the senior 
money was worth anything. 

Q. Looking at it from hindsight, that was probably a pretty bad period to 
go into a leverage company, wasn’t it, because the bottom of the depression 
was not until 1982. So you increased your [Haygart’s] leverage on the way 
down? 

A. As it turned out, and from the policy of the company [The Adams HEx- 
press Company] the Haygart stockholder should have been paid by the Adams 
Express stockholder instead of the other way around. 

Q. I see no mention in here of the leverage characteristic of The Adams HEx- 
press Company, nor do I see any mention of the $3,000,000 which was paid for 
the senior money. 

A. As I recall, there was no mention of it in that letter. 

Q. So that—of either of those factors? 

A. Yes. 

Q. Don’t you think that it might have been better to put that in? 

A. In retrospect, as I read the letter over, I think, but it could have been a 
somewhat more elaborate letter. 


Notwithstanding the inadequacy of the information contained in 
the letter soliciting proxies empowering the management to vote for 
the sale of Haygart Corporation’s assets to The Adams Express Com- 
pany, the prestige of the firms managing Haygart Corporation, of 
which most of the stockholders were their customers,*** was sufficient 
to enable them to secure proxies to vote over 75% of Haygart Cor- 
poration’s shares in favor of the sale. The sale of Haygart Corpora- 
tion’s assets was approved by the vote of the holders of 346,609 
shares out of the 452,120 shares outstanding. However, the record 
indicates that. no stockholders were present in person at the meeting 
but that all of the shares voting at the meeting were voted by proxies 
held by the management of the corporation.*® 


(b) Consolidation of Liberty Bond & Share Corporation, North American 
Investors Corporation, and Frontier National Corporation to Form Liberty 
Share Corporation 


Another example of the paucity of financial and other information 
supplied to the stockholders of consolidating investment companies is 


28 Op. cit. supra, note 347, at 6881-2, 6886. 
s4Td, at 6886. Mr. Mitchell testified (ibid.) : 


Hayden, Stone, and Hallgarten & Company had sponsored Haygart and they and 
their friends and their partners and their clients had substantial ownership in the 
company and it was thought that Hayden, Stone, and Hallgarten, in working out 
the details of the acquisition would see that Haygart stockholders received equitabie 
treatment. 


357d., at 6882-3. 
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afforded by the consolidation on April 2, 1929, of Liberty Bond & 
Share Corporation, North American Investors Corporation, and 
Frontier National Corporation to form the present Liberty Share 
Corporation.**° . nar 

Liberty Bond & Share Corporation, the oldest of the consolidating 
companies, was incorporated in New York on March 19, 1926, by the 
chairman of the board of directors and the president of the Liberty 
Bank of Buffalo and their associates in the management of the 
bank.*8? The corporation derived $1,000,000 as the result of the pri- 
vate sale to the stockholders of the Liberty Bank of Buffalo of 10,000 
shares **§ of its stock at a price of $100 a share.**® Since the officers 
and directors of the Liberty Bank of Buffalo controlled a majority 
of the bank’s stock,?°° presumably the bank’s management became the 
largest stockholders of Liberty Bond & Share Corporation. 

By April 2, 1929, the date of the consolidation, Liberty Bond & 
Share Corporation had gross assets of $4,183,710 and a net worth of 
$1,400,742.29: Included in the gross assets of the company were $1,- 
497,578 of accounts receivable, representing loans made to enable the 
borrowers to conduct margin trading accounts in securities.°°? Ap- 
proximately one-half of these loans had been made to officers and 
directors of the Liberty Bank of Buffalo and of the corporation 
itself.293 

North American Investors Corporation, the second of the consoli- 
dating companies, was incorporated in New York on August 18, 
1926,°°* under the sponsorship of L. G. Ruth & Company, a Buffalo 
investment banking firm,**> as an investment company of the general 
management type.*°° The company’s by-laws contained restrictions 
upon the investments which could be made by the management.*®” 
L. G. Ruth became president of North American Investors Corpora- 
tion, and the firm of L. G. Ruth & Company managed the corporation 
until the date of the consolidation.®* 


886 Public Examination, Liberty Share Corporation, Commission’s Exhibit No. 867. 

887 Derived from supplementary information supplied the Commission for Liberty Share 
Corporation. 

$83 Op. cit. supra, note 386, Commission’s Exhibit No. 867. 

88 Reply to the Commission’s questionnaire for Liberty Share Corporation, Pt. I, 
Item 8. 

890 Op. cit. supra, note 386, at 9001. 

391 Op. cit. supra, note 889, Pt. II, Exhibit A. 

82 Op. cit. supra, note 386, at 8902, 8908, 9197, and Commission’s Exhibit No. 868. 

3 Td., at 8909, and Commission’s Exhibit No. 868. 

594 Td., at 8892, and Commission’s Exhibit No. 867. 

85 1d., at 8895. 

88 Moody’s Manual of Investments, Banks, etc., 1929, p. 2788. 

897 These restrictions were in substance that not more than 10% of the company’s in- 
vestments could be placed in a single security, and when the corporation’s investments 
equalled or exceeded 50% of its paid-in capital, then at least 50% of such investments 
were to be placed in bonds or similar evidences of indebtedness, financial stocks or stocks 
of insurance companies. In addition, the directors had formulated the following regu- 
lations: (1) Only those securities were to be purchased about which reliable information 
and data could be ascertained relative to the management, history, assets, earnings, and 
income of the issuer; and (2) investments in each of the following industries were not to 
exceed 40% of total investments: public utilities ; railroad and steamship lines; and banks 
and insurance companies. Investments in any other line of industry were not to exceed 
30% of total investments; investments in the British Empire were not to exceed 40% of 
all investments; and investments in any other foreign country were not to exceed 20% 
of all investments (ibid.). 

38 Op. cit. supra, note 386, at 8895, 9197. 
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On April 2, 1929, the date of the consolidation, the company had a 
net worth of $949,039 3° and had outstanding 3,531 shares of pre- 
ferred stock entitled on liquidation of the company to a priority in 
the corporate assets to the extent of $50 a share, and 36,283 shares of 
common stock.‘ The corporation at the same date had made no 
loans of its funds, and its assets consisted entirely of cash and 
securities.4” 

Frontier National Corporation, the third of the consolidating com- 
panies, was incorporated in New York on October 5, 1928 *? under 
the auspices of L. G. Ruth & Company *°° and various directors and 
officers of the Frontier National Bank of Buffalo.*°* Its securities 
were sold to the public by L. G. Ruth & Company.*® 

As at April 2, 1929, the date of the consolidation, Frontier National 
Corporation had a net worth of $845,393 *°° and had outstanding 
41,000 shares of capital stock. Except for $100,000 of outstanding 
call loans, its assets consisted of cash and securities.*°” 

Early in 1929, L. G. Ruth & Company ascertained that the man- 
agement of Liberty Bond & Share Corporation intended to increase 
the capitalization of that company. Mr. Ruth suggested to the man- 
agement of Liberty Bank of Buffalo and Liberty Bond & Share Cor- 
poration the possibility of a consolidation of Liberty Bond & Share 
Corporation, North American Investors Corporation, and Frontier 
National Corporation as a means of increasing the capital under the 
control of the management of Liberty Bond & Share Corporation.*® 
The management of Liberty Share Corporation assented to Mr. Ruth’s 
proposal, and the preparation of the plan and the terms for the con- 
solidation of the three companies was placed in their hands almost ex- 
clusively.“° In fact, Mr. Ruth testified that “the motivating influence 
or forces surrounding their consolidation was the dominant position 
of the Liberty Bank of Buffalo, in Buffalo. It was and still is one 
of the three largest banking institutions by far and well recognized.” #” 
Moreover, as an aspect of the consolidation plan, it was agreed that 
Mr. Ruth was to become a vice president of Liberty Bank of Buffalo, 


399 Op. cit. supra, note 389, Pt. II, Exhibit A. 
400 Moody’s Manual of Investments, Banks, etc., 1929, p. 2789. 


401 Op. cit. supra, note 389, Pt. II, Exhibit A. As at January 15, 1929, 49.96% of the | 


company’s portfolio consisted of bonds; 5.68% of preferred stock; 23.99% of bank 
stocks ; and 20.37% of common stocks other than bank stocks (Moody’s Manual of Invest- 
ments, Banks, etc., 1929, p. 2789). 

402 Op. cit. supra, note 386, Commission’s Exhibit No. 867. 

403 Moody’s Manual of Investments, Banks, etc., 1929, p. 1462. 

404 Op. cit. supra, note 886, at 8939-40. Edward J. Meyer, the president of the Frontier 
National Bank, became president of Frontier National Corporation (Moody’s Manual of 
Investments, Banks, etc., 1929, p. 1462). With the exception of Mr. Ruth, all of the 
directors of Frontier National Corporation were directors of the Frontier National Bank 
(ibid.). 

405 Ibid. 

406 Op. cit. supra, note 389, Pt. II, Hxhibit A. 

407 Ibid. : 

48 Op. cit. supra, note 386, at 8940, and derived from supplementary information supplied 
the Commission for Liberty Share Corporation. At the same time negotiations were pending 
to merge Frontier National Bank into Liberty Bank of Buffalo (op. cit. supra, note 386, at 
8940). This merger occurred in June 1929 (Moody’s Manual of Investments, Banks, etc., 
1931, p. 224). 

409 Derived from supplementary information supplied the Commission for Liberty Share 
Corporation. 

410 Op, cit. supra, note 386, at 9199. 
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a position which, although it involved no increase in Mr. Ruth’s ex- 
isting salary, nevertheless enhanced his prestige and reputation in 
Buffalo. Mr. Ruth testified : ** 


Q. Part of the merger agreement was that you were getting a job as vice 
president of the bank, wasn’t it? 

A. That was a part of the—not that I was to get a job, Mr. Smith, because 
I was making a real sacrifice when I took that job, from the point of view of 
salary. ; 

Q. You got more prestige, though, didn’t you as a vice president of the bank? 

A. I think I considered that. 

Q. Bank vice presidents were pretty prominent people in those days, weren't 
they? . 

A. Yes. 


The plan of consolidation, as prepared by the management of 
Liberty Bank of Buffalo and Liberty Bond & Share Corporation and 
accepted without dissent‘? by Mr. Ruth and his associates in the 
management of Frontier National Corporation and North America 
Investors Corporation, was highly favorable to the stockholders of 
Liberty Bond & Share Corporation. 

Under the plan a new corporation known as Liberty Share Cor- 
poration was to be organized and was to issue 232,57114 shares ** of 
its capital stock for the $3,195,174 of net assets of the three con- 
solidating companies.“ Each of the 232,57114 shares of the new 
company’s stock which were to be issued thus possessed an asset value 
of $13.73 a share. The new company was to issue its stock to the 
stockholders of the three consolidating companies in the following 
ratios: for each share of the stock of Liberty Bond & Share Cor- 
poration which had an asset value of $140.07 a share, 15 shares of 
the stock of the new company with an asset value of approximately 
$206 were to be issued; for each share of the stock of Frontier Na- 
tional Corporation possessing an asset value of $20.62 a share, four- 
fifths of a share of the stock of the new company with an asset value 
of $10.98 were to be issued. Both the preferred and the common 
stock of North American Investors Corporation were to be treated 
alike; no consideration was given to the preferences accorded to the 
preferred stock. For each share of the preferred stock of North 
American Investors Corporation having a liquidating value of $50 
a share, and for each share of the common stock of North American 
Investors Corporation having an asset value of $21.27, there were 
to be issued 114 shares of the new company’s stock having an asset 
value of $17.16.41 

From these figures it is clear that the plan contemplated a sub- 
stantial increase in the asset position of the stockholders of Liberty 
Bond & Share Corporation at the expense of the stockholders of 
North American Investors Corporation and of Frontier National 
Corporation. Moreover, the plan contemplated that the new com- 


411 Td., at 9200-1. 

412 Td, at 9188. 

413 Derived from supplementary information supplied the Commission for Liberty Share 
Corporation. 

414 Op. cit. supra, note 389, Pt. II, Exhibit A. 

415 Op. cit. supra, note 386, Commission’s Exhibits Nos. 867, 891. 
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pany would be controlled by the stockholders of the former Liberty 
Bond & Share Corporation. Although only $1,400,742, or less than 
50% of the $3,195,173 of net assets to be transferred to the new com- 
pany by the three consolidating companies, was contributed by the 
stockholders of Liberty Bond & Share Corporation, its stockholders 
received 150,000 shares, or approximately 65%, of the 232,57114 
shares of the stock of Liberty Share Corporation to be issued to the 
stockholders of the consolidating companies.**° In fact, until 19383 4” 
14 of the 16 directors of Liberty Share Corporation were directors 
and officers of Liberty Bank of Buffalo.“* Liberty Share Corpora- 
tion until 1933 functioned largely as a security affiliate of the Liberty 
Bank of Buffalo.*” 

Philip H. Gerner, an officer and director of Liberty Bank of 
Buffalo and of Liberty Bond & Share Corporation, testified that 
the larger participation in the assets of the consolidated company 
awarded under the plan to the stockholders of Liberty Bond & Share 
Corporation was “more or less arbitrary.” *° He testified that the 
plan was based on the superior earnings record of Liberty Bond & 
Share Corporation, as compared to those of the other consolidating 
companies, the larger premium over asset value at which the stock of 
Liberty Bond & Share Corporation was selling in the market, and 
the fact that. the stockholders of North American Investors Corpo- 
ration and of Frontier National Corporation would benefit by a stock 
interest in a new company which would be supplied investment op- 
portunities by Liberty Bank of Buffalo.*#* However, as Mr. Ruth 


416 Derived from supplementary information supplied the Commission for Liberty Share 
Corporation. At the date of the consolidation, stockholders of the consolidating corpora- 
tion received rights to purchase additional shares of the new company’s stock at a price 
of $30 a share. Stockholders of North American Investors Corporation acquired the right 
to purchase 2 additional shares for each 5 shares of the new company stock acquired in 
exchange for the stock of their old company; stockholders of Frontier National Corpora- 
tion acquired the right to purchase 1 additional share of the new company’s stock for 
each 4 shares of that company’s stock acquired in the consolidation ; and stockholders of 
Liberty Bond & Share Corporation received the right to purchase 1 additional share of 
the new company’s stock for each 2 shares of such stock acquired as the result of the 
consolidation. As a result of the exercise of these rights, stockholders of North American 
Investors Corporation purchased an additional 19,908% shares and stockholders of Fron- 
tier National Corporation purchased an additional 8,200 shares of the stock of Liberty 
Share Corporation. The stockholders of Liberty Bond & Share Corporation on the exercise 
of their rights, however, acquired 75,000 additional shares of the stock of Liberty Share 
Corporation (ibid. and op. cit. supra, note 386, Commission’s Exhibits Nos. 867 and 891). 
Finally, Liberty Share Corporation offered an additional 114,8320% shares of its stock to 
various directors and officers of Liberty Bank of Buffalo, the consolidating companies, and 
to others, at a price of $380 a share (op. cit. supra, note 386, Commission’s Exhibit No. 
877). As a result of the consolidation, the sale of its stock to the stockholders of the 
consolidating companies and others, Liberty Share Corporation had acquired net assets 
of $9,718,086 and had issued therefor 450,000 shares of its capital stock. However, the 
stockholders of Liberty Bond & Share Corporation who had contributed a total of $3,650,- 
742, or approximately 40% of its net assets, to Liberty Share Corporation received as 
consideration therefor 225,000 shares or 50% of the stock of Liberty Share Corporation. 

47 The Banking Act of 1933 (12 U. S. C. A. §878) compelled officers and directors of 
banks which were members of the Federal Reserve System to sever their relationships 
with security affiliates (id., at 8909 and 8936-7). After the passage of this Act, 11 of the 
16 directors of Liberty Share Corporation who were also officers and directors of the 
Liberty Bank resigned as directors of Liberty Share Corporation (ibid.). 

418 Tqd., at 8909. 

419 Op, cit. supra, note 389, Pt. I, Item 9. 

20 Op. cit. supra, note 386, at 9187-8. 

“1Tqd., at 9186-8. 
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conceded, the connection of Liberty Share Corporation with Liberty 
Bank of Buffalo actually proved to be of no value. Under the man- 
agement of Liberty Bank of Buffalo the value of the assets of 
Liberty Share Corporation, the consolidated company, declined from 
$10,410,722, the total capital contributed to the company by its stock- 
holders, to $712,936 at September 30, 1936.4 Mr. Ruth testified :*°* 


A. Well, I think that the big point that was the motivating influence or 
force surrounding this consolidation was the dominant position of the Liberty 
Bank of Buffalo, in Buffalo. It was and still is one of the three largest bank- 
ing institutions, by far, and well recognized. 

Q. And you thought that out of that aura of prominence there would be 
some benefit; is that right? 

A. Not only prominence, but I think that it is a fair statement to make that 
not only was the bank prominent, but it had a long record of success. 

Q. So that a large part of the premium which your shareholders [the stock- 
holders of North American Investors Corporation and Frontier National Cor- 
poration] paid, was for this affiliation with this management. 

A. It was potential value. 

Q. And it turned out in fact to be a gold brick. 

A. It didn’t turn out to be of potential value. * * * 


One of the “very prominent causes” *% of the shrinkage in assets of 
Liberty Share Corporation were losses #5 suffered on loans made to 
officers and directors of the corporation and of Liberty Bank of Buf- 
falo to enable them to trade in securities, particularly the stock of 
Liberty Bank of Buffalo.*?® This practice, it will be recalled, had 
been prevalent in Liberty Bond & Share Corporation, one of the 
predecessors of Liberty Share Corporation. Mr. Ruth testified 4 
that although he was aware of the fact that in excess of one-third 
of the gross assets of Liberty Bond & Share Corporation represented 
loans made by that corporation, he, as the representative of North 
American Investors Corporation, had made no attempt to ascertain 
the nature of these loans prior to the consolidation of the companies: 


Q. And at that time, or prior to the date of consolidation, did you know of 
this $1,400,000 worth of margin accounts which were included among the assets 
of the Liberty Bond & Share Corporation? 

A. No; I didn’t. 


x * * * * * * 


427Td., at 8896-8. 

423Td., at 9199-200. 

4417d., at 8899. 

46 Ag at December 31, 1929, loans made by Liberty Share Corporation to its own offi- 
cers and directors and to officers and directors of Liberty Bank of Buffalo totaled 
$2,306,485. As at December 31, 1930, such loans totaled $4,191,297. At December 31, 
1932, these loans totaled $2,875,600, and at the end of 1933 such loans totaled $2,996,303. 
During 1934, these loans were transferred by Liberty Share Corporation to Casterlan Cor- 
poration, a company formed for the purpose of liquidating such loans (id., at 8929). As 
at May 22, 1936, Casterlan Corporation held obligations of existing and former officers 
and directors of Liberty Share Corporation and Liberty Bank of Buffalo in the face amount 
of $3,397,113, secured by collateral having a then market value of $479,635 (id., Com- 
mission’s Exhibit No. 875). In other words, on these loans an unrealized loss of $2,921,- 
769 had been incurred. 

426 1d., at 8948. 

427 Td., at 9197-8. 
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Q. You knew their accounts payable were there? 

A. Yes. 

Q. But you didn’t know that they were margin accounts? 

A. I didn’t know the details of it. 

Q. Did you know that they were margin accounts? 

A. No. 

Q. And did you know that half of those accounts were margin accounts in 
which officers and directors of the bank or Liberty Bond & Share were in- 
volved? 

A. No, sir. 


Q. Do you know whether the president of the Frontier National knew of 
that information? 

A. I don’t know. 

* * * * % * * 

Q. What information 

A. I am not indicating, however, that I couldn’t have found out, and if I 
didn’t know it, perhaps I am just as much to be criticized as anyone, as I 
view it now. 

Q. You relied, didn’t you, upon the names of the men who were involved; is 
that it? 

A. Well, I think that that is a fair assumption. I think that 99 percent of 
the people of the City of Buffalo would have done the same thing. 


On March 18, 1929, the respective managements of the consolidat- 
ing companies mailed identical letters *** to their stockholders inform- 
ing them of the impending consolidation and soliciting their proxies 
to be voted in favor of the consolidation by their managements. Al- 
though most of the stockholders of the three companies were resi- 
dents of Buffalo, in which city the meetings to pass on the plan of 
consolidation were to be held, the stockholders of the three compa- 
nies were not requested to attend the meetings personally. Instead, 
they were requested to transmit to their respective managements, 
proxies to vote their shares in favor of the consolidation. 

Nor were the letters accompanied by financial statements of any of 
the companies or of the consolidated company. No balance sheets or 
income statements of the companies were included in the literature 
used to solicit proxies. Philip L. Gerner, an officer and director of 
Liberty Bank of Buffalo and the first president of Liberty Share 
Corporation, testified : *”° 

Q. They [the letters soliciting proxies] ask for a blank delegation to some- 
body appointed by the directors or the management on the inside. There is 
nothing * * * which gives either the comparative book [asset] value or a 
comparative statement of their earnings or any statement as to the liabilities, 
relative assets and liabilities. In fact, there are no figures, are there? 

A. Not to the stockholders; no, sir. 

* * * * * * * 

Q. Is there anything upon which an intelligent investor could make his deci- 
sion aS to whether to give his proxies, other than to rely upon the good faith 
of the people that are involved. He was asked to sign the proxy upon the good 
faith of the people? 

A. He relied on the people involved; that is right. 


48 Td., Commission’s Exhibit No. 891. 
429Tq., at 9192, 9196. 
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As a result, the stockholders of North American Investors Corpora- 
tion and of Frontier National Corporation were not informed of the 
losses in asset values which they would suffer if they accepted the 
plan. The stockholders of North American Investors Corporation, a 
company which had restrictions upon the investment policies which 
might be pursued by its management, were not informed of the fact 
that the charter and bylaws of Liberty Share Corporation contained 
no limitations upon the investment policies which its management 
might adopt.*®° The stockholders of Frontier National Corporation 
and of North American Investors Corporation were not informed of 
the fact that, in contrast to their own companies whose assets consisted 
almost entirely of cash and securities, a substantial portion of the 
assets of Liberty Bond & Share Corporation consisted of accounts 
receivable due from the officers and directors of Liberty Bank of 
Buffalo and of the investment company itself. Mr. Ruth character- 
ized these omissions of material facts as the “usual practice of the 
times” : 481 


Q. Now, also, you sent out a page and a half letter of solicitation to your 
stockholders. You didn’t disclose any information to them upon which they 
could consider the fairness of the transaction. All that you did was to say that 
you were in favor of it and ‘‘please send in your proxy.” 

A. I think that we followed the usual practice of the times, that we indi- 
cated—— 

Q. But that is what you did? 

A. That is what we did, which was the usual thing. 


On April 2, 1929, the consolidation was approved by the more than 
2,700 stockholders of the three companies without a dissenting vote. 
However, only about 25 stockholders personally appeared at the meet- 
ings.*** Thus the consolidation was in effect approved by the manage- 
ments of the three companies who had obtained proxies to vote the 
shares of the vast majority of the stockholders of the three companies. 


c. Market Operations in Securities of Merging Companies 


In addition to their control of the preparation of the literature 
used to solicit proxies, managements have employed other devices to 
make their plans for mergers, consolidations, and sales of the entire 
corporate assets seem attractive to stockholders. Managements can 
cause their corporations to purchase their own securities in order to 
stabilize or to increase artifically the market value of such securities. 
The rising market quotations for and the increased market volume 
of trading in, the securities affected by a plan of merger or consoli- 
dation during the interim between the announcement of the plan and 
the stockholders’ meetings to pass upon the plan, will suggest that the 
plan has been approved by investors generaily and clearly will have a 


430 Td., Commission’s Exhibit No. 867. 
411d. at 9201. 
421d, at 9188, 9193-4. 
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tendency to induce stockholder assents to the plan.*** In the past,*** 
manipulation or stabilization of the market prices of the securities of 
merging investment companies in order to induce the assent of their 
stockholders to the consummation of the plan of merger has not been 
uncommon.*®> The artificial increase of the market price of the stock 
of The Goldman Sachs Trading Corporation because of that corpora- 
tion’s own market purchasing activities, as an incident to its purchase 
in 1929 of all the assets of Financial and Industrial Securities Cor- 
poration is illustrative of this practice. 


(1) SALE OF ASSETS OF FINANCIAL AND INDUSTRIAL SECURITIES 
CORPORATION TO THE GOLDMAN SACHS TRADING CORPORATION 


Financial and Industrial Securities Corporation was organized in 
Maryland on December 24, 1925, largely as a holding company for 
substantial blocks of the voting stock of the Manufacturers Trust 
Co. (New York, N. Y.), National Liberty Insurance Co. of Amer- 
ica, Baltimore American Insurance Co. of New York, and Peoples 
National Fire Insurance Co. of Delaware previously owned by 
Ralph Jonas and his associates.“’ As at December 31, 1928, the 
corporation had total assets of $111,000,000 #** and had outstand- 
ing approximately 1,700,000 shares of capital stock *® of which 


433 “While a corporation may have legal ‘power’ to trade in its own stock its ‘purposes’ 
are certainly not that. In theory the corporate capital is to be used for other business 
purposes, trading in its own stock being only incidental and contemplated only in con- 
nection with some other corporate activity. The purchaser of the stock at the pegged 
level is, it would seem, entitled to assume that this is the level which outsiders in the 
market are at present buying the stock; certainly, were he informed that the real buyer 
at that level was the corporation, his appraisal of the security might be radically 
changed.” Berle, “Liability for Stock Market Manipulation” (1931), 31 Columbia Law 
Review 264, 276. For a detailed discussion of the repurchases of their own securities by 
investment companies, see Ch. III of this part of the report, pp. 953-1015. 

434 Section 9 (a) (2) of the Securities Exchange Act of 1934 makes it unlawful for any 
person “to effect alone or with one or more persons, a series of transactions in any se- 
curity registered on a national securities exchange creating actual or apparent active 
trading in such security or raising or depressing the price of such security, for the purpose 
of inducing the purchase or sale of such security by others.” Section 9 (a) (6) of the 
same act makes it unlawful for any person “to effect either alone or with one or more 
other persons any series of transactions for the purchase and/or sale of any security regis- 
tered on a national securities exchange for the purpose of pegging, fixing, or stabilizing 
the price of such security in contravention of such rules and regulations as the Commission 
may prescribe as necessary or appropriate in the public interest or for the protection of 
investors.” 

These sections, however, apply only to securities listed on national securities exchanges. 
As has been indicated in Ch. IV of Part Two (House Doc. No. 70, 76th Cong.) of this 
report, securities of a substantial number of investment companies are not listed on 
exchanges but are traded in only over the counter. Under the provision of Section 15 (c) 
of the Securities Exchange Act of 1934, the manipulation of over-the-counter securities by 
“brokers and dealers” only is proscribed. 

488 Compare the stabilization of the market prices of the common stock of The Equity 
Corporation and of Atlas Corporation during the pendency of their exchange offers for the 
securities of their controlled companies, discussed supra, pp. 1373-83. 

486 Public Examination, Financial and Industrial Securities Corporation, Commission’s 
Exhibit No, 2096. 

437 See Part One (House Doc. No. 707, 75th Cong.), Ch. III, pp. 90-1; op. cit. supra, note 
436, at 18900, and Commission’s Exhibit No. 2097. 

488 Public Examination, The Goldman Sachs Trading Corporation, Commission’s Exhibit 
No. 1679. 

49 Tbid. Financial and Industrial Securities Corporation had originally had an issue of 
preferred stock outstanding which, however, had been called for redemption on December 
31, 1928 (op. cit. supra, note 436, Commission’s Exhibit No. 3008). 
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approximately 750,000 shares or 45 percent of the total were owned 
beneficially by Ralph Jonas.**° By far the largest part of the assets 
of Financial and Industrial Securities Corporation consisted of its 
holdings of 82 percent of the capital stock of the Manufacturers Trust 
Co.; 47 percent of the stock of National Liberty Insurance Co. of 
America; 33 percent of the stock of Baltimore American Insurance 
Co. of New York, and 49 percent of the stock of Peoples National 
Fire Insurance Co. of Delaware,‘*t hereinafter referred to as the 
“National Liberty group” of insurance companies. 

In September of 1928, Sidney J. Weinberg, a partner in the New 
York investment banking firm of Goldman, Sachs & Co. informed 
Nathan Jonas, a brother of Ralph Jonas, and the president of Manu- 
facturers Trust Co., that Goldman, Sachs & Co. would like “to take 
an interest” in the bank.*#2 Nathan Jonas referred Goldman, Sachs 
& Co. to his brother, Ralph Jonas, the chairman of the board of 
directors and largest stockholder of Financial and Industrial Securi- 
ties Corporation which, as has been stated, then owned approximately 
32 percent of the stock of the bank, a block of stock sufficient to con- 
stitute working control of the bank.** 

Ralph Jonas suggested that Goldman, Sachs & Co. “take a sub- 
stantial position in Financial and Industrial Securities Corpora- 
tion.” “* This proposition, however, Goldman, Sachs & Co. refused 
to consider on the ground that it preferred to form its own invest- 
ment company.*” 

On December 4, 1928, Goldman, Sachs & Co. caused The Goldman 
Sachs Trading Corporation to be incorporated in Delaware with an 
authorized capitalization of 2,500,000 shares of capital stock, all of 
one class and without par value.‘#® Goldman, Sachs & Co. on the 
same day entered into a mangement contract #47 with the new _com- 
pany which granted to the investment banking firm the exclusive 
right to manage the affairs of the corporation for a period of 10 
years.“#8 All of the partners of the firm of Goldman, Sachs & Co. 


440 Op. cit. supra, note 488, at 16281-2. < 

“41Tq., at 14950-1, and Commission’s Exhibit No. 1667. The total market value of the 
securities of the bank and the three insurance companies held by Financial and Industrial 
Securities Corporation as at February 21, 1929, the date of the sale of its assets to The 
Goldman Sachs Trading Corporation was approximately $88,000,000, or 75% of its then 
total assets of $117,500,000 (id., Commission’s Exhibit No. 1683). 

442Td,, at 16269-70. 

443 Waddill Catchings, who in 1929 was the senior partner in Goldman, Sachs & Co. (id., 
at 15862), denied that a 82% interest in the stock of the bank would constitute “control” 
(id., at 15946-7). However, Harvey D. Gibson, the present president of Manufacturers 
Trust Company, who, with associates, purchased the bulk of The Goldman Sachs Trading 
Corporation’s holdings of the stock of Manufacturers Trust Company in January 1931 
(id., at 17483 et seq.), conceded that a 32% interest in the stock of the bank was “work- 
ing control.” 


Q. You take The Goldman Sachs Trading Corporation which owned 82% of the 
total outstanding stock of the bank directly or indirectly either through itself or 
through its insurance companies, and that is virtually control, isn’t it? 

A. That is working control, there is no doubt about it * * * (id., at 17507-8). 

441d., at 16271. 

45 Td., at 16269-72. 

“487d... at 15862, and Commission’s Exhibit No. 1652. 

“47Tdq., Commission’s Exhibit No. 1654. - 

448 However, the contract could be terminated at any time by the vote of the holders of 
a majority of The Goldman Sachs Trading Corporation’s shares (ibid.). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1525 


constituted all of the directors of The Goldman Sachs Trading Cor- 
poration.**° 

By January 31, 1929, the corporation had issued 1,125,000 shares 
of its capital stock for which it had received a total consideration 
of approximately $115,000,000.4° Goldman, Sachs & Co. had ac- 
quired 100,000 shares of the investment company’s stock at a cost 
of $1,000,000.4> 

Financial and Industrial Securities Corporation purchased 49,000 
shares of the stock of The Goldman Sachs Trading Corporation at 
$102 a share, the price at which the stock was offered to the group 
of dealers which distributed the securities of The Goldman Sachs 
Trading Corporation.“ The importance of these holdings of The 
Goldman Sachs Trading Corporation stock by Financial and Indus- 
trial Securities Corporation in the development of the plans to com- 
bine the two companies will appear later. 

The prospectus issued in connection with the sale of the securi- 
ties of The Goldman Sachs Trading Corporation stated that its 
purposes were to buy, sell, trade in, or hold stocks and securities 
of any kind; to participate in syndicates and underwritings; and to 
exercise such other of its charter powers as its board of directors may 
from time to time determine.**? The statement gave no inkling of 
any intention upon the part of the company’s management to invest 
its funds for the purpose of acquiring control of, or substantial se- 
curity interests in financial or other institutions.*** On the contrary, 
the name of the corporation suggested that its principal purpose 
would be to trade in securities. In fact, in a letter ** to the group 
of dealers who had sold the investment company securities to the 
public, it was stated that the company would have “in general the 
purposes of a trading investment trust.” Presumably this informa- 
tion was communicated by the dealers to their customers. Similarly, 
in a letter *°* written by Goldman, Sachs & Co. to the New York Stock 
Exchange prior to the formation of the investment company it was 
stated that the firm proposed to form a corporation “whose principal 
object would be to trade in securities.” 


“9The management contract between the banking firm and The Goldman Sachs Trading 
Corporation required all directors of the corporation to be approved by Goldman, Sachs & 
Co. (ibid.). 

450Td., Commission’s Exhibit No. 1657. 

451 Jd,, Commission’s Exhibit No. 1656. For a more detailed discussion of the public dis- 
tribution of the stock of The Goldman Sachs Trading Corporation see Ch. III of this part 
of the report, pp. 922-8. 

452 Op. cit. supra, note 438, at 16294—5. 

43 Td., Commission’s Hxhibit No. 1656. 

44 Nevertheless, by September 1929, within 10 months after the organization of The 
toldman Sachs Trading Corporation, approximately 75% of its then assets of approxi- 
mately $326,000,000 (id., at 16077-80) was invested directly or through subsidiaries in 
either controlling or influential blocks of the stock of 5 commercial banks and their secu- 
rity affiliates (2 situated in New York, 1 in Philadelphia, 1 in Chicago, and 1 in San Fran- 
cisco) ; 8 investment companies; 3 fire insurance companies; a life insurance company ; 
3 investment banking corporations; 2 department stores; a real estate development com- 
pany; a barge line operating on the Misssisssippi River ; a mortgage company ; a company 
engaged in the exploitation of frozen food products; and a milk products company (id., 
Commission’s Exhibit No. 1667). The total resources of these various enterprises in 
which The Goldman Sachs Trading Corporation had substantial security interests as at 
December 31, 1929, was approximately $1,700,000,000 (id., Commission’s HExhibit No. 
1671). 

4551 d., Commission’s Hxhibit No. 1674. 

450 Tq., Commission’s Exhibit No. 1673. 
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Mr. Catchings testified that the purpose of The Goldman Sachs 
Trading Corporation was to “give the clients and customers of Gold- 
man, Sachs & Co. the same kind of opportunity of making money 
which Goldman, Sachs & Co. as a firm had given to its clients 
and customers in previous years.” #7 Mr. Catchings testified : ** 


Q. What was the experience of Goldman, Sachs & Company which impelled 
you to bestow the same favor upon anyone of the American public who would 
buy shares of The Goldman Sachs Trading Corporation stock that you had 
bestowed on your other clients? 

A. Throughout the whole period of time of ins and outs and ups and downs 
of business, Goldman, Sachs & Company had managed to select for issue to 
the publie securities which on the whole had turned out to be very satisfactory 
investments, and it was the opinion of the firm that if an investment and 
trading company was formed which would engage in somewhat the same kind 
of investment policies as large individuals engaged in connection with securities 
issued by Goldman, Sachs, that it would be a beneficial thing to do. 

Q. Then, based on your experience you were organizing this investment trust 
in the hope that you would be able to duplicate the performance of your client 
by following the same investment policy, namely, investing in the same type 
of stocks that you had sold to your clients as a banking firm? 

A. I don’t think we had any anticipation that the record would have been 
made during a period when a great many private companies were becoming 
public companies, and there was a great increase in industrial and commercial 
activities—that that was the necessary pattern of what would happen in the 
future, but we all felt that we would continue to be able to select enterprises 
which in their early stages offered such terms, under such able management, 
because our whole policy had been to issue securities where the management 
was a well-tried management and knew what it was about, and in issuing that 
type of securities these men were successful over a period of time, and the 
investor made money. 


Mr. Catchings further testified : 4° 


* * * other banking houses had formed investment and trading com- 


panies and more were doing it, and we felt it Was a wise thing for Goldman, 
Sachs & Company, as a firm, to afford to its clientele the same type of invest- 
ment opportunity and service which every house was affording to their clientele. 


However, despite the at least semipublic declarations of a policy 
of The Goldman Sachs Trading Corporation to “trade in securities,” 
Goldman, Sachs & Co. in January 1929 again approached Ralph 
Jonas to negotiate for an amalgamation with The Goldman Sachs 
Trading Corporation of Financial and Industrial Securities Cor- 
poration, substantially all of the assets of which, as has been stated, 
consisted of controlling blocks of the stocks of Manufacturers Trust 
Company and of the National Liberty group of fire-insurance com- 


#7 1d., at 15888. 
#8 1d., at 15889—94. 
49Td., at 15897. 
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panies.‘ The absorption of Financial and Industrial Securities 
Corporation by The Goldman Sachs Trading Corporation was to be 
accomplished ultimately by an exchange of The Goldman Sachs 
Trading Corporation’s shares for those of Financial and Industrial 
Securities Corporation. 

Although Mr. Catchings denied that the firm of Goldman, Sachs & 
Co. had any personal interest ‘1 in the contemplated absorption by 
The Goldman Sachs Trading Corporation of the assets of Financial 
and Industrial Corporation, he admitted that banks **? and insurance 
companies were “big purchasers” *°* of securities from investment 
banking firms and others. And from February 21, 1929, the date that 
the assets of Financial and Industrial Securities Corporation were 
acquired by The Goldman Sachs Trading Corporation, the firm of 
Goldman, Sachs & Co., which, as has been indicated, controlled the 
management of The Goldman Sachs Trading Corporation,*** sold 
approximately $20,000,000 4° of securities to the Manufacturers Trust 
Company and to the National Liberty group of insurance companies. 


460 Waddill Catchings, the senior partner of Goldman, Sachs & Co. and president of 
The Goldman Sachs Trading Corporation, testified that the purpose of the acquisition 
through Financial and Industrial Securities Corporation of the stock of the bank and the 
insurance companies was to resell a large proportion of such stock at a profit after the 
earnings of the companies had increased as the result of the efforts of The Goldman 
Sachs Trading Corporation and of Goldman, Sachs & Co. to “build them up” (id., at 
16502), a procedure which he characterized as “trading’”’ within the meaning of the word 
as used in the letters to the New York Stock Exchange and to the dealers who had sold 
the investment company’s securities to the public (id., at 16098-16100). 

4011d., at 15899-90. Mr. Catchings testified (id., at 16631) : 


Q. I suppose you today reiterate your * * * previous assertion that the di- 
rectors of The Goldman Sachs Trading Corporation weren’t even remotely interested 
in acquiring the insurance companies because of their potential purchasing power of 
securities in which Goldman, Sachs & Company were the bankers; is that it? 

A. Yes; I say exactly what I said before. I think the word “remotely” isn’t in- 
volved in what I said before, but with a proper understanding of the word “re- 


motely,’” I say, ‘‘yes.” 


42 Mr, Catchings testified that “a bank such as the Manufacturers Trust Company, of 
this size might posssibly at times have been a large buyer of securities St etc (les 
at 15954). 

488 Mr, Catchings testified that “I think we can say with regard to insurance com- 
panies that they are what you would call ‘big purchasers’ of securities” (id., at 15962). 

464 Immediately after The Goldman, Sachs Trading Corporation acquired control of the 
Manufacturers Trust Company and of the National Liberty group of insurance companies, 
Messrs. Waddill Catchings, Walter Sachs, and Sidney J. Weinberg of Goldman, Sachs & 
Co, became members of the boards of directors of these companies (id., at 15948, 16614—9). 
In the ease of the Manufacturers Trust Company, 13 of its 30 directors either were part- 
ners in the firm of Goldman, Sachs & Co. or were directors and officers of banking clients 
of that firm (id., at 16020—-24). Mr. Catchings testified that “we did exercise a consider- 
able influence in the Manufacturers Trust Company” (id., at 15949) and that “Goldman, 
Sachs & Company did * * * suggest favorable investment opportunities to the officials 
of the National Liberty group of insurance companies for their consideration” (id., at 
16637). 

465 Jd,, Commission’s Exhibits Nos. 1663 and 1664. The dollar amount of the sales of 
securities made by Goldman, Sachs & Co. to the bank and 3 insurance companies during 
1929 was as follows (ibid.) : 


Mamuta cure nsie brs tex ©. 0 1m} ay ye ee ee $16, 122, 602. 86 
Nationaleimibertyamnsurancem Com pany ee ee 2, 611, 993. 08 
Baltimore American Insurance Company———_----------------_- 774, 181, 25 
Peoples National Fire Insurance Company__---------~-----__---- 342, 887. 50 


Of the $16,122,602.86 of securities sold by Goldman, Sachs & Co. to Manufacturers Trust 
Company, approximately $12,000,000 represented participation by the bank in underwrit- 
ing syndicates headed by Goldman, Sachs & Co. or in which Goldman, Sachs & Co. as a 
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During the course of the negotiations in January 1929 for the 
acquisition by The Goldman Sachs Trading Corporation of the assets 
of Financial and Industrial Securities Corporation, the market price 
of the stock of The Goldman Sachs Trading Corporation on the New 
York Curb Exchange ranged from $117 to $186 per share; its asset 
value ranged from $100 to approximately $108 per share.*°° The 
market value of the stock of Financial and Industrial Securities Cor- 
poration as quoted over the counter **’ during the month of January 
1929 ranged from $133 to $143 a share, although the asset value of the 
stock was between $70 and $80 per share.*® 

Because of the greater disparity between the market and asset value 
of the stock of Financial and Industrial Securities Corporation, an 
exchange of shares of the two corporations on the basis of their mar- 
ket values would result in a large dilution in the existing participa- 
tion in the assets of their company by the stockholders of The Gold- 
man Sachs Trading Corporation. For example, on the basis of a 


participant had reallocated a portion of its participation to the bank (id., at 15977 and 
Commission’s Exhibits Nos. 1663 and 1664). 

In addition to its participation in underwriting syndicates with Goldman, Sachs & 
Co., the Manufacturers Trust Company also participated with Goldman, Sachs & Co. and 
others in accounts formed by Goldman, Sachs & Co. in September and December 1929, to 
trade in the stock of The Goldman Sachs Trading Corporation (id., Commission’s Exhibits 
Nos. 1692 and 1693). On its participation in these accounts, the bank suffered losses in 
excess of $1,000,000 (id., at 16364-5 and Commission’s Exhibits Nos. 1692 and 1693). When 
questioned with reference to the participation of the bank in these trading accounts, Mr. 
Catechings testified (id., at 16357): 

Q. You had no feeling of hesitation about asking the Manufacturers Trust Com- 
pany which was a commercial bank and which had on deposit the public’s funds, to 
participate, in an account which was speculating in Goldman Sachs Trading Corpora- 
tion stock? 

A. I hadn’t the slightest question about asking them in, and I haven’t got it now. 
J think it was an entirely proper thing for them to do, if they want to do it. 

Harvey D. Gibson, the present president of the Manufacturers Trust Company, who 
with associates purchased the bulk of The Goldman, Sachs Trading Corporation’s holding 
of the stock of the Manufacturers Trust Company in January 1931 (id., at 17481, et seq.) 
testified as follows with reference to the securities contained in the bank’s portfolio at 
that date (id., at 17499-17500) : 

Q. Did you find in the portfolio of the bank substantial blocks of securities of 
companies which were affiliated with The Goldman Sachs Trading Corporation? 

A. Oh, yes; that is true. 

Q. What do you mean by “‘affiliated’’? Maybe we are not using the same expression. 

A. Well, securities of which they had blocks and in which they had been active in 
distributing to the public. 

Q. Securities like Shenandoah [Corporation] ? 

A. Shenandoah, Blue Ridge. 

Q. The Goldman Sachs Trading Corporation? | 

A. And The Goldman Sachs Trading Corporation, large blocks of these securities, 

Q. And from these affiliated companies, did you have a sense of awareness that 
the portfolio of Manufacturers Trust Company included a substantial amount of 
securities of corporations for whom Goldman, Sachs & Company had acted as bankers? 

A. Yes; in a considerable amount. 

Prior to 1929, the portfolio of the National Liberty Insurance Company and Baltimore 
American Insurance Company consisted primarily of holdings of the stock of Manufac- 
turers Trust Company (id., at 16631 and Commission’s Exhibits Nos. 1714-5). By the 
end of 1929, the portfolios of these companies included, in addition to the stock of the 
Manufacturers Trust Company, securities of 24 companies who were banking clients of 
Goldman, Sachs & Co. (id., at 16635, et seq.). 

466 The original agreement for the purchase of the assets of Financial and Industrial 
Securities Corporation by The Goldman Sachs Trading Corporation placed the asset value 
of The Goldman Sachs Trading Corporation’s assets at $122,000,000 or approximately 
$108 per share for each of its outstanding 1,125,000 shares (id., Commission’s Exhibits 
Nos. 1665, 1679). 

467 The stock of Financial and Industrial Securities Corporation was not listed on any 
securities exchange. 

468 Op. cit. supra, note 438, at 16273. 
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market value at the end of January 1929 of $143 for the stock of 
Financial and Industrial Securities Corporation and a market value 
of $136 for the stock of The Goldman Sachs Trading Corporation, an 
exchange of the shares on the basis of market value would result in 
the receipt by the stockholders of Financial and Industrial Securities 
Corporation of approximately 1.05 shares of the stock of The Gold- 
man Sachs Trading Corporation having an asset value before the 
combination of the two companies of approximately $118.40 in ex- 
change for each of their shares of the stock of Financial and Indus- 
trial Securities Corporation which possessed an asset value of between 
$70 and $80 a share. 

As a consequence, in all the negotiations for the acquisition of the 
assets of Financial and Industrial Securities Corporation by The 
Goldman Sachs Trading Corporation, Waddill Catchings, the presi- 
dent of The Goldman Sachs Trading Corporation and the leading 
partner in Goldman, Sachs & Co.** took the position “that any dis- 
cussion would have to be predicated upon asset values.” However, 
Mr. Jonas at least initially contended that market values would have 
to be considered in determining the basis for the exchange of the 
shares of the two companies. Because of this difference in viewpoint 
the negotiations were abandoned for a time. Mr. Jonas testified : *” 


A. * * * There had been some discussion of a possible basis of combina- 
tion and Mr. Catchings took the position that any discussion would have to be 
predicated on asset values. 

Q. What was your thought? 

A. In the initial stages we felt there should be some consideration for the 
market viewpoint, and the discussions broke off because of that difference in 
viewpoint, and after discussing the matter with my associates,’ we felt that it 
would be desirable even on the basis of an asset position to make a combination 
of interests between the F. and I. [Financial and Industrial Securities Corpora- 
tion] and The Goldman Sachs Trading Corporation, and the discussions were 
continued on that basis and as a result of the change of position on our part 
the negotiations were consummated along those lines. 


As a result of Mr. Jonas’ agreement to discuss the combination of 
the two companies on the basis of asset value, negotiations were re- 
sumed on January 29, 1929, and on February 38, 1929, the parties had 
reached a tentative oral agreement * for the combination of the two 
companies upon an asset value basis in the following manner: For 
the purpose of the transaction the assets of The Goldman Sachs 
Trading Corporation were valued at $122,000,000 and the assets of 
Financial and Industrial Securities Corporation were valued at 
$111,000,000. Financial and Industrial Securities Corporation was 
to increase its assets to $122,000,000 by offering to its stockholders 


49 Mr, Catchings severed his connection with the firm of Goldman, Sachs & Co. and 
with The Goldman Sachs Trading Corporation in May 1930. 

470 Op, cit. supra, note 438, at 16272-3. 

471 Mr. Catchings testified that the only thing that was certain about the oral agreement 
of February 3, 1929, was that the companies would be combined on an asset value basis 
(id., at 16189). In fact, the actual mechanics for the consummation of the transaction 
were not worked out until February 6, 1929 (ibid.). As will be seen infra, the substantial 
market purchase of its own stock by The Goldman Sachs Trading Corporation was an im- 
portant factor in the alteration of the plans of the parties. The oral agreement of Feb- 
ruary 8, 1929, was transformed into a written agreement on February 6, 1929 (id., 
Commission’s Exhibit No. 1679). 


1530 SECURITIES AND EXCHANGE COMMISSION 


550,000 shares of its stock at $20 a share. At the conclusion of this 
offering of its own stock in addition to bringing the value of its 
assets to a parity with those of The Goldman Sachs Trading Cor- 
poration, Financial and Industrial Securities Corporation’s existing 
outstanding 1,700,000 shares of stock would be increased to 2,250,000 
shares. The Goldman Sachs Trading Corporation thereafter would 
increase its existing 1,125,000 shares to 2,250,000 shares by the declara- 
tion of a 100% stock dividend or expressed in another way, by a 
two for one “stock split up” ‘” of its existing shares, and would issue 
for all of the assets of Financial and Industrial Securities Corpora- 
tion an additional 2,250,000 shares of stock of The Goldman Sachs 
Trading Corporation. Financial and Industrial Securities Corpora- 
tion after these transactions would dissolve and distribute the 2,250,- 
000 shares of The Goldman Sachs Trading Corporation which it had 
received in exchange for all of its assets, share for share to the holders 
of the 2,250,000 shares of the stock of Financial and Industrial Se- 
curities Corporation.‘ At the conclusion of those proposed trans- 
actions, The Goldman Sachs Trading Corporation would have assets 
of $244,000,000 and have outstanding 4,500,000 shares of stock of 
which 2,250,000 shares would be held by the stockholders of The 
Goldman Sachs Trading Corporation prior to the combination of the 
companies, and 2,250,000 shares would be held by the former stock- 
holders of Financial and Industrial Securities Corporation. 

Although Mr. Jonas as the owner of approximately 745,000 shares 
of the stock of Financial and Industrial Securities Corporation would 
become the largest stockholder of the combined company,‘"* the 
agreement further provided that Goldman, Sachs & Co. was to obtain 
a management contract with the combined company on terms identi- 
cal with its existing contract with The Goldman Sachs Trading Cor- 
poration *7* and that the six partners in that firm 4” were to be six 
of the seven directors of the combined company. The other director 
was to be Ralph Jonas.’ However, one of the reasons which ap- 
parently impelled Mr. Jonas to combine Financial and Industrial 
Securities Corporation with The Goldman Sachs Trading Corpora- 
tion and to accede to the placing of the management of the combined 
company in Goldman, Sachs & Co. was the fact that Mr. Jonas and 
his associates were physically incapable of continuing to manage 
Financial and Industrial Securities Corporation.” 

Although Mr. Catchings and Mr. Jonas, as the heads of their 
respective companies, had agreed on a tentative plan for their com- 
bination, a sale of all of the assets of Financial and Industrial Securi- 
ties Corporation to The Goldman Sachs Trading Corporation would 
require the approval of the holders of a majority of its outstanding 


472 Td., at 15869 and Commisssion’s Exhibit No. 1687 (p. 4). 

473 Td., Commission’s Exhibit No. 1679. 

“4 Under the tentative plan of February 3, 1929, Mr. Jonas would have received 
745,000 shares of the stock of the combined company. On the other hand, Goldman, 
Sachs & Co. would hold, after the declaration of the 100% stock dividend on the existing 
shares of the stock of The Goldman Sachs Trading Corporation, only approximately 
200,000 shares of the stock of that company (id., at 162967). 

4% Td., Commission’s Exhibit No. 1679. 

46 Waddill Catchings, Arthur Sachs, Walter E. Sachs, Henry S. Bowers, Sidney J. 
Weinberg, and Howard J. Sachs (ibid.). 

477 Thid. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 15231 


shares.*7? As has been stated, Mr. Jonas and his immediate associates 
held only approximately 45% of the outstanding stock of Financial 
and Industrial Securities Corporation.*®° 

Furthermore, indirectly at least, the consent of a majority of the 
stockholders of The Goldman Sachs Trading Corporation to the pur- 
chase of all of the assets of Financial and Industrial Securities Cor- 
poration would have to be obtained. The then authorized and unis- 
sued stock of The Goldman Sachs Trading Corporation totaled 
1,875,000 shares.*8! However, under the tentative plan to which Mr. 
Catchings and Mr. Jonas had agreed, The Goldman Sachs Trading 
Corporation would be required to issue an additional 3,375,000 shares 
of its own stock—1,125,000 shares as a 100% stock dividend in its 
existing shares and 2,250,000 shares in payment for the assets of 
Financial and Industrial Securities Corporation. In order to fulfill 
its part of the plan, therefore, the authorized capital stock of The 
Goldman Sachs Trading Corporation would have to be increased. 
Under the corporation law of Delaware, this could not be done except 
by the affirmative vote of the holders of a majority of the corpora- 
tion’s shares. As has been stated, the firm of Goldman, Sachs & Co. 
then held 100,000 shares of The Goldman Sachs Trading Corporation 
or slightly less than 10% of the outstanding 1,125,000 shares of the 
company’s stock. 

Although the acquisition by The Goldman Sachs Trading Corpora- 
tion of the assets of Financial and Industrial Securities Corporation 
would be advantageous to the firm of Goldman, Sachs & Co. by bring- 
ing under its dominion a controlling interest in a bank and three 


488Jn a letter dated February 18, 1929, to the stockholders of Financial and Industrial 
Securities Corporation, Mr. Jones stated (id., Commission’s Exhibit No. 1687) : 


A great many other stockholders have had this same viewpoint, and have urged 
that the only weakness in F. & I. was that its operation so largely depended upon a 
small number of individuals. Two of my associates have broken down under the 
strain. A third is now ill, and I myself have not had a day’s vacation in two and 
a half years. It is not prudent to trust new associates with large responsibilities 
until they have been tried. Under these circumstances it seemed easier to combine 
with some existing organization of standing and tried and trusted ability and suc- 


cess, 

In the same letter, Mr. Jonas advanced as another reason for the combination of Finan- 
cial and Industrial Securities Corporation with The Goldman Sachs Trading Corporation 
the fact that “we [the management of Financial and Industrial Securities Corporation] 
believed also that The Goldman Sachs organization could materially aid the growth and 
profits of the Manufacturers Trust Company and the National Liberty group of Insurance 
Companies, and that this in turn would likewise result in direct benefit to the stock- 
holders of the investment company owning large blocks of these securities” (ibid.). How- 
ever, The Goldman Sachs Trading Corporation by January 1931, within two years after 
it had acquired the assets of Financial and Industrial Securities Corporation, had sold at 
tremendous losses the bulk of the shares of the Manufacturers Trust Company and the 
National Liberty group of insurance companies which had been included in the assets of 
Financial and Industrial Securities Corporation. See infra, pp. 1560-1. 

4 Although the Maryland Corporation law in general provides that a sale of all the 
assets of a company must be approved by the holders of two-thirds of its shares [Mary- 
land Code Ann. (Flack 1935), Art. 23, § 86], it permits a corporation to provide in its 
certificate of incorporation for the approval of a sale of the corporate assets by the holders 
of only a majority of the shares (id., § 23). The certificate of incorporation of Financial 
and Industrial Securities Corporation contained such a provision (op. cit. supra, note 436, 
Commission’s Exhibit No. 2096). 

40 Op. cit. supra, note 438, at 16281—2. 

41 The authorized capital stock of the company consisted of 2,500,000 shares of which 
it had already issued 1,125,000 shares. See supra, pp. 1524-5. 
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insurance companies, all of which were “big purchasers” of securities 
from investment bankers,*2 conceivably the other stockholders of 'The 
Goldman Sachs Trading Corporation might have objections to the 
amalgamation of the two companies. A substantial portion of the 
assets of the combined companies would be invested in controlling 
blocks of the stock of a bank and three insurance companies, a dis- 
tinct departure from the semi-public statement that “the policy of The 
Goldman Sachs Trading Corporation would be to trade in securities.” 

The purchase of the assets of Financial and Industrial Securities 
Corporation, which as has been stated consisted primarily of control- 
ling interests in a bank and three insurance companies, was also a 
distinct departure from a policy of investing in industrial securities 
of a type previously offered to the public by the firm of Goldman, 
Sachs & Co., a policy which, as Mr. Catchings testified,*** had moti- 
vated that firm to form The Goldman Sachs Trading Corporation. 
Mr. Catchings conceded that the actual investment policy of The Gold- 
man Sachs Trading Corporation was not “dominated” by the original 
concept of the investment policy which the company would pursue: *** 


Q. And you say that was the policy that dominated the investments of Gold- 
man Sachs Trading Corporation, Mr. Catchings? 


A. No; I do not. I didn’t say that was the policy that dominated it. * * * 


Moreover, the firm of Goldman, Sachs & Co., although experienced 
in the fields of investment banking and in the discounting of commer- 
cial paper,*®* had never managed or controlled banks and insurance 
companies. Mr. Catchings testified : #8 


Q. Had you ever been in the commercial banking business? 

A. We had done a great deal of business in Goldman Sachs that was very 
similar to commercial banking. 

Q. You don’t say the business of owning 37 percent of the stock of a bank 
with 46 branches (Manufacturers Trust Company) is analogous to discounting 
commercial paper? 

A. No; but knowledge of business conditions and risk and the possibility of 
lending money is something acquired in Goldman Sachs that is the same as in 
the commercial banking business. 

Q. Had you ever been in the insurance business in your life? 

A. Let me put it another way. With the exception of being in the iron busi- 
ness and a few other businesses I have described here, I have never actually 
been in any other kind of business. I have been combating the point of view 
that you are presenting to me for a great many years, and I have discovered 
that in the shoe business, in the iron business, and the department store business 
the executive problems of business are very much the same. 


However, a sharp increase in the market value of the stock of The 
Goldman Sachs Trading Corporation as a result of the announcement 
of the plan to amalgamate the two companies would do much to over- 


482 See notes 462 and 4638, supra. 

483 Op. cit. supra, note 488, at 15888—94. 

484Td., at 15894. 

457d., at 15886. 

488Tqd., at 16091-2. In fact prior to the acquisition of the assets of Financial and 
Industrial Securities Corporation by The Goldman Sachs Trading Corporation, Mr. Catch- 
ings had never been a director of any bank (id., at 16527). 
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come any objections of the stockholders to the combination of the two 
companies. As will be described later, The Goldman Sachs Trading 
Corporation took steps to increase artificially the market value of its 
own stock before announcing a final plan for the combination of the 
two companies. 

Similar objections to the plan might be urged by the stockholders 
of Financial and Industrial Securities Corporation. As has been 
stated, under the plan of February 3, 1929, the management of the 
combined companies was to be vested in Goldman, Sachs & Co., which 
had never been connected with the management of any investment 
company other than The Goldman Sachs Trading Corporation, then 
only two months old. Nor had the firm had any experience in the 
control and management of banks and insurance companies. On the 
other hand, Financial and Industrial Securities Corporation had been 
very successful during the three years that it had been managed by 
Mr. Jonas.*8’ Clearly the stockholders of Financial and Industrial 
Securities Corporation might not agree to a shift of their assets to 
the untried management of Goldman, Sachs & Co. In fact, Mr. Jonas 
testified that he discussed this point with Mr. Catchings during the 
course of their negotiations: 4° 


Q. And during the years that F. & I. had been in existence the management 
had been very successful, isn’t that so, from the point of view of at least policies 
and unrealized appreciation on their securities? 

A. That seemed to be the general opinion. 

Q. And did you discuss with Mr. Catchings the problem of persuading the 
stockholders in F. & I. of turning in their stock of the trust that had had such 
a success for three years with a corporation which had just been organized one 
month on the basis of assets for assets and not market for market? 

A. Well, I didn’t discuss it from the viewpoint of persuading the stock- 
holders, but I discussed it and Mr. Catchings felt that the prestige and standing 
and fifty years of existence of Goldman, Sachs & Company at least equaled or 
offset the good will that we had in the Financial and Industrial Securities 
Corporation. 

Q. Of course, Mr. Waddill Catchings had not handled any investment com- 
pany before that you know of? 

A. No; I didn’t know of any. 

Q. You know that a substantial part of the business of Goldman, Sachs & 
Company was discount business and underwriting, but it didn’t involve invest- 
ment of substantial funds of money in either a diversified portfolio or in special 
situations. That wasn’t their business, was it? 

A. Well, I can’t tell you specifically what their business was except by general 
reputation, Mr. Schenker, and that I heard Mr. Catchings refer to here. 


In fact this objection to the combination of the two companies was 
apparently later urged publicly by some stockholders of Financial 
and Industrial Securities Corporation who according to Mr. Jonas 
“were rather vitriolic in their attack upon the deal and in writing to 


47 From December 9, 1925, to December 31, 1928, the assets of Financial and Industrial 
Securities Corporation had increased from $45,000,000 of contributed capital to upwards 
of $111,000,000 (op. cit. supra, note 436, at 19034) and it had earned between $55,000,000 
and $60,000,000, of which approximately one-third had been paid out as dividends (id., 
at 19040-1). 

488 Op. cit. supra, note 488, at 16273-4. 
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one or more of their newspapers about it.” 4° In a letter dated Feb- 
ruary 18, 1929, written by Mr. Jonas to the stockholders of Financial 
and Industrial Securities Corporation recommending their approval 
of the sale of the company’s assets to The Goldman Sachs Trading 
Corporation, it was stated: *°° 


They [Goldman, Sachs & Company] further said that they could not concede 
that their stockholder’s dollar was worth less than F. & I.’s, and that as against 
our three years of successful operation Goldman, Sachs & Company had had 
upwards of half a century of successful operation in every phase of investment 
banking which, taken together with the earnings and appreciation of The Gold- 
man Sachs Trading Corporation of $6,000,000 in six weeks’ time, justified the 
viewpoint that they would do quite as well, operating independently, as F. & I. 
would do. 


However, there would be a far more serious objection upon the 
part of the stockholders of Financial and Industrial Securities Cor- 
poration to the tentative plan of combination of February 3, 1929. 
On February 2, 1929, the market value of the existing stock of 
The Goldman Sachs Trading Corporation was $186.50 per share. 
After the two-for-one split up of the stock contemplated by the 
plan it would presumably sell for $68.25 per share. On the other 
hand, the stock of Financial and Industrial Securities Corporation 
on the same date had a market value of $145 a share. In other 
words, under the plan of February 3, 1929, which contemplated a 
share per share exchange Of securities, the stockholders of Financial 
and Industrial Securities Corporation would be asked to accept a 
stock having a market value of $68.25 per share for stock having a 
market value of $145 a share. Clearly, as Mr. Catchings testified,** 
“no fifteen or twenty thousand F. & I. stockholders are going to 
make a deal to exchange their stock marketwise for a stock that 
was selling at half the price it was selling for before they made the 
exchange. That is not in the realm of fact at all.” Mr. Catchings 
further testified : 4% 


Q. The F. & I. stockholders would never make that deal on the basis of 
asset value because the only thing he knew was that he had a stock with a 
higher market value than Goldman Sachs, and unless you could give him 
asset for asset and market for market, you could not persuade him to make 
the exchange; isn’t that so? 

A. Yes; I think it is not a matter of persuasion. It seems to me that in 
any exchange of stock the exchange when you get something else you are 
considering the market price of what you get. 


489 Td., at 16289. Mr. Jonas further testified (id., at 16282, 16289) : 


Q. Was there any manifestation of dissension or disapproval or dissatisfaction with 
the terms of the merger among the stockholders, public expression? 

A. Yes; out of about 15,000 stockholders, I think there were approximately 30 who 
took the position in opposition to the others. 

Q. You mean at the meeting? 

A. At the meeting or by communication to us or otherwise. I don’t know what 
happened at the Goldman-Sachs end of it, but I am talking about the Financial and 
Industrial Securities end. 

* * * * & % 
Q. Had: the newspapers been carrying stories of people who were objecting to the 
merger? 
A. I think they carried stories * * *, 


490 Td., Commission’s Exhibit No. 1687. 
491 Td., at 16158. 
492 Td., at 16185-6. 
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Conceivably therefore, unless by the date of the stockholders’ 
meetings called to ratify any plan for the combination of the two 
companies, the market value of The Goldman Sachs Trading Cor- 
poration stock was at a parity with the stock of Financial and Indus- 
trial Securities Corporation, it was at least doubtful that a majority 
of the stockholders of Financial and Industrial Securities Corpo- 
ration would approve the plan. Moreover, even if the plan was 
approved by a majority of the stockholders of Financial and Indus- 
trial Securities Corporation, dissenting stockholders might exercise 
their right under the Maryland law to receive in cash the appraised 
“fair value” of their shares.‘ 

Mr. Catchings conceded in his testimony *** that on February 38, 
1929, he had only a “business judgment” that the approval of the 
stockholders of Financial and Industrial Securities Corporation to 
the merger would be obtained: 


Q. Now this involved, did it not, Mr. Catchings, the sale of all the assets 
including the good will of F. & I.; isn’t that so? 

A. Yes. 

Q. And that required a certain percentage of the vote of the stockholders 
of F. & I.; isn’t that so? 

A. Yes. 

Q. And the stockholders’ meeting hadn’t even been fixed on that day [Feb- 
ruary 3, 1929]; isn’t that so? It ultimately was fixed for February 21, 1929? 

A. Yes. 

Q. So that up to the time that the stockholders approved this merger, you 
couldn’t possibly tell whether it was going to be effective? 

A. We could only have a business judgment as to whether it was going 
to be effective. 


The disparity in market price of the stocks of the two companies 
had occupied a prominent place in the discussion between Mr. 
Catchings and Mr. Jonas. It will be recalled that in the early ne- 
gotiations, Mr. Jonas had insisted on an exchange of the securities 
of the two companies on the basis of their market values. After 
Mr. Jonas had assented to a combination of the companies on an 
asset value basis, the difference in the market values of the securities 
of the company was again discussed. Mr. Jonas testified *°° that 
he believed that the loss in market value which the stockholders of 
Financial and Industrial Securities Corporation would suffer 
initially “would be more than made up in a comparatively short 
time”: 

Q. At the time that the exchange was suggested on the basis of assets for 
assets, of course there was this discrepancy in market price. 

TAU EXGeS: 

Q. And what discussions did you have with Mr. Catchings with respect to 
this discrepancy in market price? 


493 Md. Code Ann. (Flack 1985), Art. 28, §§ 36, 3614, which provide that dissenting 
stockholders on following the procedure specified in the law for obtaining an appraisal 
of their shares, are entitled to receive the “‘fair value” of such shares. 

44 Op. cit. supra, note 438, at 16247. 

495 Td., at 16275-7. 
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A. Well, the conversation was as I have indicated along the line of the 
basis of an agreement for exchange and that conversation was extended over 
several sessions. 

Q. You misunderstand me. You had already decided on the basis of an ex- 
change of asset for asset, but you still had the problem that you had to ask 
the F. & I. stockholders to give up a stock selling at a 100% premium for a 
stock that was selling at a 30% premium. You were going to ask him to make 
a sacrifice in market value. 

A. On the face of it, apparently yes. Our feeling was that with the prestige 
at that time of Goldman, Sachs & Company and with their resources added to 
ours, and their management, that the stock would rapidly equalize itself and 
that whatever present discount the F. & JI. stockholders might waive or 
have, would be more than made up in a comparatively short time. That was 
our feeling and the feelings of those around me. 

Q. But the fact is that at that time you were asking him to give up a 
premium value there of 70 points, isn’t that so? 

* * * * * * * 

A. We were asking them to give up the difference between the market 
value and the book value and the Goldman Sachs market value and book 
value. , 

Q. And wasn’t there any talk at that time, Mr. Jonas, that that might be 
a serious obstacle in the effecting of the merger between F. & I. and Goldman 
Sachs because a fellow knew he had the 70 points difference. What you 
were holding out to him was a hope that not only would he recoup that 70 
but would get more; isn’t that so? 

% * * * * * * 


A. I said we took the position we were more interested in the stockholder 
who was going to be a permanent investor in the * * * combined com- 
panies than we were in the one, the stockholder trading in and out of the 
stock, or simply speculating in it, and we felt that for a long time investor 
the markets would not only equalize themselves but we believed sincerely 
they would have a great advantage in the combination. 


Mr. Catchings testified *#°* as follov . as to his discussion with Mr. 
Jonas with respect to the disparity in the market price of the stocks 
of their two companies: 


Q. * * * Was there any discussion as to what the effect on the market 
would be? . 

A. There were discussions with him at the time, yes. 

Q. Do you remember what those discussions were? 

A. It is possible now to remember them only vaguely, of course, but they 
were to the effect that The Goldman Sachs Trading Corporation stock after 
the exchange would sell on a parity with the price theretofore existing for 
Financial and Industrial stock. 

Q. You were convinced of that fact? 

A. I don’t say one was convinced of it but it was our. expectation that that 
would be the fact. 


Mr. Catchings’ “expectation” that the stocks of The Goldman Sachs 
Trading Corporation would eventually sell in the market at a price 
equivalent to that of the stock of Financial and Industrial Securi- 
ties Corporation was based on what he characterized as the “wildest 
kind of opinion” that by the mere force of the agreement of the two 


— 


461d. at 16329-30... 
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companies to combine it was “inevitable” that the market price of 
the stock of The Goldman Sachs Trading Corporation would reach 
its “natural level”; *°7 that is, a price equivalent to the market value 
of the stock of Financial and Industrial Securities Corporation. Mr. 
Catchings testified : 4°8 


Q. Is this a correct statement? Was the deal between you and Mr. Jonas, 
each representing your corporation, that the exchange of stock would be 
on the basis of equal asset values for equal asset value as between Goldman 
Sachs Trading Corporation and F. & I.? 

A, That is correct. 

Q. At the time you made that deal, Goldman Sachs Trading Corporation 
was selling on the market at about 30 percent above its asset value? 

A. That is correct. 

Q. And F. & I. stock was selling at about 100 percent above asset value? 

A. That is right; at about twice its asset value, approximately.” 

Q. If then the deal was finally to be consummated, with the approval of the 
stockholders of F. & I. who exchanged the assets of F. & I. for Goldman 
Sachs Trading stock on the basis of equal asset value for equal asset value, 
or equal market value for equal market value, the parity of the two stocks 
on the basis of the trade would have been at a price of approximately 218 to 
220 per share” for Goldman Sachs Trading stock? 

A. That is correct. 

Q. If the deal was to be consummated by an actual merger of the two 
corporations or the sale of F. & I. assets to The Goldman Sachs Trading 
Corporation on that basis it was inevitable, was it, that these stocks would 


come together at some market price? 

A. That is correct, because there was going to be one stock only out of 
the deal, and that was going to be The Goldman Sachs Trading Corporation 
so that the F. & I. stockholders would only have The Goldman Sachs Trading 
Corporation as representing the market value, whatever it might be. 


47 Td., at 16130-2. 


498 Td., at 16159-60. 
49 Ags at February 8, 1929, the market value of the stock of The Goldman Sachs Trading 


Corporation was $1361%4 a share; its asset value was $108 per share. The market value 
of the stock of Financial and Industrial Securities Corporation on the same date was 
$145 a share and its asset value was approximately $75 a share. See supra, p. 1534. 

500 This figure represented the market value which the existing 1,125,000 shares of The 
Goldman Sachs Trading Corporation stock, before giving effect to the 100% stock dividend 
to be declared on such stock, would have to attain in order to achieve a parity with the 
market value of the Financial and Industrial Securities Corporation stock under the final 
plan of combination decided upon by Mr. Catchings and Mr. Jonas. This final plan re- 
quired the issuance of 2,250,000 shares of The Goldman Sachs Trading Corporation stock 
for the outstanding 1,700,000 shares of the stock of Financial and Industrial Securities 
Corporation. In other words, under the final plan 1-11/34 shares of The Goldman Sachs 
Trading Corporation stock were to be issued for each share of the stock of Financial and 
Industrial Securities Corporation. Since the market value of Financial and Industrial 
Securities Corporation stock was $145 a share, the stock of The Goldman Sachs Trading 
Corporation after the 100% split-up would have to sell at $110 a share if the stockholders 
of Financial and Industrial Securities Corporation were to receive shares of stock in the 
eombined company having a market value equivalent to the market value of their own 
stock. However, under the tentative plan of February 3, 1929, which contemplated a 
share-for-share exchange of stock of the two companies, after a 100% split-up of the stock 
of The Goldman Sachs Trading Corporation, the existing 1,125,000 shares of the stock of 
The Goldman Sachs Trading Corporation would have had to reach a market value of 
approximately $290 a share if a parity with the market price of the stock of Financial 
and Industrial Securities Corporation was to be achieved. The reason for the abandonment 
of the tentative plan of combination of February 3, 1929 is described infra. 
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Q. Well, you tell us what is your reason for believing it is inevitable that 
the two stocks would come together by reason of making this deal at approxi- 
mately $218 to $220 per share for The Goldman Sachs Trading Corporation 
stock. 

A. My reason for believing it is that under the conditions existing at that 
time a price of twice the asset value for the investment company stock was a 
reasonable price and it had existed for a long time through the F. & I. stock. 
They have a very large number of stockholders and a recognition on the part 
of the F. & I. stockholders that they were willing to have the Goldman Sachs 
stock in exchange share for share for their stock was a recognition, in my 
opinion, that the Goldman Sachs stock was worth, under the conditions that 
prevailed at the time, marketwise, $215 to $220 a share. 


Mr. Catchings further testified : °° 


A. * * * What I do say to you is that it would have gotten to the level 
at which it did get and where it stayed for a long time thereafter’ even if we 
hadn’t bought a share of stock. 

Q. That is the wildest kind of conjecture. 

A. It is absolutely the wildest kind of opinion. 

* * * * as * * 


The very nature of the deal with F. & I. involved a recognition of the fact 
that The Goldman Sachs Trading Corporation stock should be selling around 
$220 to $230 a share because that is the basis on which the F. & I. stockholder 
agreed to take it. 


However, as Mr. Catchings conceded, the 100% premium over its 
asset value at which the stock of Financial and Industrial Securities 
Corporation was selling in the open market was a reflection of the 
three years of successful operation of the company and constituted 
the public’s estimate of the capability of Mr. Jonas’ management. 
On the other hand, The Goldman Sachs Trading Corporation had 
been in existence only two months. It had no sustained record of 
management success. Presumably the public’s appraisal of the man- 
agement ability of Goldman, Sachs & Co. was reflected in the market 
value of the stock of Goldman, Sachs & Co. which on February 2, 1929, 
was selling at $136.50 a share, a figure only 30% in excess of its asset 
value. When questioned on this point, Mr. Catchings testified : 5° 


Q. And F. & I. had made, as you recall it, $35,000,000 during the year 1928, 
exclusive of its unrealized appreciation on its securities. 

A. I think that is a little larger than it was, but it was approximately that. 

Q. Do you recall what their profit was in the year 1927, exclusive of its un- 
realized appreciation on securities? 

A. My recollection is somewhere around nine to ten million dollars * * *. 

Q. So that F. &. I. up to January 1, 1929, had had a successful record. 

A. Yes. 


501. Op. cit. supra, note 438, at 16132, 16137. 

502 The record indicates that the market price of the stock of The Goldman Sachs Trad- 
ing Corporation was substantially influenced throughout the year 1929 by trading accounts 
operated in such stock by the investment company itself (see infra), by Goldman, Sachs & 
Co. and by W. C. Durant who conducted a trading account in the stock from March to 
July 1929, sharing at least some of his profits and losses with The Goldman Sachs Trad- 
ing Corporation which had granted him options (which were in part exercised) to pur- 
chase its own treasury stocks. See infra and Ch. I of this part of the report, pp. 13-16. 

503 Op. cit. supra, note 438, at 16197-9. 
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Q. And of course that was reflected in its market premiums, isn’t that so? 

A. Yes. 

Q. The fact is that the premium just means that. It means the value that 
you put upon the belief or faith that you have in the management to handle the 
money, isn’t that so? 

A. That is correct. 

Q. Over a period of years, the public, basing its decision upon the perform- 
ance of the Jonases in F. & I. placed a 100% premium upon their management, 
isn’t that so? 

A. Yes. 

Q. Now, The Goldman Sachs Trading Corporation had only been in existence 
two months. : 

A. Yes. 

Q. And you said it was natural that it would reach a premium of 100% too. 

A. Yes. In the course of time it seemed to me that The Goldman Sachs 
Trading Corporation stock would sell on the same basis as other companies. 

Q. You will pardon me, but that sounds a little conceited to me, because you 
had nothing to calculate what premium would be placed on your management 
of $100,000,000 of liquid funds. You determined that the premium that should 
be placed upon your future management of that fund should be 100 percent and 
then you started putting up the stock to where you thought the premium should 
be, isn’t that so? 

A. No. 


_ Since most of the stockholders of Financial and Industrial Securi- 
ties Corporation were unaware, on February 3, 1929, of the nego- 
tiations for the combination of their company with The Goldman 
Sachs Trading Corporation, it is obvious that they could not have 
“recognized” any relationship between the market price of their stock 
and that of The Goldman Sachs Trading Corporation. Mr. Jonas 
and his associates, who together owned 45% of the stock of Financial 
and Industrial Securities Corporation, evidently did not “recognize” 
that as a mere result of their agreement to combine the two com- 
panies, the market price of the stock of The Goldman Sachs Trading 
Corporation would appreciate in value to a point where it would 
be on a parity with that of Financial and Industrial Securities 
Corporation. Mr. Jonas testified : °° 


Q. Did he [Mr. Catchings] tell you that he hoped The Goldman Sachs Trad- 
ing Corporation would go to 220 where it would be on a parity with the F. & I. 
stock? 

A. I don’t recall. 

Q. You had that anticipation or hope, or else I think you told us that you 
felt that through the combination of both companies that the stock would go 
to 220 based upon their 50 years of reputation. 

A. I didn’t mention its going to 220. I said I felt the stocks would adjust 
themselves to a mutual position. Whether one was up or one was down, I felt 
that sooner or later the Financial and Industrial Securities stockholders would 
get the advantage of the combination with Goldman Sachs. 

Q. The only way they could get the advantage of that combination is that 
they would receive ultimately a market price more than they were giving up; 
isn’t that so? 

A. Yes. 


50 Td., at 16287-8. 
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Q. And they were giving up 70 points in premium, isn’t that so? 

A. I didn’t have in mind whether that would come in one week or thirty days 
or six months. 

Q. Now, you say you knew, Mr. Jonas, that either the F. & I. would go down 
or the Goldman Sachs would go up. You weren’t certain that the Goldman 
Sachs would go up to the level of the F. & I. The possibility was that people 
might make a blocked arbitrage and bring the F. & I. down to the level of 
Goldman Sachs. 

A. I didn’t know what might happen in the immediate time at that period, 
but I felt very confident that the ultimate result would be a desirable result. 
That was my best judgment at that period. 


Despite Mr. Catchings’ belief in the “inevitability” of a rise in the 
market value of the stock of The Goldman Sachs Trading Corpora- 
tion to a point equivalent to the market value of the stock of Financial 
and Industrial Securities Corporation, it is significant that no imme- 
diate announcement of the prospective combination of the two com- 
panies was made to their stockholders. Instead, as part of the Feb- 
ruary 3, 1929, plan, an account *°> was formed to trade in the stock 
of both The Goldman Sachs Trading Corporation and Financial and 
Industrial Securities Corporation. The participants in this account 
were The Goldman Sachs Trading Corporation and Delmar Capital 
Corporation, one of Mr. Jonas’ “office corporations” 5°° which he con- 
trolled and of which he was the largest stockholder.®” The agree- 
ment °° creating the account recited that “In connection with the 
proposed acquisition by The Goldman Sachs Trading Corporation of 
the assets of Financial and Industrial Securities Corporation, this is 
to confirm our understanding that we both deem it expedient to arbi- 
trage in the stock of these two companies * * *.” The account 
was to operate for 30 days unless sooner terminated by the purchase 
by The Goldman Sachs Trading Corporation of all of the assets of 
Financial and Industrial Securities Corporation. The agreement of 
the parties further provided that if the purchase of the assets of 
Financial and Industrial Securities Corporation by The Goldman 
Sachs Trading Corporation occurred within the 30-day period of the 
duration of the account, the entire profit and loss in the account was 
to be borne by The Goldman Sachs Trading Corporation, which also 
was to receive all of the stock accumulated by the account.° How- 
ever, if the purchase by The Goldman Sachs Trading Corporation of 
the assets of Financial and Industrial Securities Corporation was not 
consummated within the 30-day period of the duration of the account, 
then Delmar Capital Corporation was to have a one-half interest in 
the account and was to share equally in its profits and losses.*° 

The Goldman Sachs Trading Corporation was to be the manager of 
the account and was “in its uncontrolled discretion” to have full power 
to buy, sell, and generally trade in the stock of the two companies.®"! 


5% The terms of this account were put in writing on February 4, 1929 (id., Commission’s 
Hxhibit No. 1677). 


506 Td., at 16126. 

507 Td., at 16264. 

508 Td., Commission’s Exhibit No. 1677. 
508 Td., at 16135. 

510 Tbid. 

511 Id., Commission’s Exhibit No. 1677. 
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As will be seen hereafter, the purchase of all the assets of Financial 
and Industrial Securities Corporation by The Goldman Sachs Trad- 
ing Corporation occurred within the 30-day period of the duration of 
the account, so that under its terms The Goldman Sachs Trading Cor- 
poration became the sole owner of the stock accumulated by the 
account. 

Mr. Jonas testified that he, through his controlled company, Delmar 
Capital Corporation, agreed to participate in this account because 
Mr. Catchings thought it was desirable to do so *? “from the view- 
point of buying and selling the stock.” ** Mr. Jonas also conceded in 
his testimony that this account, which, as will be described later, con- 
centrated its activities in purchases of the stock of The Goldman 
Sachs Trading Corporation on the market, was not in fact an “arbi- 
trage” account although it was so labeled in the agreement creating 
the account. Mr. Jonas testified : °4 


Q. Now, Delmar Capital Corporation did enter into the joint account with The 
Goldman Sachs Trading Corporation to trade in the stock of The Goldman 
Sachs Trading Corporation. What did you conceive the purpose of the account 
to be, Mr. Jonas? 

A. To arbitrage in the stock or to buy and sell the stock, in the discretion of 
The Goldman Sachs Trading Corporation, who were the managers of the account. 

Q. Did it turn out to be an arbitrage account? _ 

A. I don’t know how much arbitraging there was done in the stock. 

Q. Arbitrage means you buy one and Sell the other, but this trading was just 
with the Goldman Sachs Trading Corporation common stock? 

A. I understand that a substantial amount of The Goldman Sachs Trading 
Corporation stock was purchased, and a part of it resold. That apparently was 
the main thing for which the account was used. 

Q. That is not arbitrage, that is just trading in the stock. 

A. Yes. 


Mr. Catchings testified that the account was formed “for the purpose 
of being active in the market during the time until the stock [of The 
Goldman Sachs Trading Corporation] reached its natural level,” °%® 
that is, until the stock of The Goldman Sachs Trading Corporation 
attained a market value on a parity with that of Financial and Indus- 
trial Securities Corporation. Mr. Catchings contended that since the 
stock of The Goldman Sachs Trading Corporation would “inevitably” 
appreciate in market value to a parity with that of the Financial and 
Industrial Securities Corporation, the trading account which had been 
formed on February 4, 1929, would enable The Goldman Sachs Trading 
Corporation to derive the profit which otherwise would be made by 
“speculators” who would have bought the stock in connection with the 
“advance” *46 which “would have taken place in connection with the 
consummation of the merger deal.” *37 

However, on February 4, 1929, when the trading account formed by 
Delmar Capital Corporation and The Goldman Sachs Trading Cor- 


512 Tbid. 

513 Td., at 16286-7. 
514 1d., at 16277. 
515 Td., at 16131. 
516 Td., at 16161. 
517 Thid. 
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poration commenced to purchase substantial blocks of The Goldman 
Sachs Trading Corporation stock in the open market, the general 
public was unaware of the precise details of the plan to combine the 
companies. In fact, Mr. Catchings and Mr. Jonas, themselves, al- 
though they were aware that the combination would take place on the 
basis of the asset values of the stocks of the two companies, “didn’t 
know at that time what machinery was going to be adopted for carry- 
ing it out,’’ 548 

On February 4, 1929, the general public was only aware of a rumor 
that the two companies were to combine. Whether the basis of com- 
bination was to be the asset value or the market value of the respective 
stocks was unknown.*® Nor were the “speculators” aware of the value 
| of the assets of The Goldman Sachs Trading Corporation which had 
| as yet published no reports. The value of the assets of Financial and 
Industrial Securities Corporation on February 4, 1929, was also not 
disclosed to the public.*° More important, the public was not aware 
of the terms of the exchange of shares. They were unaware of the 
fact that it was the then intention of the parties to increase the exist- 
ing The Goldman Sachs Trading Corporation stock to 2,250,000 shares 
by means of a two-for-one split-up of the stock and to issue an addi- 
tional 2,250,000 shares to the stockholders of Financial and Industrial 
Securities Corporation. Nor was the public aware of the fact that it 
was contemplated that the outstanding 1,700,000 shares of Financial 
and Industrial Securities Corporation were to be increased to 2,250,000 
by an offering of 550,000 shares of such stock to the company’s existing 
stockholders.>”+ 

Certainly without a knowledge of these facts, it would be difficult 
for “speculators” to trade in the stock of The Goldman Sachs Trading 
Corporation or of Financial and Industrial Securities Corporation.®”2 
Moreover, the speculators may have shared Mr. Jonas’ opinion that it 
was possible that the market price of the Financial and Industrial 
Securities Corporation stock would decline to the level of the stock of 
The Goldman Sachs Trading Corporation as a result of the announce- 
ment of the merger. 

Not until February 11, 1929, was a final plan for a combination of 
the two companies, which differed radically from the original plan of 
February 3, 1929, announced. On that date, however, as a result pri- 
marily of previous substantial market purchases of the stock of The 
Goldman Sachs Trading Corporation by the trading account formed on 
February 4, 1929, the market price of The Goldman Sachs Trading 
Corporation’s existing stock had reached a parity with that of Finan- 


518 Td., at 16189. 

519 Td., at 16177-84. 

520'The annual report of Financial and Industrial Securities Corporation for the year 
ending December 31, 1928, was not completed by the company’s auditors until February 
28, 1929 (op. cit. supra, note 436, Commission’s Exhibit No. 3006). 

521 Op. cit. supra, note 438, at 16188. 

52 On February 7, 1929, there appeared in The New York Times, p. 36, a report of the 
impending combination of the two companies which was derived from an interview with 
Mr. Catchings. The plan of combination as described in the report was substantially 
that upon which Mr. Jonas and Mr. Catchings had tentatively agreed on February 83, 
1929. However, the report added: ‘‘The terms on which the Financial and Industrial 
will increase its capital have not yet been announced and until this is done it will not be 
known exactly the basis on which the shares of the two companies will be exchanged 
for stock of the new company.” 
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cial and Industrial Securities Corporation, on the basis of the final plan 
for the combination of the two companies. 

On February 2, 1929 (Saturday), the stock of The Goldman Sachs 
Trading Corporation closed on the New York Curb Exchange at 
$136.50 a share.*°* The volume of trading on that day was 14,800 
shares. On the following Monday, February 4, 1929, The Goldman 
Sachs Trading Corporation, as the manager of the joint account be- 
tween itself and Delmar Capital Corporation, commenced market oper- 
ations in its own stock. On that day, as a result of a “leak,” *24 from 
an undisclosed source, of the impending combination of the two com- 
panies, “there was a tremendous hullabaloo” ®2° and the market in the 
stock of The Goldman Sachs Trading Corporation did not open until 
11 o’clock in the morning. At that time, the specialist in the stock had 
bids of $175 a share for the stock,**° a price approximately 40 points 
higher than the previous closing price for the stock. Despite the sub- 
stantial advance in the price of the stock and the opportunity to make 
a 40-point profit, The Goldman Sachs Trading Corporation, although 
requested to do so by the specialist in the stock, refused to supply stock 
to meet the bids on his book." Instead, 'The Goldman Sachs Trading 
Corporation put in buying orders for its own stock and at the end of the 
day’s trading had purchased 53,200 shares of its own stock or 54% of 
the total of 98,600 shares traded on the New York Curb Exchange for 
the day.*** Not a share of its own stock was sold by The Goldman 
Sachs Trading Corporation in the market.°?? The price of the stock 
closed at $178 a share.®®° 

On February 5, 1929, The Goldman Sachs Trading Corporation 
as manager of the joint account with Delmar Capital Corporation 
purchased 42,300 shares of its own stock on the New York Curb 
Exchange, or 76% of the total of 56,500 shares of such stock 
traded on the New York Curb Exchange for the day. Again no 
shares were sold by The Goldman Sachs Trading Corporation. 
The closing market price for the stock on February 5, 1929, was 
$1795g. On February 6, The Goldman Sachs Trading Corpora- 
tion in its capacity as manager of the joint account purchased 
9,100 shares of its own stock on the New York Curb Exchange, or 
the equivalent of 33% of the total of 28,000 shares traded on the 
New York Curb Exchange for the day. The Goldman Sachs Trading 
Corporation again did not sell a share of its stock on the New York 


523 Op. cit. supra, note 438, at 16137. 

54 Td., at 16128. 

525 Thid. 

IG, ale IGS, 

827 Td., at 16136. 

528 Td., at 16140-1. 

529 Thid. 

8° Ibid. These and subsequent purchases of its own stock were made by The Goldman 
Sachs Trading Corporation notwithstanding a resolution of its directors on December 14, 
1928, that ‘‘the officers of this corporation are instructed that in exercising the corporate 
power of dealing in the stock of the corporation they be governed by the principle of 
making such transactions only when the purchases or sales at the prices at which made 
are, in their opinion, for the best interest of the corporation and not merely for the pur- 
poses of affecting the price of the stock in the market.” (Derived from supplementary 
information supplied the Commission for The Goldman Sachs Trading Corporation [min- 
utes of the meeting of the Board of Directors of The Goldman Sachs Trading Corporation, 
December 14, 1928].) 
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Curb Exchange. The closing price of the stock for the day was 
$1877%. On February 7, 1929, The Goldman Sachs Trading Corpo- 
ration purchased 69,800 shares of its own stock on the New York Curb 
Exchange or 77% of the total of 89,500 shares of such stock traded 
on the exchange that day. On the same day, The Goldman Sachs 
Trading Corporation sold 4,500 shares of its own stock on the market. 
The closing market price of the stock of The Goldman Sachs Trading 
Corporation on February 7, 1929, was $221 a share. To sum up, from 
February 4, 1929, to February 7, 1929, inclusive, The Goldman Sachs 
Trading Corporation purchased on the New York Curb Exchange 
174,400 shares of its own stock at a total cost of approximately $33,- 
325,000 and sold only 4,500 shares for total proceeds of approximately 
$975,000. Its purchases over the 4-day period constituted 64% of the 
total purchases of the stock on the New York Curb Exchange.*** 
The price of the stock rose from $186.50 a share on February 2, 
1929, a price 830% in excess of its asset value,**? to $221 a share on 
February 7, 1929, a price roughly equivalent to twice its asset value.**° 
The purchasing activities of the joint account in the stock of The 
Goldman Sachs Trading Corporation from February 4 to February 
7, 1929, reflected all of the techniques of a typical pool or trading 
account which has for its purpose the manipulation of the market 
price of a security to a point higher than its previously existing level. 
The account confined its activities primarily to buying; its predomi- 
nant purchasing resulted in a sharp increase in the volume of trading 
in the stock,®*4 a factor which alone would attract the public’s atten- 
tion to the stock. Furthermore, the activities of the account included 
purchases of the stock at the opening of each day’s trading at higher 
levels than the previous day’s closing price for the stock,®** and run 


531 Op. cit. supra, note 438, at 16141-3. 

532Td., at 16157. 

533 Td., at 16144. 

534 The daily volume of trading in the stock of The Goldman Sachs Trading Corporation 
on the New York Curb Exchange for the four days prior to February 4, 1929, and for the 
period February 4 to February 7, 1929, was as follows: 


Volume of 
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585 On February 5, 1929, the market in the stock of The Goldman Sachs Trading Cor- 
poration opened at $178, the previous day’s closing prices and The Goldman Sachs Trading 
Corporation bought 41,300 shares at this price (op. cit. supra, note 438, at 16149). On 
February 6, 1929, the market opened at $18014, % up from the previous day’s closing 
prices, and The Goldman Sachs Trading Corporation bought 500 shares at this price (id., 
at 16150). On February 7, the market opened at $195, % up from the previous day’s 
closing, and the corporation bought 14,700 shares at this price (id., at 16152). 
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ups” of the stock to new highs at the close of each day’s trading.*** 
In other words, the account itself established the market price of the 
stock on the New York Curb Exchange at the opening and closing of 
each day’s trading in the stock. 

Sidney J. Weinberg, a partner in Goldman, Sachs & Co. and one of 
the directors of The Goldman Sachs Trading Corporation, when 
examined on market activities of this character, testified : °°” 


Q. Let me ask you an elementary question, Mr. Weinberg. If you keep buy- 
ing on the Exchange continuously, without any counter-selling on the Exchange, 
it is almost inevitable that the state of the market must be improved? 

A. Well, buying actually improves the market; we know that. 

Q. It is an almost foregone conclusion that the price will go up; isn’t that so? 

A. It depends, I say, upon the security, Mr. Schenker, and the way you do it. 

Q. Well, now, just take the ordinary case where a fellow goes in and buys 50 
to 60 percent of all of the stock offered on the Exchange; would that put the 
price up? 

A. I will take your word that if a man goes in and buys it that way. It 
depends upon how you do it, but it has a tendency to put it up. 

ae * * * * * * 

Q. Now, in any pool, Mr. Weinberg, there are certain well known techniques. 
If you want to create the impression that there is a public demand for the stock, 
the way to do it, is it not, is to have what we call “run-ups,” to have the stock 
come up at say 30, 8014 and 30% and 81. 

A. We [Goldman, Sachs & Co.] didn’t practice it. 

Q. I am not saying that you did, but I am trying to get the indicia of a pool. 

A. Yes; there are many ways to do it, I suppose; yes. 

Q. Well, when a fellow sees it coming on, the stock 30, 30%, 30%, and 30%, 
he thinks the public is feverish for it? 

A. Yes; that might be so. 

Q. And another thing to do is to try to offer the stock at a little higher price 
than the close of the night*before; isn’t that so? 

A. Yes; I Suppose so. 

. And then another favorite device (we hope used to be and is not now)—— 
. “Is not now” is right. 

. We hope—is to make a new high at the close; isn’t that so? 

. Well, I Suppose those were practices; yes. 

. And then, of course, another factor in any manipulative account is mere 
force of volume; isn’t that so? 


OPOPSO 


536OQn February 4, 1929, the stock of The Goldman Sachs Trading Corporation closed 
at $178 a share as the result of the purchase by The Goldman Sachs Trading Corporation 
of 19,300 shares of the stock at the end of the day’s trading (id., at 16149). On Feb- 
ruary 5, 1929, The Goldman Sachs Trading Corporation’s stock closed at $17954. The 
last trades in the stock for the day, all of which were purchases by The Goldman Sachs 
Trading Corporation, were 200 shares at $17914; 200 shares at $179%4; 200 shares at 
$1795 ; 200 shares at $17914; and 100 shares at $17956, the closing price. The stock 
thus closed a point and five-eighths above the previous day’s closing price (ibid.). On 
February 6, 1929, the last four trades in the stock represented purchases by The Gold- 
man Sachs Trading Corporation at progressively higher prices to create a price of 
$187%, a new high level for the stock. The purchases made by The Goldman Sachs 
Trading Corporation at the close of the market on this day were 300 shares at $185; 
100 shares at $18714; 100 shares at $187% ; and 100 shares at $187% (id., at 16150). 
On February 7, 1929, the closing market price of the stock was $211, which was estab- 
lished by a purchase by The Goldman Sachs Trading Corporation of 1,000 shares at that 
price at the end of the day (id., at 16152). 

°t Public Examination, Central States Electric Corporation, at 18457-8 and 1351416. 
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A. I am taking your assumptions, that they are all correct; yes. You seem 
to know more about it than I do. 
Q. Are you serious about that? 
A. I am serious about that. 
How long have you been in Wall Street? 
. Thirty years. 
. You mean to say it is the first time that you have heard that? 
No; I have heard of it before. 
And you have seen it, too, haven’t you? 
. I have heard of it and I probably have seen it, too. 
. And even if the price is stable, if there is a large volume, that will excite 
interest in the stock; isn’t that so? 
A. Probably; yes. 
Q. The mere impact of the volume of trading attracts attention to the stock; 
isn’t that so? 
A. I suppose so. 


OPOorore 


Mr. Catchings, however, denied that the account was a manipula- 
tive one, apparently because, in his ‘“‘wild opinion,” irrespective of 
the activities of the trading account the market price of the stock of 
The Goldman Sachs Trading Corporation would have risen to $220 a 
share by the mere force of the agreement of the two companies to 
combine. Mr. Catchings, however, did not deny that the operations 
of the trading account may have accelerated the rise of the market 
price of the stock of The Goldman Sachs Trading Corporation from 
$1361 per share to $221 a share between February 4 and February 7, 
1929, although he denied that that was the purpose of the account. 
He testified : °° 


A. * * * JT gay the facts as I formed the account and as I handled it and 
directed its activities, I tell you with great positiveness, that the account was 
not formed for the purpose of putting up stock and that it was not formed for 
the sake of manipulating the market but was formed for the purpose of being 
active in the market during the time until the stock reached its natural level. 

Q. That is assuming that it was going to reach a level? 

A. Stocks always reach a level; they are always on a level. 

Q. And do you deny that your trading in that stock helped to place the stock 
at what its level was? 

A. You and I have gone over this ground before. and I say to you now the 
same thing I said to you then that I think the stock would have gone to precisely 
the same point it did go whether we bought the stock or didn’t. 

Q. That is why I was meticulously careful the first day to have you repeat 
the statement, “Let’s not say what would have happened had something else 
happened.” 

A. That is correct. 

Q. And you say that regardless of the trading that was done in that stock by 
The Goldman Sachs Trading Corporation, that stock would have gone to $220, 
which it ultimately reached on February 7, which was four days after the news 
came out. 

A. I don’t say it would have gone there on February ‘7th. 

Q. But you do deny that with your trading you put it there on February 7th? 

A. I don’t know whether our trading put it there or whether it didn’t. I say 
it got there on February 7th, that is a certainty, and I am not saying to you 


538 Op. cit. supra, note 438, at 16131-2. 
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that it would or would not have gotten there if we hadn’t bought stock during 
these few days, but what I do say to you is that it would have gotten to the 
level at which it did get where it stayed for a long time thereafter,” even if 
we hadn’t bought a share of stock. 

Q. That is the wildest kind of conjecture. 

A. It is absolutely the wildest kind of opinion. 


Mr. Catchings further testified : 4° 


A, * * * The very nature of the deal with F. & I. involved a recognition 
of the fact that The Goldman Sachs Trading Corporation stock would be sell- 
ing around $220 to $230 a share because that is the basis on which the F. & I. 
stockholders agreed to take it. 

Q. When you say involved a recognition, that is you and Mr. Jonas sat 
down and said, “this stock should sell at $220” and you were going to put it 
there? 

A. Most emphatically no; you can argue that all you want, I am trying to 
tell you what the facts are. 

Q. You told me that the whole basis of the deal involyed a recognition that 
the Goldman Sachs stock should be selling at $220 because that was the basis 
upon which the exchange was made, so you and Jonas sat down and said 
“Goldman Sachs should be selling at $220.” 

A. No, sir. 

Q. It wasn’t selling at $220 before that time? 

A. No; but the F. & I. stock was selling at or above that. OES eR 

Q. To my mind that has absolutely nothing to do with what transactions 
you consummated on the New York Curb Exchange because what was your 
subjective intent with respect to what the price should be or was has nothing to 
do with what the effect of your purchases was on the market. 

A. My subjective intent hasn’t anything to do with it. What was actually 
the situation was that a deal was made between two great groups where one 
group was willing to take The Goldman Sachs Trading Corporation stock as of 
the market parity with their own and that was the whole point of the thing. 
The deal was made on that basis * m3 

Q. I am not denying that, but I am saying that the deal having been made 
on that basis, you went out deliberately with your purchases to get it at that 


parity. 
A. No; the whole point is that the stock went there, we didn’t have to put it 
there; it would have gone there itself. 


Mr. Jonas, on the other hand, when interrogated as to the effect on 
the market price of the stock of The Goldman Sachs Trading Corpo- 
ration created by the purchasing activities of the joint account, testi- 
fied : ®2 

Q. Did you know that on * * * February 4, when the news of the merger 
leaked out, that they [The Goldman Sachs Trading Corporation on behalf of the 
joint account] purchased a substantial block of stock, 53,200 shares for $9,376,- 
250, and didn’t sell a single share upon the exchange? Did they tell you that was 
their first day’s business, Mr. Jonas? 

A. I don’t recall having been told. 


&39 See note 502, supra. 
&0 Op. cit. supra, note 438, at 16137-9. 
Sid a L6278. 
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Q. Do you also take the position that the purchase of 53,200 shares on that date 
which constituted 55% of the volume of trading on the New York Curb Exchange, 
had no effect on moving the price of that stock up, and that it would have gone up 


_ with that rapidity whether you did that buying or not? 


A. I don’t know, it would be a mere guess on My part. Iassume that buying a 
large block would affect the market. I thought the market would adjust itself 
regardless of this account. 


In contrast to the sharp rise in the market price of the stock of The 
Goldman Sachs Trading Corporation between February 4 and Febru- 
ary 7, 1929, the stock of Financial and Industrial Securities Corpora- 
tion, which was traded only over the counter, remained fairly stable 
at a price between $136 and $150 a share between February 4, 1929, and 
February 21, 1929, the date that a majority of the stockholders of 
Financial and Industrial Securities Corporation approved the sale of 
sts assets to The Goldman Sachs Trading Corporation.*™ However, 
the stability of the market price of the stock of Financial and Indus- 
trial Securities Corporation may have been the result of the purchase 
by The Goldman Sachs Trading Corporation between February 6 and 
February 21, 1929, of 70,318 shares of the stock of Financial and Indus- 
trial Securities Corporation at prices between $1353, to $14614 a share 
and sales by The Goldman Sachs Trading Corporation over the same 
period of 26,257 shares of the stock of Financial and Industrial Securi- 
ties Corporation at prices between $197 and $152 a share.°** 

‘As has been stated, the result of the purchasing activities of the jot 
account was to establish on February 7, 1929, a market value of $221 
a share for each of the existing 1,125,000 shares of the stock of The 
Goldman Sachs Trading Corporation. A 100% stock dividend on the 
stock at this time would create 2,250,000 shares of The Goldman Sachs 
Trading Corporation stock which presumably would have a market 

-alue of $110.50 share. And if an additional 2.250,000 shares of new 
stock of The Goldman Sachs Trading Corporation were issued for the 
1,700,000 shares of the stock of Financial and Industrial Securities 
Corporation, each existing share of Financial and Industrial Securi- 
ties Corporation stock would be exchangeable for 11%44 shares of the 
ctock of The Goldman Sachs Trading Corporation. Since the market 
value of the stock of Financial and Industrial Securities Corporation 
was then approximately $145 a share, 1114, shares of The Goldman 
Sachs Trading Corporation, with a market value of $110.50 per share, 
would have a market value approximately equivalent to the market 
value of the stock of Financial and Industrial Securities Corporation. 
In other words, the market price of $221 per share for the existing 
shares of stock of The Goldman Sachs Trading Corporation created 
by the purchasing activities of the joint account was on a parity with 
the market price of the stock of Financial and Industrial Securities 
Corporation, on the basis of an exchange of 2,250,000 shares of new 
stock of The Goldman Sachs Trading Corporation for the 1,700,000 
outstanding shares of the stock of Financial and Industrial Securities 


Corporation. 


32 On February 4, 5, and 6, 1929, the stock of Financial and Industrial Securities Cor- 
poration was quoted over the counter at $150 a share. However, by February 19, 1929, 
the price had dropped to $144 a share. 

543 Op, cit. supra, note 438, Commission’s Exhibit No. 1685. In addition to the pur- 
chases and sales of Winancial and Industrial Securities Corporation stock referred to in 
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Apparently because of this fact, Mr. Catchings and Mr. Jonas deter- 
mined on February 7, 1929, to abandon the tentative plan of February 
3, 1929, in favor of the exchange ratio for the shares of the company 
which has just been described.544 

Under this revised plan, the combined company would have out- 
standing 4,500,000 shares of stock equally distributed among the former 
stockholders of the individual companies, and the exchanging Financial 
and Industrial Securities Corporation stockholders would obtain 
securities in the new company having a market value equivalent to the 
market value of their existing shares. 

However, as has been stated, the value of the assets of The Goldman 
Sachs Trading Corporation had been fixed at $122,000,000 on Febru- 
ary 3, 1929, and on the same date the value of the assets of Financial 
and Industrial Securities Corporation had been fixed at $111,000,000. 
Unless under the new plan the assets of the two companies were equal- 
ized in value, the exchange would result in a gain in asset value to the 
stockholders of Financial and Industrial Securities Corporation. Ac- 
cordingly, on February 7, 1929, a readjustment of the value of the assets 
of the two companies was made. The market value of the assets of 
Financial and Industrial Securities Corporation was revised upwards 
to $117,500,000, and the original plan to have Financial and Industrial 
Securities Corporation increase its assets to $122,000,000 by selling to 
its stockholders 550,000 additional shares of its stock at $20 a share was 
abandoned. Instead, The Goldman Sachs Trading Corporation 
agreed to reduce the value of its existing assets from $122,000,000 to 
$117.500,000 by the payment of a cash dividend of $4,500,000 to its 
existing stockholders.**° Thus the two companies would be combined 
on an equal asset value as well as on an equal market value basis. 

Although on February 7, 1929, the assets of Financial and Indus- 
trial Securities Corporation were valued at $117,500,000, it will be 
recalled that on February 8, 1929, such assets were valued at $111.- 
000,000. ‘The $6,500,000 increase in the value of the assets of Finan- 
cial and Industrial Securities Corporation in the 4-day period from 
February 4 to February 7 were attributed by Mr. Catching “4° to a 
rise in the market value of the company’s portfolio securities. How- 


the text, The Goldman Sachs Trading Corporation between February 21 and March 12, 
1929, purchased 12,696 shares of the stock of Financial and Industrial Securities Corpora- 
tion and sold 875 shares of such stock. On March 12, 1929, The Goldman Sachs Trading 
Corporation had accumulated and held 56,352 shares of the stock of Financial and Indus- 
trial Securities Corporation at an average cost of $146.24 a share. These shares were, 
pursuant to the final plan for the combination of the two companies adopted on Feb- 
ruary 7, 1929 (see infra), converted into 74,623 shares of the new stock of The Goldman 
Sachs Trading Corporation on the basis of 1-11/34 shares of the stock of The Goldman 
Sachs Trading Corporation for each share of the stock of Financial and Industrial Securi- 
ties Corporation and added to the other shares of its own stock which The Goldman 
Sachs Trading Corporation had accumulated as the result of its participation in the 
joint account with Delmar Capital Corporation (id., Commission’s Exhibit No. 1685). 

“4 The agreement of the parties to the new plan was expressed in written form on 
February 9, 1929 (id., Commission’s Exhibit No. 1680). 

“© Tpbid, This cash dividend was actually paid on March 15, 1929, but amounted to 
only $3,481,230 (id., at 15870 and Commission’s Exhibit No. 1657), since no dividends 
were paid on the holdings of its own stock which The Goldman Sachs Trading Corpora- 
tion had accumulated as the result of its market purchasing activities. The dividend 
was paid from “paid-in surplus” and therefore was in effect a return of the capital con- 
tributed by the stockholders to the enterprise (id., Commission’s Exhibit No. 1657). 

546 Td, at 16202. 
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ever, $4,000,000 or two-thirds of the total appreciation in the assets 
of Financial and Industrial Securities Corporation in the 4-day 
period was the result of the increase in the market value of the 
49,000 shares of the stock of The Goldman Sachs Trading Corporation 
in the portfolio of Financial and Industrial Securities Corpora- 
tion from $136.50 to $221 a share, an increase which was solely the 
result of the trading activities in its own stock by The Goldman 
Sachs Trading Corporation as manager of its joint trading account 
with Delmar Capital Corporation. Despite the fact that the $4,000,000 
appreciation in the stock of The Goldman Sachs Trading Corporation 
held by Financial and Industrial Securities Corporation had been 
the result of the market purchases by The Goldman Sachs ‘Trading 
Corporation itself, Mr. Catchings denied that the value of the assets 
of Financial and Industrial Securities Corporation had been arti- 
ficially “jacked up” by $4,000,000: °*7 


Q. Substantially, Mr. Catchings, I think you will agree that the major por- 
tion of the portfolio of Financial and Industrial Securities Corporation was the 
Manufacturers Trust Company, the insurance companies, the Pick Barth pic- 
ture, the Stern Brothers picture, and The Goldman Sachs Trading Corporation 
stock and cash, wasn’t that so? 

A. Yes. 

Q. And the first agreement, February 6th, said ‘We will take these assets at 
$111,000,000,” on February 9th they said, “We will take these assets at $117,- 
500,000.” During this period the Manufacturers Trust stock had not moved 
up substantially, had it? 


A. I don’t recall, but I don’t believe it had. 

Q. The insurance stock had not moved up substantially, had they? 
A. No. 

Q. The Broadmoor stock had not moved up? 

A. No. 

Q. It had no market? 

A. No. 

Q. Stern Brothers had not moved up substantially ? 
A. No. 

Q. Pick Barth had not moved up substantially ? 

A. No. 


Q. Your [Financial and Industrial Securities Corporation] cash had not 
moved up? 

A. No. 

Q. So the only thing that could possibly have moved up was The Goldman 
Sachs Trading Corporation stock? 

A. Yes. 

Q. And that increase was $4,000,000, isn’t that so, because the increase was 
approximately 85 points and you had 49,000 shares of The Goldman Sachs 
Trading Corporation stock there. And those $4,000,000 resulted from the fact 
that you jacked up the assets of F. & I. on the basis of the increase in price 
in The Goldman Sachs Trading Corporation stock, isn’t that so? 

A. Don’t ask me to say jacked up 

Q. All right. 

A. Let us get along without adjectives. If you want me to testify that the 
market prices of The Goldman Sachs Trading Corporation stock in the F. & I. 


547 Td., at 161938-6 
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porfolio was increased by whatever the amount was, approximately $4,000,000, 
I will say yes. 

Q. And that increase was during the period that The Goldman Sachs Trading 
Corporation purchased stock on the New York Curb Exchange on February 4th, 
purchased on February 5th, and purchased on February 6th, which had abso- 
lutely nothing to do with the rise in the price of The Goldman Sachs Trading 
Corporation stock, is that it? 

A. I say that the nature of the agreement on Iebruary 3d was to recognize 
that as a proper market price for The Goldman Sachs Trading Corporation, but 
of course these activities had taken place in the meantime. 

Q. So that you say on February 6th or on February 3d it was already agreed 
that The Goldman Sachs Trading Corporation stock in the portfolio of F. & I. 
would be taken at $221? 

A. No; I say this, I don’t think that the market activity of the stock during 
these days was of importance so much as the fact that by the very nature of 
the agreement the Goldman Sachs stock was taken as being worth, marketwise, 
twice its asset value. 

Q. I am going to discuss that with you, but first let me get the facts. The 
fact is you say you did take it in originally at $221 on February 3d? 

A. I say when you-— 

Q. On February 8d you did take in your Goldman Sachs Trading Corporation 
stock in computing the asset value of F. & I. at $221, did you? 

A. All that was done on February 3d—you can’t do everything in one minute— 
all that was done on February 3d was to reach an agreement that a plan would 
be worked out on the basis of the consolidation of the two companies on relative 
assets. 

Q. But the more important thing is that the assets of both companies were 
fixed at that date at $111,000,000 for F. & I. and $122,000,000 for The Goldman 
Sachs Trading Corporation, isn’t that so? 

A. That is what is in the letter of February 6th. 

Q. We find on February 9th there is computed for the purpose of this ex- 
change an asset value to the portfolio of F. & I. of $117,500,000 which is $6,500,- 
000 in excess of what was fixed in the 3d and it was during this period from 
the 4th to 7th that The Goldman Sachs Trading Corporation was doing this 
substantial buying on the New York Curb Exchange, isn’t that so? 


A. Yes. 


As has been described, on February 7, 1929, the market price of the 
stock of The Goldman Sachs Trading Corporation had reached a 
parity with that of the stock of Financial and Industrial Securities 
Corporation on the basis of the plan for the combination of the two 
companies which was finally worked out by Mr. Catchings and Mr. 
Jonas on the same day. 

On February 7, 1929, The Goldman Sachs Trading Corporation 
announced the declaration of a:100% stock dividend on its existing 
shares payable on February 25, 1929; and on February 11, 1929, the 
stockholders were, for the first time, fully informed of the final plan 
for the merging of the two companies.** On that day, both com- 


58 The New York Times, February 12, 1929, p. 41. Previously, on February 7, 1929, 
there had appeared in the same newspaper an announcement of the prospective combina- 
tion of the two companies on the basis of the original plan of February 3, 1929 (The 
New York Times, February 7, 1929, p. 36). 
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panies addressed letters to their stockholders announcing meetings of 
such stockholders to be held on February 21, 1929, and soliciting 
proxies—in the case of the Financial and Industrial Securities Corpo- 
ration stockholders for their approval of the sale of the company’s 
assets to The Goldman Sachs Trading Corporation, and, in the case 
of the stockholders of The Goldman Sachs Trading Corporation, for 
their approval of an increase in its authorized capital stock from 
2,500,000 to 10,000,000 shares.*° 

However, The Goldman Sachs Trading Corporation did not term1- 
nate its trading activities in its own stock on February 7, 1929, but 
continued to trade in its existing shares until February 20, 1929, and 
in its new stock, after giving effect to the 100% stock dividend, until 
March 14, 1929. From February 7 to February 21, 1929, the old stock 
of The Goldman Sachs Trading Corporation fluctuated in price from 
$207 to $225.50 a share, or within the range of its approximate parity 
with the market value of the stock of Financial and Industrial Securi- 
ties Corporation which ranged in price over the same period from 
$133 to $150 ashare. Similarly, over the same period the market price 
of the new stock of The Goldman Sachs Trading Corporation created 
by the 100% stock dividend and which was admitted to trading on the 
New York Curb Exchange on a “when issued” basis on February 8, 
1929, fluctuated between $103 and $112 a share, its approximate market 
parity with the stock of Financial and Industrial Securities Corpora- 
tion. 

Although after February 7, 1929 The Goldman Sachs Trading Cor- 
poration engaged to some extent in selling activities in its own. stock, 
such selling activities were exceeded by its purchasing activities. 
Presumably the net purchases of its own stock supported the price 
of the stock at a market parity with that of Financial and Industrial 
Securities Corporation.®*! Tables 24 and 25 indicate the trading by 
The Goldman Sachs Trading Corporation from February 4 to Febru- 
ary 20, 1929, in its original stock, and in its new stock from February 
8. 1929, after the declaration of the 100% stock dividend to March 
14, 1929. 

Expressed in terms of the new stock of The Goldman Sachs Trading 
Corporation, after giving effect to the two-for-one split-up in its 
original stock, the volume of trading in such stock on the New York 
Curb Exchange from February 4 to March 14, 1929, totaled 1,140,400 
shares. During the same period, The Goldman Sachs Trading Corpo- 
ration purchased 557,670 shares of such stock, or approximately 507% 
of the total number of such shares purchased on the New York Curb 
Exchange, and sold 133,660 of such shares, or approximately 12% of 
the total volume of the stock sold on the New York Curb Exchange.” 


549 Op. cit. supra, note 438, Commission’s Hxhibit No. 1687. 

550 Td., Commission’s Hxhibit No. 1680A. 

51'The announcement on February 7 of the prospective 100% stock dividend would 
also presumably have a supporting effect on the market price of the stock of The Gold- 
man Sachs Trading Corporation which that corporation had created as the result of its 
purchases of such stock between February 4 and February 7, 1929. 

82 Op. cit. supra, note 438, Commission’s Exhibit No. 1678. The Goldman Sachs Trading 
Corporation, during the period February 4 to March 14, 1929, also sold over-the-counter 
85.909 shares of stock which it had acquired in the open market. As the result, on March 
14, 1929, the corporation held a total of 388,101 shares of its own stock which it had 
acquired ag the result of its market activities. In addition, it had acquired the 98,000 
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From these figures it is apparent that The Goldman Sachs Trading 
Corporation’s activities in its own stock were the substantial factor in 
the establishment and maintenance of the market value of its shares 
at a price equal to the market value of the shares of Financial and 
Industrial Securities Corporation on the basis of the ratio in which 
the shares of the two companies were to be exchanged under the final 
plan for the combination of the two companies. 


TABLE 24.—Trading in original shares of The Goldman Sachs Trading Corporation 


Trading by The Goldman Sachs | Reported trading on the New | Ratio of trading 


Trading Corporation York Curb Exchange to New York 
= on rb E a 
change vol- 
Trade dates (1929) ‘5 a Price range ume 
ur- ota 
ee Gee) Price range , sales 5 
shares shares = ur- 
High | Low | Close chases Sales 
Percent | Percent 
Feb. 4 (Monday)--- 53, 200 — | $170 -$180 98, 600 | $181 |$170 $178 55 
ReWS, cOscmss= 4-4 eae 42, 300 — 178 - 17954] 56, 500 17954] 178 17954 75 = 
1 - 191 
Welsa 683 ae een a 9, 100 — a we oH 28,000 | 19234] 18014] 187% 33 — 
202 — 222 
RGD weer ees sere 69, 800 4, 500 Meas J Sol 89, 500 22214) 19414] 221 78 5 
RebisSieeson au 28, 000 2,000 | «22114- 222 | 31,900 | 22214] 22014] 22214 88 7 
MO, © Sra aaa oS, — 
A 
Feb. 11 (Monday)..-| 19,500} — 1, 700 eee a 4 22,500 | 224 | 22914| 204 87 8 
J 
Piebelizeclee yeas eee == - = _ 
224 — 225 
Reblseee= ee 2, 900 8, 100 | 22241¢- 225 13, 200 225 224 225 22 61 
225 — 22514 
f ei 222514 226 4 ; i 
Be) Oye Ce i kta Pees 6, 700 4, 600 22414 29514 12, 200 226 225 225% 55 38 
Feb- lise = sees 4, 700 200 | 2226 = — 5,100 | 226 | 22414) 225 92 2 
PS OG peje oo 11, 500 —| 22014- 224 | 11,600] 224 | 22014] 22014 99 — 
|{ 19114- 216 
Feb. 18 (Monday)...| 7, 160 100 32207  — |$ 23,500 | 21634] 19044} 207 30 — 
207 - 217 
Ve Y% | 
FID) WO). noancess secu 2, 400 | 700 ae Bel 8,700 | 21974] 207 | 216 28 8 
Feb i205 een 3, 300 100 | 2221 — 5, 000 22114) 219 219% 66 2 
| 
Mota] =e 260, 560 22, 000 — — 406, 300 = — = 64 5 
| 


> Price range on sales. 
> Exchange closed. 
¢ Lineoln’s Birthday. 


Source: Public Examination, The Goldman Sachs Trading Corporation, Commission’s Exhibit No. 1665. 


shares of its own stock which were included in the portfolio of Financial and Industrial 
Securities Corporation. These shares represented the two-for-one split-up of the 49,000 
shares of original stock which Financial and Industrial Securities Corporation had ac- 
quired in December 1928. Finally, The Goldman Sachs Trading Corporation’s holdings 
of its own stock as at March 14, 1929, were augmented by an additional 74,623 shares 
as the result of the conversion into its own shares of the 56,352 sbares of stock of Finan- 
cial and Industrial Securities Corporation which The Goldman Sachs Trading Corporation 
had accumulated as the result of its trading in the stock of Financial and Industrial 
Securities Corporation. (See note 543, supra.) To sum up, as a consequence of its trad- 
ing in the stock of the two companies and of the acquisition of the assets of Financial 
and Industrial Securities Corporation, The Goldman Sachs Trading Corporation had, on 
March 14, 1929, acquired 560,724 shares of its own stock at a cost of $57,021,986 (op. 
cit. supra, note 488, at 16221-3). 
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TABLE 25.—Trading in newly issued capital stock of The Goldman Sachs Trading 
Corporation 


Traded by The Goldman Sachs Trading | Reported trading on the New | Ratio of trading 
Corporation York Curb Exchange by The Gold- 
man Sachs 
Trading Corp. 
Trade to New York 
date Price range Price range Curb Exchange 
(1929) Pur- Sales Total volume 
chases |(shares) sales = ae 
(shares) (shares) 
Purchases Sales High | Low | Close pauls Sales 
Percent | Percent 
Feb. 7¢__- = _ = = = | 
Feb. 8_._.| 1, 250 6,160 |$112 -$11414)$112 -$11514| 6,800 | $11234 $11184) $112 18 | 96 
Feb. 11___| 3, 200 | 18, 100 | 11134- 11314] 11234- 11414] 39,600 | 11414 11%) 114 | 8 46 
Feb. 13_._| 1,400 | 11,800 | 118 -- 114 11314- 11334| 24, 600 114 11234; 113144 6 | 48 
Feb. 14.__| 3,600 200 | 113 —- 11334] 113834- — 6, 300 11334 113 11334 57 | 3 
Feb. 15___ 200 400 | 113 —- 11334} 11334- 1137%| 6, 100 113% 113 113 3 | i 
Feb. 16.__| 5,800 — | 11024- 11214) — — 8, 400 112% 110%) 110% 70 | — 
Feb. 18__- 900 800 | 104 - 10714) 1067%- 10814| 15,600 | 10914 93 103 6 | 5 
Feb. 19___ — 8, 700 = — 105 — 11154} 25, 000 1115% 105 10814 == || 35 
Feb. 20__- 400 8,500 | 111 - 11124} 110 —- 1128} 14, 400 11234 110 110% 3 | 59 
Feb. 21___| 2,700 300 | 10914- 11014] 1103¢- 111 6, 600 111 109l4; 10914 41 | 5 
Feb. 25__- = 600 = — 110 - 11024} 5,000 110% 10914] 110 —| 12 
Feb. 26__- =| 100) = — | i@ = m4) 42.800 | a 10914) 10914 =| 23 
Feb. 27___| 41,600 600 | 109 - 10924] 1095<- 10934| 9, 900 109% 10854) 10914 16 | 6 
Feb. 28___ 200 6,600 | 111144- — 109 - 11214} 14, 800 11234 10854; 112% 1 45 
IMieie, 800 | 18,300 | 11114- 11184] 111 - 11234) 36, 800 1lé iW ae } 112 2h 50 
Mar. 2___| 2,000 1,500 | 11034- 11114] 112 - 11214) 6,500 112 11054) 1105¢ 31 | 23 
Mar. 4___| 1,000 1,100 | 110 — 11014) 11136- 11114} 22, 300 11144 110 110 4 | ) 
Mar. 5_._| 4,000 — | 108%4- 109%| — — | 10,500} 110 10814| 10814 38 _ 
Mar. 6.__| 1,500 — | 10714- 108 _— _- 5,200 | 109 10744| 1083¢| 29 | — 
IME Toes 500 — | 10654- — — — 5,300 | 108 10654) 108 9 | oo 
Mar. 8_.. 400 —| 1064 — | — — | 6,600] 108% 10614} 10774 6 — 
Mar. 9___| 2, 200 — | 10714- 109 = — 4,600 | 109 107%} 109 48 | _ 
Mar. 11__| 2,200] 1,000 | 107 - 109 | 106 — 9,900 | 10936 10654) 1065¢ 22 | 10 
Mar. 12__ 100 — | 106% — = = 6, 200 107% 10644) 10614 2 — 
Mar. 13_-} 500 —|106 — | — = | 9,000) 10734 10534| 107 6 | — 
Mar. 14__ —} 4,000} — — | 106 — | 17,500 | 109% 10654) 10914 — | 23 
\ 
= = — 
36,550 | 89,660} — — | — — 827,800) — _ — | _ 
| 


2 New stock not quoted until Feb. 8, 1929. 
Source: Public Examination, The Goldman Sachs Trading Corporation, Commission’s Exhibit No. 1684, 


However, in none of the public announcements of the impending 
combination of the two companies was there any reference either to the 
existence of, or to the trading activities in, the stock of both companies 
conducted by the joint account operated by The Goldman Sachs Trad- 
ing Corporation and Delmar Capital Corporation, “the office corpora- 
tion” controlled by Mr. Jonas. In fact, on February 18, 1929, three 
days prior to the stockholders’ meeting to pass upon the plan, Mr. 
Jonas, in order to combat the efforts of several stockholders who were 
in opposition to the plan and who had formed a minority stockholders’ 
committee and had publicized their opposition in newspapers,”** ad- 


5531d., at 16289. J. J. Farber, who stated he represented the holders of approximately 
165,000 shares of the stock of Financial and Industrial Securities Corporation, had formed 
a committee of the company’s minority stockholders and had retained counsel to institute 
a legal attack upon the impending combination of the two companies (Zhe New York 
Times, February 17, 1929, p. 14). 
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dressed a letter *** to the stockholders of his company which omitted 
to state facts necessary to make the facts stated not misleading. 

It will be recalled that Delmar Capital Corporation, of which Mr. 
Jonas was the largest stockholder, was to have a half interest in and 
to share equally in the profits or losses of the joint account if the com- 
bination of the companies was not effected during the 30-day period 
of its activities. On February 18, 1929, the joint account had accumu- 
lated large blocks of the stocks of Financial and Industrial Securities 
Corporation and The Goldman Sachs Trading Corporation at a total 
cost of $49,547,689.62.°°° Unless the combination of the two companies 
was effected at the stockholders’ meetings on February 21, 1929, Mr. 
Jonas, through the Delmar Capital Corporation, would be required to 
pay approximately $25,000,000 for his share in the stocks held by the 
joint account. Mr. Jonas thus possessed a special pecuniary interest 
in facilitating the sale of the asvets of Financial and Industrial Securi- 
ties Corporation to The Goldman Sachs Trading Corporation. Never- 
theless, in his letter of February 18, 1929, to the stockholders of 
Financial and Industrial Securities Corporation, not only did Mr. 
Jonas fail to disclose the existence of the trading activities of the joint 
account, but he made the affirmative statement that “I have never per- 
sonally owned, nor has anyone owned for me, a single share of Gold- 
Am SACS Icahn Oona Fae 

Mr. Jonas justified his failure to mention the $25,000,000 contingent 
interest of Delmar Capital Corporation in the joint account on the 
ground that it had never been been a personal commitment of his own 
since it had been his intention to transfer the participation of Delmar 
Capital Corporation in the joint account to Financial and Industrial 
Securities Corporation itself, if its combination with The Goldman 
Sachs Trading Corporation was not consummated. When interro- 
gated on the contents of his letter of February 18, 1929, to the stock- 
holders of Financial and Industrial Securities Corporation, Mr. Jonas 
testified : °°" 


Q. That statement is not true. 

A. What part of it? 

Q. The statement: “I have never personally owned nor has anyone owned for 
me a single share of Goldman Sachs Trading Corporation, and the same applies 
to every other director and officer of Financial and Industrial Securities Corpo- 
ration.” That statement is not true. 

A. I think it is true. 

Q. This letter was sent on February 18, 1929, and on that date Delmar Capital 
Corporation owned $25,000,000 worth of Goldman Sachs stock; isn’t that so? 

A. You are talking about the trading account. 

Q. Yes. 

A. Well, I didn’t. In the first place, as I have indicated, I had no recollection 
of knowing the amount at any time. Secondly, I didn’t regard that as a holding 
we had. 

Q. Well, it was an absolute fact, was it not, that until all of the stockholders of 
¥. & I. had consented to the merger, Delmar Capital Corporation was a half 


%4 Op. cit. supra, note 438, Commission’s Exhibit No. 1687. 
588 Tqd,, Commission’s Wxhibit No. 1685. 

550 Td,, Commission’s Exhibit No. 1687. 

87 Td,, at 16290—-4. 
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owner in that account, and on February 18 the account had $47,000,000 worth of 
stock and Delmar owned approximately $23,000,000 worth of this stock? You 
and your associates owned $28,000,000 of Goldman Sachs stock on that date. 
There is no doubt about that. 

A. I think there is a different way of putting it. 

Q. How would you put it? 

A. I didn’t regard it that way unless the merger was not effected. 

Q. The way this agreement is drawn it says that you are committed unless 
the merger is effected. Then you are relieved of your commitment. So you had 
a one-half interest in that 30-day account and the only way you would be relieved 
of that commitment is if the stockholders approved the merger; isn’t that so? 

A. Well, I never regarded that we had a commitment except the one comumit- 
ment on the merger not going through. 

Q. But the money was expended in that trading account and as it was being 
expended you had a commitment or an obligation to the extent of one-half of the 
money expended? 

A. I didn’t have it personally; it was the commitment of the corporation with 
which I was connected. 

Q. You said, “I have never owned nor has anyone owned for me a Single Share 
of this stock,’ and the fact was that on February 18 Delmar owned $23,000,000 
of it? 

A. Of course, in your presentation, the holdings of Financial and Industrial 
might be said to be held for me personally because I was a substantial stock- 
holder there. 

Q. In the first place, you did disclose in this letter that F. & I. had this stock. 
In the second place, the Delmar Capital Corporation was a closed corporation 
owned by you and the very associates that you refer to there; isn’t that so? 

A. No; at that time the commitment of Delmar Capital Corporation was 
intended, as a matter of fact, to be for the Financial and Industrial Securities 
Corporation. 

* * %* oS * ok 

Q. I frankly don’t understand how you made the positive unequivocal repre- 
sentation in the letter which was sent to the stockholders to persuade them to 
vote in favor of the merger on the representation that you didn’t directly or 
indirectly own a single share of The Goldman Sachs Trading Corporation. That 
is the impression you wanted to give? 

A. The impression I wanted to give was that there was no special consideration 
shown to any of the officers or directors of Financial and Industrial. 

Q. If the deal didn’t go through, the Delmar Capital Corporation would have 
had to take up $25,000,000 of The Goldman Sachs Trading Corporation stock? 

A. The understanding among the directors of Financial and Industrial Securi- 
ties Corporation was that if the deal did not go through, Financial and Industrial 
would take that stock. 


As a result of this letter and a meeting held by Mr. Jonas with the 
minority stockholders of Financial and Industrial Securities Corpora- 


558 On February 20, 1929, The New York Times (p. 82) reported that Mr. Jonas had held 
an open meeting with the minority stockholders of Financial and Industrial Securities 
Corporation who had been in opposition to the combination of the two companies. (See 
note 553, supra.) At this meeting counsel for the minority stockholders stated that the 
contents of the letter of February 18, 1929, written by Mr. Jonas, had explained the there- 
tofore unknown aspects of the plan and had convinced them that Mr. Jonas was acting 
in the best interests of the stockholders. The minority stockholders then agreed to dis- 
continue their objections to the sale of the company’s assets to The Goldman Sachs Trading 
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tion **§ who had objected to the merger of the two companies, all oppo- 
sition to the combination of the two companies was overcome, and on 
February 21, 1929, the stockholders of Financial and Industrial Secu- 
rities Corporation voted to approve the sale of its assets to The Gold- 
man Sachs Trading Corporation. On the same day, the stockholders 
of The Goldman Sachs Trading Corporation, in order to make the 
purchase possible, voted to increase the authorized stock of the corpo- 
ration to 10,000,000 shares. "The Goldman Sachs Trading Corporation 
thus acquired the assets of Financial and Industrial Securities Corpo- 
ration, which had a market value of $117,500,000, by the issuance of 
2,250,000 shares of stock having a market value of $108 a share, or a 
total market value of $235,000,000, twice the value of the assets which 
The Goldman Sachs Trading Corporation received for such stock.®®° 
This market value for its own stock, as has been described, was almost 
exclusively the creation of The Goldman Sachs Trading Corporation 
itself. 

Moreover, the stockholders of the combined companies were unaware 
of the fact that approximately 24% of the combined assets of $235,000,- 
000 of the two companies consisted of holdings of the stock of The 
Goldman Sachs Trading Corporation itself. Asa result of its trading 
activities in its own stock and in the stock of Financial and Industrial 
Securities Corporation and of the acquisition of the assets of the latter 
company, The Goldman Sachs Trading Corporation held in its treas- 
ury, by March 14, 1929, a total of 560,724 shares of its own stock at a 
cost of $57,021,936. These shares were equivalent to 1214% of the 
4,500,000 shares which the company had issued in the course of its 
existence. More importantly, the cost of these shares exceeded their 
asset value by approximately $23,000,000. In other words, $23,000,000 


Corporation. However, the newspaper report does not indicate that Mr. Jonas had in- 
formed the minority stockholders of the market purchases which had been made in the 
stock of The Goldman Sachs Trading Corporation by the joint account in which his con- 
trolled company, Delmar Capital Corporation, was then a participant. 

%9 Op. cit. supra, note 438, at 16468. To appreciate the effect of this willingness of 
The Goldman Sachs Trading Corporation to pay twice the value of the assets of Finan- 
cial and Industrial Securities Corporation in terms of the market value of its own stock, 
it is necessary to examine more specifically the assets of Financial and Industrial Secu- 
rities Corporation. The assets of Financial and Industrial Securities Corporation on 
February 21, 1929, consisted primarily of $7,000,000 in cash; 98,000 shares of the new 
stock of The Goldman Sachs Trading Corporation having a market value of $108 a share 
or a total market value of $10,633,000; 179,247 shares of the stock of Manufacturers 
Trust Company with a market value of $264 a share or a total market value of $47,316,- 
745 ; and blocks of the stocks of National Liberty Insurance Company, Baltimore American 
Insurance Company, and Peoples National Fire Insurance Company, having a total market 
value of approximately $41,000,000 (id., Commission’s Exhibit No. 1683). For the 
$7,009,000 of cash held by Financial and Industrial Securities Corporation which Mr. 
Catchings conceded “was no different than anybody’s cash” (id., at 16472) and would 
have purchased only 67,500 shares of the stock of The Goldman Sachs Trading Corpora- 
tion in the open market, The Goldman Sachs Trading Corporation issued approximately 
135,000 shares of its stock having a market value of approximately $14,000,000: (id., at 
16474-7). For the 98,000 shares of its own stock with a market value of $10,633,000 
held by Financial and Industrial Securities Corporation, The Goldman Sachs Trading 
Corporation issued to Financial and Industrial Securities Corporation 196,000 shares of 
The Goldman Sachs Trading Corporation stock having a market value of $21,266,000. 
Moreover, the asset value of the stock of The Goldman Sachs Trading Corporation held 
by Financial and Industrial Securities Corporation was approximately $5,300,000, so that 
as the result of the combination of the companies The Goldman Sachs Trading Cor- 
poration acquired 98,000 shares of its own stock for a consideration, in terms of the 
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of the $235,000,000 of assets of the combined company represented a 
self-created artificial evaluation of its own stock. As Mr. Catchings 
conceded, this $23,000,000 valuation in excess of the actual asset value 
of the treasury shares represented only a self-appraisal by Goldman, 
Sachs & Co. of the value of its management ability. Moreover, Mr. 
Catchings conceded that at the time the company was accumulating 
these shares of its own stock he had no concrete plan for their dis- 
position. Mr. Catchings testified : °° 


A, * * * Your question, as I understand it, is what does that $23,000,000 
represent to me. I say that represents to me that part of the market price of 
the stock or the cost * * * which was in addition to the asset value and 
that it was part of the total market price of the stock. It could be used in sale 
or exchanged for property. 

Q. You bought that stock? 

A. You know perfectly well what it is; it is a premium on asset value. 

Q. Now that premium is attributable or is paid for management. 

A. It is paid for the possibility of making money. 


a Bs * cs a % 


Q. So you are not disputing that the ultimate management is the biggest single 
factor in the premium aspect? 

A. Not bigger than business conditions, but I Will say it is a great element. 

Q. So that as a necessary conclusion to that statement it seems to me that 
Goldman, Sachs & Company was paying $23,000,000 premium for its own manage- 
ment; isn’t that so? 


+ Bo * * Bo Ba * 


A. Twenty-three million dollars premium on the stock, a considerable part of 
which wags predicated on management of the corporation by Goldman, Sachs & 
Company. That is correct. 


ok KS * a ok * * 


market value of its own stock which it issued for such shares, equal to four times the 
asset value of the stock acquired. 

The Manufacturers Trust Company stock in the portfolio of Financial and Industrial 
Securities Corporation had a market value of $264 a share, a price equivalent to approxi- 
mately 3% times its asset value of $74 a share (id., at 16487) and to approximately 38614 
times its current earnings (id., at 16497). Since the stock of The Goldman Sachs Trading 
Corporation issued for the assets of Financial and Industrial Securities Corporation had a 
market value equal to twice the value of the assets of Financial and Industrial Corpora- 
tion, for each share of the stock of Manufacturers Trust Company held by Financial and 
Industrial Securities Corporation, there was issued by The Goldman Sachs Trading Cor- 
poration shares of its own stock having a market value equivalent to twice the market 
value of the stock of Manufacturers Trust Company. In other words, The Goldman Sachs 
Trading Corporation paid $528 a share for the Manufacturers Trust Company stock held 
by Financial and Industrial Securities Corporation, a figure equal to 7 times the asset 
value and 70 times the current earnings on the bank’s stock (id., at 16495, 16497). 

Finally, the portfolios of the National Liberty group of insurance companies consisted 
almost entirely of holdings in the aggregate of 76,000 shares of the stock of Manufac- 
turers Trust Company (id., at 16499 and 16501). The stocks of the insurance companies 
themselves were selling at twice their asset value, so that roughly it may be said that 
the stock of the insurance companies at market values represented a valuation of twice 
the market value of the Manufacturers Trust Company stock which they owned; that is, 
a yalue of $528 a share. In effect, therefore, The Goldman Sachs Trading Corporation, 
by using its own stock having a market value twice that of the value of the assets of 
Financial and Industrial Securities Corporation, in return for such asseets acquired 
through the insurance companies an additional 76,000 shares of the stock of Manufac- 
turers Trust Company at a price of $1,058 a share (id., at 16499-500), a price equivalent 
to 14 times its asset value and 140 times its earnings (id., at 16501). 

5600Td., at 16231-5. 
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Q.* * * Investment, to my mind, denotes investing in another person’s 
ability, but I have difficulty in visualizing a corporation paying $23,000,000 
premium on its own management. 

A. I don’t think you have much difficulty with that if you take into considera- 
tion the fact that the stock was actually used to acquire property from other 
people and actually sold for cash. I grant you it would be a Silly thing to pay 
that premium for the stock and then retire it. I don’t see any reason to do that, 
but to pay the premium for the stock and then use that stock to buy other prop- 
erty, or to sell it for cash, I don’t think anything is wrong. 

Q. At that time you had that position you had no assurance that you could 
dispose of that stock? 

A. We had only a business expectation that we could be able to do it. 

Q. So that at that physical point of time the situation was that you had a block 
of your own stock upon which you paid a premium of $23,000,000, which repre- 
sented substantially your own management; isn’t that so? 

A. We have covered that point before. I say partially so. 


As has been stated, the stockholders of The Goldman Sachs Trading 
Corporation apparently never became aware of the substantial repur- 
chases of its own stock which the company had made in connection 
with its acquisition of the assets of Financial and Industrial Securities 
Corporation. By September 1929, prior to the publication of any 
financial report to its stockholders, The Goldman Sachs Trading Cor- 
poration had succeeded in selling or exchanging for other securities 
all of its holdings of its own stock. As will be seen later, substantial 
losses were suffered by the company on the securities which it had 
acquired in exchange for its own repurchased stock. 

The sales made of its treasury shares were made in connection with 
further market activities in the company’s own stock. In March 1929 
approximately 225,000 shares of the 560,724 shares of its own stock 
then held in the treasury of The Goldman Sachs Trading Corporation 
were sold at prices below the then current market price to W. C. 
Durant, who conducted trading operations in the stock of The Gold- 
man Sachs Trading Corporation until July 1929. The Goldman 
Sachs Trading Corporation had knowledge of Mr. Durant’s activities 
and to some extent shared in his profits and losses.** 


“st The purchases by The Goldman Sachs Trading Corporation of its own stock at prices 
above the asset value of such stock is one of the few instances of this practice which the 
Comniission’s study disclosed (id., at 16235-6. See also Ch. III of this part of the 
report). In April 1929, the New York Curb Exchange amended its regulations for the 
listing of the securities of investment companies to require that listed investment com- 
panies agree not to effect repurchases of their own securities at prices higher than the 
asset value of such securities. (See Part Two (House Doc. 70, 76th Cong.), Ch. IV, 
Appendix F, p. 7951.) 

°2 The Goldman Sachs Trading Corporation, through the Ralph Jonas-controlled Delmar 
Capital Corporation as an intermediary, granted to W. C. Durant options to purchase a 
total of 450,000 shares of its treasury stock at prices below the current market price of 
the stock (op. cit. supra, not. 438, Commission’s Exhibit No. 1688). Concurrently with 
the granting of these options to Mr. Durant, there was a sharp increase in the volume of 
trading on the New York Curb Exchange in the stock of The Goldman Sachs Trading 
Corporation. From February 14 to March 14, 1929, the daily average of the volume of 
trading in the stock was 12,000 shares. On March 15, 1929, the day the options were 
granted to W. C. Durant, the volume of trading increased to 187,200 shares and the mar- 
ket price of the stock rose 4% points (id., at 163885). On March 15, 1929 and March 19, 
1929, the volume of trading in the stock was 98,200 and 55,900 shares, respectively (id., 
at 16336). Mr. Catchings testified that he was aware that Mr. Durant was trading in 
the stock of The Goldman Sachs Trading Corporation on those days (id., at 16836). By 
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By September 1929 the remainder of the shares of its own stock held 
by The Goldman Sachs Trading Corporation was exchanged for the 
sacurities of various investment banking firms, banks, and bank 
holding companies located for the most part on the Pacific Coast. On 
these investments, two of which were known to be of dubious value at 
the time they were made, The Goldman Sachs Trading Corporation 
eventually suffered substantial losses.*%* 

As has been stated, the principal assets of Financial and Industrial 
Securities Corporation acquired by The Goldman Sachs Trading 
Corporation were large blocks of the stocks of the Manufacturers 
Trust Company and of the National Liberty group of insurance com- 


March 21, 1929, Mr. Durant had exercised his options to the extent of 200,000 shares. 
Delmar Capital Corporation, which had a half interest in Mr. Durant’s activities, had 
turned over to The Goldman Sachs Trading Corporation $265,000 as its share of the 
profits in the accounts (id., at 16336—-7). 

Subsequently, Mr. Durant purchased an additional 50,000 shares of the treasury stock 
of The Goldman Sachs Trading Corporation (id., at 16338) and conducted further trading 
operations in the stock until July 1929 (id., Commission’s Exhibit No. 1689). Between 
March 21 and July 24, 1929, Mr. Durant purchased 93,283 shares of the stock of The 
Goldman Sachs Trading Corporation and sold 67,2691 of such shares. On July 24, 1929, 
Mr. Durant held a balance of 26,013 shares of the stock of The Goldman Sachs Trading 
Corporation, which had cost him $3,004,419 and in the acquisition of which he had suf- 
fered a trading loss of $378,128 (ibid.). On July 24, 1929, The Goldman Sachs Trading 
Corporation repurchased the 26,013 shares of its own stock held by Mr. Durant at their 
cost to him plus one-half of the trading losses, or at a total cost of $3,193,483 (ibid.). 
‘The repurchased shares were exchanged by The Goldman Sachs Trading Corporation for 
various properties on the Pacific Coast. (See note 563, infra.) 

53 The Goldman Sachs Trading Corporation exchanged 334,055 shares of its treasury 
stock at their market value, approximately $34,000,000, for all of the then outstanding 
stock of Pacific Trust Company, a New York bank, and the real estate on which the 
bank was situated; Bond & Goodwin & Tucker, Inc., a California investment banking firm ; 
Tfunter, Dulin & Company, another California investment banking firm ; Pacific American 
Associates, Inc., later known as Pacific American Company, Ltd., a California investment 
Company ; and for large blocks of the stocks of Pacific Lighting Corporation and American 
Company, a California holding company owning all of the stock of American Trust Com- 
pany, a California commercial bank (op. cit. supra, note 438, at 16726—-31 and Commis- 
sion’s Exhibits Nos. 1737 and 1749). In connection with the exchange of shares of the 
stock of The Goldman Sachs Trading Corporation for the shares of both Hunter, Dulin & 
Company and Bond & Goodwin & Tucker, Inc., The Goldman Sachs Trading Corporation 
exacted guarantees from the stockholders of these companies that certain of the assets of 
these companies which were of dubious value would realize stated amounts on their liquida- 
tion (id., Commission’s Exhibits Nos. 1748, 1750, and 1751). Subsequently, these stock- 
holders of these companies, who were retained by The Goldman Sachs Trading Corporation 
to manage its Pacific Coast investments, were released from their guarantees at substantial 
losses to The Goldman Sachs Trading Corporation (id., at 16785—7). In the case of Hunter, 
Dulin & Company the loss suffered by The Goldman Sachs Trading Corporation was at least 
$885,000 and the loss on Bond & Goodwin & Tucker, Inc. stock was approximately $2.200,- 
000 (id., Commission’s Exhibit No. 1747). 

By September 1929, most of these securities which, as has been described, were acquired 
in exchange for its treasury stock, were placed by The Goldman Sachs Trading Corpora- 
tion in Pacific American Company, Ltd., which became the holding company for the Pacific 
Coast assets of The Goldman Sachs Trading Corporation (id., at 16727-3831). In the same 
month The Goldman Sachs Trading Corporation acquired all of the remaining outstanding 
stock of American Company, which was also transferred to Pacific American Company, 
Ltd. (ibid.). By September 1929, The Goldman Sachs Trading Corporation had invested 
approximately $110,000,000 in the securities of the Pacific American Company, Ltd., and 
in the various companies which were transferred to it by The Goldman Sachs Trading 
Corporation (id., at 16731 and Commission’s Exhibit No. 1736). By December 31, 1935, 
The Goldman Sachs Trading Corporation had suffered a realized and unrealized loss of 
approximately $88,400,000 on its investments in the securities of Pacific American Com- 
pany, Ltd., and its other Pacific Coast properties (ibid.). 
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panies. By the middle of 1933 the holdings of these securities, which 
had been in the portfolio of Financial and Industrial Securities Cor- 
poration, together with additional blocks which had been acquired 
by The Goldman Sachs Trading Corporation from other sources, had 
been sold at an aggregate loss of approximately $102,170,000, nearly 
all of which represented a realized loss.>% 


564 Op. cit. supra, note 438, Commission’s Exhibit No. 1702. The stock of the National 
Liberty group of insurance companies was sold to the Home Fire Securities Corporation 
as early as April 1930, at a loss of approximately $24,000,000 (id., at 16565) in order 
to derive cash to meet $20,000,000 of bank loans which The Goldman Sachs Trading Cor- 
poration had incurred in 1929 (id., at 16561-3). The largest portion of the stock of the 
Manufacturers Trust Company was sold to Harvey D. Gibson and associates in January 
1931 at a loss of approximately $57,000,000 (id., at 16567-9). 


Chapter V 


PROBLEMS IN CONNECTION WITH CAPITAL 
STRUCTURE 


I. INTRODUCTION 
A. Scope of the Chapter 


This chapter will discuss the problems in the investment company 
industry which are created, or are substantially intensified, by certain 
patterns of capital structure. The single-security structure, by reason 
of its simplicity and the absence of disparity between the rights and 
privileges of security holders, does not present the problems which 
tend to be evolved from the multiple- -security structure. Hence, this 
chapter will discuss primarily the abuses attributable to the multiple- 
security structure. 

The discussion will be confined principally to investment companies 
of the closed-end type.t In the closed-end type of company no pro- 
vision is made for the redemption or repurchase of shares by the 
company at approximately their net asset value on demand of the 
security holder. Companies of the “open-end” type, which do extend 
such a privilege to the stockholder, are almost invariably single- 
security companies? and are thus free from such problems as are 
traceable to complexity in capital structure. 

Moreover, this chapter will deal primarily with investment com- 
panies of the management type,? including management investment 
companies proper (investment companies which diversified their port- 
folio holdings) and management investment-holding companies 4 
(companies which had concentrated investments in particular com- 
panies sufficient to give some influence or control.) There are a few 
instances of investment companies with more than one class of secu- 
rity outstanding (both a senior and a junior security) which possessed 

“open-end” features. While these anomalies will be referred to in 
the appropriate connection, it should be understood that observations 


1For a discussion of the differentiation between open-end and closed-end investment 
companies, see Pt. One (House Doe. No. 707, 75th Cong.), Ch. II, pp. 21-34. 

2'The single type of participation in the open-end company is evidenced by a common stock 
or a certificate of beneficial interest. Affiliated Fund, Inec., one of the few open-end com- 
panies which issued debentures, is discussed infra, pp. 1872-3. 

This chapter does not treat, therefore, with fixed and semifixed investment trusts, 
installment investment plans, and face amount installment certificate companies, which 
generally issue only one class of security or certificate. 

* Wor a detailed discussion of the nature of management investment companies proper and 
Management investment-holding companies, see Pt. One (House Doc. No. 707, 75th Cong.), 
Ch. II, pp. 21-34. Most management investment companies proper and all management 
investment-holding companies are of the ‘“‘closed-end”’ type. 
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of a general nature relative to the manner of operation and function- 
ing of investment companies are intended to embrace only manage- 
ment investment companies proper of the closed-end type and invest- 
ment-holding companies. 


B. Definition of “Capital Structure” of Investment Companies 


The “capital” or “capitalization” of an investment trust or invest- 
ment company is the fund raised by the trust or company 
to devote to the purpose for which the trust or company has 
been formed. The capital may be entirely capital contributed or 
may be in part capital contributed and in part capital loaned. 

In exchange for the cash, property, or services contributed to the 
investment trust or investment company, capital stock, evidencing 
a proprietary interest with respect to the company, or the equivalent 
(certificates of beneficial interest or participation in noncorporate 
enterprise), is issued by the trust or company. In exchange for the 
funds loaned to the company, if any, which increase the capital of 
the company, bonds or indentures are issued embodying a promise to 
repay the principal at maturity and to pay interest in the meantime. 
The capital stock and the instruments evidencing the long-term 
promises to repay constitute the “capital securities” of the company.® 

The cash, property, or services contributed to the company are not 
all turned over on the same terms; nor are all capital loans advanced 
on identical conditions. Consequently, various classes of securities 
are issued conferring different rights and privileges. Some types of 
securities extend to the holder a right to vote with respect to the 
management of the company; some types prescribe a right to a fixed 
rate of interest; others accord a claim to the first profits of the com- 
pany. All types of securities define the rights of its holders upon 
the liquidation or dissolution of the company. Where there is more 
than one type of security, the respective priorities in voting and in the 
assets and earnings of the fund are defined. 

The term “capital structure,” as technically understood, connotes 
the quantitative and qualitative character of the outstanding securl- 
ties of a company; in substance, the capital structure discloses the 
type or types of claims and the nature of the participating interests 
which the company has conferred upon the holders of its various 
securities. 

The company generally regards its entire capital as a single fund 
irrespective of the sources from which it is raised. Hence, the dis- 
tinction between capital contributed to the company and _ capital 
loaned to the company, as well as the differences in the obligations 
undertaken by the company in consideration of obtaining the capital, 
although important from the point of view of financing policy and 
from the standpoint of the legal status of the respective contributors, 
is not generally reflected in the use of the fund. Although the British 
investment trusts have acknowledged to some extent the materiality of 
such considerations by attempting some conformity between theclasses 


5 Promises to repay short-term loans are not generally considered capital securities 
because the money advanced does not constitute a sufficiently stable increase in the capital 
fund of the company, and the relationship between the company and the creditor is transient. 
It is not to be inferred that such promises may not constitute securities under the Securities 
Act of 1933. 
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of securities in their portfolio and the classes of securities in their 
own capital structure,’ the American investment companies have not 
generally sought any such correlation. 

The subject matter of capital structure as treated in this chapter 
is not limited to enterprises maintaining the corporate form. Invest- 
ment companies under a noncorporate form of organization, such as 
the Massachusetts or common-law type trust, the joint stock company 
or even an “agency” relationship between contributor and manage- 
ment, frequently issue more than one type of security and thus pre- 
sent the same problem of capital structure as the more common form 
of incorporated company. 


C. Classification of Investment Companies From the Standpoint 
of Capital Structure 


All investment companies have common stock or certificates of 
beneficial interest outstanding.’ Some investment companies have 
common stock only and but a single class of common stock which is 
designated at times simply as “capital stock.” Other companies, in 
addition to common stock, have outstanding securities other than 
common stock, such as bonds, debentures, and preferred stock, or 
while having no securities other than common stock have more than 
one class of common stock, such as Class A common stock and Class B 
common stock. 

The most significant classification of investment companies, from 
the standpoint of capital structure, is based upon this distinction: 

(a) Companies which have but one uniform class of securities 
(common stock)—these constitute the single-security or simple-struc- 
ture companies; and 

(b) Companies which have more than one class of securities out- 
standing (bonds or preferred stock in addition to common stock, or 
several classes of common stock)—these constitute the multiple- 
security or complex-structure companies. 

The importance of this classification is that in the single-security 
companies all the security holders have the same rights and privi- 
leges with respect to the management, the earnings, and the assets 
of the company, and the same obligations and liabilities; whereas in 
the complex-structure companies the several categories of security 
holders have widely differing rights and privileges, as well as vary- 
ing obligations and liabilities. In the simple-structure companies 
all securities are of equal rank, while in the multiple-security com- 
panies there are senior and junior securities. 

Investment companies with two or more classes of common stock 
(such as Class A common stock and Class B common stock) are in- 
cluded in the category of complex capital-structure companies be- 
cause, While all the securities of the companies are designated as com- 
mon stock, the several classes of common stock may be distinguished 
from each other by vital differences with respect to the right to vote 
and participation in earnings and assets. 


6 See the Commission’s Report on Investment Trusts in Great Britain, pp. 39-42. 
7In the common-law or Massachusetts type trust the securities are known as certificates 
of beneficial interest. 
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This classification of investment companies, for the purposes of this 
chapter, into single-security and multiple-security companies is sub- 
stantially equivalent to the general classification of management in- 
vestment companies by capital structure into “leverage” and “non- 
leverage” companies as set forth at the outset of this report.’ The 
only distinction in the scope of the two classifications is that in the 
earlier chapter, referred to above, companies having only one class 
of securities but acquiring leverage by bank loans have been classi- 
fied as “leverage” companies. Since the present chapter deals pri- 
marily with the significance of the more permanent features of capi- 
tal structure, incidental leverage of uncertain duration is ignored in 
the present classification. Hence, companies which have only one 
class of securities, whether they have or have not bank debt, will be 
regarded as simple capital-structure companies while companies hav- 
ing more than one class of securities will be included in the cate- 
gory of multiple-security or complex capital-structure companies.° 


D. Significance and Place of Complex-Capital Structure Com- 
panies in the Investment Company Field 


The study of investment companies has revealed that the com- 
plex-capital structure has been an important element in fostering 
and facilitating many of the abuses which have characterized that 
industry in this country in the last decade. A number of major 
wrongs perpetrated upon the public investor have been made pos- 
sible through the medium of the multiple-security capital structure. 

The complex-capital structure constitutes so important a problem 
in the investment company field, not only because of its causal 
relationship to existent abuses, but because it is so common and 
widespread. 

Before considering the classification and significance of the various 
types of securities to be found in the capital structures of investment 
companies and analyzing the specific abuses which may be traced 
to the complex-capital structure, it may be advisable to note that 
companies with a complex-capital structure have not only constituted 
the most numerous type in the investment field but have accounted 
for the major part of the capital invested in, and assets controlled 
by, that industry. 

From the first appearance of investment companies to the end of 
the period reviewed, December 31, 1936, investment companies with 
2 complex-capital structure have dominated the field. Practically 
all of the oldest closed-end investment companies and the major pro- 
portion of the subsequently formed closed-end companies have been 
partly financed through issues of either preferred stock or debentures 
or both, in addition to common stock. Not only in number of com- 
panies but in amount of assets controlled, the multiple-security 
company has played the leading role among closed-end investment 


companies. 


8 Pt. One (House Doc. No. 707, 75th Cong.), Ch. II, pp. 28-9. 

® Option warrants are securities. Hence, a company, while it has outstanding, in addition 
toa single class of common stock, an issue of such warrants, may be regarded as a mul- 
tiple-security company. Cf. the testimony of Floyd B, Odlum (Public Examination, The 
Goldman Sachs Trading Corporation, at 17620): “I think a perpetual option warrant is 
nothing more than an additional class of stock.” The significance of option warrants in 
both the “Jeverage’ and “nonleverage’ company will be discussed infra pp. 1895-8. 
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The closed-end companies constituted a majority in number up 
to the end of 1932. The value of the assets of closed-end companies 
were from 21% to over 514 times as much as the combined assets of 
all other companies at every year-end from 1927 to 1936, inclusive.?° 

To measure the significance of the complex-capital-structure com- 
pany, the proportion of closed-end companies with this type of 
structure will be considered. Table 26 shows the number and market 
value of total assets, at the ends of the indicated years, of closed-end 
companies with a complex-capital structure and companies with a 
simple capital structure. Closed-end companies which were man- 
agement investment companies proper and closed-end companies 
which were investment-holding companies have been separately 
treated in the tabulation: ™ 


TABLE 26.—Closed-end investment companies classified by capital structure 


Investment companies proper Investment-holding companies 
18Gs eh Num Percent of Value of Percent of|| num- Percent of vem gt Percent of 
ber Oye CUE UON |  Meee ber LOE es Coton |) 9 
number | omitted) | 2#ssets number | omitted) | assets 

1927 

Complexs= aa eee 56 92 $560 97 19 95 $870 99.8 

MING. soncnccesancce 5 8 15 3 1 5 2 32 
1929 

(COMMON se soe scee 109 67 1, 9389 67 33 83 2, 610 92.6 

Simp Cae aaa =a ee eras 53 33 959 33 7 17 208 7.4 
1932 

Complexe == eae 100 66 571 68 83 79 1,116 92. 4 

Simp] ca a 52 34 274 32 9 21 92 oo 
1935 

CONDO ee eee 79 65 825 | 73 384 77 1, 599 91.8 

SiO papeteseoneses 43 35 300 27 10 23 143 8.2 
1936 

Comp lexea=e= = eee 72 64 968 76 34 77 1, 860 90. 7 

SUM OC cesceceseotesoas] 41 36 307 24 10 23 191 9.3 


10 The following tabulation 2 shows, for the indicated years, the proportionate number of 
closed-end investment companies (investment companies proper and inyestment-holding 
companies) and the market value of their combined assets in relation to all the investment 
companies of which the total assets were known to the Commission within the period 1927 
to 1986. 

Closed-end companies as percent of all companies » 


Percent of Percent of 


Year-end; number assets 
NOON: toto oe ees bee es oe ee Beek ore So A ae ee ee 68 1 
1G 20 US Se er See a ens Seen ee eee eee ee eee 73 85 
1OS2 225 Soe eee ee eee ee be ee ee ee ne 51 78 
WOR 3 ae eae Sa ee See oe ee cee ee ee 45 74 
WO S8 Gi 22 one ee ee ee ee Se Se ee ee 46 73 


2 Pt. Two (House Doe. No. 70, 76th Cong.), Ch. II, Table 17. 
> Unclassified management companies were not included in the closed-end group, 
although most of them were of that type, so that the percentage of closed-end 
companies was actually greater than shown. 
This table is based on Table 19 in Pt. Two (House Doc. No. 70, 76th Cong.), Ch. II; 
bank loan leverage companies with a single class of security have been reclassified as single- 
security companies. 
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Table 26 indicates that investment companies with a complex cap- 
ital structure averaged roughly in number about 70% of the closed- 
end investment companies proper during the period 1927-36, inclu- 
sive, and about 82% of the investment-holding companies.’* In mar- 
ket value of total assets, companies with a complex capital structure 
averaged roughly about 75% of the total assets of the closed-end 
investment companies proper and above 90% of the total of the 
investment-holding companies. If the two groups be combined, the 
complex capital structure companies constituted about 75% in num- 
ber and 85% in value of assets of all closed-end management invest- 
ment companies. With respect to the percentages of the industry 
represented at various year-ends by the closed-end companies,'* it 
appears that over the entire period companies with a complex capital 
structure accounted roughly for some 42% of the number of all 
investment companies and for some 67% of their total assets. The 
proportions at the 1929 year-end stood at 51% in number and 68% 
in assets, respectively, and at the end of 1936 were 31% and 62%, 
respectively. 

The importance of the companies with a complex capital struc- 
ture is further indicated by the statistics which show the amounts 
received from the public by closed-end investment companies, com- 
pared with the amounts raised by other types of companies. For 
the entire period from 1927 to 1936, inclusive, closed-end companies, 
which were predominantly, as noted above, of a complex capital 
structure, sold nearly 73% of the total volume of issues floated by 
all investment companies, three times as large a volume of securities 
as the total sold by open-end companies, fixed trusts, and installment- 
plan companies combined." 

It should be noted that the popularity of closed-end management 
investment companies prior to the stock-market collapse in 1929 
was in no small measure due to their “leverage,” an incidental 
characteristic possessed by the common stocks of companies with 
a complex capital structure*® In 1928 and 1929 common-stock 
issues of such closed-end management companies sold in the market 
at premiums—at prices above their asset or liquidating value—due 
principally to the expectations of the “equity” shareholder of large 
profits from the use of the “senior” capital of the companies and 
the operation of leverage in favor of the common stock. However, 


2 These averages, although based on only 5 years of the period, may be considered 
representative. 

133 See note 10, supra. 

14 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, pp. 187-98, and Table 60. 

15 Briefly the asset value of common stock of a multiple-security company with senior 
securities (leverage common stock) rises faster than the rise of the market value of the 
total assets and falls faster than the decline in the market value of the total assets. ‘This 
proportionate greater increase or decrease is due to the fact that the amount of earnings 
(in the form of interest and dividends on their securities) and capital (amount of assets to 
which these security holders are entitled upon dissolution) available for the senior securities 
cannot exceed a specified maximum, while no such “ceiling” exists with respect to the com- 
mon stock, which is entitled to the remainder of the earnings and assets. The multiple- 
security structure is not unlike a ‘‘margin” account, with the senior security holders fur- 
nishing funds to be invested by the common stockholder and the senior security holders 
being entitled only to a fixed income return (corresponding to the brokers’ interest charges) 
and only to a return substantially of the amount of capital contribution by these senior 
curity holders. For more detailed discussion of leverage see Pt. One (House Doc. No. 707, 
75th Cong.), Ch. II, pp. 28-9. 
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with the market collapse in 1929, the leverage worked against these 
common stocks, their asset value and market value declined precipi- 
tously, and these shares sold at discounts—at market prices below 
asset value. The popularity of that type of company was thereby 
almost completely abated. From 1931 through 1936, the distribu- 
tion of investment company securities was chiefly of the securities 
of the fixed and semifixed trusts and open-end management types, 
i. e., companies of the single-security structure.* Nevertheless, the 
distribution of closed-end management investment company secu- 
rities prior to the market collapse at the end of 1929 had been so 
markedly in the securities of “leverage” companies that to the end 
of the period studied, December 31, 1936, multiple-security companies 
were still predominant in number and in amount of assets controlled. 


II. CLASSES OF SECURITIES IN THE COMPLEX 
CAPITAL STRUCTURE 


Before describing the variety of classes of securities to be found 
among the investment companies which possess a complex capital 
structure, the essential characteristics of the companies whose cap- 
ital securities have been confined to a single uniform class of stock 
should be noted. In the corporate form of investment enterprise, 
the single class of security consists of identical shares of the com- 
mon stock, while in the Massachusetts-type trust, the securities dis- 
tributed to the contributors of the fund consist of identical shares 
or certificates of beneficial interest. The shareholders in both the 
corporate and trust form of the single-security company are the 
equitable owners of the net assets of the company and are entitled 
to all the profits and bear the entire risks of the business. In such 
companies there are no shareholders with prior dividend or special 
voting rights nor any bond or debenture creditors. In the corporate 
form of the single-security company, the common stock has also the 
sole right to vote with respect to the management of the company.” 

An investment company achieves a complex capital structure when 
it has issued (a) a bond or debenture issue or issues in addition to 
the company’s stock issues, (b) an issue or issues of preferred stocks 
in addition to one or more issues of common stocks, or (c) more 
than one class of common stock, such as class “A” common and 
class “B” common. For the purpose of this chapter, preferred 
stocks and those classes of common stocks which have a priority to 
arnings or assets over other common stock issues of the company 
are grouped in the category of “preference stocks.” 1® Many com- 
panies possess a capitalization consisting of bonds or debentures, 
preference stocks and common stock. Table 27 classifies, as of Decem- 
ber 31, 19385, management investment companies proper with a 
complex capital structure into three categories: (a) Companies with 
common stock and bonds; (b) companies with common stock and 


16 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. III, Table 60. 

47In the Massachusetts type of trust, the trust indenture generally places the manage- 
ment completely in self-perpetuating trustees, and generally the shareholders do not have 
the right by vote to change the management. 

18 See infra (p. 1576) for the reasons for the classification of the Class A common stock 
among preference stocks and the Class B common stock as a residuary common stock. 
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one or more preferred stocks; and (c) companies with common stock, 
one or more preferred stocks, and bonds.’ 


TABLE 27.—Number and total assets of closed-end leverage management invest- 
ment companies proper, classified by type of senior capitalization as of end of 
L939 & 


Number of com- 


panies Total assets 


Type of capitalization 
Percent | Amount | Percent 

Number | of total | (000,000 | of total 

number | omitted) | amount 


Commontandapreterkedastockseaesss= nas =a 50 63. 3 $463. 5 56. 2 
Common and preferred stocks and funded debt----_-.-__------ 20 25.3 290. 8 35. 2 
Common stock and funded debt--_--__--- Ee! aoe ee eee 9 11.4 70.8 8.6 

SRO Ga ea eee ee eee eh. dae | eee eM SLE fee ee BS 79 100. 0 825. 1 100.0 


e At the end of 1935, 11 companies with assets of $67,800,000 had common stock and bank loans and were 
classified as leverage companies but not included in this table. 


A. Funded Debt 


Bonds preceded preferred stock in developing into an important 
factor in corporate capitalization in addition to common stock.” 
Bonds or debentures are obligations, issued in consideration of the 
receipt of cash or property by a company, undertaking to pay a 
specified amount on a specified maturity date and to pay a prescribed 
rate of interest in the interim. The bondholder or debenture holder 
is a creditor of the company. The bonds or debentures contain a brief 
summary of the provisions contained in an agreement (called the 
“Trust Indenture” or “Deed of Trust”) entered into between the com- 
pany (the obligor) and the representative of the bondholders (known 
as the Trustee), to which the holders of the bonds (payees) become 
parties by the acquisition of the bond. 

Aside from the fact that the bonds or debentures are promises that 
the company will pay to the holder a fixed amount—the face or prin- 
cipal amount of the bond—bonds of investment companies, like those 
of any corporation, have two other particuiarly significant features. 
The bonds carry a fixed rate of interest payable periodically, which 
the bondholder is entitled to receive before the distribution of any 
profits or dividends to the holders of any other class of securities. 
Since the bondholder or debenture holder is legally a creditor of the 
company, he is not, as 1s a stockholder, a joint venturer in the cor- 
porate enterprise or owner of the equity of the company. As a 
consequence, the bond or debenture holder almost invariably is not 
entitled to any interest or participation in the profits, earnings, or 
assets of the company other than the amount specified in the bonds 


19 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. II, Table 4. The table covers companies 
with assets at market value of $500,000 or more on December 81, 1985, which filed an 
answer to the Commission’s questionnaire. 

20 Dewing, A. S., Financial Policy of Corporations (3d rey. edit., 1934), pp. 19 and 43. 
Graham, Benj., and Dodd., D. L., Security Analysis (1934), p. 158. 
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nor has he any vote in the selection of the management of the com- 
joy 

The long-term obligations of companies may be secured by the 
pledge of some property of the company, in which event the obliga- 
tion 1s generally known as a “bond” or a “secured or mortgage bond”; 
or the obligation may be unsecured, a mere promise to pay resting on 
the general credit of, or faith in, the issuing company, in which case 
the obligation is usually known as a “debenture.” The bonds and de- 
bentures, whether collateralized or not, are known as the funded debt 
of a company.”? The funded debt of investment companies is usually 
the debenture type. Of 180 management investment companies re- 
plying to the Commission’s questionnaire, 33 companies disclosed the 
existence of funded debt, represented by 47 separate issues. Of these, 
33 issues were unsecured debentures, 12 were collateralized, and 2 with 
unsecured issues at the outset were subsequently collateralized. Most 
investment companies reserve a right to call in or redeem their bonds 
prior to their maturity; all of the indentures examined in connection 
with this study, except two, provided for redemption of the debentures 
upon notice. Usually, the redemption price or rate is in excess of the 
face amount, ordinarily from two to five dollars additional for each 
$100 face value, on a basis graduated downward as maturity 
approaches. 

The most significant covenants of the indentures under which the 
bonds are issued are those which purport to protect the holders of the 
bonds and those which define the procedure by which the bondholders 
may seek to enforce their claims in case the corporation fails to fulfill 
its promises. The indentures for investment company bond or de- 
benture issues vary greatly in their so-called protection features or 
provisions. All of the indentures examined contained some protec- 
tive provisions. Most indentures contain a “touch-off” clause or provi- 
sion—a covenant that the company will at all times maintain a 
certain minimum asset coverage for the bonds or a margin of assets 
over total liabilities.2? In other words, the investment company 
undertakes to maintain a minimum prescribed ratio between assets 
and liabilities, a ratio which varied from 110% to 250% with the dif- 
ferent companies. Of the indentures examined, 86 recited as an 
event of default a deficiency in the specified minimum of asset cover- 
age for the funded debt. Some indentures contain provisions requir- 
ing the maintenance of a sinking fund to “service” the debentures on 
maturity. Of the indentures examined, seven had sinking fund pro- 
visions, while one had a reserve fund similar in structure for interest 
payments. Some contain provisions conditioning the issuance of ad- 
ditional debentures on the existence of a minimum ratio of assets to 


21 Some state statutes provide that bondholders shall have some voice in the selection of 
management. In some investment companies the bond or debenture holders are given a 
vote (e. g., in G. E. Employees Securities Corporation). There are also a few instances of 
participating bonds, i. e., a bond which permits the holder to share the company’s earnings 
with the stockholders, and a number of instances of bonds which bear warrants entitling 
the holder to purchase securities which will give their holder a voice in the management 
or a participation in the profits. 

22Tn recent years funded debts which are not collateralized or secured and are therefore 
debentures have been at times called or referred to as ‘“‘bonds.” 

*3 Corresponding requirements in the case of collateral trust bonds provide for the main- 
tenance of a ratio between assets pledged with the trustees and principal amount of bonds 
outstanding. 
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funded debt, and, in some instances, to total liabilities of all kinds. 
All but four of the indentures examined provided for the maintenance 
of a ratio of assets to principal amount of bonds which are to be 
outstanding after any subsequent issues. This ratio of assets to 
funded indebtedness after issuance of additional debentures ranged 
from 200% to 120%. Other indentures forbid the issuance of addi- 
tional debentures and/or securities with a prior hen on assets, or 
require a specified diversification of portfolio. There are at present 
no statutes requiring investment company to include any of these 
protective features in the indentures. 

All indentures contain provisions purporting to define the proce- 
dure by which the bondholders may seek to enforce their claims in 
case the company fails to fulfill its promises. All but four of the 
indentures examined provided for acceleration of maturity of prin- 
cipal amount in event of default. Generally, there is an express 
stipulation that the trustee may declare the principal of the bonds 
due and payable in case the company fails to meet its interest charges 
or other conditions and the default continues for longer than a speci- 
fied period, ordinarily a few months. In very few instances is it 
mandatory upon the trustee to act upon the expiration of the pre- 
scribed period of grace; in most cases the trustee need not initiate 
legal action against the company unless requested to do so by the 
holders of a specified percentage of the outstanding bonds (usually 
25% or more) and unless provided with funds to cover the cost of 
litigation.*4 

Complexity in the capital structure of investment companies and 
diversity in rights of security holders is further increased by the fact 
that. frequently companies issue different series of bonds. The sev- 
eral issues of a company frequently vary in date of maturity, rate 
of interest, the degree of protective safeguards, and order of priority. 


B. Preference Stocks 


Departure from a simple capital structure, consisting of a single 
class of common stock, may be achieved through the issuance of one 
or more of the numerous types of “preference stock.” Of 160 closed- 
end management investment companies examined, 89 had issues of 
preferred stock, 67 companies had one class of preferred stock, while 
92 had more than one class of preferred stock. Any issue of stock, 
whether called preference stock, preferred stock, or Class A common 
stock, endowed by the charter or bylaws of the company with special 
assurances, preferences, or limitations, falls into the category of 
“preference stocks.” 

Preference stocks have been called “compromise securities” 2° on the 
theory that that type of stock occupies an intermediate position 
between common stocks and bonds. 


2 The deficiencies of indentures generally, with respect to enforcement of prospective 
provisions, have been treated in the Commission’s Report on the Study and Investigation of 
the Work, Activities, Personnel, and Functions of Protective and Reorganization Com- 
mittees, Part VI (Trustees under Indentures), which furnished the basis for the Trust 
Indenture Act of 1939. <A discussion of the limited remedial influence of the provisions of 
this Act upon the specific problems of complex capital structure in the investment field will 
be found infra. 

2% Dewing, A. S., Financial Policy cf Corporations (3d rey. edit., 1984), p. 43. Graham, 
Benj., and Dodd, D. L., Security Analysis (1934), p. 158. 
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Although they are called stocks, it has been urged that from the 
standpoint of investment practice and the practical significance of 
the rights and status granted the owner, preferred stocks generally 
resemble bonds more closely than they do common stocks.?° Like 
bondholders, holders of preference stocks are entitled, if earned and 
declared, to receive only specified rates or sums of money periodically 
and are usually not entitled to any share in the profits or earnings 
of the enterprise above the specified rate. Participating preference 
stocks, which are permitted a share in earnings in addition to the 
specified dividends, are more common than participating bonds. 
Nevertheless, an examination of issues of preferred stocks listed on 
the New York Stock Exchange, or recorded in listing applications, 
for the 50 years from 1885 through 1934, showed that 961 preferred 
issues out of 1,094 (88%) were entitled to receive fixed interest divi- 
dends only, with the common stock entitled to receive all profits after 
the fixed initial dividend on the preference stock—leaving 12% of 
the preferred issues entitled to some further participation in profits 
in excess of their fixed initial dividends.?’ Like bondholders, pref- 
erence stockholders are entitled only to a specific dollar amount 
upon redemption of the shares, or upon dissolution of the company. 
Like bondholders, preference stockholders frequently have no initial 
and regular voting power nor right to participate in the selection 
of the management of the company.” Of the 89 investment com- 
panies issuing preferred stock, 24 denied such stock any voting power 
whatsoever, either regular or contingent; 25 companies granted to 
their preferred stock initial and regular voting privileges, while 40 
companies allowed their preferred stock to vote only in the event of 
dividend defaults for a specified period. 

However, the holders of preference stock, unlike bond or debenture 
holders but like common stockholders, have not the status of creditors 
of the enterprise, but have, in legal contemplation, an equitable pro- 
prietary interest in the company. While preference shareholders 
are not creditors—since the company does not undertake either to 
pay back the amount contributed or to pay the fixed dividends, unless 
the latter is earned and declared—on liquidation or dissolution the 


2% See Graham, Benj., and Dcdd. D. L.. Security Analysis (1984), pp. 57 and 63. 


Objections to the Conventional Grouping.—1. Preferred Stock Grouped with Com- 
mon.—While this approach is hallowed by tradition, it is open to several serious objec- 
tions. Of these the most obvious is that it places preferred stocks with common stocks, 
whereas, so far as investment practice is concerned, the former undoubtedly belong 
with bonds. The typical or standard preferred stock is bought for fixed income and 
safety of principal. Its owner considers himself not as a partner in the business but 
as the holder of a claim ranking ahead of the interest of the partners, i. e.. the common 
stockholders. Preferred stockholders are partners or owners of the business only in a 
technical, legalistic sense: but they resemble bondholders in the purpose and expected 
results of their investment. 

a | En * i. Ey * * 
From the foregoing discussion the real character and purpose of our Classification 
should now be more evident. Its basis is not the title of the issue, but the practical 
significance of its specific terms and status to the owner. Nor is the primary emphasis 
placed upon what the owner is legally entitled to demand, but upon what he is likely to 
get, or is justified in expecting, under conditions which appear to be probable at the 
time of purchase or analysis. 
27 Stevens, W. H. S., “Stockholders’ Participations in Profits,” article in The Journal of 


Business of the University of Chicago, July 1936, p. 211. 

°8 Preference stocks frequently have contingent voting rights conditioned upon specified 
defaults in payment of dividends, etc. The ‘senior’? common stock, usually known as the 
Class A common stock, frequently has a constant voting power usually less in the aggregate 
than that of the residual common stock, usually known as Class B common or management 


stock. 


1574 SECURITIES AND EXCHANGE COMMISSION 


preference shareholders are entitled to receive payment of the full 
par or stated liquidating value of their shares and accumulated un- 
paid dividends after the bonds are fully satisfied and before the 
common-stock holders can receive anything? Unlike bonds but like 
common stock, preference stocks have no maturity date, and divi- 
dends are not deductible from earnings as interest is. 

Realistically, the preference stockholder has few of the advantages 
of the common stockholder, such as the right to unrestricted profits 
and a voice in the management of the company, and is subordinated 
to the bondholders with 1 respect to the type of advantage which the 
bondholder has over the common stockholder. However, the pref- 
erence stockholder is usually entitled to a greater return, if earned, 
than the bondholders, and sometimes has a vote with respect to 
management. 

Preference stocks of investment companies are generally in the 
form either of preferred stock or a special kind of common stock, 
ealled Class A stock to distinguish it from the ordinary residual 
stock known as Class B common stock, or management stock. The 
feature common to all varieties of preference stocks is a claim of 
priority on earnings. Two other characteristics are of almost uni- 
versal occurrence among preferred stocks and of general occurrence 
among Class A stocks in the investment company ‘field, namely: (a) 
a pr eferential lien on the assets of the company in case of the hiqui- 
dation or dissolution of the business; and (b) the requirement that 
all lapsed dividend payments be paid before any dividends can be 
declared on the residual common stock.*° 

In most instances the preference stockholder is the recipient of os- 
tensible protective provisions somewhat similar to those extended to 
bond issues. The most common safeguard is the stipulation that no 
additional bonds or preference shares be issued without the consent 
of the existing preference shareholders. Frequently, preference share- 
holders are oranted an asset coverage provision—a stipulation that 
no dividends will be paid on the common stock if the net assets of 
the company fall below a specified ratio to the sum of the liquidation 
priorities of the outstanding preference stocks. Another provision 
fairly usual in connection with the preference shares of investment 
companies is a stipulation giving the preference stock voting rights 
after one or more lapses of dividends.** Such provisions have pur- 

orted to provide the preference stockholders with a measure of safety 
in the event of poor performance of the company and to restrain the 
management, in the selection of which the preference stock investor 


29In investment companies, the preference stocks are usually of the cumulative dividend 
variety, i. e., the unpaid dividends accumulate and are entitled to be liquidated before any- 
thing is paid on the junior stocks. Of the 89 investment companies that issued preferred 
stock, 87 granted, while one denied, the benefit of cumulative dividends; one company 
failed to specify. 

°0 Hor a discussion of the techniques on the part of the common-stock “control” by which 
such accumulations are eliminated, see infra, pp. 1790-5; see also the Commission’s Report 
on the Study and Investigation of the Work, Activities, Personnel, and Functions of Pro- 
tective and Reorganization Committees, Part VII. For the number of companies granting 
cumulative dividends, see note 29, supra. 

81 Of the 89 companies issuing preferred stock, 40 companies extended a voting privilege 
to the preferred upon default in the payment of dividends for a specified period, ranging 
from 8 months to 2 years. 
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has no part, from activities prejudicial to the preference security 
holder.*? 

Diversity in the rights of security holders is naturally increased 
when, as has been fairly usual, investment companies have issued sev- 
eral issues of preference stock bearing different dividend rates and 
priorities and having varied limitations, privileges, and safeguards. 


C. Convertible Securities 


The foregoing description of the common stock, preference stock, 
and bonds does not completely disclose the variegated diversity of 
security interests which the complex capital structure investment 
company may present. Convertible securities—securities which can 
be changed from one type to another—have been, at various periods, 
popular in the investment company field. There are two general 
types of convertible securities: (a) Securities issued as one type or 
class convertible, under certain specified conditions, into some other 
type or class, such as bonds convertible into preferred and common 
stock or preferred stock convertible into common stocks; and (b) 
certificates (called warrants or options) representing a contract right 
to buy some form of corporate security on specific terms. 

The convertible bond, or convertible preferred stock, enables the 
investor to retain greater security and the promise of regularity of 
income, while having the option, within the specified period, to ex- 
change that status for that of the common stockholder if there oc- 
curs a market or asset appreciation of the common stock. Of the 89 
companies issuing preferred stock, 30 had outstanding preferred is- 
sues which were convertible. When the security is a warrant to pur- 
chase a common stock, attached to a bond or to preferred stock, the 
investor can simultaneously retain the preferential position of his 
bond or preferred share and obtain, at his election within the stated 
period, common stock at a previously fixed price. 

Convertible securities are generally issued by promoters to make 
the security more attractive and therefore more marketable. Whether 
or not the investor realizes the fact, a part of the sum he pays for 
the senior security is paid for the speculative interest he receives 
through the conversion privilege. 

There is a species of warrant to purchase common stock, accom- 
panying subscribed shares of common stock or issued independently, 
usually at the time of organization, called the option warrant (gen- 
erally long-term or perpetual) which has been frequently distrib- 
uted as partial compensation to promoters. In the inflated stock 
market of 1929, these options afforded the sponsors of investment 
companies an opportunity to make enormous profits.** 


82 The extent to which these protective provisions have been effective in these respects 
is discussed infra. 

33'The method whereby, and the extent to which, conversion privileges in the complex 
capital structure of the investment company were turned by management interests to their 
personal advantage is noted infra. for a discussion of issuance of convertible securities 
and option warrants as instrumentalities of control, see infra, pp. 1899-1900. 
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D. Classification of Securities Into “Senior Securities” and 
“Equity Securities” 


Since both bonds and preference stocks have rights to earnings and 
assets of the company superior to the common stock, the term “senior 
securities” is employed to distinguish both of these classes from the 
common stock. Common stocks, on the other hand, which have de- 
ferred claims to income and the assets of the company, are frequently 
termed “junior securities.” Common stocks are frequently termed 
“equity securities” in contradistinction to the “senior” securities 
which have no share in the residual earnings or assets of the com- 
pany.** 

The other vital respect in which bonds and preference stocks, jointly, 
differ from common stocks is one in which the latter are favored: 
the right to participate in the management of the company. Thai 
the common stock is generally the repository of the power to select 
the management to the exclusion of the senior securities, is as sig- 
nificant for an understanding of the problems relating to complex 
capital structures of investment companies as the fact that the senior 
securities have a limited priority in distribution. 

Every security of an investment company called a common stock 
should not, however, be deemed included in the category of “equity 
securities.” There are the variants of common stock, such as Class A 
common stock, which have the attributes of priority in distribution 
and divestment of management rights characteristic of senior securi- 
ties. When the problems and defects which the existence of senior 
securities in capital structure introduces into the investment com- 
pany field are discussed, such a classified common stock will be con- 
sidered as comprehended within the term “senior securities.” On the 
other hand, the type of common stock, often designated Class B 
common stock, or management stock, which has a deferred but un- 
limited claim to the distribution of earnings and assets, and the pri- 
mary voting power, will be regarded as included within the category 
of “equity” securities. 


It, ECONOMIC CONSIDERATIONS REGARDING SENIOR 
SECURITIES IN CAPITAL STRUCTURE OF AMERICAN 
INVESTMENT COMPANIES 


Before proceeding from the general description of the various 
types of senior securities used by investment companies to the de- 
tailed discussion of specific problems, deficiencies, and abuses which 
have accompanied the issuance, repurchase, redemption, servicing, 
and default of such securities, the more important economic factors 
involved in the use of senior securities by investment companies will 


5: Since preferred stocks have merely a first claim on the profits or earnings of the 
company and have not a creditor status, they are sometimes referred to as “equity” securi- 
ties and their issue as “equity financing.” For the purposes of this chapter, however, 
preference stocks will not be deemed to be included within the category of “equity 
securities.” 

% Sometimes the designation of the classified common stocks is reversed—thus in United 
Founders Corporation the Class A stock was the control class or management stock. See 
infra, pp. 1632-3. 
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be briefly considered. This section first contains a comparative 
description of the extent to which senior securities have been used by 
all corporate enterprises in the country and the proportion of total 
capital contributed by such senior securities. This discussion is fol- 
lowed by a comparison of senior security issues in American and 
British investment companies. The rationale of the use of senior 
securities by corporations is then summarized both from the point 
of view of supply—the factors which induce corporations to issue 
senior securities, and demand—the reasons which lead investors to 
purchase bonds and preferred stocks. ‘There follows a summary of 
the economic bases of senior securities—the economic factors which 
are asserted to justify the use of senior securities in a sound scheme 
of corporation finance and an attempt is made to evaluate from an 
economic point of view the need for and the justification of senior 
securities in the capital structure of investment companies. Finally 
there are set forth several examples of considerations which are not 
primarily economic in nature but which aid in evaluating the justifi- 
‘ation for senior securities in investment companies. 


A. Senior Securities in Capital Structures 
1. AMERICAN CORPORATIONS GENERALLY 


At the end of 1936, the relation between senior securities outstand- 
ing and total capitalization of American corporations in_ general 
varied greatly among the major industry groups (Table 28).*° 
Against an over-all ratio of 88% for all corporations (excluding the 
financial and miscellaneous categories), the proportion of senior 
securities (bonds and mortgages and preferred stock) to total capitali- 
zation was as high as 67% for the service industries, 52% for trans- 
portation and other public utilities, and as low as 19% for corpo- 
rations engaged in mining and quarrying, and 20% for corporations 
engaged in trade.* 

A similar picture is presented by an analysis of 510 companies in 
15 industry groups registered under the Securities Exchange Act of 
1934 (Table 29).°° The extreme diversity of the ratios of senior 
securities to total assets for the different industry groups is again 
apparent, 


86 A comprehensive, though rough, picture of the use made of senior securities by Ameti- 
ean corporations is provided by the relevant information collected by the Bureau of 
Internal Revenue, which is summarized in Table 28, reflecting the situation at or about the 
end of 1936. Corresponding basic figures for 16 subdivisions of the manufacturing indus- 
tries may be found in Statistics of Income for 1936, Part 2, Table 6. 

37 Total capitalization in this table refers to senior securities (bonds and mortgages, and 
preferred stock) and common stock equity taken at balance sheet (book) values. The 
statistics of the Bureau of Internal Revenue, on which Table 28 is based, do not segregate 
bonds from mortgages. 

38 These companies are all relatively large organizations. The groups are the only in- 
dustry groups for which such information is at present readily available. The figures in 
Table 29 are analogous to those presented in Table 28. Though the figures in Table 29 are 
less comprehensive than those contained in Table 28, they have an advantage from one 
point of view of excluding mortgages from senior securities. 
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TABLE 28.—Selected balance sheet items and ratios as of December 31, 1936, or 
close of fiscal year nearest thereto, for all nonfinancial corporations submitting 
balance sheets in filing corporation income tax returns 


[Millions of dollars] 


Senior securities REGS, Ratio of 
Number) Gapital Common|senior se- eaeees 
Industry of cor- assis © Bonded stock | curities to capi- 
porations debt and| Preferred Total equity 2! to capi- | ‘taliza- 
mort- stock - |tal assets NIOLING 
gages 
Agriculture and related in- | 
GWGIRICS = . sssesecessccs cs 7, 126 1, 214 244 7 318 1, 195 0. 26 0. 21 
Mining and quarrying.______ 11, 5381 5, 850 1, 046 349 1, 395 6, 095 . 24 .19 
Mianutacturinges ss 2a. seen = 85, 350 20, 690 4, 256 5, 530 9, 786 32, 937 LAT - 23 
C@onsSthuchlon== === =a 14, 574 493 135 75 210 721 . 43 . 23 
Transportation and other 
public utilities: ¢ 
Steam railroads._________ 505 | 20, 106 | 11, 273 933. | 12, 206 9, 713 | . 61 . 56 
Other transportation and 
related activities._._____| 18, 244 | 5, 982 LD || 588 | 3, 363 2, 995 Ol, . 538 
Electric light and power | | 
and combined electric | | 
lightrand! gas=s2 2222.2 1,114 12, 410 | 6, 731 1, 769 8, 500 5, 670 . 68 . 60 
Telephone and telegraph. 1, 282 4,052 | 1, 459 222 1, 681 5, 224 41 24 
Other public utilities_____ 3, 822 5, 173 2, 381 355 2, 736 2, 579 OS . ol 
Wad Cree eee on eee Pee | 130, 073 3, 615 998 1, 271 2, 269 9, 165 ROSH . 20 
SOW CC ssa nek hee tne Nene 48, 590 8, 085 5, 002 582 5, 584 2, 778 . 69 . 67 
MO taeees PSs. Seve es 317, 911 87, 620 36, 300 11, 749 48, 049 79, 072 | 55 | . 38 
{ 5 


2 Land, buildings, and equipment, less depreciation and depletion. 

> Common stock and surplus and undivided profits, less deficit. 

¢ Senior securities and common stock equity. 

2 Only the total figures for this group are published in Statistics of Income for 1936; the breakdown given 
was obtained from the Bureau of Internal Revenue. 


TABLE 29.—Selected balance sheet items and ratios as of December 31, 1936, or 
close of fiscal year nearest thereto, for 510 corporations in manufacturing and 
trade registered under the Securities Hachange Act of 1934 


[Millions of dollars] 


| Num- | | Senior securities | F i 
ber ae eee Com- Hauggt Rotibe i 
Industry Dea ee lines Jon lecuriios Spout 
| pora- | ata e ferred | Total | equity« ee taliza- 
tions | stock tion 4 
iP = | =| ea | =f. | 
Manufacturing: | | | 
Food and related products _____| 86 | 1,194 | 285 | 462 747 | 1,595 0. 63 0. 32 
Mobaccowproducts sas ===. == 19 | 69 | 58} 126] 184 | 589 2. 67 . 24 
Beverages (excluding breweries | | | 
and‘distilleries)-_____________-| 7 | 16 | 0 al 7 61 44 | 10 
Chemicals and allied products__| 42 | 808 | 39 | 248 282 | 1,405 28H) | 3 We 
Oil refiners with producing | | | 
facilities with assets over | | | | | | | 
$50,000;000/each_.____________- | Ve | 8 8) | 379 | = 166 545 | 4, 661 | si || . 10 


7 Land, buildings and equipment, less valuation reserves. 

» Includes a negligible amount representing installments of other noncurrent debt due within 1 year. 
¢ Common stock and surplus, less deficit. 

4 Senior securities and common stock equity. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1579 


TABLE 29.—WSelected balance sheet items and ratios as of December 31, 1936, or 
close of fiscal year nearest thereto, for 510 corporations in manufacturing and 
trade registered under the Securities Exchange Act of 1934—Continued. 


[Millions of dollars] 


Num- Senior securities : Ratio of 
ber ‘ ' wl __| Com es senior 
of apita mon wawiticg Securities 
Industry cor- | assets | pungeq| Pte stock eens to capi- 
pora debt ferred | Total | equity cas taliza- 
tions stock ; tion 
Manufacturing—Continued 
Tires and other rubber products_ 14 266 168 219 387 206 1. 45 . 65 
Leather and leather products___ 16 45 4 25 29 151 . 64 .16 
Building materials___...___.__-_- 23 326 25 63 88 386 a2, 19 
Iron and steel producers with 
assets over $100,000,000 each___ 12 2,476 631 651 | 1, 282 2, 320 5 . 36 
Machinery and tools_________-_- 97 483 61 238 299 1, 041 . 62 B22) 
Automobiles, parts and acces- 
SOCOES Bess Ee Sees See 68 743 18 232 250 1,471 . 34 6 és 
Containers and closures (other | 
than paper or wood) _-_-___--- 8 266 5 58 63 343 . 24 16 
Total manufacturing. ______ 409 10, 421 1,673 | 2,490 | 4,163 | 14, 229 . 40 23 
Merchandising: 
CMAN GuOnOS. one santas see 71 457 18 104 122 805 ou 9 a3 
Department stores__--_-.-_____- 25 318 45 135 180 318 oT . 36 
Miailrondemhousesa= a= a=as ae 5 133 0 24 24 412 .18 . 06 
Total merchandising. —~--___===2- 101 908 63 263 326 1, 535 . 36 .18 


Source: Reports on industry groups of the Census of American Listed Corporations, a Work Projects 
Administration study sponsored by the Securities and Exchange Commission, December 19838-November 
1939. 


2. AMERICAN AND BRITISH INVESTMENT COMPANIES 


American investment companies have made considerable use of 
senior securities, both measured by the absolute amount of senior 
securities issued and by the proportion of total capital funds raised 
through the issuance of debentures and preferred stock. Since 1927 
American management investment companies proper have raised 
considerably over $1,000,000,000 through the sale of their senior 
security issues.*® This amount represents over two-fifths of the total 
‘apital raised by leverage management investment companies proper 
and over one-fourth of the total for all management investment com- 
panies proper (closed-end and open-end) .*° 


89 See Pt. Two, Ch. III (House Doc. No. 70, 76th Cong.), Table 61. This figure is a rough 
estimate. Exact data are unobtainable since a considerable amount of senior securities was 
sold in units together with common stock. Furthermore, intercompany transactions, which 
amount to 30% of total sales, are included in this estimate to an extent which cannot be 
determined, although the proportion of intercompany transactions involving senior securities 
may be expected to be less than for common stock. 

40Tf intercompany transactions were excluded both from total capital raised (Pt. Two, Ch. 
III, Table 60) and from senior securities, the proportion of total capital raised through the 
gale of senior securities might be as high as 50% for leverage management investment 
companies proper, and 35% for all management investment companies proper. 

A group of investment-holding companies, which accounted for less than 40% of the 
estimated total sales for all companies of this type, raised over $300,000,000 through the 
sale of senior securities during this period or well over one-third of the total capital raiscd 
by these companies (Pt..Two, Ch. III, Table 61). Comparable information is not readily 
available for the other companies in thig group. 


153373—41 51 
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The importance of senior securities in the capital structure of in- 
vestment companies may also be measured by the relation between 
the amount of senior securities outstanding and the total capitaliza- 
tion (including surplus) at various dates." For management invest- 
ment companies proper, senior securities were about half of the total 
capitalization and surplus at the end of 1927 but declined to less than 
40% of total capitalization and surplus at the end of 1929 as a result 
of unrealized appreciation in the portfolios of investment companies 
and large sales of their own common. stock issues to the public. 
During the depression, common stockholders’ equity almost dis- 
appeared as a result of the drastic depreciation in the market value 
of the portfolio; and, at the end of 1932, senior securities represented 
almost 90% of total capitalization and surplus.” The trend was 
reversed beginning with 1933, again due partly to portfolio appre- 
ciation and partly to new issues of common stocks and the absence of 
any additional issues of senior securities. As a result, senior securl- 
ties accounted for shehtly over 40% of total capitalization and sur- 
plus at the end of 1935 and for about 80% at the end of 1936.% This 
ratio of less than one to three of senior securities to total capitali- 
zation in investment companies “4 was somewhat lower than the 
average for all nonfinancial corporations but was higher than the 
average for corporations in manufacturing, mining, and in trade, 
indicating a smaller cushion for the senior securities of investment 
companies than for the senior securities of these other groups of 
corporations.” 

These ratios take into account only the leverage in the capital 
structure of investment companies, reflecting the fact that part of the 
capital of the investment company is raised by the issuance of senior 
securities and that consequently an increase or decrease in the total 
value of net assets results in a proportionately larger increase or 
decrease in the total value of common stockholders’ equity. However, 
the assets of investment companies consist to a large degree of com- 
mon stocks of companies which in turn have senior securities in their 
capitalization. The common stock of investment companies, there- 
fore, often has double leverage, provided partly by the senior securi- 
ties of the investment company itself and partly by the senior 
securities of the companies whose common stocks are held in the in- 


41 Total capitalization is obtained as before by adding the amount of senior securities 
(bonds and preferred stock) to the common stcck equity; in this case, however, the com- 
mon stock equity is based largely on the market value of the assets and is consequently a 
less arbitrary figure. 

43 These figures, based on market value of assets, combine leverage and nonleverage com- 
panies. For leverage companies alone, common stockholders’ equity was negative at the 
end of 1932. See Pt. Two, Ch. II, Tables 29, 33, and 40. 

43 Figures from Pt. Two, Ch. II, Table 29 and Table 40. Management investment-holding 
companies show a lower ratio of senior securities to total capitalization than management 
investment companies proper for the first part of this period, but a higher ratio at the 
end of the period (Pt. Two, Ch. II, Table 43). For a statistical discussion of the extent 
of leverage in investment companies, see Pt. Two, particularly Ch. II, pp. 45-48, 70-1, 
and 75-7, and Ch. III, pp. 193-6. 

44 This ratio, which is much more volatile among investment companies than among other 
corporations, was considerably above one-third both before and after 1936. 

45 See Table 28. The over-all ratio for all nonfinancial corporations would be higher than 
shown in the table if mortgages (which are not found in investment companies) were 
excluded from senior securities. 
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vestment company’s portfolio.® It is obvious, therefore, that the 
total leverage of the common stock of investment companies is almost 
always higher than the leverage measured by the relation between 
senior securities and common stockholders’ equity of the investment 
company itself. 

The degree of leverage prevailing in American investment com- 
panies, while high as compared with many other American industries, 
appears low in comparison to the prevalence of senior securities in 
the capitalization of British investment companies. British invest- 
ment companies in 1935 had about as much preferred stock outstand- 
ing as common stock and slightly more debentures than either their 
preferred or common stocks.** The ratio of 70% of senior securities in 
British investment companies to total capitalization (not including 
surplus) was higher than the proportion of the total capital raised 
through the sale of senior security issues by American management 
investment companies proper and was above the proportion of the 
total capitalization (including surplus) which such senior securities 
in American companies accounted for at the end of 1935.48 On the 
other hand, since British investment companies are almost entirely 
companies with senior securities,*® they may be compared with Ameri- 
can leverage management investment companies proper, for which 
the ratio of senior securities to total capital raised was over 40% 
while the ratio of senior securities to total capitalization (including 
surplus) was about 80% at the end of 1935.°° 

Moreover, in considering the higher proportion of capitalization of 
British investment trusts represented by senior securities it must be 
borne in mind that in 1935 the British trusts kept about 60% of their 
total portfolios in senior securities, while among American manage- 
ment investment companies proper fixed-interest-bearing securities 
and preferred stocks constituted less than 20% of the total portfolio 
at the end of 1935.°: Investments in senior securities were much less 
prevalent in American investment companies—even among those hay- 
ing funded debt outstanding—than in the British companies, for the 
entire period studied. 


46'The total degree of leverage can be calculated if the exact make-up of the portfolio of 
the investment company and the capitalization of all portfolio companies are known. 

47 See Commission’s Report on Investment Trusts in Great Britain, pp. 26 and 86. These 
figures as a whole refer to the par value of capital originally contributed by the holders of 
these securities and to the extent that this is true the stated common-stock equity does not 
reflect surplus, and the ratio of senior securities to total capitalization (70%) is larger than 
the ratio that would be obtained if it were possible to value the common-stock equity at 
market in arriving at a figure for total capitalization as for American investment companies. 
Furthermore the ratio indicated for British investment companies is also larger than a ratio 
based on the actual amount of capital originally contributed since premiums (on common) 
received are not reflected in the par value of capital. 

48'The ratio given for British investment companies is more closely comparable to the ratio 
of senior securities to total capital raised, given above for the American investment com- 
panies, than it is to the ratio of senior securities to total capitalization (including sur- 
plus), also given for the American companies. 

49 Sce Commission’s Report on Investment Trusts in Great Britain, p. 31. 

50Id., p. 25, et seq. and Pt. Two of this report (House Doc., No. 70, 76th Cong.), Ch. 106 
Table 33. 

51 Op. cit. supra, note 49, p. 52; also see Pt. Two, Ch. VIII, Tables 169 and 217, and Pt. 
Two, Ch. II, Table 35. This ratio was only about 5% for inyestment-holding companies 
(Pt. Two, Ch. VIII, Table 219). 
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B. The Reasons for Issuance of Senior Securities 


1. ISSUERS’ POINT OF VIEW 


Corporations have issued senior securities, in addition to common 
stock, in raising permanent funds for the conduct of their business for 
a variety of reasons. Senior securities were used to provide leverage 
for the Junior money; to secure through the use of senior securities 
(which generally have no voting right) control over a much larger 
amount of total funds than those contributed by the common stock- 
kolders alone; and to tap, through the issuance of senior securities, 
sources of funds not available if capital financing were restricted to 
common stocks. 


a. Creation of Leverage for Common Stock # 


The creation of leverage for the money invested by the common 
stockholders probably has been in many cases a most potent reason 
for attempting to secure part of the capital funds through the issu- 
ance of senior securities which, although entitled to a preference with 
respect to all the assets and profits, are entitled to only a fixed and 
limited amount of these assets and a fixed and limited amount out of 
profits, both current and nonrecurrent, realized and unrealized. This 
incentive toward the issuance of senior securities is mainly specula- 
tive. The larger the amount of senior securities issued. relative to the 
funds contributed by common stockholders the greater the possible 
gain to common stockholders—and, of course, the greater the risk 
that the entire junior money may be wiped out, at least temporarily. 


b. Facilitation of Control 


A high ratio of senior securities to total capitalization not only 
provides the common stock with a leverage factor but also reduces 
the amount of funds necessary to obtain the voting stock and there- 
fore control of the corporation. Bonds and debentures almost never 
have voting rights, except in certain contingencies. The acquisition 
of control of large amounts of capital with a disproportionately 
small investment can also be achieved without the use of senior securi- 
ties, through the creation of nonvoting common stock which is on a 
parity in all other respects with the voting common stock. However, 
such nonvoting stocks may have no sales appeal. While it is difficult 
or almost impossible to determine in a specific case whether senior 
securities were issued mainly to increase the leverage of the junior 
money or to permit control of large pools of capital with a relatively 
small investment, the distribution of the ownership of the common 
stock will furnish the answer in most cases. Whenever the common 
stock is closely held in large blocks it may be assumed that the facil1- 
tation of control was at least a contributing factor in the issuance of 
senior securities; when the common stock 1s widely distributed and 
large holdings rare, the desire for additional leverage probably was 
the dominating factor and may often be traced to the increased 
“sales appeal” of comon stock with high leverage during certain 
periods of our financial history. 


52 Wor a more detailed discussion of the general problems of leverage see infra, pp. 1585— 
1664. 
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c. Tapping Fixed Income Savings Funds 


One of the main reasons for the issuance of senior securities is to 
tap certain large reservoirs of savings which are generally unavail- 
able for investments in common stocks. These reservoirs are at the 
present time, as far as fixed interest-bearing securities are concerned, 
mainly financial institutions (insurance companies, commercial banks 
and savings banks), nonprofit institutions (foundations, colleges, 
churches, ete.),-and individual trust funds. In earlier periods a 
large part of the investment funds of individuals could likewise be 
tapped only by an offering of senior securities. The sales resistance 
of investors to common stocks which were regarded as speculative 
was avoided by offermgs of senior securities with their purported 
safety and protective features.*® Since the twenties, however, the 
reluctance of individual investors to invest in common stock, very 
pronounced until the World War, has diminished progressively. 


2. INVESTORS’ POINT OF VIEW 


The paramount reason why some investors prefer senior securities, 
and in particular fixed interest-bearing bonds and debentures, to 
common stocks is, of course, the fact that these securities at issuance 
offer a promise of a yield fixed over a considerable period of time 
and also undertake the repayment at maturity or call of a fixed sum 
of money, equal to or slightly higher than the original investment. 
For certain types of investors senior securities are the only securities 
they can buy, either because of legal restrictions on their investment 
policies or because of the nature of their business. Individual 
investors generally are not under the same compulsion to direct their 
investments into senior securities. However, the desire to receive a 
steady income, together with the aversion to incurring the larger 
risks inherent in the ownership of common stock, have given senior 
securities a very pronounced sales advantage with many investors. 


C. The Ecenomic Bases of Senior Securities 


1. THE MARGIN BETWEEN THE NET YIELD OF ASSETS 
AND NET COST OF SENIOR SECURITIES 


One of the most important factors which may justify, on an 
economic basis, the issuance of senior securities is the existence of 
a margin of the net yield (the yield after expenses of operation 
or administration) of the assets to be purchased with the proceeds 
of senior securities over the cost of hiring the senior money. Unless 
such a margin exists, the issuance of senior securities will reduce the 
net. profit of the issuing corporation (or increase its net loss) and 
will diminish common stockholders’ equity. Clearly, senior securi- 
ties under ordinary circumstances should never be issued unless the 
issuing corporation has good reason to believe that investment of the 


3 Senior securitie s in capital structures of investment companies were in many instances 
dictated by sales expediencies rather than economic soundness. Investors, by purchasing 
senior securities of investment companies, whose assets consisted mostly of common stocks, 
were investing indirectly in common stocks, even though they may not have known it and 
may have been averse to such type of investment. 
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proceeds of the senior securities will increase the net income of the 
issuer by more than the stipulated interest or dividend payments. In 
many cases, of course, these expectations prove to be unsound, with 
the result that the servicing of the senior securities absorbs part of 
the capital or earnings on “capital belonging to the common stock- 
holders. If payments of unearned interest and dividends on senior 
securities exceed total current net income, and are sufficiently long 
continued, they are bound to result in bankruptey or voluntary 
liquidation. 

American management investment companies proper over the 
period 1930-86 have earned an average annual current gross income *4 
of between 414% and 5% of their average total assets.®° As expenses 
of operation have absorbed about one-fifth of current gross income, 
the rate of net earnings (before deduction of income taxes) 1s 
reduced to between 314% and 4% per annum.*® This rate obviously 
is far below the servicing cost of senior securities, since the bonds of 
investment companies were sold for the most part to yield between 
5% and 514% at issue price, while their preferred stocks were issued 
largely at yields between 5% and 6%, with 6% accounting for the 
great majority of the cases.°’ These yields must be increased by 
about one-twentieth, representing underwriters’ commission,°* to tea 
flect the cost of the senior money to the issuing investment company.®® 
Consequently the net cost of senior securities 1 to the issuing company 
averaged over 5% for bonds, about 6% for preferred stock, and close 
to 6% in the aggregate. 

When earnings are related to average invested capital rather than 
to average assets, the rate of earnings is substantially lower due to 
the fact ‘that most of the capital was raised and invested in 1928-29 


54J. e., total income exclusive of capital gains or losses before deduction of expenses of 
operation or income tax. 

55 All earning rates given here, as well as elsewhere in this section for comparative pur- 
poses, are before deduction of interest paid. (See Pt. Two, Ch. II, Table 39.) The invest- 
ment companies in the Atlas Corporation and The Equity Corporation groups are not 
included in the figures on which these calculations are based. Comparable data prior to 
1930 are available only for a small number of companies. 

5% The rate of current earnings on average assets becomes somewhat lower, of course, 
when 1928 and 1929 are included, as a result of the low dividend yield on comon stocks for 
these years. 

57 Of 81 preferred stock issues of investment companies, outstanding at the end of 1938, 
8 had a stipulated dividend rate of less than 5%, 12 had a dividend rate of 5%, 9 had a 
dividend rate of 544%, 51 had a dividend rate of 6%,.and 6 had a dividend rate of over 
6%. Of 28 bond issues, 7 had an interest rate below 5%, 11 a rate of 5%, 8 a rate of 
5144%, and 2 a rate of 6%. 

Preferred stocks constituted a much greater part of the capitalization of American man- 
agement investment companies proper than did bonds. (See Pt. Two, Ch. III, Table 61; 
and id., Ch. II, Tables 29 and 33.) 

58 See Pt. Two, Ch. III, Tables 67 and 68. 

5) The discounts below par or premiums above par at which senior securities were issued, 
and the premiums above par at which some of the issues were to be retired, also affect the 
eost of senior securities to the issuing investment company. As most issues of senior 
securities were sold to the public at prices only slightly above or below par, and as the 
differences between the offering price and par would tend to compensate in part, such 
deviations from par value probably had but a negligible effect on the average net cost of 
senior securities. However, an adjustment of the average net cost of senior securities for 
premiums above par at which some of the issues were to be retired would tend to increase, 
though only very slightly, the cost computed above. 
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when security prices were very high.*? Doubtlessly, therefore, for the 
period of actual operation of American investment companies, the 
rate of current net income was far below the cost of senior money.” 
In other words, whether the rate of current net earnings of invest- 
ment companies is calculated on the basis of original investment or 
changing market. value of assets, the “margin” did not exist, as the 
vate of current net earnings was less than the rate of fixed charges on 
bonds and preferred stock. 

There is no doubt that during the short period over which American 
investment companies have actively operated no positive margin has 
existed between current net earnings on assets and the cost of hire of 
senior money. While any consideration of the existence or the 
absence of such a margin for the period before 1927 is hypothetical in 
nature, as practically no investment companies were then in oper- 
ation, it is of some interest for two reasons. It, first, provides an idea 
of the relationship between the current net earnings obtainable from 
an investment in diversified common stocks, such as investment com- 
panies hold, and the cost of senior money. Secondly, it indicates 
whether and on which assumptions investment companies in the 
late 20’s could have reasonably expected, on the basis of the past, 
to derive a current margin from the issuance of senior securities. It 
then appears that for the period from 1871 through 1926 dividends 
on domestic common stock averaged only about 5.0% of their price, 
while the current yield on the direct investment of a constant amount 
of money in common stock in each year of the period would have 
averaged about 7.0%.°? As operating expenses of investment com- 
panies during the past decade have absorbed close to one-fifth of 
eross income, it would seem that current yield from investment in 
common stock by investment companies (before income taxes, if any) 
would have averaged, over the period 1871 through 1926, in the 


60 Underwriters’ commissions and loading charges would also tend to lower the rate of 
earnings on average invested capital—generally by one-twentieth to one-tenth—although 
they do not affect the rate of earnings on assets. ; 

6t'The complete absence of any margin between net ordinary income and the cost of 
senior securities in recent years among American investment companies is shown by data 
available for 1938 and 1939. In 1938, among 71 investment companies with 111 issues 
of senior securities, only 8 companies with 3 issues had a rate of net ordinary income 
(after payment of expenses and taxes other than Federal income taxes) as high as the 
stipulated interest or dividend rates on their outstanding senior securities. The situation 
was not much more favorable in 1939, when among 45 companies with 69 issues only 
3 companies with 3 issues had a rate of net ordinary income as high as the stipulated 
interest and dividend requirements on their senior securities. The negative margin be- 
tween net ordinary income and cost of servicing senior securities was considerable: The 
average interest and dividend rate exceeded the average rate of net ordinary income of the 
issuer by about 83% in 1988 and by over 214% in 1939. 

© Cowles, Alfred 8rd, and associates, Common Stock Indexes, 1871-1937, pp. 872-3. The 
average annual yield of 5.0% on the average price of common stocks is of relatively little 
meaning from the viewpoint of an investor who bought stock at some time during this 
period and held this stock to the end of the period. The average annual yield of 7.0% 
on the investment of a constant amount of money in each year of the period is the simple 
average of average annual yields which an investor would have earned on his annual 
investments if he invested a constant amount of money in common stock in each year of 
the period and held all this stock to the end of the period. An investor who bought stock 
at some time during this period and sold out completely later in the period would be 
expected, on the average, to have had an average annual yield on his investment somewhere 
between 5.0% and 7.0%. 
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neighborhood of 4.0% or 5.6%, depending on the method of calcula- 
tion. The first rate (4.0%) undoubtedly was below the rate at which 
investment companies, had they then existed, could have issued senior 
securities of any type. Even the second rate (5.6%) appears to have 
been below the probable cost of issuance of preferred stock, though 
it might have left a small margin over the cost of issuance of bonds. 
Thus not only did no margin exist between the current net yield and 
the cost of senior securities of investment companies during the period 
of their actual operation in this country, but it also seems likely 
that investment companies in general would not have earned such a 
margin over the half century preceding their rise.** In considering 
the economic basis of the issuance of senior securities of investment 
companies the absence of a margin during the period of actual oper- 
ation and the difficulty in envisaging the emergence of such a margin 
in the near future are, of course, much more important than the 
apparent absence of a margin on current operations in a period of 
over fifty years during which investment companies were not yet in 
operation. Consideration of the hypothetical situation before 1927, 
however, is of some interest because of its corroborative character. 

Since the cost of senior money was higher than the current net 
yield of assets after 1927, and apparently would also have been higher 
prior to 1927, the only possible justification for the issuance of senior 
securities—from the companies’ and the stockholders’ point of view— 
was the anticipation that nonrecurrent income (i. e., net capital gains) 
would be sufficient and steady enough not only to make up the de- 
ficiency of current net yield against the cost of servicing senior 
securities, but would also leave a net contribution to common-stock 
holders’ income and equity. The nonrecurrent income, necessary to 
make up for the lack of the “margin” in current operations, was ex- 

ected from two sources: first, the supposed compound-interest 
growth of the value of an investment in diversified common stocks 
of American enterprises; and second, the supposed ability of the 
managers of investment companies, aided by their economic and sta- 
tistical staffs, to perform better than the stock market averages. The 
second source has thus far in the history of investment companies in 
this country, on the whole, turned out to be illusory. Over the period 
of actual operation, the performance of the average American invest- 
ment company did not excel the performance of the usual stock price 
indexes (e. g., the Standard Statistics Company Index of 90 common 
stocks).** The expected long-term increase in the value of equities 
likewise has failed to materialize; in every year since 1931 the price 
level of common stocks, as measured by the usual stock price indexes, 
was substantially below that of the years 1928 to 1930 when most of 
the portfolios of investment companies were originally acquired. 


6 The cost of senior securities to investment companies over the period of their exist- 
ence (roughly, from 1927) was close to 6%, and there is no obvious reason for believing 
that the cost of senior securities to investment companies would have been less than 6% 
over the years 1871-1926, assuming that the same proportion of bonds and preferred 
stock to common stock equity had been issued. As a matter of fact, available data for 
high-grade railroad bonds indicate that the yield of such high-grade, fixed-income securi- 
ties was higher on the average for the period 1871-1926 than for the period 1927-37 
(op. cit. supra, note 62, p. 492), although this may reflect a change in the investment 
quality of these issues as well as a change in long-term interest rates. 

6 Wor detailed discussion of the performance of investment companies, see Pt. Two 
(House Doc. No. 70, 76th Cong.), Ch. V1, pp. 468-92, and Appendix J, pp. 8338-9387. 
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Obviously, there have been periods in our history when capital 
gains, arising from increases in the price level of common stocks, 
would have more than compensated for the existence of a “negative” 
margin on current operations. This appears to have been true for 
the period 1871 to 1926 as a whole. Capital gains, however, fluc- 
tuate so widely that the issuance of senior securities based on the 
expectation of such gains would seem to be an extremely tenuous 
procedure, as the experience of American investment companies over 
the period of their actual operation well illustrates. 

The issuance of senior securities by American investment com- 
panies must, based upon conditions prevailing now as well as past 
experience over a fairly extended period of time, be regarded as a 
gamble on net capital gains. With the present structure of interest 
rates, the present level of stock yields, and the present costs of 
administration of investment companies, it does not seem likely that 
a net current income sufficient to cover the net cost. of servicing senior 
securities can be obtained by investing either in diversified domestic 
bonds or preferred or common stocks. 

In this connection a comparison with the British investment trusts, 
which have larger amounts of senior securities outstanding than 
American investment companies, is interesting. The net cost of 
issuing investment trust debentures or preferred stock is not very 
much lower in Great Britain than it was or would be in the United 
States.°° But British investment trusts were at one time in a position 
to invest their funds in securities which generally had a yield con- 
siderably higher than that which they paid on their own senior 
securities. This was due, to a considerable extent, to the fact that a 
substantial proportion of their investments was in the public or 
corporate securities of foreign countries,” where a_ considerably 
higher yield prevailed than was common in Great Britain. For 
British investment trusts the issuance of senior securities was in 
effect a sort of interest arbitrage. In the United States the basis 
for a similar yield arbitrage has been lacking and is not likely to 


6% Op. cit. supra, note 62, pp. 66-67. For this period there was an average rate of 
increase of about 2% per year in the market value of common stock holdings. This rep- 
resents roughly the average increase over this period in the value of stock bought at the 
average price of one year and sold at the average price of the next year. There are, of 
course, other measures of the average annual rate of increase in the market value of 
common stock holdings over this period, each of these measures having a somewhat dif- 
ferent meaning. For example, the simple average of the annual average rates of increase 
in the market value of common stock holdings resulting from the investment of a 
constant amount of money in each year of the period was about 3.6%, if it be assumed 
that all stock acquired in this manner was held to the end of the period. However, it 
may be noted that during years of rising prices, over the period of their actual operation, 
investment companies performed worse than the common stock “averages” (Pt. Two, Ch. 
VI, pp. 467 and 481), so that, if they had been in existence over the period 1871 to 1926, 
their capital gains would probably have been relatively smaller than the increase in 
common stock prices. 

6 The interest rate of British investment trust debentures varies between 314% and 
544%, with 5% as the most frequent value, and with a general average slightly over 
414% ; for preferred stocks the usual dividend rates are 5%, which is predominant, and 
414%, with a few cases ranging between 4% and 7%. (See the Commission’s Report on 
Investment Trusts in Great Britain, pp. 28 and 81.) 

87 Td., pp. 48 and 50. 
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emerge in the near future.** In this country, the issuance of senior 
securities, supposedly following a British precedent, was and is a 
gamble on capital appreciation, 

Although no margin between net current yield on assets and net 
cost of senior securities has been found for American investment 
companies as a whole, such a margin existed and still exists for 
numerous industrial corporations. ‘This situation may require some 
explanation as the current income of investment companies consists 
predominantly of dividends on portfolio stocks of mdustrial cor- 
porations for a number of which a considerable margin may exist, 
and yet relatively few of the investment companies possess a com- 
parable margin. The explanation les primarily in the wide range 
in profitability among industrial companies in different industries, 
or of a different size, location, and quality of management, or pos- 
sessing different degrees of monopolistic advantages. While the rate 
of current earnings also differs among investment companies, the 
range in variation among investment companies with diversified 
portfolios of the stocks of more or less the same corporations is very 
much smaller. Furthermore, the current yield of investment com- 
panies is considerably reduced by the cost of administration. An 
additional factor which aids in explaining the difference in “margin” 
between investment companies and many groups of industrial cor- 
porations is the lower net cost of issuing bonds or preferred stocks 
for the latter.® 


2. STABILITY OF INCOME AND ASSETS 


Senior securities require a certain minimum degree of stability 
of gross and net income of the issuing corporation. As interest and 
dividends on senior securities are, with minor exceptions, payable in 
fixed amounts, the issuance of senior securities and the continued ex- 
istence of such obligations are justified only where the net income of 
the issuer is steady enough to give reasonable promise of meeting 
the charges on the senior securities in bad years as well as in good 
years. Asa consequence industries such as the railroads, the electric, 
gas, and water companies (and, in Europe, the mortgage banks) 
which, because of the nature of their business, counted on a relatively 
stable amount of income at the time, have been the chief issuers of 
senior securities. For the same reasons industries with large cyclical 
fluctuations in income have in general made relatively small use of 
senior securities and particularly of bonded indebtedness. 


6 It is true, of course, that most foreign securities sold during the twenties in the 
American market had current yields sufficiently high to promise investment companies 
some margin over the cost of their own senior securities. Several investment companies 
up to 1929 actually kept a considerable part of their assets in foreign securities. (See 
Pt. Two, Ch. VIII, pp. 562, 602-6, and Table 187.) The very unfortunate experience with 
many foreign issues sold in the United States, however, indicates that in the long run 
such an investment generally would not have produced the necessary margin but would 
have left investment companies with heavy capital losses. 

6 Another reason why current earnings on assets of investment companies are at a 
lower rate than in industrial corporations lies in the fact that industrial corporations 
usually do not distribute their entire current earnings as dividends. However, investment 
companies might be expected in the long run to be compensated for this relatively low 
current yield on assets by an increase in the value of their common stock holdings of the 
companies which retained earnings. 
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Steadiness of the value of assets is a fairly close attribute to 
steadiness of income as a prerequisite for the issuance of senior se- 
curities, since the value of assets over a substantial period of time is 
to a large extent determined by the earning capacity of the corpo- 

ration, Steadiness of asset value may, how ever, be of much less 
importance than the fluctuations in income, as most of the assets of 
the great majority of the companies issuing senior securities cannot 
easily be sold in an open and continuous market. 

Finally, it is evident that the basis for the issuance of senior se- 
curities becomes broader and more secure as the proportion of com- 
mon stockholders’ equity to senior securities outstanding increases. 
Obviously the smaller the proportion of total capital ‘funds con- 
tributed by senior securities, the less will the current service on senior 
securities and the repayment of senior securities be endangered by 
declines in income and the asset value of the issuer. 

American investment companies have conspicuously failed to meet 
the tests of steadiness of income or underlying assets. This result 
is hardly unexpected in view of the extreme fluctuations in corpo- 
rate profits, dividends and stock prices which have characterized the 
last fifteen years during which investment companies have been 
active. While these fluctuations were extraordinarily large, the divi- 
dends and prices of American stocks have always been subject to 
violent fluctuations. During the period from 1871 to 1938 there have 
been seven instances when the prices of common stock—which have 
always constituted the chief assets of American investment com- 
panies—have fallen by 30% or more over periods of less than three 
years, including the dealing of almost 90% between the fall of 1929 
and the summer of 1932.° The marked swings in stock price move- 
ments, which existed even before 1929, should have dictated a very 
sparing use of senior securities.” 

On the basis of book values, the fluctuations in the value of assets 
of investment companies have been proportionately much larger than 
for practically any group of manufacturing or trading cor porations. 
These fluctuations are, however, partly due to the fact that the assets 
of investment companies may be and generally are periodically re- 
valued on the basis of market prices, while revaluations (except for 
inventories) are relatively rare in other corporations. 

The instability of the assets and income of investment companies 
is vividly reflected in the spotty record of service of senior securi- 
ties of American investment companies during the past decade. 
Although only relatively few of the debentures issued by invest- 
ment companies did not receive their interest, a substantial num- 
ber of debenture issues, however, at one time or "another were “under 
water,’—the total assets of the issuer became insufficient to cover the 
redemption value of the debentures.” The record of preferred 
stock issues of American investment companies is much worse. Of 
117 issues of preferred stocks issued by 92 management invest- 
ment companies ™ not less than 98, or 48% of the issues studied, 


7 Op. cit. supra, note 62, Chart 7 and pp. 66-7. 

71 For examples of the devastating effects of high leverage during this period, see 
infra. 

72 See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. II, pp. 77-8 

73 These are the only companies for which this information is readily available. 
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passed one or more dividends payments between January 1, 1927 
and December 31, 1985. That these defaults in dividends were not a 
negligible factor or soon remedied among these 98 issues affected 
is indicated by the fact that, on the average, dividends were passed 
for 15 quarters or nearly four full years. Since these preferred 
stocks were outstanding on the average for only somewhat over 7 
years, it would appear that they failed to pay stipulated dividends 
during about one-half of their life.* In addition, these defaults 
do not include the instances when payments were made from paid- 
in surplus or capital surplus created by a restatement of capital, 
which were tantamount to merely a return of capital. 

From 1927 to 1935, dividends aggregating about $82,200,000 were 
passed on the 98 preferred stock issues of the investment companies 
studied. 


38. SALABILITY AND FLUIDITY OF ASSETS 


Under these conditions the possibility of selling the assets under- 
lying the senior securities becomes of considerable importance. 
Other things being equal, the issuance of senior securities may be 
better justified if a broad and continuous market for the issuer’s 
assets exists. This type of market generally does not exist in the 
case of industrial corporations because plant and equipment are not 
easily salable. The owners of the senior securities in such corpora- 
tions possess, in many cases, only the possibility of taking possession 
of the issuer’s assets; and may either operate the corporations for 
their own account or dispose of the assets to a buyer able to operate 
them if relieved of much or all of the fixed charges. In either case 
previous senior security holders are reduced to the status of com- 
mon. stockholders for part or all of their holdings. 

At least theoretically, the senior securities of investment com- 
panies meet the test of salability of the assets of the issuer to satisfy 
the claims of senior security holders. Contrary to the situation in 
most industrial or mercantile corporations where liquidation of 
assets is difficult and slow, the assets of an individual investment 
company (not including, of course, investment-holding companies) 
may be expected to be easily and rapidly salable without any sub- 
stantial adverse effect upon the market for such assets. However, 
this theoretical possibility has been largely nullified in practice. 

Tf most or all investment companies were to liquidate their security 
holdings within a short period of time, great difficulties would 
probably be encountered in liquidation except at extremely large 
price concessions. This situation would not be the result of an 
extraordinary thinness of the stock market but would be attributable 
to the fact that the portfolio holdings of investment companies of 
the common stocks of leading corporations now represent a con- 
siderable proportion of the total floating supply of such stocks. 

The ready marketability and liquidity of the assets of an invest- 
ment company may, however, under certain circumstances, be dis- 
advantageous to senior security holders. Where the assets of a com- 
pany consist of plant and equipment, the holders of the senior se- 


74 Of the 98 issues studied, 14 passed between 1 and 4 quarterly dividends; 3 between 5 
and 8 dividends ; 6 between 9 and 12 dividends ; 26 between 13 and 16 dividends ; 86 between 
17 and 20 dividends; and 13 passed 21 or more dividends. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1591 


curities, while in no way protected against losses resulting from 
adverse economic circumstances or mismanagement, are In no small 
measure protected against diversion of the assets. In investment 
companies, on the other hand, the assets in most instances, are the 
equivalent of cash and, with dishonest management, may be easily 
dissipated or with a new management or policy may be quickly 
and completely changed from their original nature on the basis 
of which their senior securities were sold. 


D. Various Other Considerations Respecting Senior Securities in 
Investment Companies 


1. MUTUALITY OF INVESTMENT COMPANIES 


One concept of an investment company which has been greatly 
emphasized in the sales literature of investment trusts and companies 
in this country is that they are organizations akin to a mutual or 
cooperative enterprise of all participating investors.”* Investment 
companies in this country have been generally represented, particu- 
larly in connection with the distribution of their security issues, as 
institutions by which numerous investors can pool their funds to 
obtain equally the benefits of diversification of risk and expert secur- 
ity management.’® However, this concept of an investment com- 
pany as a mutual enterprise cannot be reconciled with the existence 
of more than one class of security in the capital structure. The exist- 
ence of different outstanding security issues creates different and 
conflicting rights in their holders and imposes conflicting duties on 
management. Since the risks, losses, and gains are not equally dis- 
tributed among the holders of the various types of securities, actual 
conflicts of interest between the various types of security holders 
must arise sooner or later. 

Furthermore, if, as asserted by some investment companies, the 
essential function of an investment company is to give an investor a 
substantial degree of safety through diversification and at the same 
time an opportunity to profit by the success of the performance of 
the company, the presence of “junior” and “senior” money is in- 
compatible with this concept. Neither the senior securities nor the 
junior securities alone offer the investor both of these attributes. 
aitinen the bondholder nor the preferred stockholder, ordinarily 
without a right to participate in surplus profits, derives any direct 
gains from the successful performance of the investment company be- 
yond a certain point. These categories of security holders have an 
interest in these gains only to the extent that the company will be able 
to continue to pay the specified rates of return on the funds ad- 
vanced, and to pay the ultimate claims of the senior securities at 
maturity or on liquidation. The common stockholder in a leverage 
investment company also fails to receive both a chance to make a 
profit and a substantial degree of security. His possible margin of 


® The preferential tax treatment granted certain investment companies designated mutual 
investment companies was probably in no small measure based on the concept of an invest- 
ment company as a “mutual” fund or joint or cooperative enterprise. See Section 48 (e) of 
Revenue Act of 1936 and essentially similar sections in the 1937 and 1988 Acts. 

See Part One (House Doc. No. 707, 75th Cong.), Ch. III, pp. 60-3 and Ch. IT, note 6. 
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profit is greater but his investment is rendered more hazardous and 
speculative in character because the first earnings of the company 
must go to the senior security holders. In addition the wide swings 
which ordinarily occur in the market prices of common stocks are 
accentuated in proportion to the leverage in the investment company, 
and impel swings of greater violence in the market prices of the 
common stocks issued by these investment companies. These wide 
fluctuations of market prices, and consequent instability of values, 
of common stocks issued by leverage investment companies tend to 
attract speculative interests to these stocks and to discourage con- 
servative investment interests.?7 Thus the function of supplying 
a single investment security which effectively combines the dual 
quality of safety and possibility of substantial profit is not served 
by the multiple-security investment company, which divorces these 
two objectives. 


9. EFFECTS OF LEVERAGE IN CAPITAL STRUCTURES 


Many problems are created by and many effects flow from the 
acquisition of leverage by an investment company through the issu- 
ance of senior securities of its own rather than through the purchase 
of leverage securities of others for its portfolio. For example, in 
many instances managements of investment companies with leverage 
in their capital structure have been tempted or forced to conform 
their multiple-security structures to the gyrations of the stock market, 
entailing marked changes in the capitalization of these companies 
and favoring special classes of security holders. During falling 
security markets or in anticipation of such conditions managements 
have attempted to avert precipitous declines in the asset value of the 
leverage common stocks of their investment companies, often largely 
held by these managements, by reducing the amount of senior secur- 
ities outstanding.** This has frequently been effected through re- 
purchases of senior securities at substantial discounts and at times 
through the issuance of additional common stock in connection with 
exchange programs. In periods of rising security prices or in antic- 
ipation of such conditions leverage investment companies have sought 
to increase their leverage factor by issuing more senior securities and 
thereby to accelerate the rate of increase in the asset value of the 
common stock. Often this increase of leverage has been effected 
through the acquisition of other leverage investment companies with 
a high leverage ratio.*! Thus various significant practices of invest- 
ment companies with their concomitant problems, discussed elsewhere 
in this report, are closely related to the presence of leverage capital 
structures. 


77 Leverage accelerates the rise in the asset value of an investment company’s common 
stocks as the prices of underlying portfolio securities increase and accelerates the decline 
in asset value as the prices of underlying portfolio securities decrease. The price index of 
leverage common stocks shows a much greater rate of change than the nonleverage index. 
See Pt. Two, Ch. IV, pp. 312-15. 

78 See infra, pp. 1708-1873. 

79 See infra, pp. 1749-74. 

80 See Ch. IV of this part of the report, pp. 1247 et seq. 

81 See infra, pp. 1708-1873. 
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While it has proved possible to change leverage in capital struc- 
tures from time to time, the presence of leverage nevertheless has 
‘created certain rigidities not present in a single-security investment 
company. The leverage investment company, because of the diffi- 
culties involved in changing its leverage factor, has found itself 
unable to take full advantage of certain trends in the market, since 
certain types of investments, although otherwise desirable, might be 
inconsistent with the duty owed to the senior security holders of 
the investment company. In the single-security type of investment 
company leverage has been much more easily increased or decreased 
merely through the acquisition or disposition of leverage portfolio 
securities. 


3. MULTIPLE-SECURITY COMPANIES AS MARGIN 
ACCOUNTS 


Another type of consideration connected with the establishment 
of a multiple-security structure is that a situation is created analo- 
gous to, but lacking the protections which exist in, the ordinary mar- 
gin account. A person purchasing senior securities in an investment 
company is in effect lending money ** to the investment company 
for the use of the common stockholders to invest or to speculate in 
securities, similar in many ways to a broker’s loan to a customer for 
use In a margin account.®? 

Yet the customary protection in this situation demanded by a 
broker ** is in strong contrast to the protection usually afforded senior 
security holders by investment companies, even by those investment 
companies sponsored by brokers. The broker ordinarily keeps daily 
supervision over the status of a customer’s margin account and can, 
long before the account reaches the point of being “under water” 
compel the customer to supply additional collateral. If additional 
collateral is not supphed, the broker can sell out the customer's securi- 
ties in a few hours and fully protect his loan. When the asset value 
of the investment company has dropped to a dangerously low point, 
e. g., the preferred stock may actually be “under water”), the senior 
security holder, particularly the preferred stockholder, ordinarily 
cannot demand more collateral or that the underlying securities be 
sold and his claim paid off.*° If he holds a bond he is almost entirely 
helpless until its due date, while if he holds a preferred stock, he must 
await the dissolution of the company, which dissolution is largely 


In the broad sense preferred stockholders may be characterized as lenders to the 
investment company, even though they do not have a creditor relationship. See supra, p. 
1576. 

83 Both the senior security holder and the broker turn over a definite amount of money to 
the return of which they have an immediate or ultimate claim and are entitled to a specified 
and limited compensation for the use of that money, either in interest or dividends. In 
both cases the funds loaned are used to purchase securities, particularly common stocks. 

“The volatility of and inherent risks to securities involved in margin accounts is recog- 
nized by the existence of various regulations promulgated by the Federal Resorve Board 
under the Securities Exchange Act of 19384 as to the amount and nature of credit which 
may be extended in such transactions. 

8 Theoretically this does not apply to investment company bonds with a “touch-off’’ 
clause. However, “touch-off” clauses are far less effective or timely for the investor than 
are rights in the usual margin agreement for the broker. In fact, means are often found 
to avoid the operation of ‘‘touch-off”’ clauses. See infra, pp. 1820-42. 
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determined by the holders of the common stock. Regardless of the 
extent to which the senior securities are “under water,” the common 
stockholder usually continues to manage the funds on which the senior 
securities have a prior claim. In such a situation the multiple secu- 
rity structure tends to encourage a speculative policy on the part of 
the common stock management, since speculative transactions at such 
a point may, with the aid of leverage, reestablish positive values for 
the common stock and cannot do any substantial damage to the 
uready existing negative values. 


IV. NONCOMPATIBILITY OF THE RESPECTIVE INTER- 
ESTS OF SENIOR SECURITIES AND EQUITY 
SECURITIES 


The complex capital structure thus embraces two broad categories 
of securities, senior securities and equity securities. The interests 
of these two categories are to a substantial degree competitive, and 
are in some significant respects noncompatible. 

The senior security holders are interested in only such a margin of 
operating profit as will suffice to pay them the limited fixed annual 
return; the equity security holders are interested in a broad margin 
of profit, as all of the earnings except the fixed charges will inure 
to them.®° The senior security holders have been sold their securities 
on the theory of safety of their principal, while the equity security 
holders have been sold their securities upon the theory of “leverage,” 
greater play for their money, or speculative advantages. Yet the con- 
trol of the fund, and consequently the safety of the senior security 
holders’ investment, is almost invariably completely in the hands of 
the equity stockholders, to whom the fulfillment of the pledge of 
safety is wholly entrusted. 

In the very fact that senior and equity securities have different 
rights, privileges, and protections, les the seed of conflict of interest. 
In the investment company field the element of noncompatibility 
has been accentuated because the sponsors and promoters—investment 
bankers, security dealers, brokers, and other professional financing 
eroups—have frequently constituted themselves primarily the holders 
of only the equity securities, while the senior securities were largely 
held by the public. The theory of senior securities in the capital 
structure presumed the existence of a large investment by the com- 
mon stockholders as a buffer or cushion to insure the safety of the 
investment of the senior security holders and the regular payment 
of interest and dividends to them. However, in the financing of 
investment companies, senior securities apparently have been used 
for the purpose of obtaining from the public the major part of the 
capital contribution, while the control of the enterprise has been 
retained by the sponsors with small proportionate investments 
through ownership of common stock. Thus, the complex capital 
structure usually gives rise to another crucial element of conflict 
within the investment company field; the general public holding 


9 .: met | ‘ F ane , 
The occasional participating rights of senior securities will, of course, reduce the margin 
of profit of the residual common stock in those instances. 
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the major part of the senior securities has the greatest stake in the 
enterprise, while the sponsors or insiders, having a much smaller 
stake, control the enterprise. 

The determination of the original capital set-up of the company, 
whether the structure was to be a simple structure or a complex 
structure, was, of course, solely in the control of the original sponsors. 
Likewise, the sponsors decided the portion of the senior or equity 
security which they would retain as their own investment, the portion 
to be distributed to the general public, as well as the proportion of the 
total investment to be contributed by the sponsors. The Study indi- 
cates that the sponsors have often chosen to take the position of equity 
security holders and to relegate to the public the position of senior 
security holders. This election on the part of the sponsors may sug- 
gest that significant advantages accrued to these sponsors by the 
allocation to themselves of the role of the equity security holders, 
with correlative disadvantages to the status of senior security holders, 
to which the public was largely relegated. 


A. Control by Sponsors of the Nature of the Capital Structure 


The sponsors at the very formation of an investment company 
have the power to determine the character of the capital structure, 
and the proportion of senior and equity securities that will be taken 
up by themselves and distributed to the public. These sponsors, 
under these circumstances, are able, with a proportionately small 
investment, to secure control of large pools of the public’s funds. 

Karl Bailie, a partner in the investment banking firm of J. & W. 
Seligman & Co, and chairman of the board of Tri-Continental Cor- 
poration, an investment company sponsored by that firm,’’ when 
questioned upon the method of determining the capital structure and 
the character of the securities of the investment company, testified : §° 


Q. So that Seligman & Company determined what the originating profit should 
be in the first place? 


A. Yes, sir. 
Q. And as you say, determined the corporate set-up? 
A. Yes, sir. 
% * * a * * * 


Q. Isn’t the situation, Mr. Bailie, that you fashion the security and offer it 
for sale? 
A. That is right. 
* a * * * R * 
Q. And it is up to him to discover those things, but the whole set-up is 
arranged first and it is up to him to find out about it later? 
A. It is inevitable. * * * 


Sidney J. Weinberg, a partner in the investment banking firm of 
Goldman, Sachs & Co.,°° when examined concerning the formation of 


87 Public Examination, Tri-Continental Corporation, at 18515-6. 
8S Td., at 18527, 18686-7. 
8° Public Hxamination, Central States Electric Corporation, at 13410. 
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Blue Ridge Corporation by The Goldman Sachs Trading Corporation 
and Central States Electric Corporation jointly, testified : °° 

Q. But before the actual organization Goldman Sachs Trading Corporation— 
and I assume the members of Goldman, Sachs and Company—sat down at the 
table with Mr. Harrison Williams and decided what Blue Ridge should be, how 
it should be capitalized, and what its initial portfolio should be, and worked out 
all the details of this deal before Blue Ridge was even heard of by the public; 
isn’t that so? 

A. Yes; Mr. Catchings carried on the negotiations. 


While admitting that the decision whether to create a simple or 
complex capital structure investment company rested with them, few 
sponsors would concede that the possibility of controlling a large 
fund through a small personal investment was the consideration 
which prompted the formation of the complex capital structure com- 
pany. The sponsors offered various explanations for their decision 
in favor of the complex security structure.** 

A survey of the many advantages, both pecuniary and strategic, 
available to the sponsors of a complex capital structure company 
will explain the attractiveness of that type of investment company to 
promoters and sponsors. 


B. Advantages Initially Secured by the Sponsor of a Complex 
Capital Structure Investment Company 


Tt has already been noted that there is a lack of identity of interest 
between the senior and equity securities, and that the conflict 1s inten- 
sified by the fact that while the senior securities are distributed 
among the members of the general investing public, the equity securi- 
ties are, in a substantial degree, retained by the sponsors, 

The advantages accruing to the sponsors through the organization 
of a multiple-security investment company and their retention of a 
dominant equity position in that type of company are numerous. 
Several of the most significant of the advantages to the sponsors 
inhere in the intrinsic nature of a capital structure containing both 
senior and equity securities. These advantages flow from the very 


% Id., at 18609. Hugh Bullock, vice president of Calvin Bullock, the sponsor, testified as 
follows in reference to the formation of International Superpower Corporation (Public 
Examination, Calvin Bullock group, at 3999) : 


Q. Isn’t the effect of all that you and Mr. Jaretzki did to completely set the stage for 
the public offering, in the way that _you decided you wanted it? I mean, that happens 
in every corporation, I suppose, and it happened here? You set up the corporation and 
the corporation enters into certain agreements which give a monopoly or a semimonopoly 
over the sale of its stock for ten years? 

A. That is quite customary. 

Q. And then after you have it all set up, you sell your stock? 

A. If you can. 


®t For example, Fred Y. Presley, president of Second National Investors Corporation from 
its inception, testified that one of the considerations affecting the decision on capital struc- 
ture was the salability of the securities (Public Examination, National Investors Corpora- 
tion, at 4276) : 


.* * * To you remember what the factors were which determined the form 
which this capital structure took? 

A. Not precisely, but in geveral it seemed like a‘set-up which would be attractive to 
the investing public, and also a set-up which would be attractive to the junior security 
holders, a°set-up which could’ be sold to the public. 

o That is to say, market conditions at the time were what weighed most heavily 
with you? 

A. That certainly would be an important part. 


See also Ch. III of this part of the report, pp. 879-91. 
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character of the capital set-up. Hence, these advantages attach from 
the time of formation of the company and persist as long as the com- 
pany retains that capital structure and the sponsors substantially pre- 
serve their position as the holders of equity securities. 

These inherent advantages are to be distinguished from the oppor- 
tunity presented the sponsors of the multiple-security company to 
adopt specific measures, practices, and investment policies which may 
be derogatory to the interests of the senior securities and favorable 
to the class of securities owned by them. The manifold and diverse 
over-reaching practices indulged in by some sponsors through the 
instrumentality of the multiple-security capital set-up will be de- 
scribed in detail in a subsequent part of this chapter. This section 
seeks to point out merely the advantages which the multiple-security 
form of capitalization, by virtue of its inherent nature, offers a spon- 
sor as distinguished from the gains obtained from any specific or 
deliberate diversion of the funds of the senior security holder or 
general investor. 


1. IMMEDIATE AND PROSPECTIVE CONTROL OF THE 
COMPANY AND A LARGE SHARE OF THE PROSPEC- 
TIVE PROFITS WITH A DISPROPORTIONATELY SMALL 
INVESTMENT 


In the simple-structure investment company the relative amount of 
contribution to the initial capital of the company has significance 
inasmuch as the amount of original investment determines the rela- 
tive right of each investor in the management of the company and 
in the profits of the enterprise,®? because all purchasers of the securi- 
ties of this type of company are granted an equal pro rata voice in 
the affairs of the company and interest in the earnings. The com- 
plex-structure company, on the other hand, recruits a large part of its 
capital from investors who often receive no voice in the affairs of the 
company and no right to share in the equity profits. Hence, the com- 
plex capital structure company is a suitable vehicle for promoters 
who desire by a small proportionate investment to achieve immediate 
and prospective control of the company and at the same time receive 
an inordinate participation in prospective profits. However, it must 
be noted that the common-stock capital, which is the cushion for the 
senior securities, does sustain the first shock of losses by the company. 

This objective of control of large pools of public funds is attainable 
by the technique of organizing a complex structure company au- 
thorized to issue bonds or preference stocks in an amount several 
times as large as that of the common stock. Since the voting right 
may be and generally is extended to the common stock alone,°* the 


*2In most states promoters may receive an interest in the company greater than the 
proportionate amount of the tangible property contributed by them by obtaining, as a quid 
pro quo for promotion services, either stocks or options which give them exercisable claims 
on future earnings. 

Of course, in case of a second issue of common stock at a price per share higher than the 
price of the original issue the rights of the purchasers of the second issue will be obtained 
for a contribution greater than that made by the holders of the original issue. 

93In some instances the preference stock is also accorded a voting right. Since in such 
instances the voting right is granted per share, and not on the basis of contribution to 
capital, the total voting power inhering in the issue of preferred stock is generally very 
small in comparison with the voting power of the common stock. 
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sponsor need purchase and retain only such amount of common stock 
as will insure working control of the company. The senior securities: 
and that amount of common stock not required for control purposes 
may be sold to the general investing public, which will then be con- 
tributing the major part of the investment in the company, but will 
normally receive no effective voice in the affairs of the company. 
The common stock, in addition to wielding control, will, in this type 
of capital set-up, be entitled to the entire earnings and profits of the 
company above the fixed interest charges and dividend yield on the 
senior securities, 

This technique of allotment of senior securities and equity securities 
between sponsor and public has the effect of providing the sponsor 
with a “margin account,” the funds for which are furnished by the 
public. While in the case of the ordinary brokerage margin account 
the broker has the power to “sell out” the account when it becomes 
undermargined, no such power inheres in the senior security holder 
of the investment company. In the absence of adequate provision 
with respect to asset coverage, particularly in the case of bonds, the 
“account” is not subject to further calls for margin even though it be 
completely “under water”—the assets of the company having dimin- 
ished to a point where they are insufficient to cover the senior securi- 
ties, with the common stock having a negative asset value. The 
sponsor, even under those circumstances, through his holding of the 
common stock, controls the account. 

A number of illustrations of the disparity between the proportion 
of investment by the sponsor and the degree of control and participa- 
tion in earnings are adduced below.** 


a. Debenture or Preferred Stock and Common Stock Structure 
(1) UNITED STATES & FOREIGN SECURITIES CORPORATION 


United States & Foreign Securities Corporation is discussed in 
detail in order to illustrate the operations of “leverage” in the com- 
plex capital structure company. 

On October 9, 1924, Dillon, Read & Co., a New York banking invest- 
ment firm, organized a management investment company, called 
United States & Foreign Securities Corporation, with a complex 
capital structure consisting of first preferred stock, second preferred 
stock, and common stock. The certificate of incorporation ** author- 
ized the issuance of 250,000 shares of the $6 cumulative first preferred 
stock, 50,000 shares of the $6 cumulative second preferred stock, and 
$1,000,000 shares of common stock, all without par value. Gross pro- 
ceeds of $30,000,000 were raised by the sale of the senior securities. 
The entire issue of 250,000 shares of the first preferred stock was sold 
to the public at $100 a share, for a total of $25,000,000. The entire 
issue of 50,000 shares of second preferred stock was taken up by 
Dillon, Read & Co. and closely associated interests at $100 per share 
for a total of $5,000,000.°° 


®t The discussion of some of the investment companies which illustrate such disparity has 
been deferred to subsequent sections where they are adduced to illustrate the more specialized 
abuses and defects of a complex capital structure. 

® Public Examination, Unitd States & Foreign Securities Corporation, Commission’s Ex- 
hibit No. 1160. 

*®Td., at 11721. 
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The common stock, which carried the control of the company and 
the right to all the surplus profits after satisfaction of prior dividend 
requirements, was treated in a somewhat unique fashion. Half of 
the 1,000,000 authorized and ultimately issued shares of common stock 
was set aside to accompany the senior securities. The public received 
250,000 shares of common stock as a bonus with the issue of first 
preferred stock which it purchased for $25,000,000; the Dillon, Read 
& Co. interests received 250,000 shares of common stock as a bonus - 
with the issue of second preferred stock which they purchased for 
$5,000,000. The remaining 500,000 shares of common stock were pre- 
empted by members of Dillon, Read & Co. at 20 cents a share, or a 
total purchase price of $100,000.°7 Thus, for $100,000 the Dillon, 
Read & Co. interests acquired 50% of the corporation’s voting power 
and a 50% share in the prospective surplus profits of the company.®°* 

Since the sponsor chose to retain the issue of second preferred stock 
at an investment of $5,000,000, its total investment in the enterprise 
amounted to $5,100,000.°° The public contribution to the capital was 
$25,000,000. The public thus furnished 83.1% of the corporation’s 
capital, for which it received a first lien on the company’s assets to 
the extent of $25,000,000 invested and a right to 25% of the voting 
power and surplus profits; the sponsor contributed 16.9% of the cor- 
poration’s capital, for which it received a secondary lien on the com- 
pany’s assets to the extent of all but $100,000 of the amount it had 
put into the company and 75% of the entire voting power and a right 
to 75% of all the surplus profits. 

The preferred stocks had a limited return and a limited specified 
right in liquidation.1°° All capital gains above these limited divi- 
dends and liquidation rights would accrue to the equity of the com- 
mon stock. Hense, the sponsor with an investment of $5,100,000 had 
$29,100,000 “working” for it. 

Since the corporation actually received only $29,100,000 as net pro- 
ceeds of the sale of all of its securities, $1,000,000 being paid to 
Dillon, Read & Co. and its associates as underwriting and selling 
commissions, the assets of the company were, at its very inception, 
inadequate to satisfy the liquidation claims of the senior securities.*™ 
While the common stock had no asset value at inception,’ the avail- 
ability of the $29,100,000 net proceeds for use in a rising security 
market, of course, presented the possibility of marked appreciation 
of the asset value of the common stock, 75% of which was held by 


% Report of the Senate Committee on Banking and Currency pursuant to S. Res. 84 
(72d Cong.) and S. Res. 56 and S. Res. 97 (73d Cong.), p. 335. 


*% The preferred stocks had no voting rights except after the accumulation of 4 or 
more arrears in quarterly dividends (op. cit. supra, notes 95 and 97). 

°° However, Dillon, Read & Co. received $339,000 as its share of the underwriting fee. 

The distribution of the preferred stocks to the public was effected by an underwriting 
syndicate composed of 300 participants headed by Dillon, Read & Co. The syndicate received 
$1,000,000 in fees, of which $339,000 went to Dillon, Read & Co. The total capital receipts 
of the company were thus reduced to $29,100,000. (Hearings before Committee on Banking 
and Currency, United States Senate, 73d Cong., Stock Exchange Practices, Pt. IV, p. 1566.) 

10 Op. cit Supra, note 95. 

101 Op. cit. supra, note 95, at 11722. 

102 The leverage of the common stock (the ratio of the total value of the assets of the 
company to the asset value of the common stock) at the time of the organization of the 
company was, in mathematical terms, infinite. For a definition and analysis of the nature 
of “leverage’’ see Pt. One (House Doc. No. 707, 76th Cong.), Ch. I, p. 38. 
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the members of the sponsor group. In fact, the rise in security 
market prices from 1924 through 1928 increased the total assets of 
the company to approximately $52,950,000, with the result that on 
September 30, 1928 the common stock which had had no asset value 
at the inception of the investment company had achieved an asset 
value of $22,950,000. The block of the common stock acquired by 
the Dillon, Read & Co. interests, constituting 75% of the outstanding 
common stock, then had an asset value of $17,213,000.1°% It will be 
recalled that 500,000 shares of common stock (half of the entire 
issue) had been preempted by members of Dillon, Read & Co. for 
$100,000. These 500,000 shares now had an asset value of more than 
$11,000,000, an unrealized appreciation of 10,900%. 

The sponsor interests had, upon the formation of the company, 
taken for themselves so large a percentage of the common stock 
that, at the end of 1928 they were in a position to sell to the public 
a part of their holdings at a most substantial profit while retaming 
enough common stock to preserve their undisputed control over the 
company. By a series of transactions during the period from De- 
cember 20, 1928 through August 21, 1929, members of Dillon, Read & 
Co. disposed of 120,552 shares of common stock of United States & 
Foreign Securities Corporation, or 12% of the corporation’s out- 
standing common stock, and received aggregate proceeds of 
$6,848,880. The methods employed in disposing of their block of 
stock closely resembled a secondary distribution operation. During 
the retail sales efforts and trading accounts managed by Dominick & 
Dominick, a brokerage firm, the market price of the common stock 
advanced, apparently due to the stimulation of investors’ interest, 
to the extent that members of Dillon, Read & Co. who had originally 
purchased the common stock at 20 cents a share were enabled to sell 
the same at an average price of $56.80 a share. At the termination 
of these activities in August 1929, the Dillon, Read & Co. interests 
had received for the sale of a fraction of their common. stock 
$6,843,380, which reimbursed them for their original investment of 
$5,100,000 in the corporation, and left them with an additional cash 
profit of $1,743,380." In summary, by August 21, 1929 the Dillon, 
Read & Co. interests! had obtained a cash profit of approximately 
$1,700,000, retained the issue of second preferred stock and about 
629,448 shares, or 62.9%, of the outstanding common stock. The 
retention of that percentage of common stock permitted Dillon, 


1083 Reply to the Commission’s questionnaire for United States & Foreign Securities 
Corporation, Pt. IV. 

104 Hearings before the Senate Committee on Banking and Currency, pursuant to S. Res. 
84 (72d Cong.), and S. Res. 56 and S. Res. 97 (73d Cong.), Pt. 4, p. 1686. 

An attribute of the common stock of an investment company with high leverage is that 
it shows the same tendency toward rapidity of descent in market value in periods of declin- 
ing securities prices as of ascent in periods of rising securities prices. By the end of 1931 
the market price of the common stock (which had been taken up by the investing public at 
$58.60 per share) was $3.25 per share. Hence investors who had purchased the common 
stock disposed of by Dillon, Read & Co. were faced with a loss of $55.35 per share. By the 
end of 1935 this stock showed an improvement marketwise in that its price was then $13.75. 
Even at this higher value there was a disparity of $44.85 per share betwcen the average 
price at which the public took up 120,000 shares in the secondary distribution and the 
market price at the end of 1985. (Reply to the Commission’s questionnaire for United 
States & Foreign Securities Corporation, Pt. IV, Item 28, Table 7.) 

105 Associates and individual members of the firm are included within the designation 
“Dillon, Read & Co. interests.” 
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Read & Co. to continue in undisputed control of the company and 
remain the major beneficiary of any future surplus profits. 

Thus, by the end of 1928 the leverage characteristics given the 
company at its inception had exhibited their effects through the suc- 
cessful performance of the company, in producing a large equity in- 
terest for the common stock. The interest of Dillon, Read & Co. in 
the corporation had grown in that period from $5,000,000 to $22,213,- 
000.%° By the end of 1928, however, this very expansion of the 
equity interests served to contract the leverage ratio, i. e., to reduce 
the rate of prospective profit to the common stock, assuming a fur- 
ther similar advance in the value of the assets of the company. As- 
sets of the company assignable to the equity shares ($22,950,000) ap- 
proached the assets assignable to the fixed claims of the senior securi- 
ties ($30,000,000). The sponsor had built up the “margin account” 
to the point where its own interest in the equity and in the second 
preferred stock constituted a very substantial margin for the pub- 
lic’s first preferred stock. The sponsor interest no longer had $5 of 
the public’s money working for each $1 of its own. The ratio had 
become almost one to one.?°? Dillon, Read & Co. then decided to 
form a new company with a capitalization which would restore the 
old ratio and high leverage. Clarence Dillon, president of United 
States & Foreign Securities Corporation, testified at the public exam- 
ination of that company as follows: 1° 


Q. What did you do then in 1928? You formed a new company. 

A. That is correct. 

Q. And that new company went back to your original more speculative situa- 
tion, didn’t it? 

A. That is correct. 

Q. Because your new company was formed on the basis of $50,000,000 of 
senior money to $10,000,000 of junior money? 

A. That is correct. 

Q. Which went back to the six-to-one leverage—— 

A. Basis. 

Q. I have roughly figured it out that your consolidated company’s lever- 
age increased from under two to one to 38.7 to one. 

A. Would you please say that again? 

Q. I say, taking your combined senior money, after you had formed this new 
company, you had $75,000,000 of senior money—— 

A. That is right. 

Q. And you still had $27,000,000 of junior money? 

A. That is correct. 


106 The respective interests of the public and the sponsor in the assets of the company on 
September 30, 1928, were as follows: 


{In thousands of dollars] 


Total Public | Sponsor 


Onriginalhinives ture miba©.ctee 99 24 eee eee eee ane eg gee oe 2 $30, 100 $25, 000 $5, 100 
Net assets, investments at market, Sept. 30, 1928. ________._________- 52, 950 30, 737 22, 213 
Percent of increase on original investment__________-_-_-___-.-______- 76. 2% 23% 336%. 


a $29,100,000 net proceeds. 
17 Public Examination, United States & Foreign Securities Corporation, at 11734. 
108 Td., at 11772. 
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Q. Or total assets in those two companies of over $100,000,000? 

A. That is right. 

Q. And the $27,000,000 got the benefit of the earning power of the $100,- 
000,000 or a ratio of 3.7 to 1? 

A. That is right, if they were earning beyond the 6 percent or the 5 percent 
required. 

Q. I am just trying to get the effect of the formation of this new company. 

A. Yes. 

Q. You started out with a leverage of 6 to 1 in the first company; you got 
up to October 1928 and you have made quite a lot of money for the common 
stock, so that your leverage is reduced down to two to one. You form a new 
company by taking $10,000,000 cut of the first company on a 6-to-1 leverage 
basis again, and the net result is the combined leverage is 3.7 to 1. 

* * * * * * * 

A. Yes. I don’t know just what you are trying to develop there, but from 
the point of view of the investor in the junior money, the greater the leverage 
the more unattractive the investment, because your risk is so great, so that 
from our point of view our interest is to have that leverage, as you call it, as 
little as possible, rather than as great. 


In October 1928 Dillon, Read & Co. and United States & Foreign 
Securities Corporation jointly organized United States & Interna- 
{ional Securities Corporation as a subsidiary of United States & 
Foreign Securities Corporation. Its capital structure was quite 
similar to the original structure of its parent. The capitalization 
consisted of (a) $50,000,000 invested by the public in $5 first preferred 
stock with warrants for 500,000 shares of common stock exercisable 
at $25 per share, aceompanied by 500,000 shares of common stock 
with only nominal value, and (b) $10,000,000 invested by the parent 
company in $5 second preferred stock, accompanied by 2,000,000 com- 
mon shares, or four-fifths of the 2,500,000 common shares actually 
issued.109 

The formation of this subsidiary illustrates the manner in which 
the complex capital structure facilitates corporate pyramiding, and, 
conversely, the intensification of the problems of the complex capital 
structure through corporate pyramiding. 
~ The most obvious effect of the formation of the subsidiary was 
that the Dillon, Read & Co. interests obtained control over a fund 
twice as large as that of the original company without the investment 
of any additional new capital of its own. The creation of the sub- 
sidiary gave Dillon, Read & Co., through its original investment of 
$5,100,000, control over combined assets in excess of $100,000,000,"° 
as of October 31, 1928. Another possible advantage achieved by the 
Dillon, Read & Co. interests was the acceleration of the rate of pros- 
pective profit to the sponsor’s original investment by the formation 
of the subsidiary. Whereas in the parent company alone equity 
assets of $22,950,000 had $30,000,000 of senior securities investment 


109 Tbid., and reply to the Commission’s questionnaire for United States & International 
Securities Corporation, Pt. I (Exhibit D) and Pt. V. 

110 Op. cit. supra, note 107, at 11773. This figure represents the parent company’s net 
assets at September 30, 1928, $52,950,000, plus subsidiary’s capital of $60,000,000, less the 
$10,000,000 intercompany item. 
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to accelerate profits, in the combined companies an equity of $22,950,- 
000 had $80,000,000 of senior security money working for it.™ 

Thus, it is seen that the availability of the complex capital struc- 
ture set-up to secure the advantages of control and a most substantial 
participation in the prospective profits through a comparatively 
small investment on the part of the sponsor, was apparent at so early 
a period in the development of the investment companies in this 
country. 


(2) GENERAL AMERICAN INVESTORS COMPANY, INC. 


The first General American Investors Company, Inc., hereinafter 
referred to as the “initial Company,” was organized jointly by Lazard 
Freres and Lehman Brothers, New York investment bankers and 
brokers, in the State of Delaware on January 25, 1927.°2. On October 
15, 1928, the Second General American Investors Company, Inc., 
was incorporated by these sponsors."2 The first General American 
Investors Company, Inc. was merged with the Second General Amer- 
ican Investors Company, Inc. on September 5, 1929, and the name 
General American Investors Company, Inc. was assumed by the 
combined entity, hereinafter referred to as the “Company.” 14 

The initial company illustrates a complex structural set-up con- 
taining debentures, preferred stock, and common stock, which enabled 
the sponsors to obtain control and the right to participate to a most 
substantial extent in the earnings of the company. 


111 Increase in leverage of parent common stock by formation of subsidiary : 


United States & 


i + | Ratio of increase 
Total net Foreign Securi- 


of common stock 


Basis investment ties ouoras (asset value) to 
(asset value) stock (asset 1% increase in 
value) total asset value 
Original paid-in capital of United States & For- { No value ies 
eign Securities Corporation. $29, 100, 000 (—$900, 000) }Infinity. 
Net asset value as at Sept. 30, 1928—1 month prior 52, 950, 000 22, 950, 000 | 2.3: 1. 
to formation of subsidiary. 
Consolidated: Corporation and subsidiary as at | 102, 950,000 22, 950, 000 | 4.5: 1. 
ct. 28, 1928. 


Norre.—This computation is on the basis of the corporation’s net asset value and not 
market value of the common stock in which a premium over asset value existed. The 
capital of the subsidiary is treated as fully paid at inception. The ratio on the consoli- 
dated basis is exclusive of warrants to purchase common stock outstanding on subsidiary’s 
first preferred stock. The consolidated ratio is adjusted for the parent corporation’s 80% 
participation in the subsidiary’s surplus profits. 

Dillon, Read & Co., by virtue of its status as holder of 75% of the equity securities of 
United States & Foreign Securities Corporation, would have stood to benefit to the extent 
of 60% of all surplus profits which might be made by United States & International Securi- 
ties Corporation. However, as will be pointed out, by the end of 1931 the first preferred 
stock of United States & International Securities Corporation, for which the public had 
contributed $50,000,000, was ‘under water’ to the extent of $40 per share, representing a 
$20,000,000 loss in asset value to the holders of the first preferred stock. Of course, the 
common stock of United States & International Securities Corporation held by United States 
& Foreign Securities Corporation had a negative asset value. 

42 Public Examination, General American Investors Company, Inec., at 5715, and Com- 
mission’s Hxhibit No. 517. 

U3 Td., at 5715, and Commission’s Exhibit No. 525. 

14Td., Commission’s Exhibit No. 528. 
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The initial company sold $7,500,000 of 5% debentures to the public. 
The debentures carried nondetachable warrants entitling the holders 
to receive, without cost, 75,000 shares of common stock. ‘The sponsors 
purchased $1,500,000 par value of 6% cumulative nonvoting preferred 
stock (15,000 shares).“° There were issued to the two sponsors for 
an assigned consideration of $300,000, 125,000 shares of common 
stock.“® The sponsors paid $1,800,000 in all for the preferred stock 
and their common stock. As a result of this structural pattern, the 
sponsors for $300,000 received 6214% of the common stock, assuring 
them of complete control of the company and the right to five-eighths 
of the surplus profits, if there were any, of a company capitalized 
at $9,300,000. Of the total original investment in the company, the 
public contributed $7,500,000 or approximately 80%, and the sponsors 
$1,800,000 or 20%. 

Second General American Investors Company, Inc. (organized on 
October 15, 1928), issued $10,000,000 par value of 6% cumulative vot- 
ing preferred stock. The public offering price was 10214; hence, 
the gross proceeds to the company from this issue were $10,250,000. 
The sponsors purchased 300,000 shares of common stock for $3,000,000, 
and the stockholders of the initial Company were permitted to pur- 
chase, share-for-share, 200,000 shares of common stock for $2,000,- 
000.8 The retention by the sponsors of their original five-eighths 
common stock ownership in the initial Company entitled them to 
the acquisition of 125,000 of the 200,000 shares offered the stockholders 
of the initial Company. 

The public thus contributed $11,000,000 to the capital of the cor- 
poration for the entire preferred issue and approximately 15% of 
the total outstanding common stock. The sponsors contributed 
$4,250,000 for 85% of the common stock. It should be noted that 
the preferred stock was granted one vote per share, so the public 
investment of $10,250,000 in the preferred issue carried 100,000 votes, 
an amount obviously insufficient to affect the sponsor control. 

As compensation for the distribution of the securities issue, the 
two sponsors received, in addition to a selling commission of $175,000, 
25-year warrants to purchase a total of 500,000 shares of common 
stock of the Company at prices ranging from $10 a share to $20 a 
share.” The sponsors thus secured for a period of 25 years the 
power of increasing their proportionate share of equity stock in 
Second General American Investors Company, Inc., should they 
deem it desirable. 

On July 9, 1929 a further distribution of securities of the initial 
Company took place. On May 28, 1929 the initial Company had 
declared a 100% stock dividend, thereby increasing the number of 
outstanding common shares from 200,000 to 400,000.%°° On the same 
date the initial Company retired all of the outstanding 15,000 shares 
of 6% preferred stock held by the two sponsors for a cash considera- 
tion of $1,500,000—the amount originally paid—pursuant to the terms 


15 Thid. 

116 Jq., at 5726, and Commission’s Exhibit No. 517. 

117Tq., Commission’s Exhibit No. 525. 

118 Tbid. 

19 Td., at 5747-50, and Commission’s Hxhibit No. 525. 

1203d,, at 5745-7 and reply to the Commission’s questionnaire for General American 
Investors Company, Inc., Pt. V. 
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of an agreement under date of May 7, 1929 between the two sponsors 
and the initial Company and approved by the stockholders. The 
agreement provided that the sponsors would surrender their entire 
joint holdings of 15,000 shares of preferred stock at par ($100) and 
accrued dividends (the redemption price being $120) and would 
underwrite without compensation an offering to common stockholders 
of the initial Company of rights to subscribe, on a share-for-share 
basis, to 400,000 common shares at $15 per share.¥22. The original 
holding by the sponsors of 250,000 shares of common stock in the 
initial Company entitled them to secure an additional 250,000 shares 
at $15 a share, of the 400,000 shares of common stock offered, of 
which they availed themselves. During May and June 1929, while 
the preemptive offer was extant, the market price of the common 
stock carrying the right to the 100% stock dividend was approxi- 
mately $80 per share.1?8 

As a result of these steps, the sponsors were repaid their invest- 
ment in the preferred stock and were left in undisputed control of 
a company the capitalization of which was almost $14,000,000 through 
an investment of approximately $4,000,000. They still retained their 
right to 6214% of all the surplus profits of the company. 

In the case of each of these two investment companies, the spon- 
sors were able to dispose of a part of their common stockholdings 
at substantial profits. The initial company, General American In- 
vestors Company, Inc., was originally created with $9,000,000 in 
senior securities as against $300,000 in common stock, a leverage ratio 
of 31 to 1. The $300,000 for the common stock had been contributed 
by the sponsors for 125,000 shares,!*4 representing an average price 
paid of $2.40 per share. The effect of this leverage structure in a 
period of rising prices became apparent in the impetus give the 
equity stock marketwise. The market price of the common stock 
had ranged in 1928 from a low of 5614 in February to a high of 8834 
in December.1*° These values represented substantial premiums over 
the stock’s asset value of $9.26 per share at the beginning of the year 
and $25.39 per share at the close of the year.!?° 

The sponsors, taking advantage of the high level in market price 
attained by the common stock in December 1928, disposed of 18,620 
shares to the public for $1,865,221,°7 or at a profit of $1,320,533 over 
the original cost to the sponsors of these shares.*?* Thus, by dis- 
posing of this portion of the 125,000 shares originally taken down, 
the sponsors realized a profit of $1,065,221 over the cost to them of 
the entire block. 


121 Reply to the Commission’s questionnaire for General American Investors Company, 
1b, IRE Wo 

122 Tbid., and op. cit. supra, note 112, at 5745-7. 

123 Derived from supplementary information supplied the Commission for General Amer- 
ican Investors Company, Inc. 

124 See supra, p. 1604. 

125 Derived from supplementary information supplied the Commission for General Amer- 
ican Investors Company, Inc. 

126 Reply to the Commission’s questionnaire for General American Investors Company, 
Inc., Pt. IV (Item 28, Table 7a). 

27 Op. cit. supra, note 123. Subsequent to subscribing originally to 125,000 shares and 
up to this disposition, the sponsors had purchased 5,100 shares at average market prices 
and had sold 3,680 at about average prices. Some shares of the balance therefore might 
have been included in the 18,220 shares sold at this time. (Ibid.) 

128 Ags stated previously the cost per share was $2.40. 
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The investing public which had bought these shares from the 
sponsors was faced with severe losses both in asset and in market 
value in the period of deflation following 1929. By the end of 1932, 
the common stock of General American Investors Company, Inc., 
had fallen to a low of 13 cents per share in asset value.”? This re- 
flected an unrealized loss to the investing public on the 18,620 shares 
purchased from the sponsors in December 1928, in the sum of $1,362,- 
801.°° With the general improvement in the value of corporate 
securities in the years following 1932, the common stock of General 
American Investors Company, Inc., showed an asset value of $16.15 
per share and a market value of $11.25 per share by September 30, 
1936.15 On the basis of asset value the loss to the public would have 
been $1,064,508, while on the basis of market value the loss would 
have amounted to $1,155,746. 

Again, in the case of Second General American Investors Com- 
pany, Inc., the sponsors sold, at a sizable profit, a portion of their 
holdings of the common stock of this company. Although the lever- 
age structure of this company was not as great as that of the initial 
corporation, the smallness of the floating supply of the common stock 
available for trading materially aided this stock marketwise. It 
will be recalled that Second General American Investors Company, 
Ine. issued at formation $10,000,000 in preferred stock which was 
taken up by the public, and 500,000 shares of common stock for 
$5,000,000, 425,000 of which were bought by the sponsors at the 
offering price of $10 per share.? In October 1928, the month of the 
company’s formation, this common stock had a market value of 
$25.33 By the end of the year it had reached $33 per share on the 
market,* a premium of $19.28 per share over its asset value.**® 

By disposing of 178,165 shares of this common stock for $3,004,- 
818,126 the sponsors realized a profit of $1,223,168 above the cost of 
the shares sold.1*7 The purchasers from the sponsors subsequently 
faced substantial losses. They had paid an average of $16.87 


129 Op. cit. supra, note 126. In September 1932 the original corporation had been merged 
with Second General American Investors Company, Inc., the common stockholders of the 
former receiving common stock of the latter, share for share (Public Examination, General 
American Investors Company, Inc., at 5745-6 and Commission’s Exhibit No. 528). 

180 On the basis of a market value of 356 per share as of this date (op. cit. supra, note 
126), the loss to the investing public would be somewhat less. The market price of this 
stock at the end of 1932, when all market values had reached a low ebb, is an indication 
in itself of the potential value imparted to the equity securities by strong leverage capital 
structures. It is pointed out that at this time, when the asset value of the stock was but 
13 cents per share, the market price of 354 was still more than a point greater than the 
original cost of $2.40 per share to the sponsors. 

181 Op. cit. supra, note 126. 

132 See gupra, p. 1604. 

183 Op. cit. supra, note 125. 

184 Tpid. 

135 The asset value was $13.72 per share at the end of 1928. (Op. cit. supra, note 126.) 

136 Op. cit. supra, note 125. 

137 The sponsors had paid $10 per share for this stock; see supra, p. 1604. 

1388 Of the 178,165 shares sold at this time, 71,000 were sold to directors and 78,000 in 
large blocks to undesignated persons (Public Examination, General American Investors 
Company, Inc., at 5763). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1607 


per share. At the end of 1932 this stock had an asset value of but 
13 cents per share. By September 30, 1936 the stock had an asset 
value of $16.15 per share and a market value of $11.25 per share,'*° 
indicating potential loss at this date of $127,453 and $1,000,462, 
respectively. 

The initial company was merged into Second General American 
Investors Company, Inc. on September 5, 1929, the necessary con- 
sent of stockholders having been given on September 4, 1929 by a 
two-thirds vote. At that time the initial company had 800,000 
shares of common stock outstanding, and Second General American 
Investors Company, Inc., had 500,000 shares outstanding. The 500,- 
000 shares of common stock of Second General American Investors 
Company, Inc. continued outstanding while an additional 800,000 
shares of its common stock were issued on a share-for-share basis 
in exchange for the outstanding shares of the initial company.” 

No exchange of senior securities was made under the terms of the 
merger agreement. The company assumed $7,500,000 principal 
amount of debentures issued by the initial Company. The 100,000 
shares of 6% preferred stock of the company remained outstanding 
without change.‘4* The subscription warrants attached thereto, as 
well as the 25-year warrants representing the right to subscribe to 
500,000 common shares at a price between $10 and $20 a share (held 
by sponsors), continued outstanding, no change being made in the 
general terms or exercisable prices. 

{ft has been estimated that the sponsors acquired 925,080 shares of 
common stock of the two companies at a cost of $8,301,200.14* (See 
Table 30.) Lazard Fréres and Lehman Brothers together held 847,- 
150 common shares of the corporation, after the merger of Septem- 
ber 5, 1929, at a stated cost of $7,521,500. At the time of the merg- 
er, the result of the financing operations was to leave the sponsors, 
by means of an investment of $7,521,500, in control of an investment 
company in which a total investment of approximately $28,500,000 
had been made.'*° ‘The 847,150 common shares of the Company held 
by the sponsors on September 5, 1929, after the merger, represented 
approximately 65% of the 1,300,000 common shares outstanding and 
only a slightly smaller percentage of the total voting power." 


139 Op. cit. supra, note 126. 

140 Thid. 

141 Public Examination, Genera] American Investors Company, Inc., at 5745-6 and Com- 
mission’s Exhibit No. 578. 

12 Tbid. 

143 Thid. 

144 Derived from supplementary information supplied the Commission for General American 
Investors Company, Inc. 

“° Reply to the Commission’s questionnaire for General American Investors Company, Inc., 
Pt. IV, Item 21. 

“46 This is after deduction of $1,500,000, the cost of liquidating the 6% nonvoting preferred 
stock of the initial Company. 

7 This is after allowing for the voting rights of the $6 voting preferred stock. 
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TABLE 30.—Acquisition of common stock of General American Investors Co., Inc., 
by sponsors 


Held at date 


indicated 
P a ecauited by 3 a 
Security ate the sponsors rice ‘ost 
(shares) Percent PO. 
of : 
voting 
common | gontrol 
6% nonvoting preferred 7_-~----- Feb. 1,1927 | 15,000 (all) |$100 Si G00, OOO |e osassesscl|seosssens 
@onim Onis eee Feb. 1,1927 | 250,000 1. 20 300, 000 62.5 62. 5 
C@mMnNOMNe Yc oneessesssosseeesess Nov. 9, 1928 
TD INOW AY COORG oo ee close eee Seceseeee 300, 000 10 $000), 000) Weaceseeess|lsseecocees 


Proportional amount esti- 
mated as taken up in offer- 
ing of 200,000 shares to 
stockholders of the initial 
CONN VIS sscdsconedsases||sosesdeceeakes: 125, 000 10 1, 250, 000 75.0 67.5: 

Common-¢—Proportional 
amount estimated as taken up 
in offering of 400,000 shares to 


stockholders of the company. July 9, 1929 | 250, 000 15 ; 3, 750. 000 alee. 66. 1 

ING WHACK AMOR 55 ecescese a= July 9, 1929 80 15 200M See ee es eee eae 
Total: 

preferred aaa to | eee ae 15, 000 rae ee OVS (1h 20 0 eee | eee 

OMIM ONE ae = eee epee aa eeesee CR OX)  lessessasl|cessssessse||Ss5scessss||secsssesce 

Less amount received from retirement of nonvoting pre- |-------- iL, SOW, OOO) |e necceae||-onsccecee 


ferred on May 28, 1929. 


INGLE Aaa Tha LoNTADAMO NE GHOO. oon eae see s/o eee ESOT 200 5 Saeeenee | eee 
Average per share cost of 925,080 estimated shares |__------ (3 (OV ial | eee es Ss | lee eae 
acquired. 


a Issued by the initial company. 
b Issued by the Company. 


(3) NATIONAL INVESTORS CORPORATION 


The tremendous inflation possible in the market prices of the 
common stocks through leverage and pyramiding of investment 
companies, and the opportunity for huge profits for the sponsors, 
are illustrated by the National Investors Corporation group of in- 
yestment companies. The rise in market prices of the stocks in 
this group and the profits to the sponsors were attributable to three 
basic factors: (a) The disparity in the original structural set-up of 
the company between the senior and equity capital; (b) the man- 
agement option warrants which the sponsors awarded themselves 
for services in promoting the company; *® and (c) the creation of 
a series of affiliates resulting in a pyramiding of leverages. 

The origiial distribution of the securities of National Investors 
Corporation, organized on June 16, 1927 under the laws of the State 
of New York, consisted of 40,000 allotment units at $110 per unit 


48 The effects of the practice of issuing option warrants as compensation for organization 
and management services will be discussed below. 

A company which hag issued only one class of common stock but yet Fas option warrants 
outstanding, cannot fairly be considered a company of simple-security capital structure, as it 
possesses in fact two different types of securities. 
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composed of one share of 514% cumulative preferred stock ($100 
par value), one share of common stock at a stated value of $10, and 
one warrant to purchase 114 shares of common stock over a period 
of 10 years at $10 per share to July 1, 1988, and thereafter at $2 
more per share annually until July 1, 1938.1 

The 40,000 shares of common stock, sold in the allotment units, 
contributing only $400,000 to the capital fund, were entitled to all 
the earnings and profits of the initial fund of $4,400,000 except the 
sum required to pay the 514% dividend on the $4,000,000 of pre- 
ferred stock.° A 10% profit on the capital would yield $5.50 to 
each share of common stock or more than 50% of its original stated 
value, while a 20% profit would earn each common share $16.50. 
The availability of such a disproportion of senior capital to work 
for the equity security holders tends to impart, in a rising security 
market, a special market premium to the common stock.!*! In the 
week ending July 6, 1929, the first week in which the common stock 
of the company was listed on the New York Curb Exchange, the 
price jumped from the opening price of $1114 to $48 per share, rose to 
$7744 the next week and to $11514 the following week. By Sep- 
tember 14, 1929 ths common stock had advanced to $39134 per share, 
a 35-fold rise in two and one-half months. 

The manner in which the allotment certificates were distributed 
contributed to the phenomenal rise in the market price of the com- 
mon stock.’ The original sponsors of National Investors Cor- 
poration were Fred Y. Presley, president throughout the period 
1927-35," the Guardian Detroit Company, Inc., of Michigan, and 
The Shawmut Corporation of Boston, Massachusetts. The latter 
two institutions underwrote the issue of allotment units. The 
allotment units were sold privately by National Investors Corpora- 
tion itself and by the two underwriters to a group of banks and 
affliated corporations and to the officers and directors of these insti- 
tutions.°° This type of distribution was planned by Mr. Presley 
as ameans of building an organization to facilitate the sale of securi- 
ties of additional investment corporations contemplated. Hence, 
the small issue of common shares, 40,000 in number, was fairly closely 
held by banking interests desirous of retaining their position as 
distributors of affiliated company securities and thus disinclined to 
sell their common stock." 

In addition to the natural effect of the leverage element in the 
capital set-up and of the private distribution of the common stock, 
an intense demand for the common stock of National Investors 


49 Public Examination, National Investors Corporation, at 4257-8 and Commission’s 
Exhibit No. 419. 

150 Td., at 4271. 

1 See Pt. Two (House Doc. No. 70, 76th Cong.), Ch. IV, pp. 320—4, and Appendix H, pp. 
805-18, for a discussion and statistics of the market premium upon the common stock of 
leverage companies. 

152 Op. cit. supra, note 149, at 4347-9. 

13 Td., at 4847-8. 

wt Td., at 4263-4. 

5 Td., at 4264. 

156 Td., at 4259, 4265, and Commission’s Exhibits Nos. 417 and 418. 

b7Td., at 4253-5. 

8 Td., at 42738, 4349. 
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Corporation was generated by the operation of a trading account 
by Guardian Detroit Company, Inc. in the common stock of the 
corporation. It should be noted that the trading account in the 
common stock of National Investors Corporation fulfilled a special 
function in connection with purchase warrants secured by the spon- 
sors upon the formation of the company.*” 

Pursuant to the underwriting contract between Guardian Detroit 
Company, Inc. and National Investors Corporation, the former re- 
ceived, as partial consideration for the underwriting, purchase war- 
rants to buy 100,000 shares of National Investors Corporation common 
stock on the same terms as those prescribed for the warrants sold as 
part of the allotment certificates Guardian Detroit Company, Inc. 
had agreed in a previous stipulation to reassign 50,000 of these war- 
rants to certain individuals and firms associated with it in sponsoring 
the company. Guardian Detroit Company, Inc., however, main- 
tained its control of the purchase warrants assigned to the other 
parties by binding them to an agreement granting it the right to vote 
the stock obtained by the exercise of the options and the privilege 
of purchasing the options, or stock received from their exercise, at 
any proposed price of disposal, to others.’ 

By virtue of the control over these purchase warrants, Guardian 
Detroit Company, Inc. was thus able, for such a period as it deemed 
desirable, to restrict an increase in the supply of common stock 
through the exercise of the warrants while engendering an intense 
demand for common stock of National Investors Corporation by its 
trading-account activities. The appreciation of the market price of 
the common stock naturally brought with it a tremendous rise in the 
market price of the sponsors’ purchase warrants. The creation of a 
high-priced market for the management’s purchase warrants (and the 
stock acquired through their exercise) rather than for the common 
stock sold with the allotment certificates, was apparently the objective 
of the trading operations. 

The price of the warrants secured by the sponsors as compensation 
for organizing National Investors Corporation followed closely the 
price of National Investors Corporation common stock on_the New 
York Curb Exchange, ranging In price per warrant in July 1929 
from $6114 to $110, in August from $150 to $214, and in September 
from $255 to $36014..% On the basis of the initial New York Curb 
Exchange market price, the total market value of the 100,000 manage- 
ment warrants was $6,150,000. The peak price of $36014 represented 
a possible profit to the holders of the 100,000 organizers’ warrants 
of $36,050,000, or 8.2 times the total amount of the initial capital of 
National Investors Corporation.'®* The minor sponsors were not in 
a position to profit fully from the extraordinary rise in the market 
price of the warrants and the common stock procured through their 


1599 Td., at 4378 and 4432. Guardian Detroit Company, Inc., also managed a bankers’ pool 
or trading account in the common stock of National Investors Corporation’s 3 affiliated 
companies (id., Commission’s Exhibits Nos. 433 and 434). 

160 See infra, pp. 1613-14. 

161 Op. cit. supra, note 149, at 4263. 

12Td., at 4268. 

168 Tq., at 4344. 

104 Td., at 4347. 

15 Td., at 4271. 
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exercise because of the rights which Guardian Detroit Company, Inc., 
had retained in connection with the purchase warrants.’% From 
November 15, 1928 to August 16, 1929, National Investors Corporation 
crganized three affiliated investment companies, and Guardian Detroit 
Company, Inc. headed the underwriting group that sold approxi- 
mately $48,000,000 of their securities..° To facilitate the sale of the 
last and largest of these issues (Fourth National Investors Corpora- 
tion stock) and the contemplated sale of $47,000,000 of Fifth National 
Investors Corporation stock, officers of Guardian Detroit Company, 
Inc. and National Investors Corporation induced various original re- 
cipients of the organizers’ warrants to make available some of their 
holdings at prices well below the market, for distribution to other 
influential banking interests. Sponsors reassigned approximately 
30,000 of the 50,000 warrants originally received by them at prices 
averaging around 25% to 35% of the market prices.’ A considerable 
part of their remaining warrants they sold at substantial prices.!” 

Of the 50,000 warrants which had been retained by Guardian De- 
troit Company, Inc., 5,965 were given or sold to the secondary 
sponsors, whose aid was sought in the financing of the affiliated com- 
panies; *7 12,570 warrants, equivalent to 75,420 shares after the six- 
for-one split-up, were sold back to National Investors Cerporation at 
$5 a share“? Guardian Detroit Company, Inc. exercised part of the 
remaining warrants, sold some of the shares in the market and re- 
tained the balance of about 102,500 shares.178 

The advantages of control and the right to the major part of the 
profits secured by sponsors through a senior-equity capital structure 
may be magnified by the use of part of the capital fund to secure the 
equity position in a newly created complex-structure affiliate. Such 
pyramiding of leverages has the effect of routing the surplus profits 
of the entire capital fund of the subsidiary to the equity interest in 
the subsidiary (held primarily by the parent company) and thence 


166 Phe organizers were required to offer their option warrants to Guardian Detroit Com- 
pany, Inc., for a period of 80 days before endeavoring to sell them, and in the event of conver- 
sion into common stock Guardian Detroit Company, Inc., retained the right to vote that 
stock (id., at 4344). 

107 Op. cit. supra, note 149, at 4319, 4333, and replies to the Commission’s questionnaire 
for the National Investors companies, Pts. I and V. 

168 Op. cit. supra, note 149, at 4382-4. 

16 Tbid. and derived from supplementary information supplied the Commission for Na- 
tional Investors Corporation, letter dated July 29, 1930. 

17” Sloan Colt sold 4,500 warrants at prices ranging from $50 to $100 for a total of 
$285,000; George Murnane disposed of 3,500 warrants for a total of $414,850; Paul Cabot 
disposed of 3,500 warrants, receiving a total amount of about $355,000; Fred Y. Presley re- 
ceived $800,000 for warrants; James S. Ratray sold his 1,000 warrants early in July 1929 
for $125,000 (Public Examination, National Investors Corporation, at 4269, 4839, 4341-3, 
4351, and 4501). These were special prices, well below the market, by ‘‘insiders” to scat- 
tered banking interests—yet they represented a total profit to the sponsors who had received 
the warrants at no cost to themselves. 

171 Derived from supplementary information supplied the Commission for National Inves- 
tors Corporation, letter dated July 29, 1930. 

172 Tbid. On October 8, 1929, both the common stock and the purchase warrants were split 
up 6-for-1 (Public Examination, National Investors Corporation, at 4357, and the reply 
to the Commission’s questionnaire for National Investors Corporation, Pt. I, Annual Report, 
1929). 

“8 Reply to the Commission’s questionnaire for National Investors Corporation, Pt. V, 
Item 52 (f). 
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to the equity interest in the parent company held primarily by the 
sponsor. 

The National Investors Corporation group of investment companies 
exemplifies the effect of such pyramiding of equities. In fact, the 
primary object of the formation of National Investors Corporation 
was to organize and manage affiliated investment companies and to 
acquire initially a substantial part of the equities therein. Mr. Pres- 
ley, a sponsor and president of the company, testified : ** 


Q. What had you in mind in forming the company? 

A. The fundamental principles of this company were No. 1, a management 
company to manage the capital of an affiliate trust to be formed, and 2, the 
investment of capital in the junior securities of the affiliates to come. In other 
words, it was to be a holding and management company. 


Practically the entire capital of National Investors Corporation, by 
September 1929, was invested in the common stocks and rights to buy 
common stocks of its three affiliated companies, which had a com- 
bined capital of $48,000,000.%° National Investors Corporation 
secured 33%% of the common stock and 200,000 option warrants of 
Second National Investors Corporation for a contribution of 
$1,000,000, a sum which amounted to only 9.43% of the total invest- 
ment in Second National Investors Corporation.“* Inasmuch as 81% 
of the initial capital of Second National Investors Corporation was 
represented by preferred stocks, while some 91% of the capital of 
National Investors Corporation itself consisted of 51% preferred 
stock, the extraordinary leverage position of National Investors Cor- 
poration common stock (at $10 per share) in a total amount of 
$400,000 for the initial 40,000 shares, is very striking. At the top of 
the highly pyramided structure were the 160,000 National Investors 
Corporation purchase warrants, of which the organizers received 
100,000.°7 These warrants were virtually options upon options,*”* 
and, in the event that the enterprise exhibited any success at all, the 
warrants were geared to obtain an extraordinary market value, which 
they actually did.” 

The capital structure of Third National Investors Corporation and 
Fourth National Investors Corporation contained no senior securi- 
ties.8° These companies were capitalized with common stock and 
purchase warrants for common stock.** The investments of Third 
National Investors Corporation and Fourth National Investors Cor- 
poration (as well as of Second National Investors Corporation) were 
almost entirely in common stocks which participated in the soaring 
securities market of 1929, thus enhancing in a very short period the 
market value of National Investors Corporation’s holdings of pur- 
chase warrants of Third National Investors Corporation and Fourth 
National Investors Corporation.” 


114 Public Examination, National Investors Corporation, at 4271. 

175 Jq., at 4393 and the reply to the Commission’s questionnaire for National Investors 
Corporation, Pt. I, Annual Report, 1929. 

176 Public Examination, National Investors Corporation, at 4277 and 4279. 

utTd., at 4263-4. 

178 Td., at 4348. 

19 Td., at 4348-9. 

180 Tq., at 4296 and 4304. 

181Td., at 4299, 4801, and 4304. 

182 Reply to the Commission’s questionnaire for National Investors Corporation, Pt. I, 
Annual Report, 1929. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1613 


The market value of the investment of National Investors Corpora- 
tion in its three affiliated companies, by the middle of September 1929, 
had reached a figure of approximately $25,500,000.1** Adding to this 
figure about $1,500,000 in cash and miscellaneous holdings possessed 
by National Investors Corporation brings the total net assets of Na- 
tional Investors Corporation to about $27,000,000.18* Of these assets, 
about $22,600,000 were applicable to the equity interests in National 
Investors Corporation or an asset value of $565 per share for each of 
the original 40,000 shares (sold at $10 per share in allotment units), 
before the exercise of purchase warrants. Of course, some of the 
warrants had been exercised by that time, thus substantially diluting 
the equity. Nevertheless, on the assumption that by September 15, 
1929, approximately 45,000 additional shares had been issued on the 
exercise of warrants (64,822 issued by October 8, 1929) each of the 
outstanding 85,000 shares of common stock still had an asset value of 
approximately $265. 

Thus, while the prospects inherent in the leverage structure of 
National Investors Corporation and of Second National Investors 
Corporation and in the warrants of the affiliates held by National 
Investors Corporation, contributed to the rapid rise in the market 
price of National Investors Corporation common, the fact that the 
sponsors could point to the actual rise in the asset value of National 
Investors Corporation common (which had resulted from the hold- 
ing by National Investors Corporation of the common stock and 
warrants of the affiliates), was an even more potent factor. It 
should, moreover, be noted that the sponsors of National Investors 
Corporation were not content to leave the rise in the market value 
of the stock and warrants of the affiliated companies to the current 
enthusiasm for investment company stock; Guardian Detroit Com- 
pany, Inc. operated a bankers’ pool or trading account in the common 
stock of Second, Third, and Fourth National Investors Corpora- 
tion. The pool in the stocks of the affiliated companies had a 


188 See the following table: 


Cost and Per- Market 


Shares of affiliates owned by National Investors Corporation date of cone value Sept. 
purchase total 1929 


Second National Investors Corporation, Nov. 26, 1928: « 


ICO COO) Corman 2 acatececn aececoe eee egestas 3314! $6, 000, 000 
DOO OOO hWarrantsenruNs (eANUAEBObeL clhs Sige ors creo as. } $1, 000, 000 {100" 7, 000, 000 
Third National Investors Corporation, Mar. 22, 1929: 
20 OOOKCO TIM OMe ements vam cee ae aie Se et Sea ae 9 1, 650, 000 
TOMO0Ohw arran tse meee fo aiSt Melee Tr ee Pal ir Tel } T, 000, 000 { 80 | 2,277,000 
Fourth National Investors Corporation: ¢ 
GS55 000 vei TT 111 S meee epee ee ee UE ¢ 2, 187, 500 | 68.5 8, 562, 500 
Rotalaeewe te eree ce sets. i NA 0G UCR AC te Ma 4, 187, 500 |... 25, 489, 500 


* Reply to the Commission’s questionnaire for National Investors Corporation, Pt. 
Ill, Table 2 and Pt. I, Annual Report, 1929. 

»Of the 180,000 warrants received, 28,800 warrants were surrendered to dealers 
to facilitate the sale of the shares (Public Examination, National Investors 
Corporation, at 4302). 

¢ Net cost of the 750,000 warrants purchased for $8,000,000 of which 65,000 
were sold at $12.50 each, or a total of $812,500. The remaining warrants owned 
are valued at cost, less this amount, and at market at $12.50 each (Public Examina- 
tion, National Investors Corporation, at 4318 and 4321). 


18! Reply to the Commission’s questionnaire for National Investors Corporation, Pt. I, 
Annual Report, 1929. 

185 Public Hxamination, National Investors Corporation, Commission’s Exhibits Nos. 433 
and 434, 
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double importance, in that it not only succeeded in advancing the 
market prices of the affiliates well above their net asset value but also 
provided a foundation for the successful operations of the other 
pool in National Investors Corporation common stock, thus consti- 
tuting, in a sense, one pool operation pyramided upon another pool 
operation. 

‘As has been observed above, by September 15, 1929 the assets of 
National Investors Corporation had risen from an initial investment 
of $4,400,000 to approximately $27,000,000, due to the increase in the 
market price of securities of affiliates held by National Investors 
Corporation.1** The combination of the several elements previously 
noted, to wit, the leverage factor in National Investors Corporation 
and in Second National Investors Corporation, the holding of affiliate 
stock, the superimposition of one pool operation on another, resulted 
‘n a total market value for the stock and warrants of National In- 
vestors Corporation greatly surpassing even the swollen asset value 
of National Investors Corporation.’ In the middle of September 
1929, the market valuation of the stocks and warrants of National 
Investors Corporation reached the grand total of approximately 
$78,750,000, about three times the net asset value of National 
Investors Corporation and about 18 times the initial capital of 
$4,400,000 paid in 11 months previously. 

The basic device in the National Investors Corporation group 
structure was the complex capital set-up of the company by means 
of which the sponsor, through a comparatively small investment, 
acquired the power to control the company, to create and control 
additional companies, and to secure the right to the major share of 
prospective equity profits. 

Tt must be noted that as rapid as may be the ascent, under favora- 
ble circumstances, of the market prices of equity stocks in a complex 
capital structure,’ at least as rapid will be the descent of these 
equity stocks, when the purchasing public reaches the end of its 
optimism. Before such time, however, the sponsors in many in- 
stances have disposed of a significant portion of their holdings to 
an eager public at large profits. Subsequent to 1929, the common 
stock of National Investors Corporation experienced a precipitous 
decline in its asset and market values. From the end of 1930 to the 
close of 1934, the common stock had no asset value whatsoever.** 
‘As of December 31, 1935 its asset value was nominal, amounting to 


186 See supra. 
187 See note 188. 
188 See the following : 


40.000: common shares, at 39194 --___-_-_--______-__-_=---==~==--_=—— 15, 670, 00 

AS ONO mcliomedl GEES, OF Whigs ee aT 40; 000 
G NOE ene Se Se Se tee SE SSeS Soe SS eemes OR al 

WOOO HARM RSIS Tee PATE EE a BT, 680; 000 
Ghemngl towel (Gamthawhonthhen)) —— pe SS SSIS 77, 390 0 
loininaaies| caramel (wot i a ES «78, 750, 000 


a Total market valuation increased by about $1,350,000, as about 45,000 war- 
rants had been exercised and converted into common shares which sold at a higher 


price than the warrants. 
19 Preference stocks, for the purposes of this chapter, are comprehended within the term 


“senior securities,” as distinguished from “equity securities.” See discussion supra, P. 
1576, and note 71. 

19 Reply to the Commission’s questionnaire for Nationa] Investors Corporation, Pt. IV 
(Item 28). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1615 


but 21 cents per share. By December 31, 1932 the market value 
of this stock was $3%g per share. The year-ends of 1938, 1934, and 
1935 disclosed even further declines in market price, to. wit, $21, 
$114, and $2 per share, respectively. The warrants, the majority 
of which had been given to the insiders free of any cost and which 
had experienced so phenomenal a rise in 1929, followed the market 
decline of the common stock. These warrants sold as low as $%% 
in 1932 and $'%e at the end of 1935.1°° 

Mr. Presley, president of National Investors Corporation, testified 
to the dangers implicit in this type of capital structure: 7% 


Q. While that type of structure, assuming that I am right that it contributed 
to a large extent in permitting 'a comparatively small investment, because no 
matter how large Guardian’s investment was in National Investors, it was 
very small compared to the total investment that the public made in the four 
companies 

A. That is right. 

Q. While there may have been certain ‘advantages in that type of corporate 
structure, from the standpoint of the organizing group, looking toward retention 
of control, have you or have you not found that there are certain weaknesses 
in that situation, perhaps from the standpoint of somebody else getting that 
same control? 

A. A very great weakness. 

Q. Why do you say that, Mr. Presley? 

A. The weakness is inherent in almost any holding company, whether it is 
in the investment trust field, or in the utility field, or industrial field, of con- 
trol of a large amount of money, or numerous companies, through the so-called 
“B-stock set-up” so that a small amount of money initially is capable of con- 
trolling a tremendous amount of money through subsidiaries in the case of 
investment trusts or acquisitions. But the greatest danger lies in the collapse 
of shares of that Type B type control stock*”® in periods of depression, and 
where, aS in the case of Guardian Detroit Company’s position, a large block 
became available, at a very low price in relation to the value of the assets 
of the affiliated companies. 


(4) AMERICAN, BRITISH & CONTINENTAL CORPORATION 


Investment companies apparently have been regarded by financiers 
as an excellent device for obtaining the use of other people’s money. 
Several illustrations have been cited of the very common practice 
of devising complex capital structures which will divorce manage- 
ment power from substantial investment in the company, and create a 
ereat disparity between the right to potential profit and the propor- 
tion of capital contributed. Nevertheless, sponsors are sometimes 


191 Tpid. 

12 JTbid. Due to a common stock split-up of 6-for-1 in October 1929, the price of the 
common stock on the basis of the old would therefore be 15, 714, and 12, respectively. 

18 In October 1929, when the common stock was split 6-for-1, the warrants formerly 
exercisable to purchase 114%4 shares of common stock became exercisable to purchase 9 
shares of new common stock only (Reply to the Commission’s questionnaire for National 
Investors Corporation, Pt. V, Item 54a, Table 16). 

1% Public Examination, National Investors Corporation, at 4513-14. 

19% Mr. Presley patently used the phrase “B stock type of set-up” to cover any capital 
structure situation wherein a small investment controls a large fund. None of Mr. 
Presley’s companies actually used the literal B stock type of set-up. 
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constrained to make a sizable investment in the company initially. 
Under such circumstances, the sponsors, wielding control, are in a 
position to recapitalize the company subsequently on a basis which 
will permit the withdrawal of the bulk of their investment without 
disturbing their position of control or affecting their share in poten- 
tial profits. An apposite example is the case of American, British 
& Continental Corporation. 

American, British & Continental Corporation was organized under 
the laws of the State of Delaware on November 18, 1926.19 The com- 
pany was sponsored jointly by the investment banking and brokerage 
house of Blyth, Witter & Co. (firm name now Blyth & Co., Inc.), 
and J. Henry Schroder Banking Corporation, in association with 10 
European banking houses.*®” 

The capital structure of the corporation consisted of 100,000 shares 
of $6 cumulative first preferred stock, 40,000 shares of $6 cumu- 
lative second prefered stock, and 400,000 shares of common stock.1% 
The public subscribed to the entire issue of 100,000 first. preferred 
stock allotment certificates, each of which represented one share of 
first preferred stock and one share of common stock,’ for a total 
contribution of $10,000,000.2°° The sponsors and their European 
associates, at a cost of $4,000,000, acquired the 40,000 shares of second 
preferred stock and 300,000 shares of common stock, by subscribing 
to 40,000 units at $100 per unit, each unit consisting of one share 
of second preferred stock and 714 shares of common stock.” The 
management common stock was immediately deposited in a voting 
trust.?° 

The articles of incorporation vested exclusive voting power, except 
for the rights of the preferred stocks contingent upon default, in 
the common stock. As the prior asset claims of the senior securi- 
ties in the event of liquidation totaled $14,000,000, or as much as 
the gross contribution to the capital of the company, the common 
stock, at inception, had no asset value whatsoever. The common 
stock, therefore, may properly be considered as having been issued 
as a bonus—100,000 shares or 25% thereof to the public with the 
first preferred stock, and 300,000 shares or 75% thereof to the spon- 
sors with the second preferred stock. Thus, the sponsors, by an 
investment in second preferred stock of 28.6% of the contributed 
capital, secured 75% of the voting power and the right to 75% of 
the surplus profits, while the public, for a contribution on behalf 
of the first preferred stock of 71.4% of the total contribution, re- 
pea 25% of the voting power and the right to 25% of the surplus 
proiits. 

In February 1928, a little more than a year after American, Brit- 
ish & Continental Corporation began operations, the company was 
compelled to raise additional funds through the issuance of a de- 


198 Public Examination, American, British & Continental Corporation, Commission’s Ex- 
hibits Nos. 444-6. 

1 Td., at 4596, and Commission’s Exhibit No. 450. 

198 Td.,, Commission’s Exhibit No. 444. 

199 Td., Commission’s Exhibit No. 446. 

200 Net proceeds to the corporation were $9,600,000, $400,000 being retained by the 
sponsors as commissions on distribution. 

201 Op. cit. supra, note 194, Commission’s Exhibit No. 446. 

202 Tqd., Commission’s Exhibit No. 448. 
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benture flotation in order to reduce its indebtedness to the banks,?% 
and $5,000,000 of 5% $100 face value gold debentures were sold to 
the public at $92 net to the corporation.2°* This additional public 
contribution of $4,600,000 to the capital reduced the proportionate 
contribution of the sponsors to 21.5%. 

At the end of 1928, after the public had invested over $14,000,000 
in American, British & Continental Corporation, the bankers pro- 
ceeded to recapitalize the company so as to reduce the amount of 
their own investment, and yet retain their influence and rights in 
the company. As the sponsors held 75% of the common stock and 
all of the issue of second preferred stock, they had no difficulty in 
having the plan of recapitalization and the necessary amendments 
of the charter adopted.?°° Pursuant to the plan, the bankers con- 
verted their 40,000 shares of second preferred stock into 200,000 
shares of common stock.?°° A public offering of 120,000 shares of 
common stock was then made, the 120,000 shares so offered being 
provided by the bankers out of the 200,000 shares which they had 
received on the conversion of their second preferred stock.2°? The 
sponsors realized $2,098,500 through the sale of the 120,000 shares of 
common stock.*°* The sponsors thus reduced their original invest- 
ment of $4,000,000 in the company by more than half, and at the same 
time retained control of the company. Possessing 500,000 shares of 
the 600,000 shares of common stock outstanding after the conversion 
of the second preferred stock, the bankers had sold 120,000 of those 
shares. The 380,000 shares of common stock retained by them repre- 
sented 63.38% of the voting power of the company and the right to 
the same percentage of prospective surplus profits.2 

The refinancing, by means of which the sponsors were enabled to 
reduce their risk by more than one-half and at the same time retain 
control of the company’s affairs, also afforded them the opportunity 
to realize substantial profits over the original cost to them of the 
securities sold. Gerald F. Beal, president of J. Henry Schroder 
Banking Corporation, testified ° that the sponsors had originally 


23 Td.. Commission’s Exhibit No. 450. 

4 Td., at 4626, and Commission’s Exhibits Nos. 450 and 451. 

» Approval of two-thirds of the common stock and of a majority of the second preferred 
stock was necessary (id., Commission’s Exhibit No. 444 (C. & S.)). 

206 Op. cit. supra, note 194, at 4655-6. 

27 The European banks had deposited 81,000 shares of common at $17 per share with a 
buying group composed solely of Blyth, Witter & Co. and J. Henry Schroder Banking Cor- 
poration. The buying group, i. e., the American bankers, then turned over to a selling group 
120,000 shares of common at $18.50 per share. These 120,000 shares consisting of the 
81,000 shares deposited by the European concerns plus 39,000 shares deposited by Blyth, 
Witter & Co. and J. Henry Schroder Banking Corporation, came out of the 200,000 shares of 
new common resulting from the conversion of the bankers’ holding of second preferred 
stock. Thus, Blyth, Witter & Co. and J. Henry Schroder Banking Corporation received 
$18.50 per share for their 39,000 shares of new common and the Europeans received $17 
per share for the balance. The selling group, in turn, sold to the public at $20 per share 
the entire 120,000 shares received from the buying group, plus an additional 5,000 shares 
supplied by Blyth, Witter & Co. out of other holdings (id., at 4659-61, 4665, 4672). 

28 Op. cit. supra, note 196, at 4673. 

** The sponsors sold the 120,000 shares at 214 times the cost thereof to them. They had 
received 500,000 shares at a cost of $4,000,000, or $8 per share, and sold 120,000 shares at 
$20 per share. The common stock at this time had a net asset value of $8.41 per share. 

*¢ Public Examination, American, British & Continental Corporation, at 4797. 
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invested $4,000,000 in the issue of second preferred stock so that the 
first risk of loss would fall upon them rather than upon the public: 


Q. Do you recall why it was that the bankers determined to put their 
investment in the form of second preferred stock; what was the thought 
there? 

A. The thought was this: We felt in the first place that if we were going 
to issue securities to the public, that there should be a cushion ahead of 
them. We determined that we would make that cushion $4,000,000, which the 
sponsors would have to lose before the public lost anything. 


Many investors undoubtedly became stockholders in American, Brit- 
ish & Continental Corporation in reliance upon the apparent readi- 
ness of the sponsors to share the first risk with the public. As has 
been noted, the sponsors, within two years after the formation of the 
company, shifted more than 50% of their risk to the public and 
realized a profit in so doing of $1,188,500." 

The stock for which the public paid $20 per share at the end of 
1928 fell precipitously in asset value and in market price within a 
year. By the end of 1930, the stock had no asset value, and through 
the period 1930-1935 it never regained an asset value.?? In 1932 this 
common stock had a market quotation as low as $7« per share, with 
a slight recovery at the year ends of 1934 and 19385 when it was 
quoted at $34 and $14, respectively. On the basis of the market 
quotation at the end of 1935, the individual who had purchased a 
share for $20 was faced with an unrealized loss of $19.75, while taken 
as a group the purchasers of these 120,000 shares were faced with 
a loss in market value totaling $2,370,000.” 


(5) SHAWMUT BANK INVESTMENT TRUST ™ 


The capital set-up devised by The National Shawmut Bank of 
Boston, Massachusetts, and The Shawmut Corporation, its security 
affiliate, for the Shawmut Bank Investment Trust, an unrestricted 
management investment company created under a declaration of 
trust,= was somewhat similar to that of United States & Foreign 
Securities Corporation. The sponsor secured 50% of the equity 
rights in a company capitalized at $6,000,000 through an investment 
of $1,040,000 in a junior debenture issue.*** Control was not an 


211'The sponsors had originally contributed $100 per unit of one share of second preferred 
stock and 714 shares of common stock, receiving in all 40,000 shares of preferred stock and 
300,000 shares of common stock. By the plan of recapitalization they now received 5 shares 
of common stock for each share of preferred stock, thus obtaining 1214 shares of common 
stock for each $100 contributed, an average cost of $8 per share. They disposed of 120,000 
shares of common stock for $2,098,500—thereby realizing a profit of $1,138,500. 

212 Reply to the Commission’s questionnaire for Amfrican, British & Continental Corpora- 
tion, Pt. I (Annual Reports). 

213 J¢ will be recalled that the purchasers of this common stock suffered a complete loss 
in asset value. See supra. The first preferred stock was “under water” over the period 
1980-1985. (See supra, pp. 1570-1.) 

214 See also infra, pp. 1597-1641. 

215 Reply to the Commission's questionnaire for Shawmut Bank Investment Trust, Pt. IV, 
Item 19. 

216 Public Examination, Shawmut Bank Investment Trust, et al., at 3295 and Commission’s 
Exhibit No. 354 (pp. 13-14). 
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objective of the form of capitalization inasmuch as this investment 
company was a Massachusetts trust, the shareholders in which have 
no effective voting rights, the management of the company resting 
in the hands of self-perpetuating trustees.?"”7 The policies of the trust 
were controlled by The National Shawmut Bank by reason of the 
fact that directors and officers of the bank were the trustees of the 
investment company.?7® 

The trust, upon organization, sold $5,000,000 of. senior debentures 
to the public, $2,500,000 of which, maturing March 1, 1942, carried 
an interest rate of 414% per annum and the other $2,500,000, matur- 
ing March 1, 1952, carried an interest rate of 5% per annum.2” An 
issue of $1,000,000 par value “Junior notes” maturing March 1, 1952, 
and carrying 6% interest per annum was purchased by The National 
Shawmut Bank, the sponsor, for $1,040,000.22° The $5,000,000 of 
senior debentures were accompanied by stock warrants for 37,500 
shares of common stock, as were the $1,000,000 of junior notes.22* An 
equal number of common shares was thus set aside, without additional 
cost, for the whole class of senior debenture holders and for the class 
of junior note holders.*”? The sponsor, supplying one-sixth of the 
capital, became entitled to 50% of the surplus profits of the company. 

The common stock at inception had no asset value.??? The net pro- 
ceeds to the company from the sale of the securities totaled $5,990,000, 
slightly less than the par value of the debentures, due to the fact that 
the company had paid a small underwriting fee to The Shawmut 
Corporation,*** a security affiliate of the bank. All appreciation in 
the assets of the company over the par value of the debentures and 
notes (and interest charges on debentures) would accrue to the com- 
mon stock, 50% of which was owned by the sponsor.2?° 

As of December 31, 1929, the assets of the investment company 
had increased to about $8,000,000.22° The common stock had thus 
acquired an equity of about $2,000,000. The $1,000,000 of “Junior 
notes” originally purchased by the sponsor were fully covered, and 
the sponsor had an unrealized profit to the extent of approximately 
another million dollars, in the accrual of asset value to its equity 
stock. The 87,500 shares of common stock received by the sponsor as 
a bonus had acquired an asset value of $25.99 per share.?27 

While the equity profits during the early prosperous period accrued 
entirely to the common stock, the absence of any safeguards for the 
debentures left them completely exposed at the termination of the 


217 Tq., Commission’s Hxhibit No. 854 (p. 10). 

28 Reply to the Commission’s questionnaire for Shawmut Bank Investment Trust, Pt. IV, 
Item 21, and op. cit. supra, note 216, at 3307. 

19 Op. cit. supra, note 216. 

2% Tbid, 

217q., at 3303-4. 

222Td., at 3304. 

223 Op. cit. supra, note 216, at 3297-8, 3292 and Commission’s Exhibit No. 354. 

2247d., at 3295. 

25 See supra, p. 1618. 

2% Reply to the Commission’s questionnaire for Shawmut Bank Investment Trust, Pt. II, 

27 Reply to the Commission’s questionnaire for Shawmust Bank Investment Trust. Pt. IV, 
Table 7, Sec. LY. 
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inflated market. In November 1931 the senior debentures. were 
‘under water” and the “Junior notes” had no asset value at all.?”* 


b. Illustrations of the Class B Common Stock Form of Complex 
Capital Structure 


Prior to 1927, promoters and sponsors often secured the advantages 
flowing from a complex capital structure by organizing investment 
companies with an issue or issues of debentures and/or preferred 
stock in addition to a single variety of common stock. After 1927 
“common stock,” carrying the suggestion of a share in the potential 
surplus profits, was discovered to be meeting with increasing popu- 
lar favor. In addition, the weakness of the senior security of the 
investment company in respect to assurance of safety, possibility of 
profit, and participation in management, began to be noted by some 
security purchasers. Hence, a variation of complex capital structure, 
different in form from the conventional bond, preferred plus common 
stock type of set-up, began to be utilized by sponsors of investment 
companies. The innovation in this new type of set-up was the crea- 
tion of several classes of “common stock.” One class, usually called 
Class A common stock, was intended primarily for distribution to 
the public, and the other was designed for the sponsor. The latter 
class, commonly called Class B common stock, was represented by no 
contribution or a very small contribution to the capital investment— 
yet carried the major part of the voting power in the company. 
While in some companies the Class B common stock was not granted 
the whole of the surplus profits, it generally held the right to a pro- 
portion of the equity profits surpassing Its proportion of capital 
contribution. On the other hand, the Class A common stock issued 
for public distribution, which brought the major contribution to the 
capital of the company, was awarded little voting power and was 
generally underprivileged in respect to surplus profits. ‘To compen- 
sate for the subordination of the Class A common stock in these 
respects, this class was generally granted a limited fixed priority over 
the Class B common stock in the distribution of dividends. 

The general effect of this type of set-up was to secure to the sponsor 
who held the Class B common shares the advantages of the common- 
stock holder in the conventional complex structure while relegating 
the investor who held the Class A stock to a status resembling that of 
the senior security holder in the conventional complex structure 
company. 

In numerous instances such companies issued bonds and/or pre- 
ferred stocks in addition to classified common stocks. In such 
cases the position of the Class A common stockholder was partic- 
ularly weak—he was accorded neither the possibility of a substantial 
share of the equity profits—implied by the designation “common 
stock’—nor the early priority rights granted to the bonds and 
preferred stock. 


28'The common stock fell from an asset value of $25.99 on December 31, 1929, to $5.22 
on December 31, 1930. From 1931 through 1935 it had no asset value. The notes had no 
asset coverage from 1931 through 1934 and were “under water” on December 31, 1935. 


The senior debentures did not regain full asset coverage until the end of 1935 (Reply to | 


the Commission’s questionnaire for Shawmut Bank Investment Trust, Pt. IV, Item 28). 
See discussion of absence of safeguards for these debentures, infra, pp. 1597-1641, 
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Several examples will be presented wherein the sponsors, by set- 
ting up a capital structure containing Class A common stock and 
Class B common stock, secured the advantages which other sponsors 
attained through the bonds and/or preferred stock structural pattern. 


(1) ITALIAN SUPERPOWER CORPORATION 


Italian Superpower Corporation was organized on January 19, 
1928, in Delaware,”? by Bonbright & Company, Incorporated and 
Field, Glore & Co.” representing American interests, and Banca 
Commerciale Italiana of Milan, Italy, the largest Italian commer- 
cial and investment bank, representing Italian interests. 

During the first year of its existence, the company issued 35- 
year 6% debentures; $6 cumulative preferred stock; Class A com- 
mon stock and Class B common stock in exchange for Italian se- 
curities of an aggregate market value of $31,957,902 (which con- 
stituted its original portofolio) and $3,000,000 contributed in cash.2%2 

The agreement between the sponsors, dated December 5, 1927, 
contemplated the sale of the Italian securities by the sponsors to 
the investment company for which the company would pay the 
sponsors two-thirds in cash and one-third in preferred stock of 
the company. The necessary cash was to be raised by the resale 
to the American public of the company’s debentures. The equity 
stock was to be issued as a bonus, roughly half to the American 
sponsors and half to the Italian sponsors.2*8 

On January 31, 1928, the sponsors turned over to the newly 
formed company Italian securities with a market value of $31,- 
957,902.25."** The company issued to the sponsors in exchange not 
only 6% debentures and 6% cumulative preferred stock but also 
850,000 shares of Class A common stock and 150,000 shares of Class B 
common stock. The original agreement necessarily contemplated 
that there would be no equity assets in back of the common stock, as 
it provided that the sponsors be fully reimbursed for the securities 
transferred to the company by the debentures and preferred stock 
issued. As the company was to issue debentures and preferred stock 
equal in dollar value to the price established for the assets, there 
would be left no equity for the common stock. 


~) Reply to the Commission’s questionnaire for Italian Superpower Corporation, Pt. I, 
Items (d) (e). 

Exhibit A. 

289 Public Hxamination, Italian Superpower Corporation, at 7596. 

781 Op. cit. supra, note 229, Pt. I, Item 5, Exhibit C (1) and Pt. IV, Item 20. 

282 Td., Pt. V, Item 41, and Pt. VII, Table 32 (note). Subsequently, on July 1, 1929, the 
company increased the amount of its funded debt by $2,000,000 through the sale of $4,000,000 
of 35-year 6% debentures (with option warrants attached), only $2,000,000 of which con- 
stituted a new issue, the balance consisting of previously issued debentures which had been 
reacquired by the company (id., Pt. V, Item 41, and Pt. I, Exhibit F (2) 

233 Op. cit. supra, note 230, at 7669, and the reply to the Commission’s questionnaire for 
Italian Superpower Corporation, Pt. I, Exhibit C (1). 

*4The agreement of December 5, 1927 (reply to the Commission’s questionnaire for 
Italian Superpower Corporation, Pt. I, Exhibit C (2)), stated that the market value of the 
securities to be transferred by the sponsors was $28,251,515.96 (Public Examination, Italian 
Superpower Corporation, at 7669). The difference between that amount and $31,957,902.25 
is explained by an increase in market value between December 5, 1927, and January 31, 1928. 

285 Reply to the Commission’s questionnaire for Italian Superpower Corporation, Pt. I, 
Uxhibit C (5), p. 2, and Pt. VII, Table 32 (note). 
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The company issued to the sponsors, in exchange for the securi- 
ties transferred to it, its own securities in the following propor- 
tions: 2°° 


a ; : | Pea Banca iG omn- 

otal issued to sponsors in exchange for Italian & Co. Inc merciale A.P, C.W. 
securities Sal GL, Italiana, Talliaferro Street 

Glore & Co.| Milan 

$20,250,000-—6 70 Gebemtunes S63 mesa eee ae SI0K250 1000 ee ae see ee eee Sees oe eee oe eee eee 

OL NG SS, SYS TORO IO ae = ccc soeasnesssassesose 10,750 shs. 83,253 shs. 84 shs. 85 shs. 

850; 000ishSes ©lasseAn comm 01 eeee ne == eee ee 355,710 shs. | 437,467 shs. | 28,361 shs. | 28,462 shs. 

75,000 shs. Class B common first series.._...._._---|-------------- TED SG, Naa setecoss|-ooosesences 

75,000 shs. Class B common 2d series. ---.--------- TEOUO SOG, |loecoaceescssael|=senasendetec|oncsosacssg 


Bonbright & Company, Incorporated and Field, Glore & Co., Inc., 
the principal American sponsors, undertook to transform the deben- 
tures into cash so that the various sponsors might receive the two- 
thirds in cash which the original agreement contemplated. The 
American bankers offered to the public units at $1,000, each unit 
consisting of a $1,000 debenture, five shares of Class A common stock, 
and an option warrant issued by Bankers Trust Company, as depost- 
tary, which entitled the holder to purchase 10 shares of Class A 
common stock of the corporation up to January 1, 1938, at prices 
progressively increasing from $10.00 to $20.00 per share. These 
option warrants represented a right to purchase shares of Class A 
common stock, originally acquired by the American sponsors which 
were deposited with Bankers Trust Company.*** 

By this method of disposition, the American bankers received from 
the public $20,250,000, for which they transferred to the public the 
issue of $20,250,000 6% debentures, 101,250 shares of Class A common 
stock, and warrants to purchase 202,500 shares of Class A common 
stock.228 The American sponsors apparently distributed the cash to 
the Italian and American sponsors in the proportion in which each 
had contributed Italian securities to the company’s portfolio. 

The Class A common stock, which was given as a bonus with the 
bonds sold to the public, was contributed by the American sponsors 
from the shares of Class A common stock which they had themselves 
received as a form of bonus from the company.”®® The original plan 
had contemplated that the entire block of the Class A common stock 
received by the American bankers should go as a bonus with the de- 
bentures offered to the American public.” However, by the time the 
debentures were actually offered to the public, the stock markets in 
Italy and the investment market in New York had gone up so that 
the American sponsors considered the donation of their entire Class 
A stock to the purchasers of the debentures excessive, and therefore 


236'The figures are derived from the reply to the Commission’s questionnaire for Italian 
Superpower Corporation, Pt. I (Exhibit C-5) and Pt. II (Exhibit A, Schedules 16, 18, and 
19) and from the Public Examination, Italian Superpower Corporation, at 7673-5. 

237 Td., Pt. I, Exhibit F (1). These rights to purchase the Class A stock were designated 
“reversionary certificates.” 

238 Op. cit. supra, note 230, at 7673-4. 

239 T]., at 7660-3 and 7670. 

240 7d., at 7662. 
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granted outright to the public only 101,250 shares of the Class A 
common stock, retaining the remainder for themselves subject to the 
exercise by the public of the options accompanying the debentures.” 

Concurrently with the distribution of securities described above, 
the corporation offered 30,000 shares of 6% preferred stock and 
120,000 shares of Class A common stock to interests affiliated with the 
sponsors, for $3,000,000 cash.?#? This cash was to provide a working 
capital. As the par value of the preferred was $100, the 120,000 
shares of the Class A common stock were offered as a bonus to these 
interests. 

It should be noted that the Class B common stock was held entirely 
by the sponsors, 75,000 shares by Bonbright & Company, Incorporated 
and Field, Glore & Co., and 75,000 shares by Banca Commerciale 
Italiana.*** The Class B common stock was the only security entitled 
to vote. In all other respects, the Class A common stock and the 
Class B common stock were identical.24* Through their ownership of 
the Class B stock, which had a stated value of 10 cents per share and 
for which they had contributed no consideration to the company, the 
sponsors had complete control of the corporation. 

Of the Class A common stock ‘there were issued in all 970,000 
shares,”*? 850,000 shares as a bonus to the organizers and 120,000 
shares as a bonus with the preferred stock sold to the interests affil- 
iated with the sponsors.”** It will be recalled that the American 
sponsors parted with 101,250 of these shares to accompany the deben- 
tures. The remaining Class A shares were retained by the sponsors 
and the interests associated with them. Since the Class A stock and 
Class B stock were equally entitled to share in the equity and surplus 
profits, the equity interests of the public consisted of an ownership of 
101,250 equity shares out of a total of 1,120,000 equity shares (Class 
A and Class B), or 9%. 

Hence, it will be noted that the public, which had put $20,250,000 
into the company through the purchase of debentures, held less than 
10% of the equity securities and had no voice at all in the manage- 
ment, while the insiders held over 90% of the equity stock and 100% 
of the voting securities. 

The amount that the sponsors and their affiliated interests actually 
invested in the company may readily be calculated. The original 
sponsors, which had transferred to the company Italian securities of 
a market value of $31,957,902.25,247 received payment of two-thirds 
of the value in cash.*** The remaining third of the value, approxi- 
mately $10,000,000, represented their investment in the company.” 
The interests affihated with the sponsors had contributed $3,000,000 
in cash for 30,000 shares of 6% preferred stock.” Tn all, the sponsor 


2417d., at 7662-3, 

244 Reply to the Commission’s questionnaire for Italian Superpower Corporation, Pt. I, 
Exhibit C (8), and Pt. II, Exhibit A, Schedule 18. 

usId., Pt. I, Exhibit C. 

*4 Op. cit. supra, note 280, Commission’s Exhibit No. 701 (note under “Capitalization’) 

245 Td., Commission’s Exhibit No. 701. 

46 Op. cit. supra, note 242, 

*47Td., Pt. VII, Table 32 (note). 

48 Td., Pt. I, Exhibit C (1) and op. cit. supra, note 182, at 7669. 

+49 Op. cit. supra, note 230, at 7667-9. 

#50 Op. cit. supra, note 242, Pt. V, Item 41. 
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interests contributed approximately $18,000,000 out of a total contri- 
bution of $34,957,902.25. As noted above, they secured 100% control 
of the company and the right to receive in excess of 90% of the 
profits. In addition, of course, their investment was represented by 
6% cumulated preferred stock of a face value equivalent to their 
investment.?** 

It should be recalled that the sponsors received Class A stock and 
Class B stock as a bonus. The American sponsors had granted 
options on some 202,500 shares of their Class A stock to the pur- 
chasers of the debenture units, retaining what were termed “rever- 
sionary certificates” in that Class A stock, namely, the right to the 
exercise price or the unencumbered return of the stock from the 
trustee if the options were not exercised by a fixed date. In Janu- 
ary 1929 Bonbright & Company, Inc. and Field, Glore & Co. sold 
their Class B stock and the major part of their interest in the rever- 
sionary certificates to American Superpower Corporation, an invest- 
ment-holding company which Bonbright & Company, Inc. had 
formed in 1923,2*2 in exchange for Class A stock of American Super- 
power Corporation of an approximate value of $2,900,000. Bon- 
bright & Company, Incorporated, immediately disposed of its shares 
of the American Superpower Corporation Class A stock for $1,272,- 
650.254 Field, Glore & Co. appears to have realized at least an equal 
amount in the disposal of its Class A stock of American Superpower 
Corporation.” These sums must be considered clear profit to the 
American bankers, inasmuch as both the reversionary certificates and 
the Class B stock which they turned over to American Superpower 
Corporation had been received by them without cost.**° 

American Superpower Corporation, on the other hand, ultimately 
sustained a loss on the transaction of over $2,500,000. That corpora- 
tion sold a small part of the reversionary certificates in 1929 and 1930 
at a small profit and the balance of the reversionary certificates and 
the Class A stock in 1936 to Atlas Corporation for a total of 
$213,990.27 Thus the banking sponsors of Italian Superpower Cor- 
poration turned their bonus stock into a cash profit of more than 
$2,500,000, while a loss of approximately the same amount was sus- 
tained by :American Superpower Corporation, an investment com- 
pany under the same sponsorship as Italian Superpower Corporation. 


(2) STERLING SECURITIES CORPORATION 


Sterling Securities Corporation is an example of the advantages 
accruing to sponsors through their authority over the form and man- 
ner of the capitalization of the investment company. In this company 
management contributed less than $150,000 *°* and controlled a fund, 


*1'The details concerning the substantial profits which Bonbright & Company, Inc., and 
Field, Glore & Co. subsequently made through the sale of their Class B common stock are 
related in Ch. III of this part of the report, pp. 928-35. 

2 Public Hxamination, American Superpower Corporation, at 9299. 

#3 Public Hxamination, Italian Superpower Corporation, at 7723. 

24 Op. cit. supra, note 252, at 9361. 

25 Td:, at 9360: 

26 Td., at 9361. 

*7 Op. cit. supra, note 230, Commission’s HExhibit No. 704; Op. cit. supra, note 252, 
at 9879-83. 

788 Public Hxamination, Sterling Securities Corporation, at 14662 and 14710-1. 
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collected from the public, of more than $32,000,000. By a two-class 
preferred and a two-class common stock set-up they constructed an 
outstandingly top-heavy leverage structure. By a well-planned par- 
celing out of rights and privileges to the various types of securities, 
they contrived to secure for the management Class B common stock, 
acquired by them at 50 cents a share,?®° the right to 25% of all the 
corporation’s profits, and appreciation in assets above the payment of 
the limited fixed claims of the senior securities.2°° They allotted to 
the Class B stock special comulative voting rights,? until compelled 
to relinquish them at the insistence of the New York Stock Ex- 
change.” Upon the termination of the period of security-market 
inflation, the sponsors, due to the special powers vested initially in 
the management stock, were able to secede from the company and 
secure large premiums for the transfer of control to other interests.?° 

Sterling Securities Corporation was incorporated in Delaware on 
February 18, 1928.*** Its formation was the result primarily of the 
efforts of Edward B. Twombly, Sterling Pile,?* and Walter R. Wolf.2°° 
Mr. Twombly was a member of the law firm of Putney, Twombly and 
Hall, of New York City, and was then counsel for and a director of 
Insuranshares Corporation of New York,?% a securities distribution 
organization of which Sterling Pile was president.2** Walter R. Wolf 
was the assistant to the president of The Farmers’ Loan and Trust 
Company,**? which acted as trustee and custodian of portfolio of 
Insuranshares Certificates, Inc., a limited-management investment 
company *"° for which Insuranshares Corporation of New York served 
as the distributing organization. Management of the portfolio was 
entrusted to the investment counsel firm of Scudder, Stevens & 
GHark?2 

The certificate of incorporation of Sterling Securities Corporation 
provided for the issuance of four classes of stock, to wit, convertible 
first preferred stock, preference stock, Class A common stock, and 
Class B common stock.?"? Through the acquisition of the Class B 
common stock the management secured its strategic position in the 
corporation.?"4 

On March 38, 1928, the corporation issued 28,333 shares of its Class B 
common stock to each of the three primary sponsors, Sterling Pile, 
Walter R. Wolf, and Edward B. Twombly.” On the same day 


29 Td., at 14642-6. 

260 Td., at 14707—-10. 

202 Td., at 14659. 

3 Td., at 14726-81. 

24 Reply to the Commission’s questionnaire for Sterling Securities Corporation, Pt. I, 
Item 1 (d) (e), and op. cit. supra, note 258, at 146278. 

265 Op. cit. supra, note 258, at 14639. 

°06 Td., at 14630, 14632. 

“1Td., at 14648-9. 

267 Td., at 14621-2. 

268 Td., Commission’s Exhibit No. 1503. 

9 7Td., at 14632, 14634. 

*70 Td., at 14626-8 and 14684-6. 

°4 Reply to the Commission’s questionnaire for Insuranshares Certificates, Inc., Pt. I. 

72 Op. cit. supra, note 258, at 14760 and Commission’s Exhibits Nos. 1509 and 1511. 

*73 Td., Commission’s Wxhibit No. 1496. 

747Td., at 14660. 

27% Id., at 14666 and 14690. 
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30,000 shares of the Corporation’s Class B common stock were pur- 
chased by Insuranshares Corporation of New York; **® 30,000 shares 
by Harold A. Fortington,?” the American financial representative 
of the Royal Insurance Company of England,’ who had been se- 
lected as a member of the corporation’s financial committee; °"? and 
30,000 shares by the firm of Scudder, Stevens & Clark,*° the manager 
of the corporation.?*! All the sales of the Class B common stock were 
at 50 cents per share.2* During 1928 and 1929 a total of 48,298 addi- 
tional shares of Class B stock were issued at the same price of 50 cents 
per share to other directors and officers of the corporation.*** Thus 
a total of 223,297 shares of the Class B common stock of Sterling 
Securities Corporation, more than a majority of the number of such 
shares authorized by the corporation charter,?** were issued to the 
above-named organizers and sponsors of the corporation for a total 
consideration of $111,648.50.?°° 

During the first period of distribution another block of 50,000 shares 
of Class B common stock was issued.2*° This constituted part of a 
50,000-unit public offering.2*? The Class B common stock contained 
in these units constituted the only Class B common stock sold to the 

ublic. 
: At the end of the first distribution 273,297 shares of Class B common 
stock had been issued for a contribution of $186,648.50 to the com- 
pany’s capital. By far the greater part of the contribution to the 
capital of the company came from the sale of the preference stock and 
the Class A common stock to the public in this period. 

Early in March 1928 Sterling Securities Corporation had sold to 
the public 50,000 units, each consisting of five shares of preference 
stock, five shares of Class A common stock, and one share of Class B 
common stock, at. a price of $160.50 per unit.?** As noted above, the 
50,000 Class B shares contained in these units constituted the only 
Class B common stock distributed to the public. The net proceeds to 
the corporation from the sale of these units totaled $8,025,000—$8,- 
000,000 in payment for the preference stock and the Class A common 
stock and $25,000 in payment for the 50,000 shares of Class B stock.?* 

In May 1928, Insuranshares Corporation of New York, in the ca- 
pacity of exclusive selling agent for Sterling Securities Corporation **° 
had offered to the public 250,000 units of its securities at $34 per unit, 
each unit consisting of one share of preference stock and one share of 
Class A common stock.” Sterling Securities Corporation received 


276 Td., at 14666. 

277 Thid. 

278 Td., at 146381. 

279Td., at 14692. 

*80Td., at 14666. 

281 1d., at 14692. 

22Td., at 14642. 

283 ITd., Commission’s Exhibit No. 2001 (pp. 259-61). 
284 Td., Commission’s Exhibit No. 1496. 

285 Td., Commission’s Exhibit No. 2001 (pp. 259-60). 
286 Td., at 14658. 

287 Tbid. 

258 Thid. 

2899Td., at 14654. 

20 Td., at 14655-6 and Commission’s Exhibit No. 1497. 
21Td., at 14654—-5. 
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$8,000,000 net proceeds from the sale of the securities,’ Insuranshares 
Corporation receiving gross selling commission of $500,000. _ 

Thus, at the conclusion of this phase of the financing, Sterling Se- 
curities Corporation had received for the issuance of 500,000 shares 
of its preference stock 500,000 shares of its Class A common stock and 
273,297 shares of its Class B common stock, a total of $16,136,648.50.? 
Of the total capital contribution to the corporation, only $136,648.50 
had been contributed by the holders of the 273,297 shares of the Class 
B common stock outstanding. Of these 273,297 shares of Class B 
common stock, the corporation’s sponsors, officers, directors, mnvest- 
ment managers, and selling agents had acquired a total of 223,297 
shares for which they had paid $111,648.50. 

A review of the rights and privileges accorded to the various classes 
of securities by the charter of the.corporation will indicate what the 
sponsors had secured for their investment of approximately $111,000 
in the corporation. 

The authorized capital structure of the corporation consisted of 
500,000 shares of 6% convertible first preferred stock of the par value 
of $50 per share, entitled on the dissolution of the corporation to a 
prior preference in assets to the extent of $50 per share and accrued 
dividends, and convertible within a specified period of time into 
Class A common stock at a specified ratio.2%° It will be noted that in 
the first period of distribution no stock of this type had been issued. 

The preference stock was entitled to a dividend of 6% per annum, 
had a par value of $20 and was entitled on dissolution to $20 per share 
and accrued dividends.?°° 

The Class A common stock was without par value and entitled on 
dissolution, prior to the Class B common stock, to $12 per share.?97 

The Class B common stock was entitled to 25% of the corporate 
earnings after payment of 6% per annum upon all senior securities.2” 

The first preferred and the preference stock received no voting privi- 
leges except upon a default in payment of one year’s annual dividends, 
in which event these stocks acquired one vote per share for all corpo- 
rate purposes.” ‘The Class A common stock and Class B common 
stock were equally entitled to one vote per share for all corporate pur- 
poses,**° but a significant distinction was made between the rights of 
the Class A shares and the Class B shares in the election of directors 
of the corporation. Whereas the Class A stockholder was limited to 
one vote per share for each director to be elected,**! the certificate of 
incorporation provided that each Class B stockholder “is entitled to 
as many votes as shall equal the number of his shares multiplied by 
the number of directors to be elected and may cast all of such votes for 
a single director or may distribute them between the number to be 
voted for or any two or more of them as he may see fit.” °°? Inasmuch 


22Td., at 14655. 

28Td., at 14656. 

247Td., at 14657. 

205 Td., Commission’s Exhibit No. 1496. 
26 Tbid. 

277 Tbid. 

28Td., at 14707-9. 

2) Id., Commission’s Exhibit No. 1496. 
300 Thid. 

301 Thid. 

502 Td., Commission’s Exhibit No. 1496 (8A) (p. 12). 


153373—41—pt. 8——54 


1628 SECURITIES AND EXCHANGE COMMISSION 


as there were almost half as many shares of Class B stock outstanding 
as of Class A stock, this cumulative feature assured the holders of 
the Class B stock of an approximate mathematical minimum of one- 
third of the directors and, in practice, of a much greater proportion, 
as the holders of the Class B stock could mass their votes strategically 
in such a manner as to be most effective. 

The Class B stock with a contribution of $136,648.50 (273,297 shares 
at 50 cents per share) held practical working control of the corpora- 
tion, in which over $16,000,000 had been invested, and was entitled to 
25% of all the surplus profits earned by the company. As has been 
pointed out above, practically all of this favored class of stock (223,297 
shares out of 273,297 shares) had been obtained by the sponsoring 
interests. | 

In the latter connection, note should be taken that the sponsors for- 
tified their position in the corporation by a specific provision granting 
a preemptive right to the Class B stockholders to purchase all future 
issues of Class B stock, whereas all preemptive right of the other classes 
of stockholders was eliminated by express charter provisions.*°? A 
further clause in the charter provided that the consent of at least 75% 
of the Class B stockholders must be obtained in order to increase the 
number of Class B shares originally authorized by the charter.*°* To 
procure a greater cohesiveness among the Class B shares, a voting trust 
for all the management Class B common stock was created on March 
3, 1928.°° The voting trustees were Walter R. Wolf, Sterling Pile, and 
Edward B. Twombly.*°° Although the voting trust was by its term 
to exist for 10 years, it was abrogated on June 25, 1929.°°7 

The great advantages afforded to the Class B stock of the corpora- 

tion in a rising market is well illustrated by the financial condition 
of the company as at December 31, 1928. The public held 500,000 
shares of preference stock and 500,000 shares of Class A common stock 
for which it had contributed $16,000,000 to the enterprise.*°> The net 
worth of the corporation on December 31, 1928, was $18,434,261.42,2°9 
showing a gain of $2,434,261.42 over the total dissolution claims of the 
preference and Class A stocks ($16,000,000). Of this gain 25%, or 
$608,565.35, accrued to the Class B stockholders. This represented an 
increase of more than 360%,°*° upon the contribution of $131,898.50 
made to the corporation by the holders of the 263,797 shares of Class B 
stock then outstanding.** 

In the course of the first distribution of its securities the corporation 
had not yet disposed of any of the first convertible preferred stock 
authorized by the charter. On September 9, 1929, the corporation 
received net proceeds of $15,000,000 from the sale of 300,000 shares of 


83Td., at 14650. 

%£Td., Commission’s Exhibit No. 1496 (8A) (p. 12). 

905 Td., at 14659 and Commission’s Exhibit No. 1502. 

306 Td., at 14691 and Commission’s Exhibit No. 1502. 

37 Td., at 14691. 

308 Td., Commission’s Exhibit No. C1514. 

309 Thbid. 

2#0'The Class B stock issued at 50 cents per share had an asset value of $2.31 per share 
on December 31, 1928 (ibid.). 

311 Public Hxamination, Sterling Securities Corporation, Commission’s Exhibit No. C1514. 
At the close of 1928 only 263,797 Class B shares were outstanding. Part of the 48,298 
shares referred to above as being distributed among officers and directors in 1928 and 1929 
were not yet distributed (ibid.). 
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first convertible preferred stock.**? The first preferred stock was of- 
fered to the public by Hayden, Stone & Company, a New York invest- 
ment banking firm, and Insuranshares Corporation.** Hayden, Stone 
& Company received a gross selling commission of $4 per share, or 
$1,200,000, for the sale of the entire issue.*4* As a preliminary to the 
sale of this stock the corporation’s directors wished to have the cor- 
poration’s securities, with the exception of the Class B common stock, 
listed on the New York Stock Exchange.*** The investment banking 
firm of Hayden, Stone & Company had been retained for the twofold 
purpose of aiding the company in its effort to secure a stock exchange 
listing and in marketing the issue of first convertible preferred stock.*'® 
In consideration of the prospective services on the part of Hayden, 
Stone & Company, Sterling Securities Corporation sold to Hayden, 
Stone & Company 100,000 shares-of authorized but unissued Class A 
common stock at $12 per share and 25,000 shares of its authorized but 
unissued Class B common stock at the price of 50 cents per share.**7 At 
that time the Class A common stock possessed an asset value of $15 per 
share and had sold during the month of June 1929, at from $2536 to 
$2836 per share.*'§ The elimination in the corporation charter of the 
common-law preemptive right of the Class A stockholders dispensed 
with the necessity of first offering to existing Class A stockholders the 
stock which was sold to Hayden, Stone & Company.*”” 

Hayden, Stone & Company proceeded promptly to dispose of the 
100,000 shares of Class A stock at a profit totaling $470,000.%° 

In July 1929 the New York Stock Exchange admitted to trading 
the preference stock and Class A common stock of Sterling Securities 
Corporation. As a condition of listing these securities the New York 
Stock Exchange demanded and obtained the elimination of the 
cumulative voting privileges of the Class B common stock of the 
corporation.°*4 

The additional financing had the effect of almost doubling the 
amount of the fund over which the Class B stock exercised control 
and from the use of which the holders of the Class B stock could 
expect to earn large profits. The capital contributed by the outstand- 
ing 298,297 shares of the Class B stock totaled $149,148.50.°7? With 
the 25,000 shares of Class B stock sold to the new sponsor, Hayden, 
Stone & Company,°* the management interests held approximately 
248,297 shares of the Class B stock at a contribution of $124,148.50. 
Thus an investment of $124,148.50 afforded control over a total con- 
tributed capital of $32,475,898.50,°74 and was entitled to a very sub- 
stantial part of the surplus profits earned by the company. 


s12 Public Examination, Sterling Securities Corporation, at 14661. 
33 1q., at 14669 and Commission’s Exhibit No. 1498. 

3141d., at 14662. 

3157 d., at 14668. 

316 Thid. 

77d., at 14661 and 14671. 

318 Td., at 14673. 

19 Tpid. 

80 Td., at 14677. 

%211d., at 14659. 

322Tq., at 14666 and Commission's Hxhibit No. 2001 (p. 260). 
223 Td., Commission’s Exhibit No. 1498. 

%47d., at 14662. 
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At June 30, 1931 the financial condition of Sterling Securities Cor- 
poration no longer presented the picture of December 1928.°° The 
preference stock was under water to the extent of $8 per share; and 
the Class A stock had no asset value whatsoever; the Class B common 
stock had no asset value and no quoted market value.**° Nevertheless, 
the sponsors of the company who still held the Class B stock were 
able to secure for their blocks of stock large sums of money in excess 
of the original cost. Atlas Corporation, which was seeking to obtain 
control of the corporation, paid large premiums to the sponsors who 
held the Class B stock ®27 which, as has been noted, had no asset value 
and no quoted market value. ‘Thus, Atlas Corporation paid Walter 
R. Wolf $5 per share for 9,458 shares; °° Scudder, Stevens & Clark 
$3 per share for 10,000 shares; *°° Daniel Pierce, a director of Sterling 
Securities Corporation, $3 and $5 per share for 4,000 shares; *** Robert 
Pomeroy, another director of Sterling Securities Corporation, $4 per 
share for 3,000 shares.*??, On June 30, 1931, Atlas Corporation pur- 
chased 3,000 shares of Class B stock from Hayden, Stone & Company 
at a price of $3 per share **° and 17,300 shares of this same stock from 
The Adams Express Company,*** an investment company managed by 
Hayden, Stone & Company,°** at a price of $4 per share. On July 22, 
1931, Atlas Corporation entered into an agreement with the main 
sponsors of Sterling Securities Corporation, who still held the major 
blocks of the Class B stock, to purchase the Class B stock from them 
at $4 per share.*** Pursuant to this agreement Atlas Corporation 
purchased 125,000 shares of Class B stock from these sponsors, includ- 
ing 24,700 shares from American Founders Corporation, 11,325 shares 
from Sterling Pile; 27,300 shares from Allied General Corporation ; 
6,200 shares from Insuranshares & General Management Company, 
with which Sterling Pile was affiliated; 6,600 shares from Edward 8. 
Goodwin, a director of Sterling Securities Corporation; *** and 17,075. 
shares from Edward B. Twombly and his associates.*%® 

As these shares had been acquired at 50 cents a share, the sponsors, 
managers, and directors were able, at an extremely unfavorable period 
of the company’s history, to retire from the company with large profits. 
The sale of 125,000 shares alone, recited above, netted the vendors a 
profit of $437,500. 

In addition to these sales. some of the directors and sponsors had 
disposed of part of their holdings of Class B stock as early as 1928 
and 1929, prior to the stock market decline, and had received even 
higher prices for their Class B common stock than those received from 
Atlas Corporation in 1931. Hayden, Stone & Company had sold 4,700 


825 Td., at 14731 and Commission's Exhibit No. 1505. 
326 [q., Commission’s Exhibit No. 2043 and Commission’s Exhibit No. 2001 (pp. 261-5). 
327 Tq., Commission’s Exhibit No. 1507. 

328 Tq., Commission’s Exhibit No. 2001 (p. 261). 

320 Tbid. 

330 Td., at 14768. 

331 Tq., Commission’s Pxhibit No. 2001 (p. 261). 

32 T bid. 

333 Td., at 14678. 

3%4 Thid. 

335 Tq., at 14674. 

336 Td., Commission’s Exhibit No. 1507. 

337 Tpid. 

38 Tq., Commission’s Hxhibit No. 1506. 
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shares for a profit of $101,050, and Walter R. Wolf had sold 18,875 
shares for a profit of $223,181. 18,299 

Walter R. Wolf, one of the organizers of Sterling Securities Cor- 
poration, when examined on the consequences of the issuance of the 
Class B common stock, testified :°4° 


Q. In any event, if we can analogize, it was as if the insiders, the people who 
had the management stock, had an interest in a margin account with a brokerage 
firm of $32,000,000 when their contribution was $174,000, and they got a cut of 
25% of the profits after allowing the people who put in the $32,500,000 six per- 
eent; isn’t that so? 


A. Yes; I think substantially so. 
* * * * % * % 


Q. The point I was trying to bring out is, don’t you think there ought to be 
some limitation on the relationship of the senior money and junior money? 
Otherwise you will get a situation when a person pays 50 cents a share for stock 
and he is gambling with the public’s thirty-two and a half million dollars of 
money. What has he got to lose? If the stock goes sour he is out 50 cents, but 
if he makes a killing, his stock goes right through the ceiling. 

A. That is correct. 

Q. So the only thing he had to lose is his 50 cents stock, and he has the privi- 
lege of speculating or gambling or trading his fool head off if he wants to take 
that chance? 

A. Yes. 


The inequity in such disfranchisement of the holders of the senior 
securities of complex-structure investment companies, who frequently 
contribute the major investment in the company, is illustrated by this 
company. ‘The preferred stockholders of Sterling Securities Corpora- 
tion, who were the “owners” of the assets of the corporation, were not 
consulted on the matter of the transfer of control of the company to 
Atlas Corporation.®** 


339 Td., at 14678, 14695-6. 

540Td., at 14710-14. 

341 Mr. Twombly, a member of the management of Sterling Securities Corporation, testified 
(id., at 14729-3837) : 


Q. They owned the senior securities, and it was their money ? 

A. They had nothing to say about the change in management, and they were not 
notified of the change in management prior to its taking place. 

Q. But there was nobody there at the time control was turned over to say, “I won’t 
let this thing go through unless I was sure that the people who put in the $32,500,000 
get a good deal on their stock,’ was there? 

A. No. 

* * * a 1 °K * 

Q. This is an illustration of the lightning speed at which a transfer of other people’s 
aoe in the investment trust field 

ou mean control of it? 


Q. Yes. 

A. Yes. 

Q. Do you think that is a healthy situation? 

A. I didn’t. 

Q. You probably felt some sense of obligation to these people (the holders of senior 


securities) ? 

A. I probably did. 

Q. And you probably had a feeling that these people had invested this money and 
turned over the management of the fund to you? 

A. This is why I stayed on the board of directors. 

Q. You can visualize the situation back in ’31 when there were some people who hadn't 
even heard of Atlas until this time. 

A. That is right. 

Q. And they wake up one morning and find themselves with their funds being admin- 
istered by the Atlash ts ee Compania: 

A. That is so. 

Q. Without their expressed consent, anyway? 
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(3) UNITED FOUNDERS CORPORATION 


A number of illustrations have been cited of the fairly common prac- 
tice of sponsors of obtaining the major or substantial part of the class 
of security which secures them a voting power and an interest in the 
surplus profits much greater in proportion than their contribution to 
the capital of the company. The element of control is sometimes 
regarded as so significant that a diversity of securities is introduced 
in the capital structure merely to attain that end alone, without seek- 
ing to allot to the class of stock disproportionately weighted with the 
voting power a share in surplus profits disproportionate to the amount 
contributed. United Founders Corporation is an illustration of a 
company issuing two classes of common stock with a control objective 
alone. 

Upon organization, United Founders Corporation issued two classes 
of securities, one being designated as Class A common stock, the other 
simply as “Common Stock.” °# 

The certificate of incorporation granted the Class A stock, as a 
class, a vote equal to one-half the voting power of the total outstand- 
ing common stock, irrespective of the amount of common stock which 
might be issued and irrespective of the amount contributed by the 
Class A stock and common stock to the capital of the company.’ 
Hence the Class A stock, as a class, carried, at all times, 3314% of the 
company’s total voting power. 

In respect to earnings and distribution of assets upon dissolution or 
liquidation, however, the certificate of incorporation prescribed that 
the Class A stock should share in the proportion that its contribution 
to the capital bore to the total capital contributed by both classes of 
stock.*# 

In February 1929 the promoters, Louis H. Seagrave, Christopher F. 
Coombs, and Frank B. Erwin, had received an aggregate of 1,000,000 
shares—the total authorized amount—of Class A stock, divided equally 
among them. ‘They had paid for this block of stock by transferring 
to United Founders Corporation 12,500 shares of American Founders 
Corporation common stock having a market value at the time of 
approximately $1,000,000. By June 1933 approximately 9,000,000 


A. That is right. 

Q. You had no disclosure as to what their future policy was going to be? 

A. That ig right. 

Q. What disposition was going to be made of their money, how it was going to be 
invested ? 

A. That is right. 

Q. That is a little more than not even being a healthy condition. JI frankly would 
like to get your views on this problem of transfer of control of investment trusts. 

A. Iam a great believer in stockholders’ control of management, if that is what you 
want. 

82 Public Hxamination, American General Corporation et al., Commission’s Exhibit No. 
X3421 (pp. 39 and 41). 

348 Td., Commission’s Exhibit No. X3420-B. 

84 The share of the Class A stock in earnings and the distribution of assets is described 
as follows: “* * * the proportion that the amount theretofore contributed to the capi- 
tal and/or paid-in surplus of the Corporation by the holders of the Class A stock bears to 
the total amount theretofore contributed to the capital and/or paid-in surplus of the Cor- 
poration by the holders of both Class A or Common Stock * * *” (Public Examination, 
The Equity Corporation, Exhibit 745 [p. 6]). 

345 Public Examination, American General Corporation et al., Commission’s Pxhibit No. 
X3420 (Hx. D-—-1); Public Examination, The Equity Corporation, Commission’s Exhibits 
Nos. 751-752. 
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shares of United Founders Corporation “Common Stock” had been 
distributed, principally to the public and at varying prices, for a net 
contribution to the company’s capital of approximately $297,000,000.**° 
Although sponsors’ contribution for the Class A stock amounted to 
only %49g of the total investment in the company, they still held one- 
third the total voting power by virtue of their ownership of the Class 
A stock and wielded working control of the company. Moreover, 
United Founders Corporation held 78.7% of the voting stock of 
American Founders Corporation, which, in turn, controlled five other 
large investment trusts, the total consolidated assets of these com- 
panies amounting in June 1933 to approximately $50,000,000.°** 

However, by June 1933 United Founders Corporation itself had 
suffered tremendous losses. The contrast at this time between the 
asset value of the Class A stock and the voting power represented by 
it is particularly striking. The net assets of the company had shrun 
in value to approximately $14,300,000.*4° The asset value of the entire 
Class A stock, determined by the proportion of the contribution of the 
respective classes of stock to the capital of the company, was 49g of 
$14,300,000, or approximately $48,000.**° The voting power of this 
Class A stock, however, remained unchanged—3314% of the total 
voting power of all outstanding securities. It should be noted that 
voting control of United Founders Corporation carried with it control 
over the combined resources of the affiliated and subsidiary investment 
companies, 

The significance to promoters of the ability to diversify the rights 
represented by different classes of securities is evidenced in the follow- 
ing testimony of David M. Milton, president of The Equity Corpora- 
tion, which paid a large premium to Messrs, Seagrave, Coombs, and 
Erwin for the privilege of succeeding the latter in the control of 
United Founders Corporation : *°° 

Q. But there was very little value in the Class A stock, as I understand your 
testimony ? 

A. You are talking about underlying value, asset value. 

Q. I understand you to say about the only value it had was in the form of 
control. 

A. But that is a very definite value. In other words, as the financial com- 
munity looked at those stocks in those days, I don’t think there is any question 
about it; that it had a very definite value. I mean there were a large number 
of stocks which had no asset value, which were selling at definite values, and this 
type of control stock had a very definite market value, if you want to call it that, 
because it carried that voting power. 


e486 Public Hxamination, The Hquity Corporation, Commission’s Exhibit No. 764. 

%47Td., at 8276 and Commission’s Exhibit No. 843; Public Examination, American General 
Corporation et al., Exhibit No. X3420 (Ex. E-8). 

348 Op. cit. supra, note 346, at 8556 and Commission’s Exhibit No. 797. 

349 Td., Commission’s Hxhibit No. 797. 

850 Td., at 8693. For details of the transfer of control to The Equity Corporation by the 
latter’s purchase of 666,6662%4 shares of Class A and 635,000 shares of common stock of 
United Founders Corporation from Mr. Coombs and Mr. Erwin, see Ch, IV of this part of 
the report. 


1634 SECURITIES AND EXCHANGE COMMISSION. 
(4) INSURANSHARES CORPORATION OF DELAWARE 


Under the original capitalization of Insuranshares Corporation of 
Delaware, the Class A common stock sold to the public brought 
$15,000,000 to the company, while the Class B common stock sold to 
the promoters brought only $50,000. Yet the Class B common stock, 
contributing 1499 of the capital, controlled the company and was 
entitled to 15% of the surplus profits of the company. Moreover, the 
significance of the Class B stock was so great that on three successive 
occasions the group that currently held that stock was able to transfer 
control of the company at premiums over the asset value and market 
value of these shares. 

The corporation was organized in Delaware, July 31, 1928,**' at the 
instance of Insuranshares Corporation of New York, a corporation 
engaged in the public distribution of securities,*°? and Insuranshares 
Management Company.**? Both of these corporations were then con- 
trolled by Sterling Pile; Edward B. Twombly, an attorney,** Schoell- 
kopf, Hutton & Pomeroy, Inc., investment brokers,**> and Goodwin 
Beach & Company, a firm specializing in insurance securities,?** headed 
by Edward S. Goodwin.?** Within a few months after the formation 
of the company, The Goldman Sachs Trading Corporation, another 
investment company, became an additional sponsor of the company.*** 

The authorized capital of the corporation consisted of Class A 
comnion stock and Class B common stock, both of which were without 
par value.**° The Class A common stock was distributed at $20 per 
share net to the corporation,®®° while the Class B common stock was 
sold at 10 cents per share.?*t The Class A common stock partook of 
the nature of a senior security, as it was entitled to a noncumulative 
dividend, after 1929, at the annual rate of 60 cents per share and upon 
liquidation to a preference in assets to the extent of $20 a share. ‘The 
surplus earnings and assets were divisible in the following proportions: 
85° to the Class A common stock and 15% to the Class B common 
SOC 

A significant distinction was made with respect to the right of the 
two classes of stock in the election of directors—each 10-cent share of 
Class B common stock was granted three times the voting power of 
each $20 share of Class A stock. The Class A stock had one vote per 
share multiplied by the number of directors to be elected, whereas the 
Class B stock had three votes per share multipled by the number of 
directors to be elected.3* 


31 Woody's Manual of Investments, Banks, etc., 1931, at 27138. 
*52 Public Examination, Allied General Corporation, at 5042. 
333 Td., at 4950. 

354Td.. at 4947. 

25 1d., at 4948. 

856 Td., at 4948 and 4996. 

*71d., at 4948. 

8 1d., at 5046 and 5048; Public Examination, The Goldman Sachs Trading Corporation, 
Commission’s Exhibit No. 1908; and Public Examination, First Income Trading Corporation 
et al., at 1054. 

359 Op. cit. supra, note 352, at 5047. 

360 Td., at 5054. 

861 1d., at 5047. 

202 Moody’s Manual of Investments, Banks, etc., 1931, at 2714; Public Examination, The 
Goldman Sachs Trading Corporation, Commission’s Exhibit No. 1908. 

383 Thid. 
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By the close of March 1929 Insuranshares Corporation of Delaware 
had raised a total of $15,050,000, of which $15,000,000 represented the 
consideration for the issuance of 750,000 shares, of its Class A stock 
and $50,000 represented the net amount received by the corporation for 
the sale of 500,000 shares of its Class B common stock.*** On March 
1, 1929, Insuranshares Corporation of New York had purchased 50,000 
shares of the Class B stock and Insuranshares Management Company 
the reimiaining 450,000 shares of Class B stock at.a price of 10 cents a 
share.*6> In March 1929, also, The Goldman Sachs Trading Corpo- 
ration had purchased 250,000 shares of the Class A stock for $5,000,000. 
On March 14, 1929, Insuranshares Corporation of New York publicly 
distributed 500,000 shares of the Class A stock for net proceeds to the 
corporation of $10,000,000.?%° On March 5, 1929, The Goldman Sachs 
Trading Corporation had purchased from Insuranshares Corporation 
of New York 25,000 of the 50,000 shares of Class B stock which the 
latter had acquired several days earlier.*** ‘Thus, by the latter part 
of 1929, Insuranshares Corporation of Delaware had issued 500,000 
shares of Class B stock for $50,000, 450,000 shares of which were in the 
hands of Insuranshares Management Company, 25,000 shares held by 
Insuranshares Corporation of New York, and 25,000 shares by The 
Goldman Sachs Trading Corporation. It had issued 750,000 shares 
of Class A common stock for net receipts of $15,000,000. 

As the Class B stock had been granted threefold voting power in 
respect to the election of directors, the aggregate voting power of 
Class B stock was twice as much as the aggregate voting power of 
Class A stock. The holding by Insuranshares Management Company 
of Class B stock of Insuranshares Corporation of Delaware insured 
to it effective control of Insuranshares Corporation of Delaware, as 
well as a very substantial part of the surplus earnings of the com- 
pany.**° The New York Curb Exchange, in May 1929, objected to 
the listing of the Class A stock on the ground of the inequity of the 
multiple voting power of the Class B stock when compared with the 
relative capital contributions of the two classes of stock. Insuran- 
shares Management Company, Insuranshares Corporation of New 
York, and The Goldman Sachs Trading Corporation, the owners of 
the entire 500,000 authorized shares of the Class B stock, thereupon 
agreed that they would not vote more than one-third of the number of 
shares of Class B stock owned by them in the election of directors 
while the Class A stock remained listed on the New York Curb 
Exchange until such time as the company should have issued a total 
of 1,500,000 of Class A shares which would bring the measure of 
pos power of the entire Class A stock up to that of the Class B 
stockese? 

On May 14, 1931, Insuranshares Corporation of Delaware was re- 
capitalized under a plan whereby the outstanding 750,000 shares of 


864 Op. cit. supra, note 358. 

86 Op. cit. supra, note 852, at 5048, and Public Hxamination, The Goldman Sachs Trading 
Corporation, Commission’s Exhibit No. 1908. 

366 Op. cit. supra, note 358. 

307 Public Examination, The Goldman Sachs Trading Corporation, Commission’s Exhibit 
No. 1908. 

368 Tpid. 

869 Thid. 
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Class A stock were exchanged for 375,000 shares of new “common 
stock” and the outstanding Class B shares were exchanged for an 
issue of half the number of Class B shares—to wit, 250,000 shares.**° 
The new common shares were entitled to noncumulative dividends 
at the annual rate of 3%. The fixed preference of $20 per share in 
liquidation possessed by the former Class A stock was eliminated, the 
new “common stock” receiving only the right to 85% of the corporate 
assets on any liquidation of the company, and the new Class B stock 
receiving the right to the residue of the corporate assets. The voting 
rights of the two classes of stock remained unchanged.*” 

As part of the recapitalization plan, the common stockholders were 
offered, in July 1931, the right to subscribe to 93,750 shares at $9 
per share. The new offering resulted in an additional $843,750 of 
capital.37? 

The first change in control of Insuranshares Corporation of Dela- 
ware was consummated toward the end of 1931. From March 1930 
to September 1931 United Founders Corporation, an investment 
company which had been formed in 1929, and its subsidiaries, in- 
cluding American Founders Corporation, had been engaged in a 
policy of accumulating “common” stock of Insuranshares Corpora- 
tion of Delaware and particularly stock of Insuranshares Management 
Company, which held the Class B stock of Insuranshares Corporation 
of Delaware. By April 21, 1932 United Founders Corporation and 
its subsidiaries had acquired a total of 161.605 shares of the common 
stock of Insuranshares Corporation of Delaware, or 34% of the 
468,750 shares of such stock then outstanding, and 153,000 shares, or 
51% of the 297,509 shares of the capital stock of Insuranshares & 
General Management Company (the new name adopted by Insuran- 
shares Management Company in May 1930).°7° These holdings of 
“common stock” of Insuranshares Corporation of Delaware, and of 
the capital stock of Insuranshares & General Management Company, 
gave United Founders Corporation and its subsidiaries effective con- 
trol of Insuranshares Corporation of Delaware. By April 19382 
United Founders Corporation and its subsidiaries had suffered severe 
unrealized losses on their holdings of the securities of Insuranshares 
Corporation of Delaware and of Insuranshares & General Manage- 
ment Company. The total cost of the securities to the United 
Founders Corporation group had been about. $5,800,000, of which ap- 
proximately $4,600,000 had been paid for the 161,605 shares of com- 
mon stock of Insuranshares Corporation of Delaware, and approxi- 
mately $1,200,000 had been paid for the 158,000 shares of stock of 
Insuranshares & General Management Company then held by the 
United Founders Corporation group.?* The latter amount paid for 


8 Moody’s Manual of Investments, Banks, etc., 1982, p. 2179. 

371 Thid. 

372 Thid. 

83 Poor’s Banks, etc., 1932, p. 1581, and Public Examination, First Income Trading Cor- 
poration, et al., Commission’s Exhibit No. 98. 

“4 TInsuranshares Management Company had acquired 450,000 Class B shares of Insuran- 
shares Corporation of Delaware for $45,000 at the organization of the latter company. By 
the end of 1931 Insuranshares & General Management Company had acquired the remaining 
50,000 shares of the Class B stock of Insuranshares Corporation of Delaware (op. cit. supra, 
note 367, Commission’s Exhibit No. 1908 ; Moody’s Manuat of Investments, Banks, eto., 1933, 
p. 2508). 

875 Derived from supplementary information supplied the Commission for United Founders 
Corporation ; also op. cit. supra, note 373. 
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the stock of Insuranshares & General Management Company was in 
part a premium on behalf of Class B stock of Insuranshares Cor- 
poration of Delaware held by Insuranshares & General Management 
Company. By April 1932, these holdings, which had cost the United 
Founders Corporation group close to $6,000,000, had depreciated tre- 
mendously in both market and asset value.**° 

On April 21, 1932, United Founders Corporation and its sub- 
sidiaries entered into an agreement with Insurance Equities Cor- 
poration, recently formed by Frank Cohen,** who was in control 
of Lloyds Casualty Company of New York and Detroit Fidelity & 
Surety Company for the sale to Insurance Equities Corporation 
of the entire holdings of the United Founders Corporation group in 
the stocks of Insuranshares Corporation of Delaware and in Insuran- 
shares & General Management Company. The price to be paid to 
the American Founders Corporation group of companies was ap- 
proximately equal to the asset value of the securities and more than 
$600,000 in excess of the market value of the shares at that time.378 

Insurance Equities Corporation, as well as its dominating influ- 
ences, Frank Cohen and Julius H. Barnes, was without funds °° to 
make to American Founders Corporation, the agent for the United 
Founders Corporation group, even the down payment of $450,000 
which by contract was due on May 3, 1932.°8° American Founders 
Corporation permitted Mr. Cohen and Mr. Barnes to elect eight of 
the twelve directors of Insuranshares Corporation of Delaware, and 
thus take over control of that company on May 3, 1982, prior to 
receipt by American Founders Corporation of any portion of the 
purchase price.*** 

Mr. Cohen and Mr. Barnes engaged in a series of intricate inter- 
corporate maneuvers in an effort to pay American Founders Cor- 
poration the agreed-upon sums.** In substance, the technique 
adopted by them was to liquidate the portfolio of Insuranshares 
Corporation of Delaware, siphon the proceeds into Insurance Equi- 
ties Corporation through the sale by the latter to Insuranshares Cor- 
poration of Delaware of the securities of minor insurance companies, 
and to transfer the cash obtained by Insurance Equities Corpora- 
tion to American Founders Corporation.**? Thus, in effect, the 
United Founders Corporation group was being paid for its con- 
trolling interest in Insuranshares Corporation of Delaware by the 
liquidation of the assets of Insuranshares Corporation of Delaware.*** 

Although Mr. Cohen and Mr. Barnes continued the policy of rais- 
ing cash to make payments to American Founders Corporation by 


376 See Ch. IV of this part of the report, p. 1197. 

e777 Public Hxamination, First Income Trading Corporation, et al., at 1057. 

8 Public Hxamination, First Income Trading Corporation, et al., Commission’s Exhibit 
No. 98; and see Ch. IV of this part of the report, p. 1204. 

7 Public Examination, First Income Trading Corporation, et al., at 1057. 

8390 1d., at 1057 and Commissicn’s Exhibit No. 98. 

#81 Stenographer’s minutes, Benedict v. Seagrave, pp. 289, 336, 207-9, and 291-2. 

#82 The details of these activities are given in Ch. IV of this part of the report, pp. 1017 
et seq. 

3838 Public Examination, First Income Trading Corporation, et al., at 1058-9. 

384 Wrom the beginning of February 1932 to May 30, 1932, while the United Founders Cor- 
poration group was still managing the activities of Insuranshares Corporation of Delaware, 
it had caused Insuranshares Corporation of Delaware to liquidate portfolio securities cost- 
ing approximately $1,770,000 for $360,833.42 (Public Examination, First Income Trading 
Corporation et al., Commission’s Exhibit No. 99). 


1638 SECURITIES AND EXCHANGE COMMISSION 


liquidating at apparently sacrifice prices the marketable securities 
of Insuranshares Corporation of Delaware, they were unable to make 
all the required payments even though a number of extensions of 
time were granted by American Founders Corporation. By the close 
of March 1933, Insurance Equities Corporation had succeeded in 
paying all but approximately $175,000 of the purchase price due 
American Founders Corporation on the contract for the transfer 
of control of Insuranshares Corporation of Delaware.**> <A note for 
$180,000 had been under default since November 1932. American 
Founders Corporation, however, still retained the 153,000 shares of 
stock of Insuranshares and General Management Company (which 
controlled all the Class B stock of Insuranshares Corporation of 
Delaware) as collateral for that obligation. Unable to obtain the 
balance due from Insurance Equities Corporation and Mr. Cohen 
and Mr. Barnes, American Founders Corporation sold the collateral 
to one John H. Orgill.?** American Founders Corporation received 
$100,000 for this collateral, consisting of 158,000 shares of Insuran- 
shares and General Management Company’s stock which controlled 
the Class B stock of Insuranshares Corporation of Delaware.** 

It is an interesting commentary upon the values imparted to the 
Class B common stock by the structural set-up that, despite the vicis- 
situdes which Insuranshares Corporation of Delaware had experi- 
enced and the impoverishment which the company had undergone, the 
Class B shares of that investment company brought twice as much 
money at the end of 1933 as had originally been paid for the same by 
the sponsors in the beginning of 1929. 

In December 1937, when the assets of Insuranshares Corporation of 
Delaware totaled $800,000 as compared to the approximately $15,000,- 
000 invested in the company by its stockholders, the control of the 
company was again transferred to a new group, consisting of S. Leo 
Solomont, Ralph H. Robb and Thomas H. Morris, who also used the 
assets of Insuranshares Corporation of Delaware to pay for their 
control of the company. As a result of the activities of this group, 
$500,000 of diversified marketable securities of Insuranshares Corpo- 
vation of Delaware were replaced by securities having little or no 
value.?*8 


(5) UNION INVESTORS, INC. 


On June 23, 1928, one R. B. Parrott who had been president of an 
Towa farm-mortgage company **° and was apparently without experi- 
ence in the operation of an investment company, caused the incorpo- 
ration, under the laws of Delaware, of Union Investors, Inc.°° The 
corporation did not commence active business until November 1928.3% 
By that time Mr. Parrott had succeeded in securing Ray Vance, an 


385 Td., at 1060. 

386 Stenographer’s minutes, Benedict v. Seagrave, Supreme Court of the State of New York, 
Special Term, Pt. IV, Index No. 45607 (1933, pp. 1563-4). 

387 Tbid. 

888 Wor a detailed discussion of this last transfer of control of Insuranshares Corporation 
of Delaware, see Ch. II of this part of the report, pp. 488-48 and pp. 475 et seq. 

389 Public Examination, The Equity Corporation, at 1647. 

39 Td., at 1874-5 and 1648. 

361 Derived from supplementary information supplied the Commission for Union Investors, 
Ine. 
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investment counselor,*®? George E. Dyke, an associate of the New 
York brokerage firm of Lindley & Company,’ F’. W. ter Meullen, the 
American representative of various Dutch financial institutions,” 
and Robert Gair, Jr., as fellow directors.**® The business contacts of 
these directors were apparently of some aid to Mr. Parrott in his dis- 
tribution of the securities of Union Investors, Inc.** Each of the 
directors was given an option by Mr. Parrott to purchase from him 
a block of the Class B stock of the corporation at 50 cents a shares? 
Mr. Parrott had acquired the exclusive right to purchase from the 
corporation, at 50 cents a share, all of its authorized Class B stock 
which had been awarded by the Articles of Incorporation a right to a 
disproportionate share of assets on dissolution. 

The authorized securities of Union Investors, Inc. consisted of a 
preferred stock having a par value of $20 a share and entitled, upon 
any dissolution of the corporation, to a first claim against the corpo- 
rate assets to the extent of $20 per share, a Class A common stock, and 
a Class B common stock. The Class A common stock and Class B 
common. stock each had one vote per share; the preferred stock had 
no voting power. On any dissolution of the corporation, the Class A 
stock was entitled to two-thirds and the Class B to one-third of all 
the corporate assets remaining after satisfaction of the prior claims 
of the preferred stock.?8 

The Class B stock was placed in a voting trust of which Mr. Par- 
rott and two of his nominees, Mr, Kelly and Mr. Zizinia, were the 
trustees*?* 

On November 18, 1928, Mr. Parrott, the dominating influence in 
Union Investors, Inc., awarded to himself the exclusive right for a 
period of two and one-half years (expiring on May 13, 1931) to 
purchase and distribute the corporation’s securities. The contract 
permitted Mr. Parrott to purchase the preferred stock at $20 a share, 
the Class A stock at $9.40 a share, and the Class B stock at 50 cents 
a share.‘ 

The pecuniary advantage to Mr. Parrott of his privilege to purchase 
Class B shares at 50 cents each is obvious in view of the fact that on 
liquidation of the corporation it had a right as a class to receive one- 
third of the corporate assets remaining after satisfaction of the pre- 
ferred stock claim against the assets. Class A stockholders, who 
contributed to the corporation $9.40 for each of their shares, suffered 
an immediate dilution in favor of the Class B stock of approximately 
30%, of their contribution to the corporation. In other words, on 
receipt by the corporation of $9.90 for one share of its Class A stock 
at $9.40 and one share of Class B stock at 50 cents, the Class B stock, 
by virtue of the corporation’s charter, acquired an immediate liqui- 
dating value of $3.30, whereas the Class A stock retained a liquidating 


“2 Public Hxamination, The Equity Corporation, at 1644. 
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value of only $6.60. Ray Vance, the president of Union Investors, 
Inc., characterized the Class B stock as “one of those management 
stocks which went in so many trusts and they all got that same kind 
of an advantage.*™ 

By December 381, 1929, Union Investors, Inc. had raised a total of 
approximately $952,860 through the sale of 870 shares of its preferred 
stock, 96,000 shares of Class A stock, and 69,600 shares of Class B 
stock.*? It is doubtful that many of the Class B shares were sold to 
the public. The bulk of the outstanding Class B shares seem to have 
been held by Mr. Parrott and the directors of Union Investors, Inc. 
In fact, 27,600 of the Class B shares were purchased by the directors 
in November and December of 1929 with knowledge of the pro- 
spective exchange offer for the securities of Union Investors, Inc. to 
be made by Yosemite Holding Corporation.*°? The profit to these 
eas on these purchases of Class B shares will be indicated here- 
inafter. 

The total fund of $952,860 raised by the sale of the corporation’s 
securities had been invested in a diversified portfolio of securities.** 
As at December 31, 1929, however, after the market crash, the assets 
of the corporation had a value of approximately $680,000.4° In other 
words, as a result of the October 1929 crash in security values, the 
corporation’s capital had depreciated approximately 29%. 

By the summer of 1929, Mr. Vance and his co-directors had become 
dissatisfied with the unsuccessful efforts of Mr. Parrott to distribute 
further substantial blocks of the securities of Union Investors, Inc.*°° 
The directors themselves had purchased by December 31, 1929, ap- 
proximately 65% of the Class A stock which had been sold by Mr. 
Parrott. Further, Mr. Vance and his co-directors felt that they had 
been “trapped” *°* by Mr. Parrott into an inequitable capital struc- 
ture. Their own purchases of Class A stock had constituted approxi- 
mately 65% of the corporation’s capital, but Mr. Parrott’s holdings 
of the Class B stock which he had purchased at a price of 50 cents a 
share, entitled him as a holder of the Class B shares to a pro rata 
share of approximately one-third of the corporate assets. Because 
of the “bad capitalization” and of the alleged inefficiency of Mr. Par- 
rott’s distribution of Union Investors, Inc. securities, Mr. Vance and 
his associates were anxious to bring to an end Mr. Parrott’s association 
with the corporation. Mr. Vance testified : 4° 


A. * * * Jn the first place we felt we were more or less trapped into a bad 
capitalization * * * jn the second place we felt that the distributing power 
of Parrott & Company was wholly inadequate to ever: make the trust of any 
particular size. Then they wanted to get rid of the man that created that kind 
of capitalization. 

Q. Who was he? 

A. Mr. Parrott. 


41Td., at 1664. 

42 Td., at 1652. Substantially all of this capital was raised throuzh the sale of the 
Class A stock (ibid.). 

#3 1d., at 1668. 

404 Td., at 1385. 
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In November 1929, Mr. Vance and the other directors secured Mr. 
Parrott’s cooperation in an exchange of the Class A and Class B stock 
of Union Investors, Inc. for the stock of Yosemite Holding Corpora- 
tion, a newly formed investment company. The exchanges resulted in 
the receipt by the holders of Class B stock of stock of the new com- 
pany having a market value of $4.20 and an asset value of $1.27 for 
each share of the Class B stock for which the latter had originally 
been paid 50 cents per share. The terms and conditions under which 
the transfer of control of Union Investors, Inc. was effected and the 
profit to Mr. Parrott and the other directors on their Class B stock 
has been described in another chapter of this report.*” 


c. Comparison of Contribution by Senior and Junior Capital and the 
Rights Obtained by Sponsors and Public for their Respective 
Contributions 


The acquisition by sponsors, for a minor investment, of “control” 
generally accompanied by the right to a disproportionately large share 
of the profits and affording the opportunity of disposing of the control 
at a premium has been a constant and regular feature of the complex 
capital set-up. Appendix I (pp. 1937 et seq.) discloses, in mathe- 
matical ratio, additional instances of the disparity between contribu- 
tion by sponsors and rights obtaimed by them. The appendix also 
shows the initial structural leverage of these companies, i. e., the 
comparative contribution to the capital for the senior and equity 
securities, respectively. 


2. FACILITY OF TRANSFER OF “CONTROL” OF INVEST- 
MENT COMPANIES TO THE ADVANTAGE OF RETIRING 
SPONSORS AND TO THE DETRIMENT OF THE REMAIN- 
ING SECURITY HOLDERS #*° 


It has been indicated that the complex capital structure enables the 
sponsor to secure control of the company with a relatively small in- 
vestment. While the sponsor retains his control holdings, he is the 
arbiter of the affairs of the company, which power he may exercise to 
his personal advantage. The value of the “control stock” to a sponsor 
is not limited to the period when he is exercising his influence over the 
affairs of the company. He is in a position to transfer the control of 
the investment company to anyone who is willing to pay the price. 
Thus, the management of the company may be passed on without the 
consent of the investors who have contributed the bulk of the funds. 
The Study has demonstrated that comparatively rarely does the pur- 
chaser of control from a previous sponsor seek control for the purpose 
of strengthening the position of the investor in the company. The 
motive, or at least the result, has generally been the utilization of the 
investment company for the special designs of the purchaser of control, 
often in disregard of the interests of the investor. 

The practice of sponsors of delivering the control of investment. 
companies into new hands without prior notice to, or the consent of, 


409 See Ch. IV of this part of the report, pp. 1296-1301. 
410 Hor detailed discussion of shifts in control of investment companies see Ch. IV of this 
part of the report, pp. 1017 et seq. 
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the public security holders, has been characterized by some representa- 
tives of the industry as “trafficking in investment companies,” and 
“selling the security holders down the river.” Such transfers of man- 
agement involve an element of breach of faith on the part of the 
original sponsor toward the body of security holders of the investment 
company. The sponsors of investment companies, in inviting the in- 
vestor to entrust his funds to their management, emphasize the integ- 
rity, responsibility, dependability, and competency of the particular 
management of the company. Manifestly, a great percentage of the 
investment in a particular company is induced by reliance of the 
investor upon the individual sponsor and in his ability to operate the 
company expertly and conscientiously. Consequently, some element of 
abuse of confidence is involved when the sponsor abdicates and sub- 
jects the company to a new control and management, of which the 
investor has not been apprised or to which he has not consented.‘ 

Carroll E. Gray, Jr., who in June 1932 bought, and in March 1938 
sold, control of Burco, Inc., an investment company, after stating that 
no announcement, public or private, was given to stockholders of the 
transfer of control, testified that such notice had not, to his knowledge, 
ever been vouchsafed before : *” 


Q. Yet you felt you owe no duty or that it would have been, shall I say, well— 
the new thing to do to say, “Mr. Preferred Stockholders, I manage your money. 
I hold the common stock. I have been trading in securities on your money. 
For reasons best known to myself, I would like to turn over the management of 
your money to somebody else.” What do you think about it? 

A. I think it is utopian. 

Q. You think it is utopian? And why, because it is decent. 

A. Can you cite a case, a similar case, in corporate history? 

Q. Well, by utopian you mean it was not an impossibility? You mean it had 
never been done before to your knowledge? 

A. Correct. 

Q. * * * Tt was not physically impossible for you to do it? 

A. Not physically impossible. 

Q. You mean that your concept of the mores and ethics of corporate and invest- 
ment trust finance is such that it is utopian to tell the people whose money you 
are controlling that you contemplate turning over the control of their money 
to somebody else? 


441 Harl Bailie, chairman of the board of directors of Tri-Continental Corporation, testified 
(Public Examination, Tri-Continental Corporation, at 18874—5) : 


Q. You say “how will they justify to the stockholders of these companies this 
‘selling down the river’ by a governmental body which does not consult their wishes and 
does not guarantee the success of the management which must replace the present 
officers and directors?” I am interested in this ‘selling down the river.’’ We have a 
different phrase for an analogous situation, and that is the business of “trafficking in 
investment trusts.” 

A. Yes; and I have tried to cover that by saying I did not think management should 
be able to be transferred. 

Q. There is no reference here [Mr. Bailic’y recommendation with reference to regu- 
lation of investment companies], is there? 

A. Then limit it at this point. I puzzled a great deal over the practical method of 
working out what I am going to say. But, I think before a group of stockholders have 
a wholesale shift in the directors or management that they should be consulted in 2 
meeting and should know who their new managers are. You will realize that comes 
under one of my suggestions that the new directors and their affiliations and past 
connections have to be outlined and sent out. 


422 Public Examination, First Income Trading Corporation et al., at 876 and 881-5. 
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A. No; I did not say that. I said that when you purchase an interest in a com- 
pany with cash administered to the best of your ability, it is perfectly proper 


that you should sell it. 
* * * * * % ih 


Q. You could change the fundamental nature of that business overnight by 
changing from a trading corporation to a diversified long-pull investment 
company? 


A. That is correct. 
Fs x * * * * * 


Q. And people may have retained their stock in reliance of the fact that they 
were still going to be in the trading corporation; is not that so? 

A. That is right. 

Q. You would not say, Mr. Gray, that if you were going to change the funda- 
mental nature of the investment trust that the stockholders should not be 
considered on that question? 4 

A. They should be. 

Q. However, when it came to questions of transferring the power to change the 
fundamental nature then you say that is utopian; is that right? 

A. Correct. 

Q. Now, did you get any written provision in the agreement to the effect they 
would maintain the same policy, Mr. Gray? 

A. No. 


The substantial change in the situation of the investor who, with- 
out prior warning, finds his company administered by new forces in 
whom he may have no confidence, is implicit in every case of transfer 
of control, even in those instances in which the new management is 
qualified and well-intentioned. More serious, however, are the illus- 
trations of sponsors exhibiting few scruples as to the identity, qualifi- 
cations, or motives of the new management which they were imposing 
upon the company, or the surrender of control of the company to 
individuals or groups whose objectives they knew or should have 
known were other than the welfare of the company or the general body 
of investors in that company. In some instances the retiring sponsors 
at least passively acquiesced to the acts of the incoming management 
in the furtherance of designs inimical to the welfare of the companies 
or its investors. 


a. Insuranshares Corporation of Delaware and United Founders 
Corporation 


In the case of the transfer of the control block of stock of Insuran- 
shares Corporation of Delaware by United Founders Corporation to 
Insurance Equities Corporation, described above, United Founders 
Corporation, the retiring sponsor, permitted Insurance Equities Cor- 
poration (the specially created instrumentality of Mr. Cohen and Mr. 
Barnes, the incoming: sponsors) to liquidate the portfolio of Insuran- 
shares Corporation of Delaware, consisting of dividend-paying in- 
surance company and bank stocks, and to take the cash proceeds of 
such liquidation in exchange for obscure insurance companies’ securi- 
ties.48 The cash siphoned out of Insuranshares Corporation of 


48 See supra, pp. 1634-7. United Founders Corporation (and its subsidiaries) had effec- 
tive control of Insuranshares Corporation of Delaware by virtue of its holding of 51% of 
the capital stock of Insuranshares & General Manegement Company, which held the Class B 
stock of Insuranshares Corporation of Delaware (ibid.). 
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Delaware in this manner was then paid over by Insurance Equities 
Corporation to American Founders Corporation, the agent for United 
Founders Corporation. During the period of the control by Insur- 
ance Equities Corporation, Insuranshares Corporation of Delaware 
was caused to liquidate virtually its entire portfolio, which had been 
acquired at a cost of approximately $15,000,000, for approximately 
$4,500,000 cash. The draining out of the cash proceeds of this liqui- 
dation and the substitution therefor of obscure securities furnished by 
the new sponsors, on which the company suffered an additional loss, 
was a further sacrifice of the interest of the general security holders 
of Insuranshares Corporation of Delaware stemming from the transfer 
of control. 

The “trafficking in control” facilitated by the existence of a “control” 
class of security is illustrated by several such episodes in the history 
of Insuranshares Corporation of Delaware. The primary original 
sponsor was Insuranshares Management Company. By August 1933, 
control had been shifted to the United Founders Corporation group 
of investment companies. In April 1932 the United Founders Cor- 
poration group sold its controlling interest to Insuranshares Equities 
Corporation. In December 1933 the stock representing the control 
of Insuranshares Corporation of Delaware, at that time practically 
drained of all assets, was turned over to John H. Orgill; and in 1937 
it was transferred to Messrs. Robb, Solomont, and Morris, aud the 
Northern Fiscal group of investment companies, with whom they were 
associated .*1* 


b. Accumulation of Investment Companies by Wallace Groves 
Through Purchase of “Control” Stocks 


Another example of the unrestricted trafficking in investment com- 
panies is to be found in the activities, in 1931 and 1932, of Wallace 
Groves, who prior to that time had not been affiliated with any major 
investment banking, commercial banking, or brokerage operations.*™ 

Wallace Groves started his career as investment company sponsor 
by buying control, at about the same time, of three closed-end manage- 
ment investment companies, to wit: Interstate Equities Corporation, 
Chain & General Equities, Inc., and Yosemite Holding Corporation. 
The three companies had aggregate net assets of approximately 
$11,000,000.4% ; 

All three companies had capital structures consisting of preferred 
and common stocks. In each case, the company was subject to the 
control of the equity stock which had an insubstantial market value 
and a very slight or no asset value. In each instance the current spon- 
sor of the company transferred control to Mr. Groves either by selling 
him its own “control” stock or causing the company to sell Mr. Groves 


#4 See Ch. II of this part of the report, pp. 350-486. 

“5 A detailcd history of Wallace Groves in the investment company field will be found 
in Ch. II of this part of the report, pp. 181-226. 

“8 In October 1931 Interstate Equities Corporation had net assets of $8,636,431 (Pubtic 
Examination, The Equity Corporation, Commission’s Exhibit No. 18). As of September 
30, 1931, Chain & General Equities, Inc., had net assets of $1,978,077 (id., Commission’s 
Exhibit No. 9). Yosemite Holding Corporation had net assets as of September 30, 1931, 
of $313,960 (id., at 1867 and Commission’s Exhibits Nos. 28 and 31, and derived from 
supplementary information supplied the Commission for The Equity Corporation). 
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common stock. In each case Mr. Groves contracted to pay a substan- 
tial premium above the asset value of the equity stock. At the time 
of the making of the contracts he did not personally possess the finan- 
cial resources to pay the contract price of the equity stocks amounting 
to almost $2,250,000.4!7 

Bancamerica-Blair Corporation and Hunter Marston, a director of 
both Bancamerica-Blair Corporation and Interstate Equities Corpora- 
tion, contracted to sell Mr. Groves 642,517 shares of common stock of 
Interstate Equities Corporation, constituting 46% of the voting power, 
for $963,755.50, at a premium of $687,498.19 above the asset value of 
the shares.*” Chain & General Equities, Inc. undertook to issue to 
Mr. Groves 467,938 shares of common stock, constituting 72% of the 
total outstanding voting stock, for $935,876," at a premium of $753,380 
over the asset value of the comfnon stock after the sale of the new 
issue.*** Yosemite Holding Corporation agreed to issue to Mr. Groves 
282,500 shares of common stock, constituting 48% of the total voting 
power, for $282,500,*”? at a premium of $132,775 above the asset value 
of the common stock after the receipt of the proceeds for the new 
stock.*?8 

Each of these companies, at the time Mr. Groves obtained control, 
had the major part of its funds invested in a portfolio of general 
diversified securities.*** As one result of the transfer of control to 
Mr. Groves, each of the companies underwent a modification of its 
previous investment policy in being turned into a holding company 
for the “control” blocks of stock of other companies of little or no 


asset value. In none of the cases was the general body of common 

47 See Ch. II of this part of the report, note 37, p. 189, and Public Examination, The 
Equity Corporation, at 71-2 and 242. 

418 Public Examination, The Hquity Corporation, at 81, 86-87, and Commission’s Exhibits 
Nos. 10 and 94. 

4° According to the company’s own figures, the common stock of Interstate Equities Cor- 
poration had a net asset value of 48 cents a share as of November 13, 1931, or an agere- 
gate net asSet value of $276,282.31 for 642,517 shares (id., Commission’s Exhibit No. 16). 
However, on the basis of an independent audit by Payer & Clauson, certified publie acccunt- 
ants, the asset value of this common stock was minus 11 cents per share (id., Commission’s 
Exhibit No. 18). 

40 Td,, Commission’s Exhibits Nos. 8 and 9; and derived from supplementary information 
supplicd the Commission for The Equity Corporation. 

#1 Prior to the additional issue, the common stock had no asset value, (Op. cit. supra, 
note 418, Commission’s Exhibit No. 9, and see Ch. II of this part of the report, note 46, 
py 29) teceipt of $2 a share for the new stock brought up the preferred stock to its 
stipulated liquidating value and gave to the 627,200 shares of common stock which would 
be outstanding after Mr. Groves met his commitment an asset value of approximately 
39 cents per share (derived from supplementary information supplied the Commission for 
The Equity Corporation). Mr. Groves, in purchasing 467,938 common shares of Chain & 
General Equities, Inc., at $2 a share, was paying $935,876 for stock which. after payment 
by him, had an asset value of $182,495.82, or a premium over asset value of about 410%. 

#2 Op. cit. supra, note 418, Commission’s Exhibits No. 28 (pars. 1 (a) and 2) and 
No. 185. 

#3 The 377,199 common shares of Yosemite Holding Corporation outstanding prior to 
Mr. Groves’ purchase had an asset value of 17 cents per share (id., Commission’s Exhibit 
No. 28). By purchasing 282,500 shares at $1 a share Mr. Groves was adding $282,500 
to the assets of Yosemite Holding Corporation. The 659,699 shares outstanding after the 
purchase possessed a net asset value of 53 cents per share, or an aggregate asset value of 
$149,725. Mr. Groves also purchased from Baker, Simords & Co., the co-sponsor of Yosemite 
Holding Corporation, 254,394 warrants to subscribe to Yosemite stock at 20 cents per warrant 
for an aggregate of $50,878.80 (id., at 242-5). 

#4 Replies to the Commission’s questionnaire for Interstate Equities Corporation, Chain 
& General Equities, Inc., and Yosemite Holding Corporation, Pts. II and III. 


ai 
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stockholders or preferred stockholders informed of the shift in the 
personnel of the management or the objectives of the company until 
after the event.**° 

As a second result, these three companies suffered a substantial 
diminution in their cash and marketable securities.*° 

Both of these results came about through the fact that Mr. Groves, 
not having the funds to pay for the “control” blocks of stock of the 
three companies, arranged to have these companies buy each other’s 
stock. He took up the “control” stock of Interstate Equities Corpora- 
tion with funds borrowed from Franklin Plan Corporation, a holding 
company for small loan companies in which he had effective in- 
fluence; #27 borrowed from Interstate Equities Corporation to take up 
the stock of Chain & General Equities, Inc.; ‘8 sold his “control” hold- 
ing of Interstate Equities stock to Chain & General Equities, Inc. to 
raise money to pay for the Yosemite stock, and to repay the Franklin 
Plan Corporation loan; *? and sold one-half of his holdings of Chain & 
General Equities, Inc. stock to Yosemite Holding Corporation,?*° and 
the other half to Franklin Plan Corporation to repay his loan from 
Interstate Equities Corporation.*** At the conclusion of his trans- 
actions with these three investment companies, Mr. Groves, with an 
original nominal investment, if any, had acquired 292,500 shares of 
common stock of Yosemite Holding Corporation,**? which in turn 
controlled Chain & General Equities, Inc.,‘*? which in turn controlled 


Interstate Equities Corporation.*** 

In each instance the investment company, in order to pay the price 
of the common stock of the other investment company, was compelled 
to liquidate all or a substantial part of its portfolio of diversified 
securities or to hypothecate them for a loan.**° 

In December 1932, the “control” stock of Yosernite Holding Corpo- 
vation, representing control of Chain & General Equities, Inc. and 
of Interstate Equities Corporation, was transferred by Mr. Groves to 


425 See Ch. II of this part of the report, pp. 181—226. 

426 Tbid. 

427 Op. cit. supra, note 418, at 86, 297, 300 and Commission’s Exhibit No. 34. 

423Tq., at 118 and Commission’s Exhibits Nos. 8 and 11. 

429 Derived from supplementary information supplied the Commission for The Equity 
Corporation. 

430 Op. cit. supra, note 429, and op. cit. supra, note 424, Commission’s Exhibit No. 32. 
Seé also discussion in op. cit. supra, note 415. 

431 Op, cit. supra, note 418, at 268, 271, 789, and Commission’s Exhibits Nos. 19 and 33. 
See also discussion in op. cit. supra, note 415. 

482 Op, cit. supra, note 418, Commission’s Exhibits Nos. 80 and 185, and derived from 
supplementa*y information supplied the Commission for The Equity Corporation. In addi- 
tion to the 282,500 shares originally purchased by Mr. Groves, he had acquired 10,000 
shares from Yosemite Holding Corporation (ibid.). 

433 Op. cit. supra, note 418, Commission’s Exhibits Nos, 19, 30, 33, and 219. 

484Td., Commission’s Exhibits Nos. 2, 18, and 19. 

485 Interstate Equities Corporation hypothecated $1,000,000 of “blue chip” securities in 
its portfolio with The National City Bank of New York in borrowing funds to lend to Mr. 
Groves for the purchase of control of Chain & General Equities, Inc. (id. at 95 and 
Commission’s Exhibit No. 13). Yosemite Holding Corporation, in order to buy the Chain 
& General Equities, Inc., common stock from Mr. Groves, was required to liquidate in 
excess of 90% of its portfolio of diversified securities (id., at 791-800 and Commission’s 
Exhibit No. 28). Chain & General Equities, Inc., liquidated a substantial proportion of its 
diversified portfolio in the course of acquiring so much of the common stock of Interstate 
Equities Corporation as constituted 45% of its portfolio (id., at 99-100). 
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The Equity Corporation.*° This was a new investment company 
formed by Wallace Groves and Chase Donaldson with several asso- 
ciates.‘?7 In exchange for his transfer to The Equity Corporation of 
control of Yosemite Holding Corporation and its subsidiaries, Mr. 
Groves received the controlling block of the common stock of The 
Equity Corporation.**® This constituted a change in the nominal 
control of the three holding companies, but no change in the real con- 
trol, as Mr. Groves himself held the power over the new top holding 
company, namely, The Equity Corporation. 

In the following year, in May 1933, the control of the entire system 
underwent a real change. Mr. Groves sold his holdings of The Equity 
Corporation common stock to David Milton and his associates for 
$1,050,000,*° or a net profit to Mr. Groves of approximately $985,000. 

The severe losses suffered by the preferred stockholders of Yosemite 
Holding Corporation and Chain & General Equities, Inc. by virtue of 
Mr. Groves’ stewardship is graphically illustrated by the fact that 
the former, prior to the shift in control to Mr. Groves, had a portfolio 
of marketable securities of a market value of approximately 
$400,000,*4° while on December 31, 1933, the company’s assets consisted 
almost exclusively of the common stock of Chain & General Equities, 
Inc., of the aggregate liquidating value of $3,138.60; ** the latter com- 
pany (Chain & General Equities, Inc.) prior to Mr. Groves’ accession, 
had 97% of its assets in a diversified list of marketable securities,‘ 
whereas by June 30, 1933, only 40% was invested in diversified mar- 
ketable securities.“4* The bulk of the remaining assets of Chain & 
General Equities, Inc. was invested in the common stock and pre- 
ferred stock of Interstate Equities Corporation, which stock possessed 
little asset value.** 

Interstate Equities Corporation was the last of this network of 
investment companies acquired by Mr. Groves to be subjected to a 
deviation of investment functions and a drain of its assets. The first 
step in the disintegration of Interstate Equities Corporation consti- 
tuted an integral part of the plan of the sale of control of The Equity 
Corporation to the Milton interests. In brief, Interstate Equities 
Corporation expended approximately $900,000 in cash and liquid 
securities by being caused to purchase stock of inactive insurance com- 
panies from Underwriters Equities, Inc., a company controlled by 


486 Op. cit. supra, note 418, at 7849-50, 11983-—6, 11989-91, and Commission’s Exhibits 
Nos. 766, 831, and 1178. 

437 Td., Commission’s Exhibit No. 831. 

438 Op. cit. supra, note 436. a 

#89 Op. cit. supra, note 418, Commission’s Exhibit No. 837. 

44¢ Td., Commission’s Exhibit No. 28. 

441 Td., Commission’s Exhibit No. 843, and derived from supplementary information sup- 
plied the Commission for The Equity Corporation. 

#42 As of September 80, 1931, this company had net assets (at market or estimated fair 
value) of $1,978,077, of which $1,917,547 was invested in diversified marketable securities 
(op. cit. supra, note 418, Commission’s Exhibit No. 9). 

#8 At the end of June 1933 the net assets of Chain & General Equities, Inc., had de- 
creased to $1,272,942 (op. cit. supra, note 418, Commission’s Exhibit No. 235-L) of which 
only $511,858 was invested in diversified marketable securities (ibid.). 

44 This investment, which had cost Chain & General Equities, Inc., the sum of $1,690,986, 
had an asset value of only $494,827 at June 30, 1933. (Op. cit. supra, note 418, Commis- 
sion’s Exhibits Nos. 235-L and 843.) 
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David Milton. With the cash thus obtained Mr. Milton paid Mr. 
Groves the purchase price of The Equity Corporation “control” 
stock.** 


ce. Absorption of Other Investment Companies by The Equity 
Corporation 


When David Milton assumed control of The Equity Corporation 
in May 1933 it controlled four subsidiary companies with gross assets 
of $6,500,000.44 The major part of the assets wag possessed by Inter- 
state Equities Corporation.*? By December 1935, when its expansion 
program was completed, the gross assets subject te the control of The 
Equity Corporation had risen to approximately $205,000,000 by a 
process of the absorption of the assets of 21 publicly held investment 
companies.*#8 The assets possessed by Interstate Equities Corpora- 
tion were the initial lever for the expansion of The Equity Cor- 
poration. 

The first step in the procedure of absorption was the acquisition 
from the preceding management of the “control” blocks of stock of 
the companies ultimately to be absorbed.“*® The purchase by The 
Equity Corporation in June 1933 of the Class A stock of the United 
Founders Corporation is an excellent illustration of this technique.**° 
Thereafter, by the exchange programs, a sufficiently large holding of 
the securities of the company would be sought to secure a consolidation 
or merger with The Equity Corporation.*** 

The record of the operations of The Equity Corporation reveals 
that the feature of the complex capital structure in investment com- 
panies, i. e., the existence of a “control” class of stock, made possible 
the entire development and was the instrumentality by which opera- 
tors such as Mr. Groves and Mr. Milton accomplished their objectives. 

In almost all instances, after The Equity Corporation had acquired 
working control of the subsidiary through ownership of the “control” 
block of equity stock, it proceeded to acquire preferred stock of the 
company, as well as additional equity stock, in order to be able to 
effect merger or consolidation under the Delaware and Maryland 
statutes.*°? It is instructive, however, that The Equity Corporation 


44 Op, cit. supra, note 418, at 7905-6 and Commission’s Exhibit No. 718; see opinion 
of the Securities and Exchange Commission In the matter of The Hquity Corporation (2 
S. E. C. 675 (1937) ) rendered in connection with a proceeding to determine whether a stop 
order should issue, pursuant to Section 8 (d) of the Securities Act of 19383, suspending 
the effectiveness of a registration statement filed by The Equity Corporation, on the ground 
that the statement was deficient in respect to certain material matters. For discussion, 
see Ch. IV of this part of the report, pp. —. 

446 Op. cit. supra, note 418, at 7849-50, 11983-6, 11989-91, and Commission’s Exhibits Nos. 
see Ch. IV of this part of the report. 

447 See the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees, Pt. VII, p. 199. See 
also Ch. IV of this part of the report. 

448 See the Commission’s Report on the Study and Investigation of the Work, Activities, 
Personnel, and Functions of Protective and Reorganization Committees, Pt. VII, pp. 203-5. 

4499 Td., at 204 and 211-3. 

450 Wor details see id., at 213-22. 

451 Wor detailed discussion of technique employed by 'The Equity Corporation, see id., at 211 
et seq. 

402 Td., at 204 and 211-28. 
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was enabled to secure its first strategic position of effective control in 
those companies by virtue of the purchase of the “control” stocks from 
previous sponsors. ‘Table 31 shows that The Equity Corporation, prior 
to the first “exchange” offers, had acquired, in most instances, more 
than 50% of the common (or management) stock, whereas it had ac- 
quired very minor holdings, if any, in senior securities.**? 


TABLE 31.—Comparative holdings by The Equity Corporation of senior and junior 
securities of various investment companies acquired prior to the first exchange 
offers 


Shares held shortly 
prior to original 
exchange offer 

Name of company and stock Seeeee pee 
Percent of 
Number | total out- 
standing 
Yosemite Holding Corporation: 
PPTCLCITCU: =i aes eee eee ene ne ee eee Mar. 18, 1933 3 0. 04 
WH eet ke eT ee OR ee eo Ree st re Mar. 18,1933 | 330, 532 51.1 
Allied General Corporation: 
iPreferne deine teak Ate hs Sete Seen es A TT ee Pee Mar. 18, 1933 16, 130 60.8 
TAS SHAR SERN He Peer See San ey ee Foe wee oe oer ee? Mar. 18, 1933 19, 630 54.2 
Commons 2 Sass SE ee ee ee Se Mar. 18, 1933 125, 000 50.8 
Chain & General Equities, Inc.: 
Re Le Gre Cee ee see ame ee ae ne en Ee eae Lae ee eee Mar. 15, 1933 0 0 
(© TVA OT ne rata tn a re eae oe RP PEE nn Mar. 15, 1933 324, 607 ile? 
Interstate Equities Corporation: 
iBTelerre Gd Berm se- = 2s Sa 2 tee BME aie Saeed, oe ee 2 ee June 8, 1933 6, 220 4.3 
Commonea-f 29.222:. ith ee eee 2 ee June 8, 1933 717, 617 57.4 
Eastern Shares Corporation: 
Preferred: esa = eh SEE. See eS eet ee eee oe Nov. 14, 1933 0 0 
(Corman! mh eee i ee EE oho ee te ed EE Bie Nov. 14, 1933 100, 056 58.9 
American Founders Corporation: 
Tp RDUCLETT Cts seat Spat eee eee See tee e R S A TS June 23, 1934 2, 438 5.8 
Gosspreferred sais 5 a ea oe Se eee we ee ts eR June 23, 1934 9, 105 8.0 
Comm Mates ss nates ans se 8 okey et of a Dee Sept. 1, 1934 | 7,066, 164 78.7 
American and Continental Corporation: 
COMO Te ee eee iene eer EN ea ae ee Ley eo ae a July 16, 1934 250, 298 59. 0 
C@)ASSPAGCO TMI OMe aerre tek ea cee 0 Ne a ee ae cee a Oa ee 12, 501 50.0 
United Founders Corporation 
© GINTH ONs eee re Sas eee cet ee Ono See a ees eee LB aE TORee May 20, 1935 500, 000 55 
(EVES SSCA We ne Sete ee is mi = ease ea OR cere |S oe  he 666, 66624 66. 7 
Reliance International Corporation: 
IOICITROG) occa saccacssesosan ses SeuaSacnEsSSesanosSssScenseanss|paseasooscasae 53, 917 31.6 
(QUEER Sy Re a ase oe ae ee ae ee ee ee eee a ee Apr. 20, 1935 332, 792 53. 4 


The ultimate step in the program of The Equity Corporation was 
the absorption of the assets of the subsidiary companies by dissolution, 
or merger, or, as occurred in one instance, consolidation of several 
companies into one subsidiary.*** The reorganization prescribed by 
The Equity Corporation effected drastic revisions in the rights and 


#3Td., at 214, 219, 225, and 293. Also see Public Examination, American General Corpo- 
ration, et al., Commission’s Exhibit No. 3405 (p. 110). 

#* For detailed discussion see op. cit. supra, note 448, at 294-336, and also 204. Bight 
companies were consolidated on November 23, 1935, into a new corporate entity known as 
American General Corporation. For enumeration of these companies see id., at 310. 
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privileges of security holders. Thus preferred stockholders who ac- 
cepted The Equity Corporation exchange offers and agreements of 
merger or consolidation surrendered securities possessing preferences 
on liquidation of more than $8,300,000 more than the preferences of 
the securities received.*?® Similarly, those preferred stockholders 
whose securities were acquired by The Equity Corporation through 
exchange offers, merger, or consolidation suffered a loss in net asset 
value of over $2,400,000.*°° ne 
Large amounts of assets which would have gone to the original 
preferred stockholders, had their companies been dissolved prior to 
their yielding to the pressure of The Equity Corporation exchange 
program, accrued instead to the enrichment of The Equity Corpora- 
tion. This was made possible, in large measure, by a characteristic 
of the senior-junior securities set-up, namely, that the common stock 
possesses the power to prevent dissolution despite the fact that 1t will 
have no claim on the company’s assets in the event of dissolution.**" 
However, due to this recognized impotence of the senior securities to 
procure liquidation, an entity which has secured possession of the 
equity securities is frequently able to acquire a substantial part of the 
senior securities at a price or basis of exchange considerably lower 
than the asset value. The entity so vested with the common stock 
“control” is then in a position to obtain the asset value of its holdings 
of senior securities, a result which the public holders of the senior 
securities could not accomplish. The program of The Equity Corpo- 


455 Op. cit. supra, note 418, Commission’s Hxhibit No. 775. See also op. cit. supra, note 
448, Sec. IV, note 25. 

456 Op. cit. supra, note 418, Commission’s Exhibits Nos. 767-770, 772-775, 821, 838, 840, 
and 845-848; see the reply to the Commission’s questionnaire for The Equity Corporation, 
Pt. I (Exhibit J9). See also op. cit. supra, note 448, Sec. IV, note 27. 

47 Carroll E. Gray, Jr., who sold his 40% voting control of Burco, Inc., at a time when 
the equity stock had no asset value, but when the preferred stock would have been able to 
realize 100% on liquidation, testified as follows (Public Examination, First Income Trading 
Corporation et al., at 873-6) : 


Q. So during the normal course of the history of the corporation or the investment 
trust, if they have encugh money to cover the preferred and have something for the 
common, then this preference does not mean anything. The only thing this preference 
means is he is getting less income than the common stockholders. 

A. That is correct. 

Q. The time that his preferred position is vital is when there is not enough money to 
pay common stockholders anything; the stockholder becomes concerned, then, as to 
whether his preference is going to mean anything. Is not that so? 

A. That is correct. 

Q. That was the situation at the time you carried on the negotiations for the sale of 
your common stock. Is not that so? 

A. Correct. 

3 * * * * * * 


_ Q. If his preferred stock meant anything at all to him at any time, that is the time 
it meant something to him. 

A. Not any more than any other time. 

Q. You do not deny that at that time if there was a liquidation he would get every 
dollar of the money? 

A. That is correct. 

Q. And the common stockholder would get nothing? 

A. That is correct. 
a * * % * * * 


Q. [The sponsors who held] almost a majority of the common stock had it in their 
power either to consent to liquidation or not consent to liquidation and make the 
assets available to the preferred stock; is not that so? 

A. That is correct. 

Q. You do not deny, Mr. Gray, that if you decided that you thought the trust should 
be liquidated at that time that you with your block of stock would have had that trust 
liquidated and turned the assets over to the preferred? 

A. I did not think it should be liquidated at that time or any other time. 

Q. I am not saying that. I am just propounding the hypothetical question. Your 
block of stock would have played a material part in any attempt to liquidate. Is not 

at so? 

A. That is correct. 
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ration—the securing of “control” equity stocks, the obtaining of pre- 
ferred stock by exchanges, and the ultimate dissolution or merger of 
the acquired investment companies—was in essence the utilization to 
its own advantage of the severance between the prior right to the 
assets of the company and control of the company generally effected 
by the multiple-security set-up. 


d. Atlas Corporation 


The program of Atlas Corporation which involved the acquisition 
of 21 investment companies was most successful in the case of multiple- 
security investment companies.?*® 

In 1930, Floyd B. Odlum, the dominating influence in Atlas Corpo- 
ration, realized that the common stocks of leverage investment com- 
panies were selling at a market premium above their negative asset 
value, whereas the preferred stocks of such companies were selling at 
a market price less than their asset value.*°® Atlas Corporation was 
thereupon launched on a policy of profiting by the differential between 
the cost to it of the securities of leverage investment companies 
acquired and the asset values of the senior securities of these com- 
panies.*°° 

To secure the right to the assets of the companies to be acquired, 
Atlas Corporation had to obtain the senior securities, while to achieve 
the power to reduce the senior securities to their asset value, Atlas 
Corporation had to acquire the equity securities of the companies.*% 
Lester Roth, a director of National Securities Investment Company 
and an officer of A. G. Becker & Co., Inc., the sponsor from whom 


#8 A more detailed discussion of acquisitions by Atlas Corporation appears in Ch. IV 
of this part of the report, pp. 1052-71 and p. 1094 et seq. 

49 Public Examination, Atlas Corporation, at 15319. 

#0 Tt should be noted that Atlas Corporation could and did apply this technique to non- 
leverage companies, aS well as to leverage companies, inasmuch as the common stocks of 
nonleverage companies were selling at a price below asset value. For the controlling 
common stocks of nonleverage companies Atlas Corporation had to pay a price usually 
equivalent to or slightly in excess of their asset values, and the sums paid for control bore 
a relatively high ratio to the total assets of the acquired companies. In the case of leverage 
investment companies, however, the controlling blocks of common stock had no asset valu2, 
so that the sums paid by Atlas Corporation for such stock were in their entirety premium 
values. But the sums paid for controlling blocks of leverage common stock usually bore 
a relatively low ratio to the total assets of the acquired leverage investment companies, 
all of which belonged to their preferred stockholders. Mr. Odlum testified that the bulk 
of the profit was made from the absorption of leverage companies (Public Examination, 
Atlas Corporation, at 17828) : 


Q. Now, after you got through with your entire campaign, where was the money 
made, in the preferred or the common? 

A. In the preferred mostly. 

Q. And how much after you got all through with your campaign, did Atlas Corpo- 
ration make on its exchange program? 

A. I can give you the accurate figures: On its entire program of acquisition of 
investment trust stocks, Atlas Corporation made before commissions, and before 
expenses, that were not a part or buried in the cost itself, a gross gain of $16,736,000. 
That again was made as follows: I mean it is divided between preferred and common: 
We made $13,601,982 by acquiring preferred stocks and bonds below their par value, 
or below their asset value, if their asset value was lower than their par value. 

Q. That is, you made that amount of money buying these securities at discount, 
below asset or below par. 

A. Yes. Now, we made $3,134,621 in the acquisitions below their asset value of 
common stocks and warrants and other so-called equity stocks. In acquiring those 
stocks we paid more than similar stocks were selling for in the market. 


41 The common stock or other class of stock which carried the exclusive or major voting 
power. See supra, p. 1576, for reasons for the noninclusion of preference stocks within the 
term “equity securities” for the purposes of this chapter. 
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Atlas Corporation purchased the “control” common stock at a pre- 
mium, corroborated the general disability of the preferred stock- 
holder to realize the asset value of his stock.** 

In general, Atlas Corporation proceeded, first, to secure the common 
stocks which gave it the power to derive asset gains by acquiring the 
senior securities. In fact, the consummation of the primary objec- 
tive, the realization of the differential in asset value of the preferred 
stock, would not have been possible unless control over the common 
was procured. Floyd B. Odlum, president of the Atlas Corporation, 


testified : #8 


At the time of the acquisition program a great many of the leverage type of 
companies had lost assets until their common stocks were below any value, asset- 
wise, but they all had a market. In other words, the so-called low-price leverage 
common stocks were selling at a premium. The preferred in the same company 
were selling at a substantial discount, and, therefore, * * * in order to 
absorb it and get into the management, it would do no good to go out and buy 
the preferred and stay there because the common controlled the management 
and the portfolio, and you could never do anything. We had to, as an incident 
of the purchase, acquire these common stocks, and in many of them any money 
we paid for them we were losing asset value. 


The necessary equity securities (the “control” stock) Atlas Corpora- 
tion bought principally from the current sponsors, paying them large 
premiums,*** while the senior securities it procured through cash pur- 
chases or exchanges at their market price or slightly above.*° Having 
obtained a strong equity position in the acquired companies and in 
some cases the cooperation of the sponsorship to whose advice the 
public investor was naturally susceptible, Atlas Corporation was in a 
position to effectuate the acquisition of the senior securities on the 
terms of its cash or exchange offers. With its holdings of the senior 
securities, which could be hquidated at a profit, and the equity securi- 
ties, which had the power to determine such liquidation, Atlas Cor- 
poration could proceed to dissolve the acquired company or to merge 
it with Atlas Corporation, as seemed more feasible. 

Of the eight leverage investment companies embraced in the Atlas 
Corporation acquisition program, control of two was sold by it at a 
profit; four were dissolved; and two were consolidated with Atlas 
Corporation in October 1986.4% 

Stockholders, other than sponsors, of companies who sold their 
shares below asset value to Atlas Corporation directly or to their own 


462 Public Examination, National Securities Investment Company, at 14410-138. 

463 Op. cit. supra, note 459, at 17831. 

*etIn the course of its acquisition program Atlas Corporation expended $21,651,457 in 
the purchase of “insiders’’”’ leverage and nonleverage securities. This amount was 
$7,044,544 in excess of the market value and $461,297 in excess of the asset value of the 
securities acquired (id., Commission’s Exhibit No. 1966). In several instances the sponsors 
exercised control, not by virtue of a holding of equity securities but through management 
contracts or option warrants or by proxy machinery. (See Ch. IV of this part of the 
report.) In such instances, Atlas Corporation would seek, by means of various emoluments, 
to secure the cooperation of the management in acquiring the necessary equity stock out- 
standing with the public, as well as the senior securities (ibid.). 

465 Public Examination, Atlas Corporation, at 17728, 17773—4, 17828, and Commission’s 
Exhibits Nos. 1962 and 2001. 

466 See Ch. IV of this part of the report. 
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companies while under the management of Atlas Corporation suffered 
losses, measured by the difference between the asset value of their 
shares at the time of sale and the prices which they received for their 
shares, of approximately $7,365,000.4°7 The securities of Atlas Cor- 
poration offered in exchange usually had a market value slightly in 
excess of the market value of the securities of acquired companies 
which were surrendered in exchange. On the other hand, the Atlas 
Corporation securities almost invariably had a substantially lower 
asset value than both the asset and market value of the securities 
received in exchange. Stockholders of acquired companies who ex- 
changed their shares for securities of Atlas Corporation suffered 
losses of approximately $12,812,000, measured by the difference, as of 
the date of exchange, between the asset value of the shares surrendered 
by the stockholders and the market value of the Atlas Corporation 
securities received.*°® However, approximately 85% of the gains 
derived by Atlas Corporation as the result of its expansion program 
reaccrued to stockholders of the acquired companies who exchanged 
their securities for Atlas Corporation’s securities; only 15% of the 
gains accrued to the original stockholders of Atlas Corporatiun. 

The assets of the acquired companies were frequently used to acquire 
control of additional companies.**® The transfer of control by pre- 
ceding sponsors to Atlas Corporation resulted almost uniformly in a 
change of investment policy without prior consultation with or notice 
to the security holders among the investment public.” Sponsors ac- 
cepted premiums and emoluments and thereafter, in many instances, 
aided the Atlas Corporation in its program of exchanges and pur- 
chases.*"? 

A résumé of the patterns of capitalization of several of the acquired 
companies will indicate how the multiple-security structure, by vesting 
in the common stock, held largely by the sponsors, the power to con- 
trol the assets and to prevent the senior security holders from dissolv- 
ing the company, provided the sponsors with an opportunity to 
transfer their holdings to others on advantageous terms. 


(1) NATIONAL SECURITIES INVESTMENT COMPANY “” 


At the conclusion of the recapitalization in February 1929, A. G. 
Becker & Co., Inc. and George Pick & Co., Inc., sponsors, had acquired 
75% ot the common stock, constituting 60% of the outstanding voting 
shares (the 200,000 shares of preferred stock each had one vote per 
share), for a capital contribution of $3,125,000,‘* while the public 


407 Op. cit. supia, note 465, Commission’s Exhibit No. 1989, 

468 Ibid. 

469 Op. cit. supra, note 466. 

#0 Op. cit. supra, note 465, at 18235 and Commission’s Exhibit No. 2039. 

471 Td., at 17769-70, 17777, and 17795. 

4? The organization and financing of this company is discussed in greater detail in Ch. IV 
of this part of the report, pp. 1094-1119. 

#3 Public Examination, National Securities Investment Company, at 14274-9 and Com- 
mission’s Exhibits Nos. 1447, 1449, 1450, 1451, 1452; Moody’s Manual of Investments, Banks, 
etc., 1930, p. 2305. The sponsors had bought 250,000 shares of the common stock from the 
company at $12.50 a share when the market price ranged between $25 and $28 a share. 
Hence, the sponsors had a potential prefit, based on the market price of the stock, of at least 
$3,125,000 (ibid., and Bank and Quotation Record, December 1929). 
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had received the preferred stock and 40% of the voting power for a 
capital contribution of $20,100,000.47* In September 1931, when the 
common stock of the National Securities Investment Company had no 
asset value whatever, A. G. Becker & Co., Inc. recovered, through the 
sale of its “control” block of common stock to Atlas Corporation, the 
entire actual cost of its investment in the common stock of National 
Securities Investment Company.*”® 


(2) CHATHAM PHENIX ALLIED CORPORATION *° 


In the capital financing of this company, Chatham Phenix Corpora- 
tion, the sponsor, obtained the 100,000 shares (100% ) of voting com- 
mon stock by a contribution of $2,500,000 to the capital of the company. 
The nonvoting common stock was distributed to the public for a capital 
contribution of $47,500,000.477 In August 1931 Atlas Corporation, in 
order to obtain the voting stock, paid the sponsors slightly more than 
the full asset value of that voting stock as well as the full asset value 
of 318,368 shares of the nonvoting stock held by the sponsors at that 
time. The price paid by Atlas Corporation was, moreover, $2,091,840 
in excess of the market value of the stock.‘ 

Atlas Corporation, having acquired the voting stock through paying 
a small asset and a large market premium to the sponsors, proceeded 
with its usual practice of acquiring the nonvoting shares held by the 
public at a price considerably below the asset value of those shares.*”® 
Atlas Corporation had expressly stipulated in the contract for the 
purchase of the sponsors’ holdings that the market price of the non- 
voting stock was thereafter to be in the sole control of Atlas Cor- 
poration.*®° 


(3) STERLING SECURITIES CORPORATION * 


At the conclusion of the financing the original management interests 
had acquired, for a capital contribution of $124,148.50, an aggregate 
block of 248,297 shares of the Class B stock at 50 cents a share,*®? 


47 Public Examination, National Securities Investment Company, at 14274-9 and Com- 
mission’s Exhibits Nos. 1447, 1449, 1450, 1451, and 1452; Moody’s Manual of Investments, 
Banks, etc., 19380, p. 2305. The net assets of the company at this time amounted to 
$30,986,721.85. (Public Examination, National Securities Investment Company, Com- 
mission’s Hxhibit No. 1449). 

473 Public Examination, National Securities Investment Company, at 14359. 

476 The organization and financing of this company is discussed in greater detail in Ch. IV 
of this part of the report. As the voting and nonyoting common stock had equal rights in 
assets and surplus profits, this was not a “leverage” company. However, it possessed a 
multiple security capital structure by virtue of the difference in voting rights. 

47 Public Examination, Chatham Phenix Allied Corporation, at 15564 and Commission’s 
Exhibits Nos. 1588, 1589, and 1590. 

478 Td., at 15591-8 and Commission’s Exhibits Nos. 1617 and 1618. 

47 Td., at 15991-8. 

480 Td., Commission’s Exhibit No. 1617. The contract provided that: “It is to be under- 
stood that the market in shares of Chatham Phenix Allied Corporation is to be in our 
[Atlas] sole control from now on, and to that end your corporation and its affiliates shall not 
deal further in such shares without our previous consent” (ibid.). 

4st A more detailed discussion of this company has been presented, supra, pp. 1624-81. 

482 Public Examination, Sterling Securities Corporation, at 14642-6, 14661, 14666, 14671, 
14690 and Commission’s Exhibit No. 2001 (pp. 259-261). 
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sufficient to secure them the working control of the company,‘** to 
which the public had made a capital contribution of approximately 
$32,000,000 for preferred, preference, and Class A stock.**+ By De- 
cember 31, 1931 Atlas Corporation had purchased at an average price 
of $4 per share from the various members of the sponsor group 
210,708 shares of the Class B stock,!*® which at that time had neither 
asset value nor quoted market value.“*° To reenforce its voting power, 
Atlas Corporation also bought from the management interests 86,896 
shares of the Class A stock, which had no asset value, at an average 
price of $5 a share,**? a price $2 above the market value of these 
shares.*®° 


(4) ATLANTIC SECURITIES CORPORATION 


In this company the public held both the preferred stock and the 
common stock, for which it had made net contributions to the capital 
of the company of $7,146,903.50.48° The main sponsors, F. S. Smithers 
& Co. and A. Iselin & Co., held 18,693 warrants to purchase common 
stock which they had acquired without cost as management compensa- 
tion.*°° By April 80, 1932, the net assets of the company had shrunk to 
$1,927,992.73.4°! The preferred stock, entitled to a liquidating prefer- 
ence in assets of $52.50 a share, had an actual asset value of $37.87 
a share. The common stock had no asset value ° and a market price 
of $2 a share.“°? The management option warrants had no market 
quotations; *°* and since they could be converted into common stock 
only upon the payment of prices ranging from $21 to $35 for each 
share of common stock,*°® they no longer possessed any immediate 
value. 

Nevertheless, Atlas Corporation paid F. S. Smithers & Co. and 
A. Iselin & Co. $150,000 in cash for these warrants ‘°° in consideration 
for the sponsors’ aid in inducing the common and preferred stock- 
holders of Atlantic Securities Corporation to exchange their stock for 
the stock of Atlas Corporation.*°” Under the terms of the exchange 
offer a holder of a share of common stock received Atlas Corporation 
securities of a market value and asset value approximately $1.25 
greater than his own share of stock.*°* But the holders of the pre- 


483 Only 50,000 Class B shares had been issued to the public. See supra, pp. 1624-31. 

44 Op. cit. supra, note 482, at 14662 and 14710-1. 

48 7d., at 14678, 14696, 14763 and Commission’s Exhibits Nos. 1506, 1507, and 2001 
(p. 265). 

486 Td., Commission’s Exhibit No. 2001 (p. 261). 

487 Id., Commission’s Exhibit No. 2001 (pp. 263-7). 

488 Thid. 

489 Public Examination, Atlas Corporation, at 18045. Treating dividends paid out and re- 
purchases as a return of capital, the net contributed capital amounted to $6,237,076.75 (ibid., 
and see the reply to the Commission’s questionnaire for Atlantic Securities Corporation, Pt. 
II). 

#0 Public Examination, Atlas Corporation, Commission’s Exhibit No. 1993. 

41 Td., at 1804554. 

492 Tbid. 

43 Td., Commission’s Exhibit No. 1998. 

#+Td., at 18054. 

4 Td., Commission’s Exhibit No. 1993 (Exhibits 7, 10, 13a). 

4 Td., Commission’s Exhibits Nos. 2001 (p. 142) and 1993 (Exhibit 16). 

#717d., Commission’s Exhibit No. 1992. 

#8 Td., Commission’s Exhibit No. 2001 (p. 145). 
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ferred stock which was exchanged received Atlas Corporation securi- 
ties of both an asset value and market value much below the asset 
value of their preferred stock.*°? The favorable treatment of the 
common stock is explained by the desirability of that stock to Atlas 
Corporation for effecting the dissolution of the company. This is an 
example of the conflict of interest which may exist between common 
stock and preferred stock even when both classes are held by the gen- 
eral public. Detachable warrants identical with those purchased by 
Atlas Corporation from the sponsors were outstanding also in the 
hands of the public,®°° but Atlas Corporation made no offer for the 
warrants held by others than the sponsors. 


e. Instances of Shifts of Control for Purposes Other Than Absorption 
Into a System 


While The Equity Corporation and the Atlas Corporation were 
organizations which had large scale programs of acquisition of in- 
vestment companies, many other financial institutions and individuals 
also engaged in acquiring control of investment companies, especially 
after the crash in the securities market in 1929. 

The barter in investment companies assumed such large proportions 
after 1929 that certain individuals (“finders”) made a business of con- 
tacting sponsors willing to sell control of investment companies and 
prospective purchasers seeking to buy control of investment companies. 

The multiple-security pattern of capitalization, which the major 
part of the closed-end investment companies had adopted, provided a 
class of sponsor from whom control could be readily and cheaply 
acquired. A number of such instances will be outlined. 


(1) MONTHLY INCOME SHARES, INC.—DONALD P. KENYON 


Monthly Income Shares, Inc., of New York,** and Monthly Income 
Shares, Inc., of New Jersey, were incorporated in 1933 and 1934 under 
the auspices of Robert E. Lancaster.*°? The nonvoting Class A stock 
of both: corporations had been distributed to the public; °° all the 
outstanding Class B stock of the companies had been purchased by 
Mr. Lancaster and his associates.°* 


499 Ibid. The preferred stockholders of Atlantic Securities Corporation were offered the 
choice of Atlas Corporation preference stock plus a warrant or Atlas Corporation common 
stock plus a warrant. The first of these alternatives involved a comparative asset loss 
of $4.54 a share, the other an asset loss of $23.43 a share. Under both of the alternatives 
the market value of the Atlas Corporation securities offered, while exceeding the market 
value of the Atlantic Securities Corporation preferred stock, was from $13 to $15 below 
the asset value of the latter (ibid.). 

500 Td., Commission’s Exhibit No. 1993 (Exhibit 8a). 

501 Mor a detailed discussion of this investment company, see Ch. II of this part of the 
report, pp. 809-49. 

502 Public Hxamination, Alpha Shares, Inc., et al., Commission’s Exhibits Nos. 38079 
(p. 2) and 38081. 

503 Td., Commission’s Exhibits Nos. 3079 (p. 2) and 3081; People, etc., v. Monthly Income 
Shares, Inc., et al., Supreme Court, State of New York, Kings County (consent decree 
entered May 14, 1935); affidavit of Robert R. Wilson, senior accountant, Bureau of 
Securities of New York State, Department of Law, submitted in support of bill of com- 
plaint, p. 52. 

504 Op. cit. supra, note 502, at 19477, and Commission’s Wxhibit No. 3079 (p. 4) ; People, 
etc., v. Monthly Income Shares, Inc., op. cit. supra, note 508, p. 54. 
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In February 1936 the assets of the two companies totaled $248,284, 
an amount insufficient to meet the priorities in assets to which the 
Class A stockholders were entitled on a dissolution of the corpora- 
tion.°*® Thus the Class B shares held by Mr. Lancaster and his asso- 
ciates had no asset value whatsoever. On February 14, 1936, Donald 
P. Kenyon purchased Mr. Lancaster’s holdings of the Class B stock 
of the investment companies for $60,000, thus acquiring control of the 
investment companies.°°? Mr. Kenyon then proceeded to pledge large 
parts of the portfolios for personal loans to himself and his associates 
in violation of the charters of the investment companies,’ to lend 
himself and his associates large sums and to cause the issuance by both 
companies of Class AA stocks subordinate in asset and dividend pref- 
erence to the existing Class A stocks,°®® although the existing Class A 
shares were already “under water.” *'° The newly created Class AA 
stock was, of course, without asset value.*4* The money received for 
the sale of this Class AA stock was not turned over by Mr. Kenyon to 
the investment companies.*!? Thus, by June 30, 1936, five months after 
Mr. Kenyon had acquired control of the companies, the total assets of 
Monthly Income Shares, Inc., of New Jersey, were $171,553,°"% of 
which $122,225 represented the indebtedness to the corporation of Mr. 
Kenyon and his associates,*** while the total assets of Monthly Income 
Shares, Inc., of New York, were $225,836,°"° of which $187,616.83 
consisted of indebtedness due from Mr. Kenyon and his associates.°*® 

In September and October 1936 both companies were judicially 
restrained under the Blue Sky laws of New York and New Jersey, 
and shortly thereafter both companies were placed in receivership for 
hiquidation.®!7 

Robert KE. Lancaster, who transferred control to Donald P. Kenyon 
for $60,000, took no steps to inform the public or the holders of the 
Class A stock of these companies of the shift in control nor to protect 
their interests in any manner.®"® In fact, even after his sale of his 


505 Op. cit. supra, note 502, Commission’s Hxhibit No. 3083; Hearings In the Matter of 
Donald P. Kenyon, Clark R. Kenyon, Norman E. Dizer, George Grantham, Edwin Embree, 
Harry Pasternak, Kenyon & Company, Incorporated, held on April 28, 1987, pursuant to 
crder for investigation dated April 28, 1937, under Sec. 19 and Sec. 20 (a) of the Securi- 
ties Act of 1933, pp. 229-30, and Commission’s Exhibits Nos. 72, 73, 74, and 75. 

506 According to the charters of each of these companies, the Class A stock was entitled 
upon liquidation to $1 a share (op. cit. supra, note 502, Commission’s Exhibits Nos. 8079 
and 3081). 

507 Td., Commission’s Exhibits Nos. 8079 (p. 7) and 8149. In consideration for the 
$60,000, Mr. Lancaster transferred to Mr. Kenyon also all of the common stock of Lan- 
caster, Havens & O’Brien, Inc., and of National Associated Dealers, Inc., two distributing 
organizations controlled by Mr. Lancaster, the common stock of which had no asset value 
(ibid.). 

508 Td., at 19601—2, 19738, and Commission's Exhibit No. 3087; People, etc., v. Monthly 
Income Shares, Inc., et al., op. cit. supra, note 5038, Exhibit A, p. 19. 

509 Op. cit. supra, note 502, at 200038 et seq., and Commission’s Exhibits Nos. 3081 and 
3082. 

510 Td., at 19501-2. 

511 Thid. 

5122 JTq., at 19608-11, 19460, and Commission's Exhibits Nos. 3075 and 3076. 

513Td., Commission’s Exhibit No. 3083. 

514 Thid. 

516 Td., Commission’s Exhibit No. 3162. 

516 Tbid. 

517 Td., at 19823, 19998, and see op. cit. supra, note 501. 

518 See Ch. IV of this part of the report, pp. 1157-61. 
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Class B stock, he continued to distribute the Class A stock of the com- 
panies until June 30, 1936, when, due to the refusal of Mr. Kenyon to 
supply him with financial statements of the companies, Mr. Lancaster 
cancelled his distribution arrangement with the Corporation.*® 


(2) OILS & INDUSTRIES, INC. (OIL SHARES INCORPORATED)— 
WATSON, ET AL. 


Oils & Industries, Inc., incorporated in Maryland on February 18, 
1928, as Oil Shares Incorporated,®”° underwent three complete changes 
of management. The investment company was originally sponsored 
by Pettigrew and Meyer, Inc.,°?! which completely controlled the com- 
pany through a management contract *? and up to September 1931 
had derived large profits from selling commissions, commissions on 
the redemption of the company’s securities and from management 
fees. The company’s capitalization consisted of preferred and 
common stock distributed in indivisible units.°** 

By September 1931, the net capital of $6,096,000 contributed to the 
company had depreciated to $1,200,000. The commissions and 
profits accruing to the sponsor had been steadily decreasing.** On 
September 25, 1931, the board of directors of Oil Shares Incorporated, 
under the influence of Pettigrew and Meyer, Inc., approved the sale 
to Holman, Rapp & Co., a Philadelphia investment banking firm, of 
10,000 units of the investment company’s securities °°’ and the sale 
by Pettigrew and Meyer, Inc. of the stock of Petroleum Research 


519 Op. cit. supra, note 502, Commission’s Exhibit No. 38079. 

Robert E. Lancaster, at March 1, 1939, was serving a sentence in San Quentin prison for 
a fraudulent securities transaction of which he had been convicted and sentenced in 1928 
under the name of Martin Leach. (Derived from supplementary information supplied the 
Commission for Investors Fund of America, Inc.) 

In connection with transactions with this investment company and others controlled by 
Donald P. Kenyon and his associates, HE. Fairbanks Chase, Norman BE. Dizer, Lucian A. Eddy, 
Hdward E. Embree, George R. Grantham, Charles Russell Kenyon, Ernest K. Schwartz, 
Samuel Sobel, and Stanley R. Wayne, alias Weinstein, were indicted by the Federal Grand 
Jury for the Southern District of New York on March 380, 1939, for using the mails to 
defraud, conspiracy to commit fraud, and violating the fraud provisions of the Securities 
Act of 1938. Donald P. Kenyon, the dominating figure in virtually all of the transactions, 
was not indicted because he had died in December 1938. 

On November 22, 1939, Charles Russell Kenyon, Mr. Grantham, and Mr. Dizer pleaded 
guilty to the indictments; Mr. Sobel and Mr. Eddy were convicted of the Securities Act 
charge, mail fraud, and conspiracy; Mr. Embree was found guilty of violation of the 
Securities Act and conspiracy ; and Mr. Schwartz was found guilty of conspiracy to commit 
fraud. At December 1, 1939, Mr. Wayne and Mr. Chase had not been tried, the indictment 
as to them having been severed for separate trial. (For a more detailed discussion of this 
matter, see Ch. II of this part of the report, pp. 809-49.) 

620 Public Examination, Oils & Industries, Inc., at 14115, and Commission’s Exhibit No. 
1425. 

521 Thid. 

522Td., at 14131—2, and Commission’s Hxhibit No. 1435. 

523 Td., at 14142-5 and 14152. 

524 Iqd., Commission’s Exhibit No. 1427, 

5 Td., Commission’s Exhibit No. 1441. The company had returned to its stockholders by 
way of dividends, repurchases, and redemptions of its own securities $7,104,000 of the 
$13,200,000 (net proceeds) originally contributed by the stockholders (reply to the Com- 
mission’s questionnaire for Oil & Industries, Inc., Pt. II, Schedule 20, and op. cit. supra, 
note 520, Commission’s Exhibit No. 1487). 

24See Ch. II of this part of the report, pp. 94-115; and op. cit. supra, note 520, at 
141424, 

527 Op. cit. supra, note 520, at 14189. 
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Corporation,®® in whose name the management contract with the 
investment company stood. Pettigrew and Meyer, Inc. claimed that 
it did not know that the real principals in the transaction were 
Thomas H. Watson, Montifiore O. Kahn, and Joseph Herzberg, three 
adventurers in the investment company field **° who were without sub- 
stantial funds,**° and that Holman, Rapp & Co. had been misinformed 
of the nature of its clients, believing them to constitute a syndicate 
which had “made a large sum of money running into millions of 
dollars through operating in real estate in New York City.” °31 

Messrs. Watson, Kahn, and Herzberg did not possess the $312,000 
necessary to effect the shift in control of Oil Shares Incorporated to 
themselves.°*? They raised that sum by converting assets of the com- 
pany to their own use.°%? Civil and criminal proceedings were insti- 
tuted against Messrs. Watson, Kahn, and Herzberg for the defalca- 
tions attributed to them. 

This first transfer of contro] illustrates the common practice of a 
failure to inform stockholders of a prospective shift in control and 
the comparative ease with which the liquid assets of investment com- 
panies can be appropriated by conscienceless sponsors.°*4 

After elimination of the Watson, Kahn, and Herzberg group upon 
the discovery of their frauds, the company was managed by its former 
president and old board of directors.** In May 1932 Arthur S. 
Kleeman, president and largest stockholder of Home and Foreign 
Securities Corporation, formed by Kleeman in 1929, was requested by 
the directors to take over the management of Oils & Industries, Inc., 
the new name adopted for Oil Shares Incorporated.** The com- 
pany was, in effect, a single security company since the preferred and 
common stock had been issued in indivisible units. In fact, within 
several months of taking over control Mr. Kleeman caused the re- 
placement of the indivisible units by shares of common stock only. 
Due to the precarious financial condition of the company at this time, 
the new management acquired its status without owning any stock 
of the company.** While Mr. Kleeman was able to secure his posi- 
tion of influence in the company without the aid of any features of 
capital structure, he found it necessary subsequently to engraft a 
multiple-security capital pattern upon the company in order to pre- 
serve his control. 

By June 1934 Mr. Kleeman found his management control of Oils 
& Industries, Inc. threatened by David Milton, president of The 


528Td., at 14191 

529 Td., Commission’s Exhibit No. 1439 (pp. 4-5, 13-14, and 17). 

530 Td., Commission’s Exhibit No. 1444, 

531 Tq., Commission’s Exhibit No. 1439 (p. 2). For complete details, see Ch. II of this 
part of the report, pp. 94-115. 

582 See Ch. II of this part of the report, pp. 94-115. 

588 The manner in which the conversions and looting of funds were perpetrated is described 
in detail, op. cit. supra, note 582. 

534 Ibid. See also Oil Shares, Inc., v. Kahn et al., 94 F. (2d) 751 (C. C. A. 34, 1938), and 
op. cit. supra, note 520, at 14224-7 and 14254~7,. 

535 Op. cit. supra, note 532. 

586 Public Examination, Home and Foreign Securities Corporation, at 14791, 14822, and 
14837. 

537 Td., Commission’s Exhibit No. 1442 (Item 4). The outstanding 82,940 indivisible units 
of preferred stock and common stock were reclassified into 82,940 shares of common stock. 

538 Td., at 148223. 
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Equity Corporation, who had caused Group Assets, Inc., a subsidiary 
of The Equity Corporation, to acquire approximately 40% of the 
outstanding stock of Oils & Tndustries, Inc. Mr. Kleeman was him- 
self responsible for Mr. Milton’s stock-ownership position as he had 
induced Mr. Milton to buy out a group of Canadian stockholders 
hostile to Mr, Kleeman.**® Mr. Kleeman had not, however, antici- 
pated that Mr. Milton planned to merge Ouls & Industri ies, Inc. with 
The Equity Corporation.®*° 
As protection against the threat of the Milton “control,” Mr. Klee- 

man had his investment company, Home and Foreign Securities Cor- 
poration, purchase the 25,000 shares of stock of Oil Shares Incorpo- 

rated, held by the Milton. interests, at a total cost of $535,250." To 
finance the purchase, Home and Foreign Securities Corporation was 
compelled to contract a bank loan of $360, 000.’ ‘To effectuate a plan 
whereby the assets of Oil Shares Incorporated would be used to repay 
the debt of Home and Foreign Securities Corporation to the bank, 
Mr. Kleeman changed the capital structure of Oil Shares Incorpor ated, 
from the simple to the complex form. Mr. Kleeman secured an 
amendment to the charter of Oil Shares Incorporated, pursuant to 
which the company distributed as a stock dividend to each share of 
the outstanding common stock, one share of a new issue of $1.00 par 
value participating preferred stock entitled to a preference in assets 
to the extent of $12.50 a share on any dissolution of the company.°** 
Another amendment canceled the redemption privilege of the com- 
mon stock, authorized instead the redemption of the new preferred 
stock at 95% of its liquidating value in underlying assets, in lots of 
1,000 shares only, and limited this redemption privilege to a period of 
three weeks after issuance.* ‘The Kleeman interests were the only 
ones in a practical position to turn in as many as 1,000 shares of 
preferred stock within the time allowed.** 

Under these provisions, Home and Foreign Securities Corporation 

at once turned in 24,000 shares *° of the Oils & Industries, Inc. new 
preferred stock which it had received as a stock dividend and obtained 
therefor portfolio securities of Oils & Industries, Inc.°47 Home and 
Foreign Securities Corporation, having sold these securities and ap- 
plied the proceeds in the amount of $286,000 to the reduction of the 
bank loan, still had left the 24,000 shares of the common stock of Oils 
& Industries, Inc.°* 


539Td., at 148237. 

540 Tq., at 14825-8, and Commission’s Hxhibit No. 1442, 

541 Op. cit. supra, note 520, Commission’s Hxhibit No. 1442; and op. cit. supra, note 536, 
at 14835, 14851, and 14854. The price paid was $21.41 a share, a premium of $1.53 a 
share above the asset value of $19.88 a share (op. cit. supra, note 536, at 14851-4). No 
active market for the Oil Shares Incorporated stock existed. The shares carried the right 
of liquidation at 95% of their asset value. (See Ch. II of this part of the report, note 
106, pp. 110.) 

542 Op. cit. supra, note 536, at 14836-7. 

543 Op. cit. supra, note 520, Commission’s Exhibit No. 1442 (Item 7). 

544 Op. cit. supra, note 536, at 14843. 

545 Op. cit. supra, note 532. 

546 Home and Foreign Securities Corporation had redeemed 1,000 shares of its 25,000 
shares of common stock under the previous provision for redemption (op. cit. supra, note 
536, at 14852). 

547Td., at 14846. 

548 Td., at 14837-8 and 14846. 
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Thus, by converting the company into one with a multiple-security 
set-up and effecting a preferential redemption, Mr. Kleeman suc- 
ceeded in extracting the major part of the investment of Home and 
Foreign Securities Corporation in the stock of the company while 
preserving intact its voting control in the company. On the other 
band, Oils & Industries, Inc. suffered a reduction of net worth, and 
the stockholders, other than Home and Foreign Securities Corpora- 
tion, suffered a partial change from an equity to a senior position.>* 

Tt will be noted that four different groups governed the management 
of Oil Shares Incorporated, from 1928 to 1935. Yet the rank and file 
of the stockholders were given no opportunity to be heard in the 
selection of the managers. The initial actual managers of the com- 
pany, Pettigrew and Meyer, Inc., were unknown to the stockholders, 
as the management contract was executed in the name of Petroleum 
Research Corporation. The shifting of the control of the company 
to Watson, Kahn, and Herzberg occurred without the consent of the 
stockholders. These stockholders were not consulted in the selection 
of Mr. Kleeman and his associates as the managers, nor in the election 
of the appointees of the Milton interests to the directorate. They 
were not in a position to resist effectively the transformation of the 
company from a simple to a multiple-security form of capitalization 
nor to realize that Mr. Kleeman, by inducing this change, was seeking 
an end not attainable through the simple-security structure.®°° 
While each of the controlling groups profited directly or indirectly 
by its association with the company, the company itself, by December 
81, 1935, had suffered realized and unrealized losses of approximately 
$4,000,000.°°2 


(3) ATLANTIC AND PACIFIC INTERNATIONAL CORPORATION—MORRIS 
PLAN CORPORATION—MERTON ASSETS CORPORATION 


Atlantic and Pacific International Corporation was an investment 
company with a multiple-security capital structure, organized in April 
1928 in Maryland.®*? In December 1931, Gero von S. Gaevernitz and 
Donald J. Hardenbrook were vice president and president, respec- 
tively, of Atlantic and Pacific International Corporation ** and in 
control of the company by virtue of the ownership of the Class B stock 
of Atlantic and Pacific International Corporation by United States 
Share Corporation, an instrumentality of the Gaevernitz-Hardenbrook 
interests.°°* The preferred stock and the Class A common stock of the 
investment company had been distributed among the general investing 
public.®** By December 1931 the operating losses of the company 
totaled $2,290,254.08.°°° and the Class B stock had no asset value.*** 


549 See discussion in op. cit. supra, note 5382. 

550 Ibid. 

sil Jd., note 128, p. 115. 

552 For a more detailed discussion of this company and the transfer of its control see 
Ch. IV of this part of the report, pp. 1120-37. 

558 Public Hxamination, The Equity Corporation, Commission’s Exhibit No. 727. 

54Td., at 8068, 8070, and Commission’s Exhibits Nos. 727, 734; Moody’s Manual of In- 
vestments, Banks, etc., 1932, pp. 1590, 2791, and 2794-6. 

535 Op, cit. supra, note 553, at 8078-9 and Commission’s Exhibit No. 729; Moody’s Manual 
of Investments, Banks, etc., 1929, p. 2831. 

556 Op. cit. supra, note 553. 

57 Ibid., and Moody’s Manual of Investments, Banks, etc., 1982, p. 1591. 
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The Morris Plan Corporation, an organization conducting an exten- 
sive industrial banking system, whose notes were at the time selling at 
a 50% discount on their face value, apparently lacked the cash to meet 
maturing notes and debentures in the face amounts of $1,082,500.°°° 
John Speed Elliott, a “finder” of investment companies, apprised the 
Morris Plan Corporation of the potentialities, as a source of cash, of 
the Atlantic and Pacific International Corporation, which had 
$1,950,000 in cash. Arthur F. Morris, president of the Morris Plan 
Corporation, devised a plan to tap that source of cash by selling to 
Atlantic and Pacific International Corporation the securities of Morris 
Plan Corporation to the extent of $1,950,000.°°° 

To effectuate this purchase on the part of the Atlantic and Pacific 
International Corporation, the Morris Plan Corporation had to have 
the support of two-thirds of the preferred stock, Class A common stock, 
and Class B common stock in securing the elimination from the charter 
of Atlantic and Pacific Securities Corporation of a provision forbid- 
ding the investment of more than 25% of the corporation’s funds in 
the securities of banking institutions or investment organizations.°* 

The cooperation of the Class B stock, controlled by the Gaevernitz 
group, was procured by an agreement to purchase at a price of approxt- 
mately $250,000 certain nonmarketable “frozen” assets owned by 
United States Shares Corporation and by Atlantic and Pacific Inter- 
national Corporation.°°? With the cooperation of the management of 
Atlantic and Pacific International Corporation, consisting of the 
Gaevernitz-Hardenbrook group, the Morris Plan Corporation suc- 
ceeded in acquiring 67% of the outstanding preferred stock and 7% 
of the outstanding Class A stock through an exchange offer and, to a 
minor degree, by direct purchases of those stocks.°** 

A “Protective Committee” of preferred stockholders of Atlantic and 
Pacific International Corporation, which had been formed, opposed the 
charter amendment upon the ground that the market value of the 
Morris Plan Corporation securities offered for the Atlantic and Pacific 
International Corporation preference stock did not exceed $18, whereas 
the latter had an asset value on dissolution of $40 a share,*** but this 
opposition failed to prevent the Morris Plan Corporation from acquir- 
ing the amount of preferred and Class A stock necessary for the amend- 
ment to the charter. Nevertheless, an action instituted by the Protec- 
tive Committee resulted in the intimation by a Maryland court that 
Atlantic and Pacific International Corporation and its management 
might be enjoined from effecting the proposed charter amendment.°* 

Thus, the Morris Plan Corporation, though now holding two-thirds 
of the preferred stock and two-thirds of the Class A stock, found access 
to the cash of Atlantic and Pacific International Corporation, by means 


558 Op, cit. supra, note 553, Commission’s Exhibit No. 728. 

559 Tq., at 8120 and Commission's Exhibit No. 727. 

500 Td., at 8080. 

561Tq., at 8080 and Commission’s Exhibit No. 729. All the outstanding securities of 
Atlantic and Pacific International Corporation then had voting rights because of a default 
in payment of 4 consecutive dividends (Moody’s Manual of Investments, Banks, etc., 
1932, p. 1571). 

582 Op. cit. supra, note 553, at 8125 and Commission’s Exhibit No. 728. 

563 Td., at 8124-6 and Commission’s Exhibits Nos. 728 and 733. 

%41d., at 8085-7 and Commission’s Exhibits Nos. 726 and 737. 

565 Td., at 8090 and Commission’s Exhibit No. 730. 
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of a sale of Morris Plan Corporation securities, impeded by the un- 
favorable attitude of the court. Morris Plan Corporation found 
achievement of the goal through a liquidation of Atlantic and Pacific 
International Corporation °* further blocked by new demands on the 
part of the Gaevernitz-Hardenbrook group as the price of their coop- 
eration.®** Mr. Morris, president of the Morris Plan Corporation, then 
placed the situation in the hands of his attorney, Ellery C. Hunting- 
ton,°*® who with the aid of his partner, David M. Milton, proceeded to 
assist the Morris Plan Corporation in its objective.°® 

Mr. Milton and Mr. Huntington, in June 1932, organized in Canada 
a corporation which they called “Merton Assets Corporation.” °° 
This corporation agreed to buy from Mr. Gaevernitz and his associates 
for approximately $335,935 their Class A stock of United States Shares 
Corporation * which, it will be remembered, held the Class B stock 
of Atlantic and Pacific International Corporation.°*? Merton Assets 
Corporation at about the same time agreed to purchase all of the pre- 
ferred and Class A stock of Atlantic and Pacific International Cor- 
poration held by Morris Plan Corporation.**? The price to be paid 
the Morris Plan Corporation amounted approximately to $40 for each 
share of the preferred stock of Atlantic and Pacific Corporation (total 
$1,145,000) and represented the approximate liquidating value of that 
stock.°** The receipt by the Morris Plan Corporation of the cash con- 
sideration for its holdings of Atlantic and Pacific International Cor- 
poration securities would naturally solve the Morris Plan Corpora- 
tion’s problem of cash, but Merton Assets Corporation, the purchaser, 
was a dummy corporation °° which did not have cash either to pay the 
Morris Plan Corporation or to pay Mr. Gaevernitz and his associates. 
However, Merton Assets Corporation, now in full control of Atlantic 
and Pacific International Corporation, proceeded at once to borrow 
from Atlantic and Pacific International Corporation $1,480,935 with- 
out putting up any security or collateral.” Of this sum, $1,145,000 
was immediately turned over to the Morris Plan Corporation in pay- 
ment for the preferred and Class A stock of the Atlantic and Pacific 
International Corporation, and $335,000 to Mr. Gaevernitz and his 
associates for the Class A stock of United States Shares Corporation 
which they had surrendered to Merton Assets Corporation.®” 


566 Td., at 8126 and 8135. 

51 Td., at 8126-7 and 8133-5. Gero von S. Gaevernitz through United States Shares 
Corporation owned in excess of two-thirds of the Class B stock of Atlantic and Pacific 
International Corporation which stock would have been entitled to none of the assets of 
the company had it been liquidated. (See Ch. IV of this part of the report, pp. 1120-87.) 

568 Op. cit. supra, note 551, at 8135. 

509 Td., at 8101. 

510 Td., at 81038. 

S17d., at 8104 and 8138. 

572 See supra, p. 1661. 

578 Op. cit. supra, note 551, at 8136, and Commission’s Exhibits Nos. 733 and 737. 

574 JTbid. It should be recalled that the Protective Committee had pointed out at the 
time of the offer of the exchange that Morris Plan Corporation was offering securities of a 
market value of $18 in exchange for the preferred stock of Atlantic and Pacific Interna- 
tional Corporation of a liquidating value of $40. (See supra, p. 1662.) 

575 Op. cit. supra, note 553, at 8104. 

576 Td., at 8103-8 and 8115. 

‘7 Td., at 8138. See also Ch. IV of this part of the report, pp. 1120-37. 


1664 SECURITIES AND EXCHANGE COMMISSION 


The indebtedness of $1,500,000 owed by Merton Assets Corporation 
to Atlantic and Pacific International Corporation was thereafter 
eliminated by a series of re-shuffles of the stock of Underwriters 
Equities, Inc., a holding company controlled by the Morris-Milton 
eroup.78 At the close of the series of artificial sales and ex- 
changes °° of the stock of Underwriters Equities, Inc., Atlantic and 
Pacific International Corporation owned a substantial amount of the 
Class A stock of Underwriters Equities, Inc., and had retired all but 
approximately 3,000 shares of its preferred stocks.°*° Jn addition, the 
indebtedness of Merton Assets Corporation to Atlantic and Pacific 
International Corporation had been eliminated.*** 

Through this expedient the Morris-Gaevernitz-Milton groups had 
managed to achieve substantially their original purpose. The Morris 
Plan Corporation had obtained the bulk of Atlantic and Pacific Inter- 
national Corporation’s cash and Mr. Gaevernitz and Mr. Harden- 
brook and their associates had obtained their reward or premium. 

The “liquidation” accomplished by Mr. Milton resulted in discrim1- 
nation in the treatment accorded the holders of the several types of 
securities of Atlantic and Pacific International Corporation.’*? The 
Gaevernitz group received $335,000 for the Class B shares of Atlantic 
and Pacific International Corporation held by the United States 
Shares Corporation, whereas on a statutory liquidation of the corpo- 
ration the Class B shares would have been entitled to none of the 
corporate assets.°°* The preferred stockholder who exchanged his 
stock having a liquidation value of $40 a share for the stock of Morris 
Plan Corporation suffered large losses.°** As a by-product of the 
transaction, Mr. Milton had acquired control of Atlantic and Pacific 
International Corporation without the expenditure of any of his own 
LATE NC ISP 

The attrition of the assets of Atlantic and Pacific International Cor- 
poration by these intricate maneuvers was made possible by the potent 
position of. the Gaevernitz group as the holders of the assetless Class 
B stock of the company and the ability of the holders of that Class B 
stock to transfer or to facilitate the transfer of the control of the 
company. 


578 The details of the several sales of the stock of Underwriters Equities, Inc., to Atlantic 
and Pacific International Corporation and the repeated reconveyances of this stock to Merton 
Assets Corporation, in exchange for the preferred stock of Atlantic and Pacific Interna- 
tional Corporation, may be found in Ch. IV of this part of the report, pp. 1120-387. 

573 Op. cit. supra, note 553, at 8113. 

580 Moody's Manual of Investmenis, Banks, etc., 1935, p. 1030. 

581 Derived from supplementary information supplied the Commission for The Ecuity 
Corporation. 

582 Op. cit. supra, note. 553, at 8064-5. 

5831d., at 8138. See also Ch. IV of this part of the report, pp. 1120-37. 

684 The minority preferred stockholders who resisted the Morris Plan Corporation ex- 
change offers escaped the losses suffered by the preferred stockholders who accepted the 
exchange offer. (See supra; see also op. cit. supra; note 553, at 8156 and Commission’s 
Bxhibits Nos. 788 and 737.) On January 8, 19386, when the Atlantic and Pacific Inter- 
national Corporation was formally liquidated, the outstanding 3,082 shares of preferred 
stock were liquidated at $44.78 a share (op. cit. supra, note 553, at 8115-6 and Poor’s 
Banks, etc., 1936, p. 2646). 

585 Op. cit. supra, note 553, at 8138. 
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C. Disadvantages to the General Investor Inherent in the Typical 
Multiple-Security Company Set-up 


The illustrations heretofore presented °° of the initial advantages 
which accrue to the sponsor by virtue of the multiple-security struc- 
ture may already have suggested to the reader some of the correspond- 
ing inherent disadvantages which that set-up imposes upon the 
general investor. 

The showing that the proceeds to the multiple-security investment 
company of the sale of equity securities generally constitute a rela- 
tively minor part of the total investment in the company establishes 
at the same time the proposition that the cushion protecting the senior 
security holder from loss is comparatively thin. The power of con- 
trol secured by the sponsor, considered in the light of the small in- 
vestment risks by him and the possibility of a disproportionately large 
share of the profits being acquired by him, naturally suggests that the 
sponsor may tend to use that power to direct the company into highly 
speculative investment channels. Again, reflection upon the degree 
of familiarity with financial operation and technique required to fol- 
Jow the implications of even the simpler forms of the multiple-security 
set-up outlined leads to the realization that only an investor with un- 
common technical expertness might hope to appreciate the intrinsic 
values of the various types of securities or the significance of 
the capital rearrangements in the more intricate capital structure 
company. 

In the immediately succeeding pages a fuller presentation, accom- 
panied by concrete illustrations, will be made of the disad vantages 
which the multiple-security set-up, by its organic attributes, holds for 
the general investor.°87 j 


1. ORIGINAL INADEQUACY OF ASSET COVERAGE FOR 
THE SENIOR SECURITIES ** 


The corollary to the acquisition by the sponsor of the equity stock 
(or a substantial part thereof) for a small proportion of the total in- 
vestment in the company, is an original inadequacy of asset coverage 
for the senior securities. In case of a liquidation or a dissolution of 
the company or of any final distribution of the assets, the senior 
securities (bonded indebtedness and preference stocks) are generally 
entitled to receive their full face or specified liquidation value before 
the equity securities are entitled to receive anything. Hence, the 
amount paid in for the equity securities constitutes a cushion for the 
senior securities in the sense that the company can sustain a loss in 
assets equivalent to that amount without impairing the liquidation 
values of the senior securities. This margin of insulation from loss 
is the chief virtue claimed for the senior securities. Moreover, the 


586 See supra, pp. 1596-1664. 

587 See also supra, pp. 1576-93. 

588 The inequities suffered by the investors from transfers of control have already been 
noted above in the course of the discussion of the advantages thereof to the sponsors. See 
supra, pp. 1641-64. 
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fact that the money paid in for the equity securities serves as a cushion 
or protection for the senior securities has been urged by sponsors 
and promoters as the justification for the power of control and the 
right to surplus profits secured by the sponsor through holding the 
equity securities. 

Both Clarence Dillon and Ernest B. Tracy, partners in Dillon, 
Read & Co., which contributed $5,000,000 (amounting to 20% of the 
total capitalization) for the second preferred stock and 75% of the 
common stock of United States & Foreign Securities Corporation, 
strongly urged that point of view. Mr. Tracy testified : °° 


In substance what they did, the junior money which took the greater risk, 
took three-fourths of the common and the senior money, which took less risk, 
got 25% of the common. This is in substance what the deal was * * ¥*. 
They (the sponsors) take far the greater risk and they are entitled to a greater 
percentage of the profits. 


Mr. Dillon stressed the function of the “junior money” as a cushion 
for the “senior money.” *°° 


Our idea in putting in this junior money was—well, it was a cushion for the 
First Preferred, this 20 percent which you do not value as greatly as we did. 
But the other thing is it insures management, and this company, having that 
set-up, if you please we think is the cardinal thing in its unusual success, 
because that junior money insured a management which had real money at 
risk. That management, in any errors, would lose its own money, $5,000,000, 
first. 


In many instances the paid-in equity or the “junior” money ad- 
vanced by the sponsors has been inadequate to protect the senior 
securities ftom capital impairment. The margin of protection for 
senior securities was narrow from the very inception of the companies 
in a great many cases even when money contributed by sponsors for 
the purchase of second preferred stocks, preferred stocks, and junior 
debentures—in reality senior securities—is considered “junior” money. 
Thus the original coverage—the extent to which the entire contrib- 
uted capital at inception, both “senior” and “junior” money, covered 
the liquidating value of the securities issued for the “senior” money 
and provided a further margin or cushion of protection for these 
securities—was in United States and Foreign Securities Corporation 
no more than 120%, or a cushion of 20% ; °° in Shawmut Bank In- 
vestment Trust, 120%, or a cushion of 20% :*°? in National Investors 
Corporation, 110%, or a cushion of 10% ; °°? in General American In- 


689 Public Examination, United States & Foreign Securities Corporation, at 11722, 11747. 

590Td., at 11782. 

1In the case of United States & Foreign Securities Corporation, approximately 
$25,000,000 was paid in by the public for the first preferred stock, treated herein as the 
“senior” money, while $5,100,000 was paid in for the second preferred stock and common 
stock of the company by the sponsors, considered herein as the ‘junior’ money. See 
supra, pp. 1598-1602. 

52'The junior debentures issued to the sponsors for their contribution to the capital is 
here included as ‘‘junior money.” The percentages given thus represent the coverage and 
cushion for the senior debentures. The junior debentures had no cushion whatsoever at 
inception of the company. See supra, pp. 1618-19. 

593 See supra, pp. 1608-14. 
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vestors Company, Inc., 124%, or a cushion of 24%; °°* in American, 
British & Continental Corporation, 140%, or a cushion of 40% ; °° in 
Sterling Securities Corporation, 129%, or a cushion of 29%; °°° in 
Reynolds Investing Company, Inc., 116%, or a cushion of 16% ; °°” the 
companies in the Pacific Investing Corporation group, to wit: Pacific 
Investing Corporation, The Investment Company of America, and 
American Capital Corporation 101.6%, 128%, and 104%, respec- 
tively.5% 

It will be seen that on the whole the margin of protection provided 
the senior securities by the paid-in “junior money” has been very 
slender—a margin particularly thin, in view of the predilection of the 
investment companies for common stocks in their portfolios °°? which 
rendered the market value of the portfolio and hence the assets of the 
company subject to sharp fluctuations. The Standard Statistics Com- 
pany index of 90 stocks fell as much as 10% in a six-weeks’ period in 
1926, a year of fairly stable security prices. This index may be con- 
sidered representative of the fluctuation in the value of the common- 
stock portfolio of the average investment company and indicates the 
changes to which the market value of such holdings may be subject 
within a short period. In 1929 the Standard Statistics Company 
index of 90 stocks declined 44% during a period of three months. In 
view of this degree of variability in the value of the assets of invest- 
ment companies, a cushion such as was supplied in the companies 
cited above constituted a very inadequate protection. A drop of 
1622% in the general market level of portfolio securities would be 
sufficient to wipe out a 20% cushion and impair the capital of the 
senior securities of most of the above companies. 

As a matter of fact, the coverage supplied the “senior money” by 
the contribution of “junior money” to capital failed markedly to 
insulate the senior securities from impairment. A consolidation of 
the balance sheets of 25 closed-end management investment com- 
panies proper having funded debt reveals that in the aggregate no 
common stock equity existed at the year-ends 1931 and 1932; °° that 
in the case of 17 of those companies which had both a funded debt 
and preferred stock, there was a net aggregate impairment of pre- 
ferred stock capital to the extent of 5.4% at the end of 1931 and of 
16.9% at the 1932 year-end.® In actual dollar amounts the statistics 
show that the 17 companies were $7,900,000 short of meeting the 


594 The 6% preferred stock issued to the sponsors at the inception of the company is 
included as “junior” money. The percentages given thus represent the coverage and cushion 
for the debentures. The cushion for the preferred stock at inception consisted only of the 
$300,000 paid in for common stock, or a coverage of 103%. See supra, pp. 1603-7. 

55 The second preferred stock issued to the sponsors for their contribution to the capital is 
here computed as ‘junior money.” The percentages given thus represent the coverage and 
cushion for the first preferred stock. The second preferred at inception had no cushion 
whatsoever. See supra, pp. 1615-17. 

596 See supra, pp. 1624-31. 

7 See Appendix I, p. 19387. 

598 The Class A stock of American Capital Corporation since it possessed a fixed limited 
priority to dividends and to distribution on liquidation is included in the category of senior 
securities in arriving at the specified coverage figure. The preferred stock of this company 
at inception had a coverage of 132%, or a cushion of 82%. See Appendix I, p. 1939. 

599 See Pt. Two (House Doc. No. 70, 76th Cong.), pp. 552-6. 

600 Pt. Two, Ch. II, Table 35. The aggregate common stock equity for all companies is 
given in this table, the negative values of some companies being combined algebraically with 
the positive values of other companies. ‘ 

601 Pt, Two, Ch. II, Table 36. 
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$81,600,000 of aggregate liquidation claims (including unpaid cumu- 
lative dividends) of the preferred stocks at the 1931 year-end, and 
$21,900,000 short of the $81,000,000 of preferred claims at the Vear- 
end of 1932.%? After 1932 the common stock reacquired an aggre- 
gate positive equity value, but nevertheless at no time did the aggre- 
gate common stock asset: value equal 50% of the liquidation claims of 
the senior securities. Had it not been for substantial repurchases 
by investment companies of their senior securities below their claims 
in liquidation, the coverage of these senior securities would have 
been materially less at the designated dates.°°° 

The equity or “junior money” advanced by “insiders” proved 
largely insufficient to provide adequate coverage for even the bond 
issues of management investment companies proper, which are pre- 
sumed to constitute the most securely protected class of security 
issues, An analysis of 22 funded debt issues of investment com- 
panies shows that from 1931 to 1984 between 3 and 7 issues were 
“under water” at each year-end.°* Of the 22 bond issues, 7 were 
“under water” at least at one year-end from 1927 to 1936, and only 8 
issues showed a coverage ratio above 150% at all year-ends.°” 


2. TENDENCY OF THE SPONSOR INTEREST TO DIRECT 
THE COMPANY INTO HIGHLY SPECULATIVE MANAGE- 
MENT POLICY 


op) 


The difference in rights and claims awarded the senior and equity 
securities, respectively, i in the multiple-security company subjects the 
company to pressure in favor of a speculative investment policy. 
The impetus toward abnormal capital accretion arises from two 
attributes of the senior-equity structure: (a) The need of such in- 
vestment companies to maintain a level of earnings and profit greater 
than the average yield on a diversified list of high-grade investments 
in order to meet the fixed interest and dividend requirements of the 
senior securities; and (b) The fact that the bulk of the large profits 
possibly accruing from a policy of speculation with the total funds 
of the company will inure to the sponsors while the possibility of 
loss to the sponsor is limited to its comparatively small investment 
in the company.°° 


602 Thid. 

603 The limitations of the statistical analyses are given in Pt. Two, Ch. I, pp. 14-18. In 
connection with the over-all statistics for the coverage of senior securities it should be 
noted that repurchases, particularly in 1932 and 1938, at prices substantially less than the 
liquidation values, reduced the principal amount of the senior securities outstanding (Pt. 
Tw.Os © ee limps O= 1) 

60t Pt. Two, Ch. II, pp. 77-8. 

605 Pt. Two, Ch. II, pp. 77-8, and Table 11. Table 10 in Ch. II of Pt. Two shows that at 
the 1930 year-end only 16 of the 21 funded-debt issues had more than 150% coverage, while 
2 were “‘urder water’; at the year-end 1932 only 8 out of 22 issues had a 150% coverage, 
while 6 were ‘under water’; at the end of 1933, 13 out of 22 issues were “under water.” 

606 “One of the basic principles of investment is that the safety of a security with limited 
return must never rest primarily upon the future expansion of profits. If the investor is 
positive that this expansion will take place, he should obviously buy the common stock and 
participate in its profits. If, as must usually be the case, he cannot be so certain of future 
prosperity, then he should not expose his capital to a risk of loss (by buying the preferred 
stock) without compensating opportunities for enhancement” (Graham, Benj., and Dodd, 
D. L., Security Analysis (1984), p. 168). 
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a. The Effect of Fixed Senior Charges Upon Investment Policy °7 


An analysis of the percentage rates of earnings required by most 
of the “leverage” investment companies merely to be in a position to 
pay the fixed charges on the senior securities and operating expenses 
shows that these requirements have been considerably in excess of 
the average rate that might be expected from a diversified list of 
high-grade investments, 

A composite for the 5-year period 1922-26 of the average yields of 
the stocks in the Standard Statistics indexes of 90 common stocks 
and 20 high-grade preferred stocks, the rates on 4-6 months’ com- 
mercial paper, high-grade American ‘railroad bonds, municipal bonds, 
interest rates on * Treasury bonds and rates on call loans, showed 
4.72% as the over-all average yield of such a broad diversified policy 
of investment. Such a composite for the 9-year period 1927-1935 
disclosed 4.09% as the over-all average yield.* On the other hand, 
the interest and prior dividend payments and operating expenses 
required, in the case of many leverage companies, a rate of earnings 
considerably above the yield that might be expected from devoting 
the capital of the company to a conservative diversified investment 
program of the nature suggested above. Thus the Shawmut Bank 
Investment Trust had to earn at least 5.41% on its contributed capi- 
tal; National Investors Corporation, 5.45%; General American In- 
vestors Co., Inc., 5.40%; Bankers Securities Corporation, 5.55%; 
Italian Superpower Corporation, 6.48%; Reynolds Investing Com- 
pany, Inc., 4.95%.°°° The need to meet the charges on the senior 
securities almost compels an aggressive and venturesome administra- 
tion of the companies’ funds. 

Jonathan B. Lovelace, one of the sponsors of The Investment Com- 
pany of America, testified that the defect in the capital stock of that 
company was that the company could not be expected to earn a return 
sufficient to meet the heavy fixed charges on the senior securities.*° 


Q. You thought it had too many senior charges? 
A. Yes; when the fund owned $107.00 for each unit and carrying the $7.00 rate, 
you could not expect to earn a direct return sufficient to carry that. 


Edwin Rankin, the specialist on investment for the United Founders 
Corporation group of investment companies,*! conceded that because 
e . ’ . 
the United Founders Corporation group had outstanding bonds and 
. ° 5 . com) 
preferred stocks it had to trade in the market at a time when prudent 
policy suggested investment in bonds, as the return on bonds would 


607 See supra, pp. 1576-93, which shows that senior capital of investment companies has 
not earned its keep in net current income. The present section indicates that investment 
companies with a high leverage would have had difficulty in earning enough, by the use of 
their entire capital, senior and junior, to service the senior securites, had they followed 
an average conservative investment policy. 

608 Derived from data given in Standard Trade and Securities, published by Standard 
Statistics Company, Inc., Vol. 8. 

609 Derived from the replies to the Commission’s questionnaire for the respective companies. 
It should be noted that these percentages represent requirements sufficient merely to meet 
interest and dividend claims of bonds and preference stocks and operating expenses assumed 
at .45% of capital (Part Two [House Doe. No. 70, 76th Cong.], Ch. II, pp. 78-82) without 
allowance for any dividend to equity stocks. 

610 Public Examination, American Capital Corporation, at 73828. See Appendix I for 
capitalization of American Capital Corporation, p. 1939. 

611 Public Examination, American General Corporation, et al., at 24814. 
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not have been adequate to cover the fixed and priority dividend 
charges.°” 


Q. Don’t you think that prudent investment counselors in the position you 
people were, with the information you had, might have seen it was the proper 
time to invest in bonds? 

A. I wish we had. 

Q. Was there any real consideration given to the possibility of that rather 
than trading in the market? 

A. No. A lot is involved in that whole question. For instance, when an 
investment company has a bond, or when they have to pay 5% and 6% on the 
preferred, let us say the over-all is a 5% requirement on its capital, that company 
can’t very well afford to be buying bonds that yield 3% to 4%. 

* * * * a * * 

Q. But stocks, on the other hand, were yielding very little, the return was little, 
so all you could hope to do from stocks was to make what you could on apprecia- 
tion of stocks? 

A. I think that is true. 

* * * * * & * 


Q. You went into trading when you might have taken bonds? 
A. The average individual in 1929, a great many, as you know yourself, were 
completely cleaned out. 


The urgent need for a greater than normal yield on portfolio securi- 
ties or, in lieu thereof, great capital appreciation may be in a large 
measure responsible for the highly speculative character of the activi- 
ties of a large proportion of the leverage investment companies, such 
as the concentration on common stocks in their portfolios,°"? the “in- 
vestment in untried special situations, the inordinate amount of 
trading and turnover, and the participation in speculative trading 
accounts.°" 


b. Impetus to a Speculative Policy by the Leverage Set-up °” 


The senior-equity structural set-up creates such a disparity between 
the possible profits to the sponsor from a speculative policy and the 
possible losses to the sponsor therefrom as to make the temptation to 
pursue such a policy almost irresistible to the sponsor. Al the sur- 
plus profits from the utilization of the entire fund, after deducting 
fixed obligations to the senior security holders, will. accrue to the 
equity securities, held, in many instances (at least at the inception of 
the company), by the “insiders.” Of the assets thus exposed to loss, 


612 Td., at 24875-6. 

618 The percentages on the combined portfolios (at market value) of the closed-end lever- 
age companies invested in common stocks at the year ends 1929-19386 were as follows 
(Pt. Two [House Doc. No. 70, 76th Cong.], Ch. VIII, Table 171): 


1929 | 1930 | 1931 | 1932 | 1933 | 1934 | 1935 | 1936 


7} +3 | 


Closed-end leverage companies. _.__.________-- 82 76 71 | 71 78 76 | UU. 80 


614 See Ch. VII in this part of the report dealing with management of assets. 
615 See also supra, pp. 1576-93. 
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however, the investment of the “insiders” in the company will consti- 
tute only a minor proportion.**® Lansing McVickar, associated with 
a general brokerage business, who stated that he made a general can- 
vass of investment companies in 1934, very tersely summed up this 
aspect of leverage: °*" 


When there is appreciation, the man who lends the money does not make 
anything. When there is depreciation, the man who lends the money loses 
money. Consequently, the leverage reverts entirely to the benefit of the holder 
of the equity. ; 


The interest of the sponsor, who has much to gain and compara- 
tively little to lose, is naturally in favor of a speculative policy, of 
taking “long chances,” and of engaging in ventures that might con- 
ceivably yield great appreciation in the assets. The interest of the 
senior security holder, on the other hand, is primarily in favor of a 
conservative policy looking toward a moderate return on capital “ 
inasmuch as he is concerned chiefly with the safety of his principal 
and will realize no benefit even if the hazardous or dangerous enter- 
prises should be successful. Since the determination of policy in the 
case of the multiple-security company is in the hands of a manage- 
ment which generally represents the leading equity interest, it is nat- 
ural that such companies-:should be turned into speculative channels. 


616 Tt should be noted that the amount of the sponsor’s contribution to the capital of the 
company is frequently reduced, sometimes entirely retrieved, through commissions on dis- 
tribution, sale of management options, conversions, repurchases, and other familiar 
techniques. See infra, pp. 1746-9 and pp. 1874 et seq., and also Ch. II of this part of 
the report. 

617 Public Examination, First Income Trading Corporation, et al., at 912. 

Mr. McVickar testified : 

A. * * * Ag I regard the leverage value, it represents a call on the appreciation 
over a given point, depending on the amount of money that was borrowed. Leverage, 
as I would define it, would be the advantage or disadvantage of the use of borrowed 
money. 

An Q. Then you agree with my analysis the senior money is like a margin account; is 
at it? 

A. I do; with the qualification that in each of these situations separate contracts 
have been drawn up, whether bonds, preferred stock, convertible preferred stock, or 
whatever it may be. Separate contracts have been drawn up when the money was 
borrowed according to the different ways it was borrowed. 

* * * * BS bd a 


Q. Just a minute; you said the leverage factor was a call on the appreciation, but it 
also was a put on the depreciation, was it not? When it was a loss, it was put to the 
common stockholders, was it not? 

A. When there was a loss, the fellows that put up the money lost the money. When 
there was a gain, the fellows that borrowed the money made the money. 

618 Yet it should be recalled that the conservative policy desired by the senior security 
holder is not likely to yield the return on invested capital sufficient to pay the fixed and 
prior charges and operating expenses of the company (see supra, pp. 1576-94 and 1665-8), 
and hence the multiple-security company is propelled into a speculative policy for the two 
reasons mentioned above, namely, the large profits anticipated by the sponsor and the 
pressure upon the sponsor to meet the fixed charges of the senior securities. A conflict of 
interest of this nature may exist in any corporation between the senior securities and the 
equity securities. (See the Commission’s Report on the Study and Investigation of the 
Work, Activities, Personnel, and Functions of Protective and Reorganization Committees, 
Pt. VII, pp. 109-112, 148-187.) While the conflict in the case of other companies is gener- 
ally latent and only occasionally demands a decision because the policy and the scope of 
activity of such companies are usually definite, circumscribed, and well established, the 
conflict in the case of investment companies is continuous and acute due to the liquidity of 
their assets and the practical absence of limitation upon the nature of their activities. Since 
sponsors who control the investment company are often the holders of common stock to a far 
greater extent than of senior securities, they are in a position to determine such conflicts 
in the favor of the common stock objective. Thus the conflict of interest in the matter 
of investment policy may be decided by the management in a nondisinterested fashion. 
(See supra, pp. 1595-1664, and also infra, pp. 1708 et seq.) 
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Carroll E. Gray, Jr., out of a long experience with investment com- 
panies and familiarity with the state of mind of investors, readily 
conceded that. whereas the senior security holder “does not want to 
gamble, does not want to subject his money to risks,” the individual 
who holds common stock “is willing to take the longest shot and spec- 
ulate and get the greatest appreciation if there is going to be an 
appreciation.” °° 

The bulk of the gain redounds to the sponsor’s equity when there is 
a substantial rise in the company’s assets, whereas although the losses 
fall first upon the sponsor’s equity interest, the largest aggregate losses 
fall upon the public’s senior investment when there is a serious de- 
preciation in assets beyond the equity cushion. 

United States & Foreign Securities Corporation illustrates this con- 
dition.°2° The public put up $25,000,000 for the first preferred stock 
and the sponsors, or the bankers, put up slightly more than $5,000,000 
of “junior money.” ! With this set-up, for every dollar of apprecia- 
tion in the value of the assets of the investment company, 75 cents 
would be allocable to the sponsors and 25 cents to the public. If the 
assets depreciated in value, the first $5,000,000 of losses would be suf- 
fered by the sponsors. But further depreciation in the value of the 
assets would be borne by the public—which had $25,000,000 exposed to 
loss as compared with $5,000,000 hazarded by the sponsors. Actually, 
the assets of United States & Foreign Securities Corporation increased 
in value from over $29,000,000 to $52,000,000 by September 30, 1928 
(which would mean $25,000,000 applicable to the public and $27,000- 
000 to the sponsors), and then a new investment company, United 
States & International Securities Corporation, was formed. 

In October 1928, at the height of the prosperity of United States & 
Foreign Securities Corporation, Dillon, Read & Co., the sponsor, in- 


619 Public Examination, First Income Trading Corporation, et al., at 871-3. Mr. Gray 
testified : 


Q. You know, sometimes I wonder what a bond or preferred stock means in the 
investment trust industry. Usually the justification for the issuance or rationale or 
raison d’etre for a bond or preferred stock is that the investor is interested primarily 
in the safety of his principal and he just wants a moderate return, is not that so? 
That ig the underlying philosophy of a senior security. The investor does not want to 
gamble. does not want to subject his money to any risks. All he wants to be sure 
of is when the time comes when he can get his money back that he is going to get it. 
Therefore, he does not want a big eut in the profits, he is satisfied with a moderate 
return. 

A. He wants his principal intact. 

Q. His principal intact, that is the thing that is bothering him. He just wants a 
reasonable return. It is the fellow who has the common stock who is willing to take 
the longer shot and speculate, and get the greatest appreciation if there is going to be 
an appreciation; is not that so? 

” * * o ak * x 


A. Yes; correct. ; 

Q. I assume that the salespoint for selling preferred stock or the thing that moti- 
vates people in buying preferred and other senior securities, as contra-distinguished 
from common stock is: “This is my life’s earnings. T do not want to shoot crap with 
this money. TI want to make sure my principal comes back to me, and, therefore, I am 
willing to take a moderate return’; is not that so? 

A. Yes; as a result of earning power. 

620 Testimony of Ernest B. Tracy, president, United States & Foreign Securities Corpora- 
tion and United States & International Securities Corporation. (Public Examination, 
United States & Foreign Securities Corporation, at 11722-34.) 

621'The sponsor, Dillon, Read & Co., received 75% of the common stock with the iSsue 
of second preferred stock; the public received 25% of the common stock with the: first 
preferred stock. See discussion of the financing of United States & Foreign Securities Cor- 
poration, supra, pp. 1598-1602. 

In the case of many multiple-security structures the senior security holders received no 
part of the equity securities with the purchase of the senior securities. 
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vested $10,000,000 of the surplus profits of the United States & For- 
eign Securities Corporation as “the junior money” in the financing of 
a new investment company known as United States & International 
Securities Corporation. The public through the purchase of the 
senior securities risked $50,000,000 in the new enterprise for which it 
received the right to only 20% of the potential surplus profits.*22 The 
Dillon, Read & Co. interests, which held approximately 75% of the 
equity stock of United States & Foreign Securities Corporation, thus 
became entitled to approximately 75% of all the surplus profits that 
might be made by United States & International Securities Corpora- 
tion without any new investment of money of their own. The char- 
acter of the risk to its own pecuniary interest assumed by Dillon, Read 
& Co. is shown by the fact that all the $10,000,000 of surplus profits of 
United States & Foreign Securities Corporation invested in United 
States & International Securities Corporation might have been irre- 
trievably lost without impinging upon the $5,100,000 which Dillon, 
Read & Co. had originally invested in United States & Foreign Securi- 
ties Corporation.®° 

As a matter of fact, at the end of 1931 the first preferred stock of 
United States & International Securities Corporation, for which the 
investing public had subscribed $50,000,000 was $40 per share “under 
water,” representing an unrealized loss to the holders of the first pre- 
ferred stock (500,000 shares issued) of $20,000,000. Hence the public 
which held the first preferred stock suffered two-thirds of the $30,- 
000,000 shrinkage in assets,°4 while the United States & Foreign Se- 
curities Corporation, which had served in the role of sponsor to United 
States & International Securities Corporation, suffered only half as 
great an aggregate loss—to wit, the extinction of asset value in the 
$10,000,000 second preferred stock issue.®° 

While the above figures for the comparative loss suffered by the 
senior security holders and United States & Foreign Securities Cor- 
poration, the sponsor, illustrate the principle that the senior security 
holders are exposed to much greater losses than the sponsors, it is 
vital to observe that the repercussion of the great deflation of the 
assets of United States & International Securities Corporation upon 
Dillon, Read & Co. itself was much slighter. The $10,000,000 invested 
by United States & Foreign Securities Corporation in United States 
& International Securities Corporation did not constitute the hazard- 
ing by Dillon, Read & Co. of its own funds but the exposure of a por- 
tion of the surplus profits of United States & Foreign Securities Cor- 
poration. In fact, that $10,000,000 represented less than one-fifth of 
the total assets of United States & Foreign Securities Corporation at 
that time.° 

It has been previously shown that at the time of the formation of 
United States & International Securities Corporation the leverage 


62 See discussion of the financing of the United States & Foreign Securitics Corporation, 
supra, pp. 1588-1602. 

62 In fact, the Dillon, Read & Co. interests had, by this time, more than retrieved by 
way of commissions and the sale of a fraction of their common stock the $5,100,000 origi- 
nally invested. See supra, pp. 1598-1602. 

s48The net assets of the company at this time were $30,000,000 under the original 
$60,000,000 contributed capital. 

65 Public Examination, United States & Foreign Securities Corporation, at 11745-7. 

EON, ene Wee 
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ratio in United States & Foreign Securities Corporation had declined 
to approximately 2 to 1, whereas the new company was formed on a 
leverage basis of 5 to 1.°7 Dillon, Read & Co., by forming the sub- 
sidiary, was thus securing for itself the advantages of an increased 
leverage and at the same time tendering to the prospective senior 
security holders of United States & International Securities Corpora- 
tion the disadvantages of that high leverage set-up. ‘There is a 
definite factual basis for a conclusion that the possibilities of the 
greater leverage of the United States & International Securities 
imparted a more speculative character to the activities of that com- 
pany. The subsidiary invested much more heavily in rails and in a 
considerable number of “special situations” and had much less cash 
holdings than the parent, while the latter maintained a much more 
evenly spread and diversified portfolio.** Ernest B. Tracy, presi- 
dent of the two investment companies, conceded that “the two com- 
panies had different types of investments.” °° While urging that 
the substantial interest ($10,000,000) which United States & Foreign 
Securities Corporation had in United States & International Securi- 
ties Corporation precluded a management policy “of having the top 
company have a more conservative position and have the ‘kick-out’ 
in the subsidiary,” he conceded that this might be a realistic fear 
in the case of “a company that had a shoe-string interest in a 
subsidiary.” °° 


3, INABILITY OF THE INVESTOR TO DETERMINE THE 
INTRINSIC VALUE OF THE SECURITIES OF A COM- 
PANY WITH AN INTRICATE CAPITAL STRUCTURE 


In even the simplest form of multiple-security set-up, where in 
addition to the equity stock the company has outstanding either a 
preference stock or funded debt issue, the individual preference stock- 
holder or debenture holder may experience great difficulty in eliciting 
information as to his rights or status from the instruments which 
purport to define such rights, to wit, the charter or articles of incor- 
poration in the case of the preference stockholder and the indenture 
or agreement between the issuing company and the corporate trustee 
in the case of the debenture holder. 

An examination of 45 funded debt indentures of investment com- 
panies disclosed them to be from 40 to 125 pages in length. In the 
ereat majority of cases the vital provisions relating to the rights of 
the debenture holders, as well as the obligations of the company and 
the trustee, are set forth in involved language. These agreements are 
scarcely capable of being understood by an individual with the lim- 
ited knowledge of law and corporate finance with which the ordinary 
investor is equipped. Similarly a like obscurity in exposition and 
difficulty of appraisal may be said to prevail with respect to the many 
rights and qualifications of rights of preference stockholders set forth 
in the certificates of incorporation. Thus, even in the instance of a 
“leverage” company issuing but one class of senior securities and one 


627Td., at 11734; see supra, pp. 1597-1640. 

628 Public Examination, United States & Foreign Securities Corporation, at 11931—3. 
e9Td., at 11931. 

630 Td., at 119386. 
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class of equity securities the investor may not easily comprehend his 
rights or privileges or their significance. 

Naturally where a company has issued several varieties of senior 
securities, the evaluation of the status and rights of the individual 
security holder becomes correspondingly more difficult and compli- 
cated. When the parent company seeks to induce senior security 
holders of a subsidiary company to convert their holdings into securi- 
ties of the same company possessing varying rights and character- 
istics or into the securities of an entirely different company consti- 
tuting another link in the system, the investor may be confused by the 
maze of implications or the purport of the alternatives. When a 
parent and subsidiary hold portions of each other’s equity stock, or 
where investment companies are pyramided and this is frequently 
accompanied by piling leverage upon leverage and the obscuring of 
underlying values, an appraisal of the value of his securities may be 
completely beyond the capacity of the investor. To understand his 
own position, the investor would have to be a combination of lawyer, 
accountant, and financial expert. This situation prevails regardless 
of honest effort on the part of the management to divulge all relevant 
facts. 


a. Eastern Utilities Investing Corporation 


Eastern Utilities Investing Corporation affords an illustration of 
the intricacies that confront the public investor as a result of a com- 
plex structure of capital stock and funded debt, with varying and fre- 
quently altered rights, privileges, and limitations for each of its securi- 
ties. In addition, the nature of the portfolio securities held by Eastern 
Utilities Investing Corporation increased the difficulties involved in an 
appraisal of the securities issued by Eastern Utilities Investing Cor- 
poration. These portfolio securities were mainly issues of debentures 
or stock of multiple-security companies included in the “System” con- 
trolled by Associated Gas and Electric Company interests, and these 
securities were themselves endowed with varying rights, privileges, 
and limitations. Moreover, these portfolio companies in turn directly 
or indirectly held much of the debentures and stock issued by Eastern 
Utilities Investing Corporation resulting in an intricate maze of cross- 
holdings. Thus, from the time that Associated Gas and Electric Com- 
pany assumed control, the ascertainment of the intrinsic or potential 
value of the securities issued by Eastern Utilities Investing Corporation 
was most complicated and subject to many contingencies and imponder- 
ables. 

Eastern Utilities Investing Corporation was organized in August 
1922 under the sponsorship of H. D. Walbridge & Company, Inc. under 
the name of Eastern Hydro-Electric Company.®*! In March 1924 its 
name was changed to Pennsylvania Electric Corporation and it be- 
came a holding company for a number of operating utility com- 
panies. In September 1925 control of the company was transferred 
to the Associated Gas and Electric Company interests, which, in a series 
of transactions, caused the corporation to exchange its operating com- 


631 Public Examination, Eastern Utilities Investing Corporation, Commission’s Exhibit 
No. 8771, Part I, Item 1 (g). See Ch. II of this part of the report for the detailed history. 
of Eastern Utilities Investing Corporation. pp. 624-776 and np. 790-8, 
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panies for a portfolio of securities issued by Associated Gas and Elec- 
tric Company or its affiliated companies; changed the name of the cor- 
poration to Eastern Utilities Investing Corporation in July 1927; and 
purported to change its function to that of an investment company.°* 
Although the capital structure of the corporation had previously been 
relatively uncomplicated with a single issue of common stock and a 
single issue of preferred stock, the change in the function of the cor- 
poration to what was held out to be that of an investment company 
was accompanied by a reclassifiation of the original issues of securities 
and a recapitalization by the creation of new issues.°** 

The old common stock with voting power was reclassified on a 
share-for-share basis into $7 junior preferred stock without voting 
rights, and the old 7% preferred stock was reclassified into new $7 
preferred stock, also on a share-for-share basis.*** ‘Three additional 
classes of securities were created: $5.50 prior preference stock, Class 
A common stock, and Class B common stock.°* 

The $5.50 prior preference stock was entitled to cumulative annual 
dividends of $5.50 per share before payment of dividends to other 
securities and a priority in the event of liquidation of $100 per share.**° 
The corporation reserved the right to redeem this stock in whole or in 
part on thirty days’ notice at $103 per share. Each share of $5.50 
prior preference stock carried two warrants: one entitling the holder 
to receive without cost one-half of Class A common stock if and when 
the first dividend was declared on the common stock and the other en- 
titling the holder to purchase one share of $7 preferred stock at $105 
before July 1, 1931.97 

The $7 preferred stock was entitled to cumulative dividends of $7 
per share per annum and $100 on liquidation, subject to the priority 
of the $5.50 prior preference stock and was redeemable at $110 per 
share.°*s The charter, as amended, empowered the board of directors 
to adopt a resolution permitting this preferred stock to be converted 
into $5.50 prior preference stock on a share-for-share basis.** Before 
such priority could be conferred, a certificate was required to be filed 
with the corporation by its officers affirming that certain specified 
income requirements had been met. 


632 For a short period prior to July 1927, the name of the corporation was Eastern Utility 
Preferred Holding Corporation. 

633 TTenry A. Stix, formerly comptroller of Eastern Utilities Investing Corporation and 
general auditor for Associated Gas and Electric Company, testified (Public Examination, 
Bastern Utilities Investing Corporation, at 25703) : 

Q. You increased the classes of stock, did you not? 
A, Yes; that seamed to be the popular thing those days, 

631 Public Hxamination, Eastern Utilities Investing Corporation, at 23333-41 and 25699- 
700. 

635 Ibid. The entire issues of the $5.50 prior preference stock and the Class A common 
stock were purchased by an Associated Gas and Elcetiic “System’’ company for the pur- 
pose of resale to the public (id., at 25703-4 and Commission’s Exhibit No. 3772, Item 6). 
The transaction took the form of an underwriting arrangement (id., Commission’s Exhibit 
No. 3771, Item 40). The Class B common stock, which constituted the sole voting stock, 
was also purchased by an Associated Gas and Electric “System”? company and was held by 
a “System” company at all times. 

636 Td., Commission’s Exhibit No. 3771, Exhibit A, No. 4. 

837 Td., Exhibit D. 

638 Td., Exhibit A, No. 4. 

639Td., at 11-13. 
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The $7 junior preferred stock was entitled to noncumulative divi- 
dends of $7 per share per annum and $100 per share on liquidation 
subject to the rights of the other issues of preferred stock. The re- 
demption price of this issue was $100 per share. According to the 
charter, as amended, if dividends upon this stock were passed for two 
years, the holders of this stock obtained the right to select a minority 
of the board of directors of the corporation. The voting rights of the 
Class B common stockholders to the extent of the selection of the 
majority of the board were continued. 

The Class A and Class B common stock had equal rights except 
that the Class A stock had no voting rights. 

Easter Utilities Investing Corporation stated in its charter that it 
reserved the right to issue new or additional classes of securities with 
“such designations, rights, preferences, privileges, and relative, par- 
ticipating, optional, or other special rights, and with or subject to such 
qualifications, limitations, and restrictions as the corporation may de- 
termine, and which may, in any or every respect, be inferior to, on an 
equality or parity with, or superior to any class, kind, or series of 
stock now or hereafter authorized and/or at the time outstanding” 
solely upon a majority vote of the holders of Class B common stock, 
except that the corporation denied to itself the right to issue stock with 
a priority over the $5.50 prior preference stock with respect to divi- 
dends, redemption, or liquidating rights unless a majority of that class 
of stock consented and also denied to itself the right to reduce the rate 
of dividends, liquidating value, or redemption price of the various 
issues of preferred stock unless a majority of the affected class of stock 
consented. In addition, the corporation specifically reserved the right 
to increase or reduce the amount of shares in each class of security 
outstanding or to change or alter its preferences, privileges, voting 
powers, rights, or qualifications, with the above exceptions. 

Less than seven months after its issuance, in February 1928, the 
$5.50 prior preference stock was redesignated $5.50 prior preferred 
stock by amendment to the corporation’s charter.**° The $7 junior 
preferred stock was redesignated participating preference stock and, 
in addition to its existing right to receive $7 noncumulative dividends, 
was given the right to participate equally in dividends with the Class 
A and Class B common stock to the extent of $1 per share per an- 
num.°** The redemption price of the $5.50 prior preferred stock was 
changed to $105 per share and that of the participating preference 
stock was changed to $110 per share if that entire outstanding issue 
were redeemed and $115 per share if only a portion of the issue were 
redeemed.°# 

In May 1928 the charter was amended with respect to the $5.50 prior 
preferred stock (formerly $5.50 prior preference stock).°*? The divi- 
dend rate was changed to $5 and the redemption price was restored 
to $103.°* The new designation was $5 prior preferred stock. 


640 Id., Commission’s Exhibit No. 8771, Exhibit A, No. 5, p. 3. 

$41 1Id., at 5-6. 

CE Gk, Ae Sh 

31d., Exhibit A, No. 6: 

6s'The securities of this class which had originally been issued in 1927 under authoriza- 
tion of the charter were apparently redeemed in 1928 together with the warrants attached 
thereto and new securities of this class without warrants, under the amended chapter, 
were then issued (id., Exhibit A, No. 7, and at 25703). 
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In July 1928 a new class of preferred stock was issued—%6 preferred 
stock.¢4® This class of security differed from the $7 preferred stock 
in that its dividend rate was $6 per annum and its redemption price 
was $105.%4* It possessed all the other attributes of the $7 preferred 
stock, including the possibility of conversion into the $5 prior pre- 
ferred stock.®* 

In August 1928 the charter was again amended so as to eliminate 
the contingent right of the participating preference stock to vote for 
a minority of the board of directors in the event that dividends were 
passed for two years on this stock.*** In the same month the Class A 
common stock was given the right by charter amendment to receive 
dividends of 25 cents quarterly before equal dividends were paid to 
the Class B common stock.**? Thereafter both classes of common 
stock were to receive dividends pro rata.°° 

In March 1929 Eastern Utilities Investing Corporation issued 5% 
gold debentures due March 15, 1954, in the principal amount of $35,000,- 
000.%! Each 5% debenture in the principal amount of $1,000 carried 


6:5 1d., Commission’s Exhibit No, 3771, Exhibit A, No. 8, and Item 35, 
#46 The charter amendment authorizing this issue also changed the redemption price of the 


prior preferred stock to $105 per share. Subsequently, on August 8, 1928, the redemption 
price of $103 per share was restored (id., Commission’s Exhibit No. 3771, Exhibit A, No. 8, 
p. 10, and No. 9, p. 6). 

617 Apparently the $6 preferred stock was created for the purpose of effecting a reduction 
of the dividend rate and redemption price required to be paid by Hastern Utilities Investing 
Corporation to holders of its $7 preferred stock, for on August 8, 1928, a letter was ad- 
dressed to holders of $7 preferred stock offering them the “privilege of exchanging their 
stock for $6 preferred stock, share for share, plus $5 for each share of $7 preferred stock” 
(id., Commission’s Exhibit No. 3771, Exhibit D). The letter contained the following para- 
graph, hinting at a redemption of the $7 preferred stock (which never occurred) and 
threatening a reduced market : 


The holders of a large majority of the $7 preferred have indicated their intention of 
making this exchange and it is therefore believed that the $6 preferred stock will enjoy 
a considerably wider market than the $7 preferred stock. Moreover, in the event of the 
retirement of the $7 preferred stock it is unlikely that a reinvestment could be made 
on as favorable a basis. 

68 Tqd., Exhibit A, No. 9. Also changed was the redemption price of the participating 
preference stock to the sum of $110 per share. 

649 Td., Exhibit A, No. 10, p. 9. 

650 Thid. 

%11Td., Item 84. The 5% debentures were issued pursuant to the terms of an indenture 
between Hastern Utilities Investing Corporation and The New York Trust Company, trustee 
for debenture holders. This indenture, of 76 pages, contained, in technical, legal phrase- 
ology, provisions covering the description of the debentures, the amount, execution, regis- 
tration, and issue of the debentures and covenants of Eastern Utilities Investing Corporation 
with regard to payment of interest and principal, payment of taxes in certain instances, 
maintenance of books, records, and its office, execution of further instruments, mainte- 
nance of its corporate existence, issuance of additional funded indebtedness, execution of 
mortgages or pledges, creation of temporary indebtedness, declaration of dividends on junior 
securities, maintenance of a certain asset coverage for outstanding funded indebtedness, and 
the filing of a financial certificate with the trustee (id., Commission’s Exhibit No. 3771 
Exhibit G). Other provisions in the indenture dealt with the redemption of Glanearnnas 
stock purchase warrants, remedies in the event of default, immunities of officers, directors 
and stockholders, exculpation of the trustee and other provisions covering the function of 
the trustee, the effect of consolidation or merger of Eastern Utilities Investing Corporation 
or a conveyance of all of its assets, and the amendment of the indenture (ibid.). The 
importance to an investor of carefully appraising these provisions, particularly those which 
seemingly protected the debenture holder's investment from dissipation or depreciation and 
those covering the trustees’ right to act or to fail to act with respect to these “protective” 
provisions is clearly demonstrated by the history of the corporation. (See history of Eastern 
Utilities Investing Corporation, Ch. II of this part of the report, pp.°624-776.) A contro- 
versy that occurred in 1932 concerning the amount of debentures “outstanding” may be 
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with it a warrant entitling the holder to purchase 20 shares of Class A 

common stock after December 31, 1929, and prior to January 1, 1935, 
at a price of $15 per share.° T he debentures were redeemable by the 
corporation upon payment of a premium of 3%. 

Thus by the end of 1929 one series of debentures, three series of pre- 
ferred stock, one series of participating preferred stock, and two series 
of common stock ®* of Eastern Utilities Investing Corporation had 
been issued and were outstanding and each type of security had dif- 
ferent rights, privileges, qualifications, and limitations.. An investor 
desiring to appraise the value and status of his stock would not only 
have to consider the terms of his own security as amended from time 
(o time and the terms of those securities whose specified rights might 
impinge on his, but would also have to consider the possible exercise 
of stock- purchase warrants, conversion privileges, and redemption 
nights. Moreover, the possibility of future alteration in the terms of 
his security, of the creation of priorities, and of increases and de- 
creases in the amounts of stock issued for each class of security was 
not remote.°°* This might be accomplished by majority vote of the 
Class B stockholders (the management) or, in certain cases, by ma- 
jority vote of the stockholders in his class of security or an 85% vote 
in the case of the 5% debentures. 

The portfolio of Eastern Utilities Investing Corporation mainly 
comprised securities of various companies of the complex Associated 
Gas and Electric utility holding company system. The top holding 
company alone, Associated Gas and Electric Company, had, at the end 
of 1929, 10 separ ate debenture issues. Its subsidiary holding com- 
panies and operating companies had 30 debenture issues and 15 pre- 


attributed to the phraseology of the indenture. The corporation claimed that only 
$16,506,000 principal amount of debentures was outstanding because $18,494,000 of deben- 
tures was held by a subsidiary of the corporation (op. cit. supra, note 634, at 23821-6, 
28836, and Commission’s Exhibit No. 3782, Items 49, 58, 59, and 66.) This claim was 
important with respect to the asset coverage requirements of the indenture. On the other 
hand, the debentures were not actually retired and the corporation was in a position to 
allege that all the debentures were outstanding with respect to voting or when computing 
the percentage of debentures necessary to force action by the trustee on a default by the 
corporation. (For more detailed discussion of this aspect of the history of Eastern Utilities 
Investing Corporation, see infra, pp. 1850-8.) 

&2 Subsequently, permission was given to holders of warrants to exercise them on or 
before October 30, 1929, in order that they might secure the right to purchase certain allot- 
ment certificates of Associated Gas and Electric Company then being offered to the holders 
of the Class A common stock (op. cit. supra, note 634, Exhibit D). These allotment certifi- 
cates were exchangeable for a variety of Associated Gas and Electric Company securities. 

%3 In 1928 and 1929 options to purchase some of these issues of preferred and common 
stock were granted to Associated Gas and Electric Company. These options were exercised 
in March and August 1929 (id., Item 45). These options while outstanding further com- 
plicated the capital structure of the company. 

%¢ Illustrating the reality of this possibility, it may be noted that on June 21, 1933, an 
amendment eliminating the “protective provisions” of the indenture covering the 5% deben- 
tures was passed. The vote in favor of the amendment was slightly in excess of the required 
85% of outstanding debentures (id., at 23884-5). The amendment was passed almost 
entirely through the voting of debentures held by the Associated Gas and Electric Company 
and a subsidiary in the principal amount of $13,774,250. Less than $30,000 in principal 
amount of debentures held by the public voted for the amendment (ibid). 

65 Id., Commission’s Hxhibit No. 8775 (pp. 32-35). At the end of 1982 Associated Gag 
and Electric Company had 13 issues of debentures and 10 issues of preferred stock (Moody’s 
Manual of Investments, Public Utilities, 1933, pp. 1523, 1529). 
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ferred stock issues then outstanding.*® Bonds and preferred stocks 
were issued by affiliated companies of the “System” not included in the 
consolidated financial reports. These security issues presented the 
same type of complexities and were subject to the same contingencies 
and uncertainties as the securities issued by Eastern Utilities Investing 
Corporation.*** The necessity of evaluating such assets of Eastern 
Utilities Investing Corporation added to the difficulties confronting 
the investor in seeking to ascertain the real worth of his stock or 
coverage for his debentures. 

Besides the difficulties and contingencies attending an appraisal of 
the securities of the “System” companies, a further complication re- 
sulted from cross-holdings. Eastern Utilities Investing Corporation 
held, in its portfolio, securities issued by companies in the Associated 
Gas & Electric “System,” which, in turn, held securities issued, by 
Eastern Utilities Investing Corporation. Chart 7 portrays this situ- 
ation on December 31, 1929. This circular ownership, in itself a 
matter of considerable complexity, was rendered more intricate by the 
fact that many of these portfolio companies did not directly possess 
Eastern Utilities Investing Corporation securities, but held securities 
or obligations of companies that held Eastern Utilities Investing 
Corporation securities. 

The interrelationship among the “System” companies was by no 
means static and the amount and identity of “System” securities in 
the portfolio of Eastern Utilities Investing Corporation were also 
constantly changing in major respects. For example, Kastern Utili- 
ties Investing Corporation, immediately after the issuance of its de- 
bentures, had an investment of $7,349,920 in Associated Gas and 
Electric Company $5 preferred stock.*** Additional blocks of this $5 
preferred stock were acquired from time to time until October 1929, 
when the corporation sold 130,000 shares of this $5 preferred stock for 
$11,700,000, the approximate market price, and purchased in leu 
thereof $12,300,000 principal amount of Associated Gas and Electric 
Company 6% debentures for $11,685,000.%° A portion of these 67% 
debentures, $9,916,800 principal amount at par, were sold in May 1930. 
During that month Eastern Utilities Investing Corporation paid to 
Associated Utilities Investing Corporation $9,916,300 for 99,163 shares 
of second preferred stock of Gas and Electric Associates, an affiliate 
of Associated Gas and Electric Company. In September 1930 Eastern 
Utilities Investing Corporation sold back 63,163 shares of that second 
preferred stock to Associated Utilities Investing Corporation and 
repurchased 6% debentures, a transaction involving $6,317,500.°°° 

These transactions illustrate the size and rapidity of shifts in and 
out of the securities of the “System” which Eastern Utilities Investing 


656 Public Examination, Eastern Utilities Investing Corporation, Commission’s Exhibit No. 
8775, pp. 32-5. 
eT In his Financial Policy of Corporations, Arthur S. Dewing, after setting forth a copy 
of the balance sheet of Associated Gas and Hlectric Company for December 31, 1932, states 
(p. 21): 
__In spite of the array of figures and valuations, it is absolutely impossible to form any 
idea of what the final or residual common stock, called here Class B common stock, 
represents in terms either of property or earnings. 
68 Op. cit. supra, note 656, Commission’s Exhibit No. 3772, Item 4 and No. 3805. 
69 1d., Commission’s Exhibit No. 8771, Part VII, Tables 32 and 33. 
660 Tbid. 
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Corporation was required to make in transactions with “System” 
companies. Obviously it would be a practical impossibility for an 
ordinary investor to evaluate his security on the basis of these trans- 
actions, even if he were apprised of them, having in mind the in- 
tricacies of the securities of Eastern Utilities Investing Corporation, 
the securities of the portfolio companies, and the intercompany hold- 
ings, as well as the contingencies to which all these securities and 
holdings were subject. 

A security holder was frequently called upon to decide upon the 
merits of exchange offers, an almost hopeless task in the light of all 
the factors involved. The Associated Gas and Electric Company in- 
terests, practically from the time of acquisition of control of Eastern 
Utilities Investing Corporation, solicited the exchange of the capital 
stock securities of Eastern Utilities Investing Corporation held by 
the public. Approximately two years after the issue of the 5% de- 
bentures the Associated Gas and Electric Company interests embarked 
upon an exchange program with respect to these debentures also. The 
holders of every class of securities from Class A common stock to 5% 
debentures were repeatedly deluged by offers to exchange their securi- 
ties for various securities of Eastern Utilities Investing Corporation 
or Associated Gas and Electric Company or its subsidiaries or affili- 
ates. Thirty-nine different offers of exchange to the various security 
holders of Eastern Utility Investing Corporation have been noted in 
the period from December 1927 to August 1934.°*4 

A single instance of the difficulties involved in these exchange offers 
may be cited. In November 1928 the $7 preferred stock of Eastern 
Utilities Investing Corporation was given the right, within a limited 
time, to convert that stock into 514% convertible investment. certifi- 
cates issued by Associated Gas and Electric Company on the basis of 
$111.11 principal amount of certificates for each share of preferred 
stock.**? While this conversion privilege was the result of a charter 
amendment, in effect it was no more than an exchange offer and was 
treated assuch. The 514% convertible investment certificates of Asso- 
ciated Gas and Electric Company themselves had three conversion 
privileges, The holder was entitled to convert each $1,000 certificate 
in the following ways: °* 

(a) At holder’s option into a like principal amount of 5% Con- 
vertible Gold Debentures due 1965 of Associated Gas and Electric 
Company which were convertible at holder’s option on and after No- 
vember 15, 1933, to November 15, 1948, into ten shares of its $5.50 
Series Preferred Stock for each $1,000 debenture; or 

(b) At holder’s option at any time into 15 shares of stock of Eastern 
Utilities Investing Corporation, consisting of three shares of $5 Prior 
Preferred Stock, two shares of $6 Preferred Stock, five shares of Par- 
ticipating Preference Stock, and five shares of Class A Common Stock; 
or 
(c) After November 15, 1933, at option of either Associated Gas and 
Electric Company or the holder into ten shares of $5.50 Series Pre- 
ferred Stock of Associated Gas and Electric Company. 


661 Td., Commission’s Exhibits No. 8771 (Exhibit D) and No. 8772 (Sec. 38). 
662 Td., Commission’s Exhibit No. 3771, Exhibit A, No. 11. 
63 Moody's Manual of Investments, Public Utilities, 1929, p. 559. 


CHART 7 


RELATIONSHIP OF EASTERN UTILITIES INVESTING CORPORATION TO THE ASSOCIATED GAS AND BLECTRIC COM- 
PANY SYSTEM DECEMBER 831, 1929 ¢ 


Securities issued by Securities issued by 
Eastern Utilities Investing Associated Gas and Electric 
Corporation that were held by System companies that were 
Associated Gas and Electric held by Eastern Utilities 
System companies Investing Corporation 
Shares Class ASSOCIATED GAS AND ELECTRIC PROPERTIES Shares or par Class 
GAS & ELECTRIC ASSOCIATES — 80,000 $8 Preferred 
MANSON SECURITIES TRUST 
+ 50,150 Participating Preference, held by: ————_-+_——_»NEW ENGLAND GAS AND ELECTRIC ASSOCIATION 
ASSOCIATED SECURITIES CORPORATION 
69,676 $5 Prior Preferred, $249, 754.71 Class A 
60, 500 $6 Preferred, ASSOCIATED GAS AND ELECTRIC COMEANY its 150,000 6% Conv. pep. }? 
+ 166 $7 Preferred, held by-—————————--» ASSOCIATED UTILITIES INVESTING CORP. (Del.) Held by 
64,773 Participating Preference, 
712,226 Class A Common, MANAGEMENT HOLDING CORPORATION——————_>50, 000 7% Preferred——> 
J. G. WHITE MANAGEMENT CORP.——-——————>1, 000 7% Preferred-—> 
ASSOCIATED GENERAL ELECTRIC CORP. 
icipati ER S ECTRIC CORP ee es 
+ 50,000 Participating Preference, held by—— »>GENERAL GAS & EL mM ‘ ——— | 198, 430 Class Bt ae ase 
BARSTOW SECURITIES CORP. 
W.S. BARSTOW & CO., INC.—— —---—__-———_50, 000 7% Preferred~-—> 
— 500,000 Class B Common, held by—————-— > EASTERN UTILITIES INVESTING TRUST 
<- CAPITALIZATION OF EASTERN UTILITIES INVESTING CORPORATION<— — ——_— 
Security Held in system Held by public Total 
C5 IDBOye RAO ees 69, 676 5, 324 75, 000 
OF IORI eee oneensceos 60, 500 4, 202 64, 702 
STEEL ORCC eee eee 166 10, 132 10, 298 
Participating Preference- ------- J64, 923 8, 999 173, 922 
lasseAuC ommonkeaee aeeeeee 712, 226 197, 818 910, 044 
@lasseBE Common ase eee ‘5005000 Renee eee 500, 000 
5% Debentures Due 1954_.___...-...---- $35, 000, 000 $35, 000, 000 


¢ Derived from reply to the Commission’s questionnaire for Eastern Utilities Investing Corporation. Subsidiaries are shown by indentation under parent companies. 
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The $7 preferred stock was thus convertible pursuant to the amended 
terms of the charter into the $5 prior preferred stock of Eastern Utili- 
ties Investing Corporation or into 514% convertible investment cer- 
tificates of Associated Gas and Electric Company, which in turn were 
convertible in three different ways, including the conversion into de- 
bentures which were again convertible into preferred stock. The $7 
preferred stock was also convertible into the $6 preferred stock pur- 
suant to an exchange offer. 

Similar situations confronted the holders of all the classes of securi- 
ties of Eastern Utilities Investing Corporation at frequent intervals. 
Obviously, an investor inter ested in ascertaining the intrinsic and 
prospective values of the various securities offered compared with his 
own was presented with a task that must be considered impossible as a 
practical matter. It is doubtful whether an investor could reach even 


an approximation of these values. 
b. Central States Electric Corporation 


Central States Electric Corporation (at times referred to as Cen- 
tral States) illustrates, particularly at its peak size in September 
1929, the multitudinous and almost incomprehensible complications 
that. may develop in an investment company because of the pyramid- 
ing of one company upon another and the variety of securities in the 
capital structure of each company. For those security holders who 
desired to understand their legal rights and to follow the investment 
merits of their securities and of the assets supporting such securities, 
the set-up of Central States presented almost insurmountable dif- 
ficulties. Not only was there a multiplicity of securities in the Central 
States capital structure, but the individual securities possessed a va- 
riety of reciprocal privileges and priorities, and in turn were subject 
to a number of other privileges and priorities. Finally the actual 
operations and activities %* of Central States and of affiliated persons 
and companies increased the already existing obscurities and accen- 
tuated the lack of relation between underlying values and market 
prices generally prevalent in 1929 prior to the stock market crash. 


(1) INTERLOCKING SECURITY RELATIONSHIPS AS OF 
SEPTEMBER 1929 


The complicated interlocking security relationships are illustrated 
by the situation in September 1929, when Central States itself had six 
classes of security issues outstanding which were senior to its out- 
standing common stock. In addition, Central States, directly or indi- 
rectly, held blocks of stock sufficient to give it control of or influence 
in four other investment companies, as shown for the end of 1929 by 
Chart 8. Each of these investment companies had issues of junior 
and senior securities outstanding.®® 


664 A number of the transactions and activities, hereinafter noted as increasing the com- 
plexity, are independently of great importance. However, the other aspects of these trans- 
actions are not analyzed in detail here. 

665 Public Examination, Central States Electric Corporation, Respondent’s Exhibit No. A; 
see also id., Commission’s Exhibit No. 1207. For a brief discussion of the formation of 
Central States Electric Corporation in 1912 and the formation of the other four invest- 
ment companies in the group between November 1928 and August 1929, namely, American 
Cities Power & Light Corporation, Electric Shareholdings Corporation, Shenandoah Corpo- 
ration, and Blue Ridge Corporation, see Pt. One (House Doc. No. 707, 75th Cong.), p. 70. 
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With the issue of $25,000,000 principal amount of 5147 debentures 
in September 1929 (its last security issue), Central States had out- 
standing two classes of debentures, an issue of first preferred stock, 
three different classes of second preferred stock, and an issue of 
common stock, as follows: °° 


Debentures : 
Opt. 514% cony. debentures (issued September 1929, 
CWS 1054) Ss Se ne a oe ee See Se $25, 000, 000: 
5% conv. debentures (issued January 1928, due 1948)___ 19, 326, 000 


Preferred stock: 
7% (first) preferred stock, $100 par (issued 1912, 1913, 


SIN Le OD iy) eee eee ek ee Ee ee eee ee ES 7, 548, 300 
Serial (second) preferred stock, $100 par: 
67> series (issued Aprill928) 2322 10, 340, 000 
Opt. dividend series—Cony. of 1928 (issued Septem- 
Der lO 2S) ee eee ee ne ee ee eee 4, 215, 400 
Opt. series of 1929 conv. (issued June 1929')________ 6, 808, 900 
Common stock (without par value, 10-1 split-up in 1926)---_ 8, 280, 850' shares 


CHART 8 


CENTRAL STATES ELECTRIC GROUP 
DECEMBER 31, 1929 


Mr. Harrison 
Williams 
Societe Generale 


100% de Belgique 


Goldman Sachs New Empire 
Trading Corp. Corporation 


63.2% 


International 
Holding & Investment 
Company, Ltd. 


5.1% 


Central States 
Electric Corporation 


28.3% 


Hydro-Electric 
Securities Corp. 
] 


44.5% 42.8% 40.7% 


Shenandoah 


) American Cities 
Corporation 


Electric Shareholdings 
Power & Light Corp. i 


Corporation 


74.5% 3.8% 10.7% 52% 3.5% 10.1% 3.1% 


Blue Ridge General Realty Standard Cap & North American 
Corp. & Utilities Corp. Seal Corporation Company 


Norte: Affiliated companies holding less than 3% not indicated. 
Source: Public Examination, Central States Electric Corporation, Commission’s Exhibit No. 1207. 


Aa aa a | 


The purchaser of the new debentures issued in September 1929, like 
the purchasers of most of the other security issues of Central States, in 
order to understand the rights and interest conferred upon him by 
his security had to be able to analyze a perplexing array of prefer- 


666 Public Examination, Central States Electric Corporation, Commission’s Hxhibit No. 
12387. 
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ences, limitations, terms, and conditions of a complicated legal 
nature °? which attached not only to these debentures but also to the 
other outstanding securities of the company. These debentures carried 
warrants to buy “Central States common stock and also coupons en- 
abling the holder to receive common stock in leu of interest in cash. 
As a consequence the debenture holder was directly interested in the 
merits and experience of the common stock of the company and in 
the rights and privileges of all securities senior to that common stock. 

Of a somewhat different pattern, the earlier debentures sold in 
January 1928 were convertible into preferred stock of the 6% series 
but were not granted the warrants to purchase The North American 
Company common stock that attached to the other 6% preferred stock 
of the same series when it was offered in April 1928. The next issue 
of preferred stock, of September 1928, on the other hand, was con- 
vertible into Central States common stock, as was the preferred stock 
issue of June 1929, except that the privileges on conversion were cut 
in half in the latter case. Furthermore, the board of directors had 
broad powers to alter radically the capital structure by selling addi- 
tional issues, since in September 1929 less than one-seventh of the 
authorized second preferred stock and only two-fifths of the author- 
ized 5% debentures had been issued, while the 514% debentures first 
sold in September 1929 could be issued without limit.%°* The investor, 
in order to evaluate the common stock inducements attached to the 
debentures of 1929, was thus faced with a constantly shifting capital 
structure and a continuous threat of dilution °°? and changes in his 
interest due to these conversion rights and to the special, optional, 
and periodic dividends paid by the company. In fact, the value of 
every class of security was complicated by the variety of rights and 
privileges possessed by it and the other classes of securities and by a 
number of constantly changing factors in the operation of the Cen- 
tral States group of companies over which the investor had no control 
and of which he had little or no knowledge. 


667 The rights of the debenture holder are set forth in an indenture of 59 printed pages of 
technical legal provisions and in a supplemental indenture of 46 pages (reply to the Com- 
mission’s questionnaire for Central States Hlectric Corporation, Pt. I). The earlier 5% 
convertible debentures due in 1948 were issued pursuant to the terms of a 55-page indenture 
and a 65-page supplemental indenture (ibid.). The certificate of incorporation defining 
many of the rights of security holders contained 50 printed pages (op. cit. supra, note 666, 
Commission’s Wxhibit No. 1204). 

668 Op. cit. supra, note 666, Commission’s Exhibit No. 12387. 

69 A recognition of the dilution possibilities is found in the complicated so-called pro- 
tective provisions for the convertible preferred stocks set up in the company’s certificate of 
incorporation, as amended. These provisions were “designed to protect the conversion 
privileges of, and stock dividends on, preferred stock * * * against dilution in the 
event of the issue or sale, pro rata to holders of the company’s common stock, of additional 
common stock (other than stock issued by way of dividends upon the common stock at a 
rate not exceeding 244% per quarter) and in the event of a capital reorganization, con- 
solidation, merger, or sale’ (id., Commission’s Exhibits Nos. 1204 [certificate of incorpora- 
tion] and 1228). None of the outstanding classes of preferred stock had voting rights, 
except the 7% preferred stock of 1912, and one issue had the right to participate ratably 
in new issues of common stock (id., Commission’s Exhibit No. 1204). 
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(@) RELATION OF COMPLEXITIES TO ORGANIZATION AND EARLY 
GROWTH OF COMPANY 


These complications were in many instances the direct outgrowth of 
a capital structure apparently created to serve the interests of and 
to facilitate the activities engaged in by the organizer of the com- 
pany and its controlling figure throughout its history—Harrison Wil- 
liams. Mr. Williams had the company at its organization adopt a 
multiple-security structure consisting of debentures, preferred stock, 
and common stock,* in order to carry out his purposes of control and 
methods of financing. 

On May 28, 1912, Mr. Williams caused Central States Electric Cor- 
poration to be incorporated for the express purpose, as stated in its 
charter, of financing the purchase and holding of not less than 607% 
of the common stock of The Cleveland Electric Illuminating Com- 
pany,°"! the principal operating utility company in the city of Cleve- 
land, Ohio.*?? The method pursued by Mr. Williams in the forma- 
tion of Central States was admitted by him to have been at the time 
the “conventional method of getting the public to buy and another 
person to control.”°7* Financed mainly by a loan from a bank, Mr. 
Williams secured a large block of shares (60% of the total outstand- 
ing) of the common stock of The Cleveland Electric Hluminating 
Company for $5,724,000 ($130 per share).°** These shares he turned 
over to Central States at that price and caused the company, in return, 
to issue to him almost twice this amount in face amount of its securi- 
ties, an aggregate of $10,568,000, consisting of 5% “Gold Notes,” 
preferred stock, and common stock. Part of these securities of 


670 Op. cit. supra, note 666, at 12260-3, 12273, and 12277_—8. 

671 See Certificate of Incorporation under the laws of the State of Virginia of Central 
States Electric Corporation (id., Commission’s Hxhibit No. 1204). 

872 This was an operating utility with gross earnings in 1912 of over $3,000,000 (Moody’s 
Manual of Investments, Public Utility Securities, 1918, p. 1519). f 

873 Op. cit. supra, note 666, at 12268. In this respect Mr, Williams testified (id., at 
12278-9) : 


Q. Now, Mr. Williams, can you please tell us what was the economic function or the 
economic justification that you saw at that time for superimposing on this independent, 
well-run utility company, a holding company like Central States? 

A. It wouldn’t be possible for me. to go back. I don’t know what my ideas were at 
the time. I don’t think there were any ideas other than buying the company. 

Q. Other than buying it, so that you would have a medium whereby securities could 
be sold to the public, isn’t that so? 

. Right. 
é Q. And the public would finance your ownership of the Cleveland MWluminating 
ompany ? 

A. Right; would finance the ownership. They would become the owners. 

Q. But you would become the owner because you held the common stock ? 

, ee would have an amount of the common stock or other securities which, in part, 
paid for. 

Q. But your common stock was a bonus. We just agreed on that. 

A. Well, of that I am not sure whether it was all bonus or not. It was some of it 
that was bonus. 


674 Td., at 12260-5. 
65 This basket of securities was made up as follows (op. cit. supra, note 666, at 12258-72) : 


5% secured Gold Notes due June 1, 1922 $3, 730, 000 
81,080 shares of $100 preferred stock__- 3, 108, 000 
37,300 shares of $100 common stock 8, 730, 000 


10, 568, 000 
The charter provided that for each share of $100 (par value) of The Cleveland Electric 
Illuminating Company stock there should be issued approximately 64409 of a share of common 


stock, 7409 of a share of preferred stock and $77 of gold notes. (See id., Commission’s 
Exhibit No. 1204.) 
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Central States were then sold by Mr. Williams to the public through 
small investment bankers during a period of scveral months there- 
after. By this means he paid off his loan at the bank, reimbursed 
himself for his original investment in The Cleveland Electric Illumi- 
nating Company,°’® and retained a block of common stock as a bonus. 


In this respect Mr. Williams testified : °7 


Q. That is, the public bails you out of the loan to the Guaranty Trust. 

A. Right. My recollection is that I received the amount that I had paid for 
the stock [of Cleveland Electric Dluminating Company |—no profit on the stock— 
but that I did receive a bonus. 

Q. Of common stock? 

A. Of common stock. 


By the end of 1913 Mr. Williams, through this method of financing 
and aided by a multiple type of capital structure, had been able, at 
a cost of not over $72,000, to secure 32% of the common stock of 
Central States, of which a substantial portion had been received as a 
bonus.°* This common stock, in turn, gave Mr. Williams control or 
a dominant influence over Central States Electric Corporation *” and 
thereby over The Cleveland Electric Illuminating Company from 


HUA iC) JUS 

One of the early complications traceable to its original security 
structure was created in 1922 when Central States, in order to pay off 
the principal obligations on its debentures due in that year, was com- 
pelled to sell its majority block of stock of The Cleveland Electric 
Illuminating Company.’ With these debentures paid off the capital 
structure of Central States consisted of over $4,500,000 par value of 
preferred stock and 54,519 shares of ($100 par) common stock. How- 
ever, the sole asset of Central States was approximately $3,400,000, 


876 Ibid. Any excess received by Mr. Williams from the sale of Central States’ securities 
over the amount that he was paid for the Cleveland Electric Illuminating Company stock 
was turned over to Central States (id., at 12276). 

67 Op. cit, supra, note 666, at 12268. 

88 Td., at 12314, 12321, 12282-4, and Commission’s Exhibit No. 1205. In addition Mr. 
Williams invested approximately $2,000,000 in Central States common stock in LO 2 Zao Q 3 
and 1924, or a total investment of $2,072,000 (id., at 12321). In two years, 1927 and 1928, 
cash dividend payments to Mr. Williams on his common stock had approximately equaled his 
total investment in the company (id., at 12630). 

6 Mr. Williams became Chairman of the Board of Directors of The Cleveland BHlectric 
Illuminating Corporation in 1914 and its president in 1916 (id., at 12256-7 and Report of 
the Federal Trade Commission upon Utility Corporations (Sen. Doc. 92, 70th Cong.) Pt 33 
at 665, et seq.). 

680 Although the public primarily financed the acquisition of control of The Cleveland 
Electric Wluminating Company through purchasing primarily the senior securities of Central 
States, no part of the original money raised went into The Cleveland Electric Illuminating 
Company. Mr. Williams testified (op. cit. supra, note 666, at 12274-5) : 

Q. Did one nickel of the $9,000,000 [sic ; $10,500,000 face amount] worth of stock 
and notes, which was initially sold by the Central States Company, go into the Cleveland 
Illuminating Company? 

A. No, 

Q. No. So that when Central States was organized, as far as Cleveland Illuminating 
Company was concerned as an operating unit, it didn’t add anything to Cleveland, 


isn’t that so? 
A. No, right. 
* * * *® 2 % e 


Q. So, we had Central States Company, which was organized by you and your asso- 
ciates, deliberately superimposed on Cleveland Illuminating Company, which was an 
operating company, going along and minding its own business up to that time. Isn’t 
that so, Mr. Williams? 

A. Right. 


* ost Op. cit. supra, note 666, at 12289-9383. 
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entirely in cash."*? Central States was not liquidated at this time, but 
rather, in a transaction which was admitted to be somewhat similar 
to a margin account, Mr. Williams caused the company to borrow 
$1,920,000 from banks and invest this entire borrowing and its total 
cash assets (an aggregate of approximately $5,820,000) in the com- 
mon stock of The North American Company, a public utility holding 
company °* in which he had earlier secured an interest.°* Thus, 
although the express purpose stated in its charter, and on the basis 
of which its securities were originally sold, was for Central States 
to be a majority holder of an operating utility company (The Cleve- 
land Electric Illuminating Company) the nature of Central States was 
completely changed to that of a holding company of a large minority 
block of common stock of The North American Company, which was 
itself a holding company. 


(3) FACTORS IN SUBSEQUENT GROWTH CREATING COMPLEXITIES 


After 1922, the investor in Central States found himself faced with 
an increasing number of complexities, which individually and cumu- 
latively tended to render difficult, if not impossible, an accurate under- 
standing of the rights and values of his securities. While substantial 
problems for the investor were introduced before 1928 by the constant 
financing and refinancing of Central States and by Mr. Williams’ 
trading in The North American Company common stock, major dif- 
ficulties were created by the tremendous expansion in financing and 1n 
trading activities in 1928 and 1929. This expanded financing and 
trading activity combined with other factors, such as interrelated 
preferred stock conversion features, pyramiding, circular ownership 
and cross-holdings of investment companies in the group and the 
treatment of stock dividends, and helped to produce the wide variance 
between asset and market values which existed in September 1929. 


(a) Financing of Central States Electric Corporation and Companies in the 
Group 


The security complications of Central States steadily increased from 
1922 to 1929 as it engaged in successive public and private financing 
and refinancing on an ascending scale in order primarily to purchase 
more common stock of The North American Company. The prin- 
cipal objectives of Central States during this period were apparently 
made to coincide with the principal objectives of Mr. Williams, its 
sponsor—raising additional public funds to purchase additional com- 
mon stock of The North American Company ** and to conduct the 


62 Thus its common stock would have been worthless if this company had been liqui- 
dated, as the preferred stock was “under water” (id., at 12302-3 and Commission’s Exhibit 
No. 1205). 

83 Id., at 12304. 

68! This block consisted of 59,000 shares, roughly 14% of the outstanding stock of The 
North American Company (id., at 12504-6 and Commission’s Exhibit No. 1213). 

685 Td., at 12293 et seq. 

686 Tq. Commission’s Exhibit No. 1204. 

681 This financing permitted the acquisition of more and more of the common stock of 
The North American Company as the sole or principal asset of Central States and resulted 
in an increase in the common stock control of North American from 14% by Central States 
in 1922, to 28% by Central States and its affiliated companies in 1929 (id., at 12304-6, 
42380-404 and Commission’s Exhibit No. 1213). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1689 


affairs of Central States so as to increase the value of its common 
stock, which was almost entirely held by Mr. Williams.*** The large 
number of various issues with their special features may be traced in 
substantial measure to an effort to attract public funds by distributing 
securities with sales appeal. The public was induced to purchase, 
almost entirely, senior securities °°® with limited and fixed claims to 
income and principal, except that attached to each security issue, in 
order to make the security more attractive for sale,°°° were various 
features such as warrants to purchase North Ame erican stock, conver- 
sion rights into Central States common stock, options to take dividends 
in stock, and options to take interest payments in stock. Only a few 
of the securities sold prior to 1928 and 1929 (and not one of those sold 
in 1928 and 1929) by the Central States group of companies failed 
to have these special features.*** 

Thus, in 1923, Central States in connection with its sale of $4,000,000 
in gold notes, offered a number of inducements: the notes bore an 
interest rate of 7% ; matured in only two years; were secured by 400,- 
000 shares of North American common stock; and finally, each note 
had the right to buy 20 shares of North American common stock from 
Central States at varying prices ranging from $23 to $29 a share.°®? 
By November of 1925 the company had been able to sell $10,000,000 in 
gold debentures with lesser sales inducements. These debentures 
were of 20-year maturity instead of two years; paid 6% instead of 
7% + and, although a much larger issue than the previous one, were 
secured by only “300 000 shares of North American common 'stock. 
Warrants were also attached to each debenture on the basis of 10 shares 
instead of 20 shares of North American common stock and were exer- 
cisable at much higher prices, ranging from $85 to $125 a share.°°? A 


68 The percentages of Mr. Williams’ holdings of the common stock of Central States 
of the total outstanding shares at various year-ends from 1912 to November 1929 were as 
follows (op. cit. supra, note 666, Commission’s Exhibit No. 1205) : 


Percent Percent 
LOND Pee eee A Ne oe eee 2G, (9) OS PY a eee a ee eR ae Ne ee ee 96.0 
LOTS IER eee eee eee 32.3 LOD TAtCd SIE eee Pe SAE ot 96. 0 
NO DOB teh cu oy AM SS Rage Eidos Me 63.9 LOD Sia ae sees oe 97.1 
TIO IE researches mee oad Heed a be doe Rens Th) 2 OD OMe eae hen eA eet eee renner 81.5 


889 Op. cit. supra, note 666, at 12386-9. 
660 Td., at 126547, 12704—-7, and Commission’s Exhibits Nos. 1224, 1228, 1235, and 1287. 
61 James Forrestal, of Dillon, Read & Co., bankei's for various issues of Central States, 
admitted that there was a gradual step-up of appeal to the investor in 1928 and 1929. In 
this respect Mr. Forrestal testified (id., at 12654—5) ; 
Q. You might not like the term, but it is dressing up. 


A. I don’t think so. You put in the features—— 


Q. That you think will sell the security. 
A. I think it is both. I believe that a man that buys any fixed income security, if 


he has a chance to participate in the equity—that will appeal to him. 
Q. It is extraordinary that there is a constant increase in the dressing up of these 
securities. 
A. I think there was in the whole market. 
Q. I mean in these securities in 1928 and 1929. 
A. It was not singular to these securities. 
I am not saying that, but there was an increasing dressing up of these securities. 
A. I don’t think it was increasing. There were varying features on these different 
issues. But I don’t think it increased it. There is a gradual stepping up of appeal to 
the investor. 
See also in this respect Ch. III of this part of the report, pp. 904-11. 
692 Op, cit. supra, note 666, at 12381, 12324—6, and Moody’s Manual of Investments, Pub- 
lic Utility Securities, 1924, p. 68. 
693 Op. cit. supra, note 666, at 12386-7, Moody’s Manual of Investments, Public Utility 
Securities, 1926, p. 31, and derived from supplementary information supplied the Commis- 


sion for Central States Hlectric Corporation. 


1690 SECURITIES AND EXCHANGE COMMISSION 


third and later issue further illustrates the dependence on warrants to 
purchase North American common stock, and the trend toward smaller 
inducements to the investor to purchase these senior securities. On 
April 12, 1928, Central States was able to sell $10,000,000 of 6% pre- 
ferred stock, instead of 6% debentures. This preferred stock lke- 
wise had warrants to buy North American common stock from Central 
States on a share-for-share basis but at prices ranging from $72 to 
$89 a share of North American common stock, depending upon whether 
the purchaser was among the first, second, or last third of the group 
to exercise the warrants.°* Thus, the investor in each of these issues 
was required not only to evaluate the Central States security but also 
the North American Company common stock and the effect of the 
exercise of these warrants on the assets of Central States. 


(b) Trading in The North American Company Common Stock 


Further complexity was introduced by the personal trading and 
distribution activities of Mr. Williams and those of Central States in 
North American common stock, in which the majority of Central 
States’ assets, based on market prices, was invested from 1922 through 
1935.°°° These operations were conducted from May 1924 to Septem- 
ber 30, 1929, during which time the market prices of the common stock 
of The North American Company rose over 600% ,°°° while the Stand- 
ard Statistics Company index of 40 utility securities rose only 340%.°°* 
Moreover, from 1924 to 1929, the earnings per share of North American 
common stock rose only 53%. Yet Mr. Williams, through his 
wholly-owned company, North American Securities Company (here- 
inafter referred to as Nasco) ,°°® engaged in purchasing from May 1924 
to October 1928 some $121,000,000 of this North American common 
stock on the New York Stock Exchange and in distributing over 90% 
of this stock so purchased off the exchange ‘°° to small investors 
throughout the country in a manner designed to lessen the likelihood 
of its return upon the exchange.”! During this period the market 
price of the common stock of The North American Company was 
subjected to a strong market influence because of the substantial na- 
ture of market purchases and of this policy of buying on and selling 
off the stock market.7°2 All of the new securities of Central States after 


604 Op. cit. supra, note 666, at 12671-82 and Commission’s Exhibit No. 1224. A further 
complication to the security structure arose from the fact that the debentures issued some 
8 months before were convertible into preferred stock of equal rank which did not possess 
warrants (id., at 12655-7). 

695 Iq., at 12380 et seq., and Respondent’s Exhibit No. A and the reply to the Commission’s 
questionnaire for Central States Hlectriec Corporation, Pt. III. 

696 Based on closing bid prices for last day of each month in the Bank and Quotation 
Record. See also op. cit. supra, note 666, Commission’s Exhibit No. 1208. 

67 Standard Trade and Securities, Vol. 8, published by Standard Statistics Company, Inc. 

68 Op. cit. supra, note 666, Commission’s Exhibit No. 1213. 

699 Td., at 12365, 12367, and 12371. 

700 Tq., Commission’s Exhibit No. 1214. 

71 7d., at 12571 and Commission’s Exhibit No. 1215. 

7022 Wor example, purchases by Nasco amounted to approximately 20% of the total stock 
exchange purchases for the years 1924 through 1927 (id., at 12579 and Commission’s 
Exhibits Nos. 1212 and 1214) and there were no substantial counterbalancing sales on the 
exchange except those that resulted from the stock dividends of The North American Com- 
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1922 were sold primarily on the performance of The North American 
Company and its common stock. 

Furthermore, these market and distribution activities by Mr. Wil- 
hams, which continued until October 1928, coincided with substantial 
purchases of North American Company common stock by Central 
States and the other companies in the group.’ The Central States 
group of companies steadily increased its holdings until 26% of the 
outstanding North American common stock was held in 1929.7°* While 
a substantial portion of the circulars offering securities of Central 
States during this period was often devoted to the earnings and assets 
of The North American Company, no mention whatsoever was made 
of Mr. Willams’ market and distribution activities in North American 
company common stock.*°° Even if these activities had been disclosed 
and securities of Central States had still been purchased with a knowl- 
edge of their existence, the investment merits of these securities would 
be subject to constant variations and influences which would defy 
accurate appraisal. 


(c) Expansion of Financing and Trading Activities in 1928 and 1929 


While from 1924 to 1928 the principal trading activity which accom- 
panied the securities distribution of Central States was in the common 
stock of The North American Company, 1t was in the major period of 
securities distribution by the Central States group from January 1, 
1928 to September 1929 that a multiplicity of trading and security 
distribution activities existed to impede a true appraisal of the Cen- 
tral States security relationships. From 1922 to the end of 1927 Cen- 
tral States had raised by successive financing and refinancing approxi- 
mately $18,700,000 net additional new money from the public by three 
different issues of Gold Notes, an issue of gold debentures, and an 
issue of preferred stock, and had borrowed as well approximately 
$5,000,000 from other sources.°° Yet in a year and three-quarters, 
from January 1928 through September 1929, Central States alone and 
with others brought about the sale of approximately one-half billion 


pany coming back on the market. However, the amount of stock exchange market pur- 
chases over the period was more than double the total stock dividends over the period 
May 1924 to December 31, 1927 (id., at 12564-74) while Mr. Williams estimated that not 
more than 84% or 40% (id., at 12538) of these stock dividends would probably flow back 
on the stock exchange. During this same period Mr. Williams was, in addition to the 
distribution operation referred to above, purchasing the common stock of The North 
American Company on his own behalf. (Derived from supplementary information supplied 
the Commission for Central States Electric Corporation.) 

*8 Derived from supplementary information supplied the Commission for Central States 
Hlectric Corporation (summary of The North American Company common stock purchases), 
and op. cit. supra, note 666, Commission’s Exhibit No. 1830. In 1929 Nasco apparently 
ceased distributing the common stock of The North American Company and concentrated 
on the purchase on the stock market and retail distribution off the stock market of the 
common stock of Central States and the securities of other companies in the group (op. cit. 
supra, note 666, at 12575-8). 

74 Op. cit. supra, note 666, Respondent’s Exhibit No. A. 

> Thus one out of the four pages of the circular of the issue of preferred stock of 1928 
was devoted to a description of The North American Company, the nature of its business 
and its earnings (id., Commission’s Exhibit No. 1224). 

* Op. cit. supra, note 666, at 12380-403 and 12624-39. 
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dollars of security issues of its own and of affiliated companies.7? Ap- 
proximately half of these securities were sold directly to the public 
and the other half were sold to companies affiliated with Central 
States.7°8 The distribution of securities in these two years involved, 
among other things, the successive formation of four new investment 
companies in 1928 and 1929 with only a few months intervening be- 
tween each new organization.” With roughly 80% of the common 
stock of each new company held or controlled either directly or in- 
directly by Central States alone or jointly with another investment 
company, a pyramided and complex investment company system was 
ereated.7!? Each new investment company, except Shenandoah Cor- 
poration, took over substantial blocks of the North American common 
stock at or near formation, thus aiding the market and distribution 
activities of Nasco in this stock and permitting the indirect sale to the 
public of large blocks of the North American common stock at the 


707 Phe consolidated financing by Harrison Williams—Central States Group, 1928—29—is 


illustrated by the following schedule (dollars in thousands) : 


F . | Original amounts 
Total issued acquired by 
Date Name of issuer Description Shares gr Affili- 
IQMX rere! Total | General ated or 
| Ror realized | public aye 
tures panies 
1928 | 
Jon leases one Central States_---- Deb. 5-1948__----- $18, 600 | $18,600 | $18, 600 None 
INP, Weecosnceace Central States_-..- 6750 das ane 100, 000 9, 650 9, 650 None 
Sep tq ee Central States..._| Opt. div_.-------- 100, 000 9, 378 9, 378 None 
Octal: Ae Ser. American Cities_..| Com. B.---------- 1,600,000 | 16, 165 None | $16, 165 
OCT aera ees Central States-_.--- Opt. aay ene ae: oA 935 935 None 
; Lees aya fORO Co nee 0, 0 } 
INOWo Wssteseceses American Cities__- Oe BE 400. 000 23,900 | 23, 900 None 
FXG Lealp 10.23 4 eye Deere’ he ea DER 2 sewed eee ee 78,628 | 62,463 | 16, 165 
—— = —= aa 
1929 | 
WEWs Gocceseeossee American Cities_-- units eB om ae Ae } 1, 538 1, 588 None 
IMIR, FO) eos Electric Shareh___| Common-..------- 1,250,000 | 25,000 | 23, 875 25. 000 
IMAP, WO s-ssaeos Electric Shareh.__! Conv. pfce-------- 250,000 | 23, 875 None None 
YwIND NN ssaeese se Central States. ---- Conwapices==ssss= 100, 000 9, 450 9, 450 None 
VON? Be cescene ce Central States....| Conv. pfee-------- 15, 500 1, 487 1, 487 None 
UO) PB cssesnos Central States. ...| Common-.-------- 384,616 | 20,000 None 20, 000 
aR WB see oes Shenandoah_-_---- in OTT On === === 5,000,000 | 52, 500 | +12, 500 40, 000 
Toh? PO. -oSecas Shenandoah-..------ 6% opt. pice_--_--- 1, 090, 000 50,000 | » 50,000 None 
dilly? YO). seccences Electrie Shareh___| Conv. pfce-------- 10, 000 1, 050 1, 950 None 
ANE, WO) ance ees Blue Ridge-------- Preference. ..----- 1,000.000 | 50,000 | ¢ 50,000 None 
INO, MO Ao eee scses Blues Ridge_2- ----| ‘Common®=—--__-_ 7, 250, 000 77, 600 | ¢ 15, 000 62, 500 
INWE, Af nnn nocacss Blue Ridge-__---- | Preference_--------| 212,500 | 10,944 | 410, 944 None 
ANWR, WM acsscasses | Blue Ridge------- Commonlsases=—= 212, 500 4,250 | 44, 250 None 
SO. Bos-esscecece Shenandoah___.__.| 6% opt. pfee__--_-- 750,000 | 27, 500 None 37, 500 
Sith. Dssassenasoss Shenandoah._-....| Common---__---.-- 750,000 | 25,000 | None 25, 000 
SOIR, Wh cssssscese Central States..._| Deb. 5!4-1954_-__- 23, 563 23, 563 23, 563 None 
ANOKA  WO oall eos gee sone de | ete <i ep Se (a Eo | 413, 657 | 203,657 | 210, 000 
PRS cera el, (Nk Nae eae Ei Ue teres, Seek own TRE Tete 492, 285 | 266,120 | 226, 165 
tronthasly, 
1928-29. | 


« Public Examination, Central States Electric Corporation, Commission’s Exhibits Nos. 1233 and 


128, 


4 By Manufactu 


Oo 
> Sold to public for common, $17,500,000; preference, 
e Sold to pubiic for common, $20,000,000; preference, 


rers Trust Co. 


708 Op. cit. supra, note 666, Commission’s Exhibit No. 1233. 


$50,000,000; total, $67,500,000. 
$51,500,000; total, $71,500,000. 


709 Hor a brief description of the development of Central States during this period see 


Ch. I of this part of the report, pp. 5-6. 
710 See op. cit. supra, note 666, Respondent’s Exhibit No. A. 
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high market prices prevailing late in 1928 and in 1929 before the stock 
market crash.” 

The task of an investor attempting to appre aise the investment merits 
and rights of his Central States security was rendered even more 
difficult by the numerous new securities issued in a short time. In a 
period of less than a year and three-quarters, the Central States group 
of companies made public offering of 17 new issues of securities in 
addition to a number of issues which it distributed to companies in the 
group. 

Accompanying the great volume of security offerings in this period 
of a year and three-quarters were numerous trading and distribution 
accounts operated in the various securities of the investment companies 
in the group as well as in the principal underlying asset of Central 
States, North American common stock.” Included in these trading 


™mAmerican Cities Power & Light Corporation at formation in October 1928 purchased 
from Central States 170,000 shares of North American common stock at a market price of 
$7334 per share for a total of approximately $12,500,000 (id., at 12763). 

Electric Shareholdings Corporation at organization in March 1929 purchased from Central 
States 66,625 shares, or a total of some $6,800,000, and a similar amount from Hydro-Elec- 
tric Corporation, its other sponsor (id., at 12938-40, and Commission’s Exhibit No. 1246). 

While Shenandoah Corporation did not purchase North American common stock at its 
formation, it did issue its own securities in exchange for $20,000,000 of Central States 
common stock taken at a market value of $52 a share, and in addition Nasco sold 96,154 
shares of Central States common stock to Shenandoah for approximately $5,000,000 in cash. 
Large amounts of Shenandoah stock were also issued in exchange for stock of the other 
sponsor. The Goldman Sachs Trading Corporation (id., at 13193-201, and Commission’s 
Exhibits Nos. 1261 and 1262). 

Blue Ridge Corporation, formed in August 1929, purchased 68,423 shares of North Ameri- 
can common stock at $167 (id., at 18236) per share for a total of some $11,400,000. This 
block was purchased from four of Mr. Williams’ personal holding companies (Federal 
Utilities Company, Utility Securities Company, Hlectric Investment Company, and New 
Empire Corporation) (id., at 13310—7, and Commission’s Exhibit No. 1304). 

™2 The extent of these purchases and sales in trading and distribution accounts in the 
various securities of companies in the group by persons and companies affiliated with or 
forming part of the group which were discussed in the public examination of Central States 
Electric Corporation is indicated by the following exhibits and in the testimony relating 
thereto (op. cit. supra, note 666) : 


Earliest date | Latest date 
Security of activity in | of activity in Commission’s exhibits 
an account an account 
North American common stock_______- May 1924. _-| 1935... _____- 1208, 1212, 1214, 1216, 1217, 
1314, 1817, 1321, 1322, 1325, 
1326. 
Central States: 
8% COO» NOAB. oe ss co sacsccceces Jan. 1928____| May 1930___| 1223. 
BSG CAD. WOK oo iceeenecosed Sept. 1929___| May 1930___| 1238. 
OR with warrants (of April | April 1928___| April1929___| 1225. 
1 
Conv. pfd. (of Sept. 1928)__________ Sept. 1928___| Oct. 1929.___| 1228, 1253, 1254, 1255, 1258. 
Conv. pfd. (of June 1929)__________ June 1929____| Oct. 1929. ___| 1235. 1253, 1254, 1255, 1258. 
COMMINOIN GHOO. — o en oe se NOD iacsernte 1936 =e 1208, 1209, 1252, 1334. 
American Cities: Power & Light Units 
of— 
ClassPAtands@ lass! Besse eee eee Nov. 1928---| April 1929___| 1229, 1231. 
OHASS A SIOOk seco csesccccoeescee June 1929____| Jan. 1931___.| 1229, 1231. 
Class 13 SOO... see ccce eee INOy7o WLS. .-|| WOR coe 1230, 1232, 1314, 1354. 
Electric Shareholdings: 
ON, 1s od ee sie Mar. 1929_-_| Aug. 1929___| 1248, 1249, 1250, 1251. 
Comm OS 60.c keene aE Mar. 1929.._| April 1931___| 1243, 1251, 1276, 1277, 1354. 
Shenandoah: | 
COM, WtCsoncnceno coc eoseomceose July 1929____; July 1930_-.-| 1280, 1314, 1335, 1339, 1340, 
| | | 1843, 1845. 
Commontstocka=== =n July 1929_.._| Sept. 1931.-_| 1280, 1314, 1335, 1336, 1341, 
| ! 1842, 1348, 1344, 1354. 
Blue Ridge: | H 
(CON WAN [Ce eae oe Aug. 1929___| Oct. 1930_.--| 1814, 1346, 1348, 1349, 1350, 
| | S352 51853) 
Commo mis 60 c keen anne Aug. 1929___| Aug. 1930_--| 1814, 1346, 1347, 1349, 1351, 
| 1352, 1358, 1354. 
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activities were not only syndicate trading operations in connection 
with the original issuance of new securities but also various market 
trading and retail distribution activities. These operations were con- 
ducted by the investment bankers for the new security issues, by Mr. 
Williams through Nasco, by Central States Electric Corporation, and 
by the other sponsors of the newly formed investment companies in 
the group. In all but one of the total of 15 security issues outstand- 
ing in 1928 and 1929 of Central States Electric Corporation and of 
the other four companies in the group, substantial trading on and off 
the stock exchanges was engaged in at one time or another in these two 
years by persons and companies affiliated with or forming part of the 
eroup.“* A compilation of the estimated dollar volume of those trad- 
ing accounts of affiliated persons and companies for which trading 
figures are available indicates during the two years, 1928-1929, an 
ageregate of almost $200,000,000 of purchases of these securities and of 
over $145,000,000 of sales. 

That these trading activities constituted a powerful force tending to 
lift market prices 7° during the major period of security distribution 
by the group, is evidenced by the heavy concentration of purchases on 
the stock exchange without the counterbalancing effect of sales on the 
stock exchange.”® Based on this estimated dollar volume, over 90% of 


713 In the 7% first preferred stock of 1912 there were purchases by Central States Electric 
Corporation in 1929, but no sales (op. cit. supra, note 666, Commission’s Exhibit No. 1253). 

714 While trading accounts were not active in substantial amounts in every issue at one 
time, a number of them were often active together and frequently constituted a substantial 
proportion of total market transactions in the securities involved, particularly total market 
purchases, For example, during the month of September 1929, the month of the issuance 
of $25,000,000 of debentures by Central States Electric Corporation and shortly prior to the 
stock market erash of October 1929, trading accounts were in operation in 12 out of a total 
of 15 issues then outstanding in the Central States Electric Corporation group of companies, 
with no mention of these accounts being made in the offering circular (op. cit. supra, note 
666, Commission’s Exhibit No. 1237). 

715 The effect of the market rise in the securities of new investment companies upon the 
market value of Central States Electric Corporation’s assets is illustrated by the increase 
in market value of Central States original investment in 80% of the common stock (1,600,000 
shares of Class B stock) of American Cities Power and Light Corporation (op. cit. supra, 
note 666, at 12755, et. seq. and Commission’s Exhibits Nos. 1242, 1247, and 1252) : 

Approximate price 
per share 


MOUS ile/A2 8) COS tetera ee ge ee Be ee ee $16, 165, 000 10 
PO) Bil Siem aLketae 22s Stn = eee eee re ae 44, 800, 000 28 
eel 2 OMe Ke ts = a eee ee See eee ee oe 94, 000, 000 5834 


Central‘ States’ large holdings in the common stock of Electric Shareholdings Corporation 
and Shenandoah Corporation also had substantial rises in market value in a short time 
(Public Examination, Central States Electric Corporation, at 13584—9, 13219, and Commis- 
sion’s Exhibits Nos. 1251, 1252, and 1344). 

76 The extent of the influence of these trading accounts in contributing to the rise in the 
market price of particular securities as opposed to other factors present in 1928 and 1929 
was at times in dispute at the public examination of Central States Electric Corporation. 
However, that these trading accounts frequently represented a substantial proportion of the 
total monthly market purchases, constituted in many instances a majority or more of the 
total daily market purchases and were concentrated in their effect on market purchases, 
and not on market sales, clearly indicates that these trading activities were often a sub- 
stantial contributing factor in the extraordinary increases in the market prices of the 
securities involved. 
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total purchases were made on the stock exchange, while almost 90% 
of the total sales were made off the stock exchange,™ as follows: 78 


Bought Sold 
On the Off the On the Off the 7 
exchange exchange Total exchange exchange Total 
928s. Asses 28 $17, 969, 000 $4, 629,000 | $22, 598, 000 $516, 000 | $22, 160, 000 $22, 676, 000 
1020 Beene ee coer 161, 193, 000 14, 846,000 | 176, 039, 000 18, 735, 000 | 105, 895, 000 124, 630. 000 
198, 637, 000 147, 306, 000 


Since investors during these two years were not informed of these 
various trading activities in the offering circulars or otherwise, as far 
as appears in the record, their security purchases over the period were 

made without know ledge of a substantial factor. Even if those activi- 
ties had been disclosed, it would have been difficult to appraise their 
effect. 


(d) Trading Activities and Conversion Features of Preferred Stocks 


The relation of trading activities to the sale of securities and their 
connection, with other complications is illustrated by the trading ac- 
tivities related to the two convertible preferred stock issues of Septem- 
ber 1928 and June 1929. Prior to and at the time of the issuance of 
each of these convertible preferred stock issues there was substan- 
tial trading in Central States common stock by Nasco, and in 1929 
there was in addition substantial trading by Central States in the 
preferred stocks themselves. 


a7 Thus less than 10% of purchases were made off the exchange and only slightly more 
than 10% of sales were made on the exchange. 

718 These figures are based upon the estimated dollar amount of total purchases and sales 
broken down between purchases and sales on the exchange and those off the exchange in 
trading in the following securities : 


1928 1929 
Purchases Sales Purchases Sales 
North American common stock. ___.____- $12, 790, 000 | $13, 217, 000 $9, 167, 000 $443, 000 
Central States deb. 5’s of ’48 and 514’s of 

UG Ue oes cle Mey tie Ss Ne ep eseren sans ehde 4, 702, 000 4, 619, 000 2, 607, 000 2, 651, 000 
Central States pfd. stocks of September 

TOPS eral Yrouney WOM). Ses ceeee 2, 669, 000 2, 408, 000 19, 617, 000 10, 516, 000 
Central States common stock ______--_-- 1, 012, 000 447, 000 32, 809, 000 40, 131, 000 
American Cities Power & Light Corp. 

Units, Class A and Class B__________-- 1, 425, 000 1, 985, 000 26, 282, 000 24, 713, 000 
Electric Share o] ditr Gs eerste oe ene | Eee pa ere ee 8, 130, 000 10, 735, 000 
Shenandoah pfce. and common stocks.- Beh Peg a ete SoS A Se es Se 49, 001, 000 15, 643, 000 
Blucwwidceipleesanducomm ols to chimes | eres = sere erent | eee enemy yeemnynnEe 28, 426, 000 19, 798, 900 

22, 598, 000 22, 676, 000 | 176, 039, 000 124, 630, 000 
MO Caley Ur CHASES weneere eerste eae eae wre re oe INO R e LENCE A oem SPN apart eS arr EN $198, 637, 000 
TRO GALLS A) CS eae are lee a tees es DB ec ie Lena Sean ee Wen ate tree aera ein tomes ee 147, 306, 000 


(For sources see supra, note 712.) 
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This trading was closely related to the convertibility of the pre- 
ferred stocks, a feature based upon changes in corporate law which 
were secured by Central States. It will be recalled that the preferred 
stock issue of April 1928 was not convertible but carried warrants to 
purchase North American common stock. Central States at this time 
was not able under the law of Virginia, the state of its incorporation, 
to issue securities with conversion features or a variety of other rights 
and privileges that it desired. The State of Virginia, according to 
Louis E. Kilmarx, vice president and treasurer of Central States,” | 
“had an old antiquated law that did not provide for a certain type of 
securities the corporation wished to issue, * * * and did not per- 
mit the issue of the class of securities that might be termed a con- 
vertible class, which we had in mind.” ”° As a result, the corporation 
became one of the “prime movers” ”* in having the corporation laws of 
the State of Virginia amended.’ M. W. Tuttle, of Sullivan & Crom- 
well, New York counsel for the company, stated at the Board of Di- 
rectors meeting of July 5, 1928 “that primarily at the instance 
of the corporation, the corporation laws of Virginia had _ been 
amended * * * to permit Virginia corporations in their charters 
or amendments thereto to provide for the issue of preferred stock in 
series with certain specified variations between the series as to dividend 
rates, redemption price, preference on dissolution, sinking-fund pro- 
visions, conversion and stock-purchase-right. provisions, and so forth, 
as might be determined by the board of directors * * *.”78 With 
97% of the common stock owned by Mr. Williams in 1928 and a neg- 
ligible voting power existing in the preferred stock,’* the corporation 
quickly amended its own charter so as to give to the board of directors 
the full power permitted by the néwly amended corporation law of 
Vanomias2° 

Tn September 1928, within two months after this amendment, Cen- 
tral States took advantage of the amended Virginia law and issued 
$10,000,000 of preferred stock convertible into the common stock of 
Central States on the basis of one share of common stock for each 
$118 par value of preferred stock, at a time when the common stock 
of the company was selling at $112 a share.7*° This feature, which was 
of decided importance in attracting purchasers of the preferred 


19 Op. cit. supra, note 666, at 12353. 

720Td., at 12687. 

721 Td., at 12690. 

722 A fee was paid to a Richmond, Virginia, law firm in connection with the passage of this 
legislation (id., at 12691, and Commission’s Exhibit No. 1227). 

23 Td., at 12688-9, 

™4See note 688, supra, for Mr. Williams’ holdings of the common stock in 1928. The 
total voting power of the only issue of preferred stock with voting rights was less than 7%. 
None of this preferred stock was owned by Mr. Williams. 

5 Op. cit. supra, note 666, at 12689-90. 

726 Td., at 12704-6, and Commission’s Exhibit No. 1228. 
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stock,” was emphasized in the offering circular.”* The preferred 
stockholder also had the right to take payments of dividends in com- 
mon stock at an attractive ratio."® 

An obstacle to a clear appraisal of this preferred stock offering lay 
in the holdings and activities of Mr. Williams in the common stock of 
Central States.%° The market price of the common stock of Central 
States had risen almost 800%, from a market price of about $30 a 
share at the beginning of 1928 to a market price of $112 a share shortly 
prior to the public offering in September 1928,"*1 while the underlying 
net asset value of a share only doubled during the entire year.“* From 
a discount of 20% below asset value at the beginning of 1928, the price 
of Central States common stock rose to a premium of almost 100% 
above asset value by the end of 1928.78? This strong rise in the market 
price of Central States common stock occurred in a market where the 
floating supply was “obviously” very limited.7** Only 85,000 shares of 
the common stock of Central States were outstanding in the hands of 


727 In this respect Mr. Forrestal testified (id., at 12707) : 


Q. So that at that time one of the selling features of this stock is the fact that it is 


convertible at $118 per share—— 

A, And selling at $112; that is right. 

Q. Convertible at $118, and it is selling at $112. So that it is right in the range, 
isn’t it? 

A. Yes, 

Q. There is a possibility of its being convertible right away? 

A. It is an attractive conversion, I would say. 

Q. And that would have an effect on the sales, wouldn’t it? 


A. I think so. 
@: Jt would help sell it, make it more attractive. 


. I think so. 

78 The offering circular for the $10,000,000 preferred stock issue of September 5, 1928, 
pointed out in its heading that dividends were “payable quarterly in common stock of the 
company at the annual rate of one-sixteenth of a share of common stock per share of this 
preferred stock, or, at the option of the holder, in cash at the annual rate of $6 per share,” 
and that the preferred stock was “convertible, at the option of the holder, into common 
stock of the company at the rate of one share of common stock for each $118 par value of 
this preferred stock.” 

The circular further pointed out that the “present market value, as evidenced by quota- 
tions on the New York Curb Market, is approximately $112 a share’ and that ‘‘divicends are 
now being paid on this stock at the annual rate of $1 per share in cash and one-tenth of a 
share in common stock of the company” (op. cit. supra, note 666, Commisssion’s Mxhibit No. 
1228). 

79 Op. cit. supra, note 666, Commission’s Exhibit No. 1228. 

730 These were not disclosed in the offering circular (id., at 12707-18, and Commission’s 
Exhibit No. 1228). 

1 Td., at 12712. Central States common stock had a market price of $24 a share as of 
December 31, 1927 (id., Commission’s Exhibit No. 1206). 

72 Prom approximately $80 to $60 a share taking the securities of American Cities Power 
and Light Corporation at their asset value (op. cit. supra, note 666, Commission’s Exhibit 
No. 1206). 

733 Op, cit. supra, note 666, Commission’s Exhibit No. 1206. 

@4Tq., at 12709. Although there were only 35,000 shares outstanding in the hands of the 
public, the new issue presented the maximum possibility of 100,000 shares of preferred 
stock being converted to the common stock. Mr. Forrestal stated that he did not realize 
that there was such a small amount outstanding and that this factor would have to be 


disclosed today (id., at 12709-10). 
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the public and the balance of over a million shares were held by Mr. 
Williams. During the year 1928 Mr. Williams purchased 9,700 shares 
of this common stock, of which approximately 7,000 shares, or almost 
one-half of the total stock exchange purchases, were purchased by 
Nasco on the stock exchange while only approximately 3,000 shares 
were sold by it on the stock exchange.”® Without attempting to ap- 
praise the precise influence of these trading activities of Mr. Williams 
in the tripling of the market price of Central States common stock in 
1928, it is clear that his operations constituted a substantial factor in 
the price of that common stock and hence in the sale of the preferred 
stock. Thus the corporation used the recently added conversion fea- 
ture as one of the major inducements to sell a preferred stock issue at 
a time when an accurate appraisal of the benefits from this feature was 
being impeded, if not prevented, by the activities of Mr. Willams in 
the common stock. 

The offering circular used for the preferred stock issue of June 1929 
like that for the issue of September 1928, stressed the feature of con- 
vertibility,”°* and pointed out the closeness of the market price of the 
common stock to a point at which conversion would be profitable. 
During the first eight months of 1929 the common stock of Central 
States Electric Corporation tripled in market value,’’ with Nasco’s 
purchases of approximately $33,000,000 over the year 1929 constituting 
a substantial proportion of the total exchange purchases and its sales 
a negligible amount of total exchange sales.“* A relatively small 
amount of common stock of Central States was outstanding in the 
hands of the public since at the beginning of 1929. Mr. Williams 
owned 96% of the common stock of Central States and in July 1929 
his holdings still amounted to 90% of the total outstanding.*** 

Moreover, an additional element of complexity connected with the 
feature of convertibility was injected into the situation in 1929." 


735 Op. cit. supra, note 666, at 12712—21. 

736 The offering circular for the issue of June 11, 1929, emphasized the right of the in- 
vestor to receive quarterly dividends payable in common stock of the company at the annual 
rate of one-sixteenth of a share of common stock per share of preferred stock and the 
latter’s convertibility into a share of common stock at the rate of one share of common 
stock for $118 par value of this preferred stock. The circular also pointed out that the 
present market value of the common stock on the New York Curb Exchange was $110 per 
share (op. cit. supra, note 666, Commission’s Exhibit No. 1235. For offering circular of 
the issue of September 1928, see id., Commission’s Exhibit No. 1228). 

731 The market price of the common stock of Central States Electric Corporation rose some 
15 times from January 1, 1928, to August 30, 1929. A share of this stock had a market 
value of $114 a share by December 31, 1928, and had reached a high of $492 a share by 
August 30, 1929, after adjusting for stock dividends of 100% and 200% (op. cit. supra, 
note 666, Commission’s Exhibit No. 1206. For common stock dividends see Poor’s Public 
Utility Section (1929) p. 1693 and Poor’s Government and Municipal Section (1980) p. 
1086). 

738 Nasco’s purchases of Central States common stock constituted approximately 43% 
of the total exchange purchases in January, 96% in February, 31% in March, over 80% 
in April, 26% in May, 23% in June, and so forth through the year with an average of 
38% for the year. The rises in the market price of the common stock of Central States 
Blectric Corporation coincided with Mr. Williams’ cperations in that stock, the sharpest 
rises occurring as Mr. Williams admitted, when he was most active in the stock (op. cit. 
supra, note 666, at 18124-7, 13344, and 13346). Sales by Nasco of approximately 
$40,000,000 during 1929 were almost entirely off the exchange. (See id., Commission’s 
Exhibits Nos. 1209 and 1252.) 

739 Op. cit. supra, note 666, at 13068, 138315, and Commission’s Exhibit No. 1205. 

™40 The stock dividend and stock split-up policy engaged in by Central States constantly 
changed the outstanding common stock and altered the formula for calculating the con- 
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From February to October 1929 Central States engaged in substan- 
tial ™* trading in and repurchases of the preferred stocks which were 
convertible into its common stock.™? This activity was apparently 
designed, among other things, to prevent the exercise of the rights of 
conversion of the preferred stocks, which then stood as a threat to the 
market price of the common stock, Within five months after Central 
States had raised $10,000,000 through the sale of its preferred stock in 
September 1928, and for four months before and after June IBL, WAY) 
(the date of sale of an additional $10,000,000 of convertible preferred 
stock) Central States was trading in and re acquiring approximately 
$5,000,000 par value of the shares of these particular issues at a cost 
of more than $9,000,000. The assets of the company were thus used 
to repurchase senior securities at prices far in excess of the liquidation 
values of these securities, and in excess of the asset value of such com- 
mon. stock as the company would have had to issue upon exercise of 
the conversion privileges. Since this trading and reacquisition activity 
occurred between annual reports which were issued as of the end of 
the year, the investor would have no means of learning of its existence, 
particularly since the activity was not mentioned in the offering cir- 
cular.“** Furthermore, the amount of senior securities outstanding at 
any one time was thus constantly being increased and decreased at the 
instance of the Board of Directors w ‘ithout the knowledge of share- 
holders, and the assets and earnings applicable to a particular preferred 
stock issue were subject to unpredictable and unknown shifts and 
changes.7*4 


version privilege (see infra, this chapter). The outstanding stock in 1929 represented an 
increase, through split-ups and rights to subscribe, of 120 times the stock outstanding in 
1923. Also the company in 1928 adopted the policy of declaring a dividend each year of 
10% of its outstanding stock (op. cit. supra, note 666, Commission’s Exhibit No. 1203). 

™1 The volume of Central States’ purchases constituted almost 60% of the total shares 
traded in the exchange in one issue, and over 45% of the total shares traded in the other 
issue for the 9-month period. Total purchases in the two issues amounted to almost 
$16,000,000 and total sales to approximately $7,000,000 (id., Commission’s Exhibits Nos. 
1254 and 1255). 

™2 Wor more detailed discussion see Ch. IIT, pp. 960-5. 

43 See offering circular for the preferred stock issue of June 1929 (op. cit. supra, note 666, 
Commission’s Exhibit No. 1235). 

™44 Another example of the constant change in the capital structure of Central States 
without disclosure to the public purchasers of its securities is found in 3 cases in which 
a substantial issue of senior securities was sold to the public without any disclosure in the 
original circulars of the immediate possibility of further issues. In each case within a 
short time an additional issue was made and sold to the bankers selling the original issues 
in an amount approximately sufficient to cover their short position. These original issues 
and the subsequent issues were as follows: 


Date Company Shares 
Septic owlo2saimCentraliStatesu ss ass mewen ee eeeren Ope dives-aals ot heho ss. ai. 100, 000 
OCin me 4928 NR @entralistatecme semen amen ne nnn mamnnn ODN CIV e soe eee eae ere 10, 000 
Nove) 14919285) eA ericani Cities ys sae are Units (OOS Sie awl lie, Moen S ae ny one 
Keb 16,1929 American Citiesess 255555 sees Units{ Gon B Are has eee a a Men 
Mar. 20, 1929 | Electric Shareholdings._____________- Orrin a, 250, 000. 

f ; Conyapicested. te. HO a eee 250, 000 
July 29,1929 | Electric Shareholdings. _._..__.__.__- @onws pices Aerts sine ee 10, 000 


(Op. cit. supra, note 666, at 12729-48, 12751-3, 12760-1 and 13004 et seq. and Commis- 
sion’s Exhibits Nos. 1228, 1239, 1240, and 1249.) 
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(e) Pyramiding of Investment Companies in Group 


The pyramiding of investment companies which was engaged in by 
Central States in 1928 and 1929 also tended to place an intelligent ap- 
praisal of the earnings and worth of the securities issued by the various 
investment companies in the group beyond the capacity of the invest- 
ing public. In this respect Mr. Williams testified : ° 


Q. Well, the fact remains that you have here in Central States a holding 
company superimposed upon a lot of other holding companies, and from an 
investment point of view in Central States, you are probably a long ways away 
from the values in the system, aren’t you? 

A. You mean a long ways away from the operating company. 

Q. Yes. How can you tell what the values are? How can you be so definite and 
certain with intermixed here so many holding companies so far removed from 
your ultimate pillars of investment; namely, your operating companies? 

A. Well 

Q. You get pyramiding on pyramiding and on pyramiding. 

A. Well, I admit that was 'a hard thing to analyze * * *. 


Thus, the earnings of the North American common stock,"* the prin- 
cipal asset of the system, reached the top company, Central States Elec- 
tric Corporation, in varying ratios depending on the leverage from the 
senior securities existing in the particular investment company of the 
group, in which the block of North American common stock was 
held.*7 For example, at the end of 1929 approximately 85% of the 
earnings of the block of North American common stock held by Blue 
Ridge Corporation, would, after allowing for dividends to the senior 
securities of Blue Ridge Corporation, accrue to Shenandoah Corpora- 
tion.” In the case of Shenandoah Corporation, however, after allow- 
ing for payments to its senior securities, only 45% of these earnings 
coming from Blue Ridge Corporation and from Shenandoah Corpora- 
tion’s own holdings of North American common stock would be passed 


™45 Op. cit. supra, note 666, at 12341. Mr. Williams was unwilling to admit that the 
price of Central States common stock was out of line with other stocks in 1929, testifying 
(id., at 12342, et seq.) : 


Q. Then that $680,000,000, if it is realistic, would have to be realistic in terms of 
those ultimate values of the operating companies ? 

A. Right. If you are taking it on the basis of liquidating value. 

Q. Well, take it on the basis of investment. 

A. Well, take operating companies at that time. They were selling higher than the 
stock of operating companies that were ever sold. 

Q. How about on the basis of return of investment? 

A. They were selling on that basis of 40 and 45 times the earnings, which would be 
about what? 

Mr. JoHNSON. 214 percent. 

Q. Well, on the basis of the earnings—perhaps you aren’t prepared to answer this, 
Mr. Williams—on the basis of the earnings in the underlying properties in the system, 
is this $680,000,000 out of line? Is that fantastic? 

A. Well, only to the extent that the prices of all stocks were out of line in 1929. 


746 The North American Company in 1929 was itself a utility holding company with senior 
securities outstanding. Its earnings were derived from operating companies which also had 
senior securities outstanding. (Moody's Manual of Investings, Public Utility Securities, 
1930, p. 2397.) 

747 See supra, Chart 8, p. 1684, and op. cit. supra, note 666, Commission’s Exhibit No. 
1207 and Respondent’s Exhibit No. A. 

™48 7. e., since Shenandoah held roughly 85% of the common stock of Blue Ridge Corpora- 
tion on December 31, 1929 (Reply to the Commission’s questionnaire for Blue Ridge Cor- 
poration, Pt. VIII). See also Chart 8, p. 1684. 
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on to Central States. To the earnings of North American common 
stock which had been received by Central States Electric Corporation 
from Blue Ridge Corporation and Shenandoah Corporation as above 
described would be added the earnings received directly from Central 
States’ own holdings of a substantial amount of North American com- 
mon stock and its 70% interest (after dividends for senior securities) 
in the block of North American common stock held by American Cities 
Power & Light Corporation. Thus the earnings from the major invest- 
ment of the system would be reflected in the top investment company, 
Central States, in different percentages and with varying leverage,"*° 
the determination of which would involve intricate mathematical cal- 
culations, even if all the information were available. 


(f) Circular Ownership and Cross Holdings in Group 


Further complications were added because, beginning in 1929, Cen- 
tral States Electric Corporation and Shenandoah Corporation held 
substantial blocks of each other’s common stock. In addition, there 
was circular ownership between Central States Electric Corporation, 
Shenandoah Corporation, and Blue Ridge Corporation. Central 
States held the common stock of Shenandoah Corporation, which, in 
turn, held common stock of Blue Ridge Corporation, which, in turn, 
held common stock of Central States Electric Corporation.” The 
effect of such cross and circular holdings is to duplicate values and to 
inflate the amount of earnings and of assets unless eliminations were 
made.**° To eliminate the improper effect of these cross holdings and 
to reflect the true underlying values of the securities, a complicated 
formula, submitted by the accountants, was first authorized December 
31, 1929, and had to be amended twice thereafter.7** However, this 


™49 J, e., since that was the approximate percentage of Central States’ ownership of 
Shenandoah Corporation’s common stock (Reply to the Commission’s questionnaire for 
Shenandoah Corporation, Pt. VIII). 

750 Wor a discussion of leverage and its effect see Pt. One (House Doc. No. 707, 75th Cong.), 
pp. 28-9 and Ch. I of this part of the report, pp. 12-13. See also text of Central States 
Annual Report for 1929 which considered the high leverage ratio of the common stock 
“advantageous.” : 

1 Op. cit. supra, note 666, Commission’s Exhibits Nos. 1207 and 1356 and Respondent’s 
Exhibit No. A. 

72 In respect to the attitude prevailing in 1928 and 1929 towards the simplification of 
capital structures in this respect, Clifford F. Stone, president of Shenandoah Corporaton and 
Blue Ridge Corporation, testified (op. cit. supra, note 666, at 13290) : 

_Q. Let’s get away from the personal point of view down to the investor’s point of 
view. 

Don’t you think as you look back, Mr. Stone, that it is sound and enly proper that a 
corporation should have such a capital structure that any investor can very easily figure 
out the relative value of his particular share of stock? 

Well, I don’t know. I don’t recall that that particular consideration, Mr. 
Smith, was a factor of any considerable extent in our accounting department or 
organization in any of our companies. 

Your question, it seems to me, bears directly on the calculation of the asset values 
and I may say that in 1929 asset value was not by any means the most important ele- 
ment in our minds in evaluating a stock of this type. 

Q. You mean the net liquidating asset value of the stock was not primary in your 
mind. Is that right? ; x 

A. Well, I would say it was a factor, but not a primary factor. 

73 Id., Commission’s Exhibit No. 1266. The resolution of December 31, 1929 provided 
(derived from supplementary information supplied the Commission for Central States Electric 
Corporation (item 13)): 

Resolved, That the officers of the Corporation, in collaboration with counsel amd 
accountants, be authorized and instructed to devise a formula for use in valuing assets 
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formula was of such a complicated nature as to be beyond the ken of 
the ordinary investor. Even the president of the company admitted 
his incapacity to apply properly this formula. Concerning the effect 
of the organization of Shenandoah Corporation and of Blue Ridge 
Corporation in July and August of 1929, respectively, Mr. Stone, 
president of these companies, stated : 4 


Q. There is no question, about the fact that Shenandoah and Blue Ridge com- 
plicated the capital structure of the Central States systeny, is there? 

A. Well, the formation of these companies added to the size of the picture 
and added certain features to the financial structure, looking at it from top to 
bottom. 

Q. It complicated it so much that the auditors had a hard time working out a 
formula, didn’t they, to determine the actual value of the cross holdings in the 
system? 

A. Yes. 

x ra e * ® * * 

Q. Could you work it out? 

A. I say it would. be hard for me, or for any accountant probably it would be 
difficult. 

% bd * * cd * * 

Q. Wouldn’t it be impossible for the average investor to work out the actual 
value of the respective holdings of Shenandoah and Central States after the 
formation of Shenandoah, with their cross holdings? 

A. Giving effect to that cross holding reserve formula? 

Q. Yes. 

A. I should say it would be difficult for the average person to do it. It would 
be difficult for me to do it, I should say. 

Q. You were president of the company and you said it would be very difficult 
for you to do it? 

A. Difficult in the sense that is the type thing that I, as president of the 
company, did not undertake to do and would not undertake to do. I looked 
upon that as an accounting matter to be handled by the accountant, the same 
as the accountants handled a great many other features of the corporation’s 
affairs. I didn’t undertake to do it and wasn’t capable of doing it personally. 


(g) Stock Dividends 


Not only did it become virtually impossible to determine the value 
of the assets of Central States Electric Corporation, but a realistic 
understanding of the company’s actual earnings was difficult because 
of the stock dividend policies that were followed by Central States 
and other investment companies in the group and by The North 
American Company.”*> Mr. Williams had been instrumental in 1923 


of this Corporation, having for its purpose the creation of a reserve estimated to 
adjust the effect of any ‘‘cross-holding” of stock represented by a_ substantial interest 
of this Corporation in the common stock of another company which in turn has a sub- 
stantial interest in the common stock of this Corporation; and | 

Resolved, That the officers and accountants of this Corporation be authorized and 
instructed to apply and make use of such formula as may be devised pursuant to the 
foregoing resolution. 

754 Op. cit. supra, note 666, at 138283-5. 

5 The stock dividend policy of The North American Company had other complicating 
factors. Since subsequent to 1922 Central States’ principal asset lay in the common stock 
of The North American Company, which from 1923 had declared stock dividends only, the 
cash earnings of Central States became inadequate to meet the interest and dividend 
requirements: on its increasing amount of senior financing. However, for the two years, 
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in inaugurating a 10% periodic stock dividend policy by The North 
American Company, which was later adopted by Central States itself 
and the other investment companies in the group ™° with the result 
that for the period 1927 to 1985 stock dividends constituted almost 
the entire income of Central States,7°” with common stock dividends 
from The North American Company as the most important single 


item,”°§ 
One problem presented by the payment of periodic stock dividends 


is that such payment tends to establish a regular stock dividend rate, 
the market value of which when paid may greatly exceed the amount 
of the actual earnings of the company as was the case in respect to the 
North American Company. Thus the securities of the company 
paying stock dividends will appear “unduly attractive to the un- 
intelligent buyer, who is deceived by the high cash value of the cur- 
rent payments in stock” since it “requires some insight into corpo- 
rate accounting methods to realize the true significance of such stock 
dividend payments.” The ordinary stock dividend policy may 
also create a vicious circle of inflation, since the higher the market 
price the greater the apparent value of the stock dividends paid 
which in turn may lead to a higher market price of the stock itself.” 
An even greater disproportion between the market price of common 
stock dividends and actual earnings tended to exist in respect to the 


1927 and 1928, Central States paid out in cash dividends approximately $1,500,000 on its 
preferred stocks and approximately $2,200,000 on its common stock (op. cit. supra, note 
666, at 12630). Central States also paid cash dividends on its common stock in 1929 
and 1930 (reply to Commission’s questionnaire for Central States Electric Corporation, 
Pts. II and V [item 39]), of which sum roughly 97% went to Mr, Williams by virtue of 
his common stock holdings in that percentage. 

Yet to pay cash dividends on its outstanding common and preferred stock Central States 
in one instance at least raised funds by selling preferred stock to the public. The $10,000,- 
000 raised ‘from the issue of preferred stock on September 5, 1928, was used not only to 
buy more North American common stock, but was also used, as Mr. Kilmarx admitted, 
“to pay dividends on common stock to the extent of $2,000,000" (op. cit. supra, note 666, 
at 12633-4). The offering circular for this issue stated “the proceeds * * * are to 
be used to acquire additional investments, and for other corporate purposes” (id., Com- 
mission’s Exhibit No. 1228). 

ee Td., at 12528 et seq. and Commission's Exhibits Nos. 1205, 1239, 1240, 1243, 1259, 
1267, and 1288. 

“7 Wor the period 1927-35 Central States’ ordinary income from stock dividends, taken 
at their market values at or about the record dates, was approximately $49,500,000 
(before appropriations of some $28,000,000 in reduction of the book values of these stock 
dividends), while its cash income was only approximately $5,000,000. Over the period 
its interest payments on funded debt and other similar items were over $17,000,000, its 
cash dividend payments on preferred stocks roughly $5,000,000, and its cash dividends on 
common stock $8,500,000 (reply to Commission’s questionnaire for Central States Blectric 
Corporation, Pt. II). 

m8 Op. cit. supra, note 666, Commission’s Exhibit No. 1287. 

9 Graham, Benj., and Dodd, D. L., Security Analysis (1934), pp. 344-5, which shows 
that from 1924 through 1932 the market value of the 10% periodic stock dividends of 
The North American Company exceeded the earnings per share of that company each year 
and in 1929 by more than twice the amount of the actual earnings of the company. 

60 As was stated by Messrs. Graham and Dodd, the result of such an arrangement is 
“deceptive and supplies an unwholesome impetus to riotous speculation as well as to 
thoughtless investment.” The relation of this policy to investment companies, and par- 
ticularly to Central States Electric Corporation, is pointed out as follows (id., at 846-7) : 

Example of Vicious Pyramiding on Stock Dividends.—During the boom years periodic 
stock dividends were made the medium of an especially vicious pyramiding of 
reported profits. An operating company would pay out stock dividends with a market 
value more than its current earnings, and in turn an investment trust or holding 
een eee report these stock dividends as income in an amount equal to the 

arket ve ; 
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common stock of The North American Company, Central States, and 
other investment companies in the group because of the strong in- 
fluence of the trading and distribution activities engaged in by Nasco, 
Central States, and other affiliated companies or persons, already 
mentioned. 

The treatment of stock dividends received by Central States in 1928 
and 1929 during the major period of the sale of securities by the group 
tended to reflect these distorting influences, since stock dividends re- 
ceived by Central States were treated as income and were earried at 
their approximate market value immediately following the record date 
for each dividend,’ practices not generally followed today." While 
that part of the portfolio acquired through purchases was sarried at 
cost, the other part received as stock dividends was carried at market 
prices prevailing at the time of payment, thus giving effect to stock 
dividends as actual earnings when in fact they had not been realized 
in cash. Moreover, the dangers existing from such treatment of 
periodic stock dividends were greatly augmented in respect to Central 
States because it was the top company in 1929 of a pyramided system 
of a number of related companies paying periodic stock dividends." 
The importance of this treatment of stock dividends is illustrated by 
the offering circular of Central States for the use of $25,000,000 of 
debentures in September 1929 which showed the company’s annual 
interest requirement after the new issue to be $2,300,000 and the in- 
come available to meet these charges to be $19,300,000. Yet the detail 
respecting this available income showed that cash dividends repre- 
sented only $800,000, that approximately $12,000,000 came from stock 
dividends (largely from taking the common stock of The North 
American Company in income at its market value following the record 
date for each dividend) and that $7,600,000 came from the uncertain 
item, profit on the sale of securities." 


(h) Lack of Relation of Asset Value to Market Prices 


As a result of these financing transactions, rising security markets, 
various trading operations, and concentrated distribution activities by 


761 Subsequently, however, namely, as of December 31, 1929, Central States changed this 
method of valuing stock dividends by setting up a reserve for the excess of their book 
value over their market value at that time. In 1930 and subsequent years a complete 
reserve was set up against stock dividends as income. While Mr. Kilmarx, president of 
Central States, refused to admit that this treatment of valuation of stock dividends was 
an unsound method, was misleading, or that the corporation had in effect admitted the 
unsoundness of the practice by its later change in method, he did not contend that it was 
standard practice today (op. cit. supra, note 666, at 12639). 

7 Over three-quarters of a group of 69 investment companies examined for their account- 
ing practices did not treat stock dividends as income over the period 1927-35. For a more 
complete discussion of Central States in this respect, see Ch. VI of this part of the report, 
See. I, B, 16, a. A common method prevailing at the time and today is to add shares 
received as dividends to the investment account at no value, thereby reducing the average 
cost of all the shares in the same security account. 

762 See supra, Chart 8, p. 1684. 

764 Op. cit. supra, note 666, Commission’s Exhibit No, 1237. The offering circular for the 
issue of $20,000,000 of debentures of December 27, 1927, showed that the interest require- 
ments after the issue would be $1,000,000, yet the cash dividends available in 1927 were only 
$55,500. The offering circular nevertheless indicated available earnings of about $5,000,000, 
of which over $4,000,000 was derived from taking the stock dividends of The North 
American Company at their market value when received, while $881,000 was “other income” 
(id., Commission's Exhibit No. 1222). 
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Harrison Williams and other sponsors of the investment companies in 
the Central States group and of other factors generally present in this 
1928-1929 period,’ the aggregate market price of all the outstanding 
security issues of Central States rose from $44,000,000 as of January 1, 
1928 to over $730,000,000 as of August 30, 1929.° Of this increase in 
market value, less than $75,000,000 was attributable to new capital 
raised by the public sale of securities issues of Central States.767 The 
success of Mr. Williams in achieving one of his objectives, namely, to 
increase the market price of Central States common stock, is illus- 
trated by a comparison of the market behavior of that stock with the 
common stock of The Northern American Company, Central States’ 
principal asset. A hundred dollars invested in 1923 in North Amer- 
ican common stock would have represented a market value of about 
$1,650 by August 30, 1929, yet a hundred dollars invested in 1923 in the 
common stock of Central States would have had a market value of 
$53,991 as of August 30, 1929, or over thirty times as much as the 
hundred-dollar investment in the North American common stock.?® 
The aggregate market price of all the outstanding Central States com- 
mon. stock alone rose to $680,000,000, or three times its underlying 
asset value—a premium of 200%.7°® Mr. Williams at this time owned 
approximately 90% of all the outstanding common stock, or a block 
of common stock with an aggregate market price of over $610,000,000. 

Since the underlying net asset value was determined by marking 
down Central States’ holdings of the securities of the other investment 
companies in the group to the asset values of such securities and taking 
all other securities at market,’ its calculation does not take into 
account any inflation that may have existed in other than investment. 
companies in the group, such as in the common stock of The North 
American Company. However, the securities of Central States were 
not sold on the basis of this underlying net asset value, but rather were 
sold on the basis of taking Central States’ holdings of securities of 
affiliated companies in the group at their market values. Thus the 
circular for the $25,000,000 of debentures sold in September 1929 rep- 
resented that Central States’ assets at market value were in excess of 
$350,000,000 as of September 6, 1929. This figure obviously repre- 
sented a substantial increase over the underlying net asset value of the 
Central States’ assets, since seven days earlier, the date for which 
figures are available, more than 25% of the market value of its assets 
represented inflation traceable to carrying the securities of other com- 


765 Wor a description of this period in investment-company history see Ch. I of this part of 
the report, pp. 2-17. 

76 Op. cit. supra, note 666, Commission’s Exhibit 1206. The aggregate market value 
of the outstanding securities of Central States Electric Corporation and affiliated investment 
companies in August 1929 amounted to almost one billion dollars and represented a premium 
of about 2% times the consolidated net assets of the companies in the group (id., Commis- 
sion’s Wxhibit No. 1247). 

767 See supra, note 707. 

768 See Ch, I of this part of the report, pp. 16=17, 

7 By August 30, 1929, the assets of Central States were $253,700,000 at underlying asset 
values, of which~$211,200,000 was applicable to the common stock (op. cit. supra, note 666, 
Commission’s Exhibit No. 1206). This calculation was; made by taking the securities of 
affiliated companies in the portfolio of Central States at their asset value and the remaining 
securities in the portfolio of Central States at their market values (ibid.). 

Wor an illustration of the premiums existing in the various companies in the System. 
see supra, Chart 8, p. 1684. 
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panies in the group at their market value instead of at their underly- 
ing net asset value.”™ im 

Chart 9 illustrates not only the many complexities that existed for 
the investor in the Central States group at about its peak size, Sep- 
tember 30, 1929, but also the premium of some $420,000,000 which 
the market price of the common stock of Central States represented 
over its underlying net-asset value. Two-thirds of the total market 
value of the common stock of Central States was represented by this 
premium, which reflected not only its own premium in market price 
but also the premiums that existed in the market prices of the securi- 
ties of the other investment companies in the group which were held 
directly or indirectly by Central States.” Chart 9 further illustrates 
the interlocking relations between the various companies in the group, 
the remoteness of Central States from the basic sources of earnings, 
the operating companies owned by The North American Company ; 
and indicates how any inflation or distortion of earnings or market 
prices in any one of the underlying companies in the group would be 
carried into and magnified in the top company. Finally, it illustrates 
the numerous personal holding companies (New Empire Corp., Fed- 
eral Utilities, Inc., Rector Utilities Corp., Columbia Utilities Corp., 
Electric Investment Corp., Utilities Securities Corp), as well as the 
distribution company (Nasco), which were owned by Mr. Williams 
and used by him in controlling the Central States system im 1929.77 


(4) SUBSEQUENT EXPERIENCE OF CENTRAL STATES 


It is clear that the major period of sale of securities of the com- 
pany occurred under circumstances which obscured and distorted the 
investment merits of those securities and the real worth of the com- 
panies’ assets and earnings. A number of factors—the marketing of 
securities, repurchase activities, trading accounts in the Central States 
stock in the various investment companies in the group and in the 
common stock of The North American Company, the payment and 
treatment of stock dividends, conversion privileges, pyramiding of 
companies—all resulted in the market prices of Central States securi- 
ties having little relation to their underlying earnings or asset values. 
While it is not possible to state exactly the degree of causal relation- 
ship between these complicating factors and the collapse in 1929 and 
thereafter of the market and asset values of Central States’ securities, 
nevertheless that they contributed to this collapse is beyond question. 

With the general decline in values following the market collapse of 
1929, the securities of Central States Electric Corporation experienced 
a severe shrinkage, both assetwise and marketwise. By 1932 the assets 


™ Ag of August 30, 1929, Central States’ assets at market value were approximately 
$346,500,000, while by taking the securities of affiliated companies in the group at their net 
asset value, its assets aggregated $253,700,000 (op. cit. supra, note 666, Commission’s 
Exhibit No. 1206). 

“2 This premium does not include, however, the premium from any excess of market value 
over underlying values of the outstanding securities of The North American Company and 
subsidiaries, the market value of which was approximately twice their book value at this 
time. 

7 A list of controlled companies from January 1, 1927, to December 31, 1936, was derived 


from supplementary information supplied the Commission for Central States Hlectrie Cor- 
poration. 
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of Central States at market values were $40,000,000, and were less than 
sufficient to cover the face amount or par value of its outstanding 
senior securities."“* As of June 30, 1938—when the principal invest- 
ment of Central States still lay in the common stock of The North 
American Company—the investment company reported assets (con- 
sisting of a relatively small amount of cash and securities taken at 
market values) of but slightly more than $19,700,000 with over $56,- 
000,000 of its own senior securities outstanding, although as of Sep- 
tember 1929 its assets at market values were over $350,000,000 and it 
had senior securities outstanding of $73,233,600." The market ap- 
praisal on June 30, 1938 of the outstanding senior securities was, 
roughly, only one-quarter of their principal or par value, and but 70% 
of the assets available to meet their claims, as follows: 77° 


Principal 
Value of out- 
amount or par : 
value of out- ast aa spangine ae 
standing secur- Ome) |) Gute ie gi 
ities market 
Funded debt: 
OO OEDSs c AUCH O48 eee ee en: oan an ae me eer apenas po $13, 120, 000 347% $4, 575, 600 
AGH COS) ClO NOG oa ec nea sso soncebocseonsceseecessed 23, 099, 000 3414 7, 969, 155 
O10}; ANS) COO)! |e sci 12, 544, 755 
Preferred stock: 
TOY ip ONG se ee a ele rag ee ear Re ane 6, 888, 000 14% 997, 600 
GODT Cerne ee ee oe ee ee ct eae Ses cole 9, 484, 000 54% 521, 620 
OLGA TOR LOTS PTO WAS eae 2 eo 1, 531, 300 8 122, 504 
COM IDiGls (QHIGED) <n eo echoes oes Seoecewase cae 3, 166, 100 638 201, 839 
P2168) G4 00m | nee 1, 848, 563 
@ommontstockssenaeen == team ene nae wie nel aed ones UN eee, © 110), 10}, O70) |aaossscsasce 5, 684, 1380 
20, 072, 448 
o Shares. 


Furthermore, Central States Electric Corporation had been con- 
structed after 1922 mainly around its acquisition and ownership of the 
stock of The North American Company, and its interest in this utility 
company had been frequently utilized as a sales feature in the market- 
ing of securities to the public. Yet by the end of 1938, Central States 
substantially reduced its direct and indirect interest in The North 
American Company, until at the close of 1938 its aggregate holdings 
dropped to but 8.18% of this stock, the reduction having been occa- 
sioned apparently by Central States’ policy to avoid its coming within 
the provisions of the Public Utility Holding Company Act of 1935.77 
As of June 380, 1939, Central States owned less than $12,000,000 in 
assets comprising cash and investments taken at market prices, while 
it had outstanding $27,479,000 in debentures and more than $21,000,000 


™ Op. cit. supra, note 666, Commission’s Exhibit No. 1206. 

™ Td., Commission’s Exhibit No, 1287, and Interim Report to Stockholders, June 30, 1938. 

™6 Interim Report to Stockholders, June 30, 1988, and Bank and Quotation Record, July 
19388. 

77 Annual Report to Stockholders, 1938. 
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in issues of preferred stocks.”"* Thus, if the outstanding debentures 
had been due June 30, 1989, instead of in 1948 and 1954, respectively, 
the company would have been insolvent.’ 


V. SPECIFIC INEQUITIES OF MULTIPLE-SECURITY 
CAPITAL STRUCTURES 


The previous sections have treated the advantages which are avail- 
able to the sponsor, and the disadvantages to which the general invest- 
ing public is exposed, from the very inception of the multiple-security 
investment company, by virtue of the innate characteristics of that 
type of structural set-up. Many sponsors secured to themselves con- 
trol of investment companies, although they contributed a minimum 
part of the total investment in these organizations; arranged to obtain 
for themselves the major share in earnings and profits; and provided 
themselves with the possibility of a facile and advantageous retire- 
ment from the company. The capital set-up, on the other hand, from 
the very organization of the multiple-security company has dis- 
franchised a large proportion of the investors; has provided inade- 
quate coverage and safeguards for the senior securities; has rendered 
possible the prospective selling of the investor “down the river”; has 
inflicted upon the general investors, collectively, exposure to the greater 
part of losses in operation; has prompted the sponsor to a speculative 
policy in the management of the company; and has produced, in many 
instances, so intricate and complicated a structure as to deprive the 
ordinary investor of an understanding of his rights. 

The respective advantages and disadvantages discussed above attach 
from the formation of the company by the sponsors and flow immedi- 
ately from the intrinsic character of the multiple-security structure 
as the latter has manifested itself in the investment company field. 
In that sense they may be said to be inherent in the common pattern 
of the multiple-security structure. 

Moreover, the existence of two or more classes of securities, permits 
the sponsor, throughout the hfe of the company, to adopt specific 
measures and practices which may be favorable to-one class of securi- 
ties and prejudicial to interests of another class of securities or to the 
company asa whole. It permits the management, frequently, to cause 
the company to engage in activities which have a discriminatory effect 
between classes of securities and which tend to favor the shareholdings 
of the management. For example, a management may distribute to 
junior securities dividends out of contributed capital or capital gains 
to the prejudice of senior securities; may utilize the power of “calling” 
senior securities for redemption in order to shift asset values from the 
senior security holders to the junior security holders; may embark 
upon a policy of repurchases of outstanding security issues tending to 
cause an unnecessary asset loss to one class of security holders and 
a corresponding gain in assets to another class; may utilize the funds 
of the investment company to repurchase senior securities at a premium 
in order to facilitate its own market operations in the common stock; 


™S Interim Report to Stockholders, June 30, 1939. 
“ For a discussion of the payment of interest on these debentures out of capital assets 
during recent years, see infra, pp. 1807-19. 
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or may prefer one group of security holders in repurchases of its own 
securities, it mee? 

A management may seriously weaken the existing priority of a pre- 
ferred stock through contracting bank debts which are entitled to a 
prior lien on assets or, in the absence of adequate safeguards, by the 
assumption of a bond issue of an affiliated company or by the issuance 
of bonds or another class of preferred stock with equal or superior 
privileges. Through the voting power which it may wield, a manage- 
ment can effect exchange programs, consolidations, and mergers 
through which the senior security holder receives a new security which 
has less asset value or less protective provisions than that which he 
surrenders. Managements, or interests associated with them, have de- 
pressed the market price of a preferred stock of their own company 
in order that they might effect private purchases of those securities 
cheaply and then exercise the power to effect liquidation of the com- 
pany with a resultant profit equal to the difference between the market 
price and the asset value of the prefered stock. 

The right held by preferred stock to vote or to take over the man- 
agement upon certain contingencies has been evaded or nullified by 
practices initiated by existing managements. The most significant 
right of the senior security holder—the right to receive full pay- 
ment of the principal or specified sum upon dissolution and liquida- 
tion—has in many instances proved illusory because of the dissipa- 
tion of assets of the company and “unloading” of dubious securities 
and assets upon the company by the management. 

These activities of managements have been more injurious to 
preference stock and debenture holders than to the common stock- 
holders. The debenture holders have, in addition, been exposed 
to additional inequities, particularly with respect to the protective 
features of this type of security. 

The succeeding sections will present illustrations of inequities which 
have resulted from or have been greatly facilitated by capital struc- 
tures of more than one class of securities. 


A. Specific Inequities in Relation to Preference Stocks 


1. DISTRIBUTING ASSETS BY WAY OF DIVIDENDS TO 
THE PREJUDICE OF SENIOR SECURITY HOLDERS 


Payment of dividends is a distribution of the assets of the company 
in which all security holders have a present, future, or contingent 
interest. In the case of a single-stock company, payment of any 
dividend results in a uniform distribution of assets to all security 
holders and whether the payment is out of earnings or out of capital, 
no discrimination between stockholders exists. Although partial 
liquidation or a diminution of the working capital may be brought 
about by the payment of dividends out of capital in the case of a 
single-stock company also, yet such distributions affect equally all 
who have a proprietary interest in the company and do not contain 
any elements of favoritism or discrimination between classes of 
stockholders.? 


' Distribution of dividends out of capital as a possible wrong against creditors is not 
considered at this point. 
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In a multiple-security company, the extent and quality of the 
rights and claims of the various classes of securities against the 
assets of the company differ. Hence, the disposition of assets by a 
company by way of dividends to any class of stock is of vital im- 
portance to all the other classes and may readily constitute a serious 
wrong to other classes of securities which may be entitled under 
the circumstances to have the assets retained. That the manner in 
which assets of the company are to be distributed in the form of 
dividends among the various classes of security holders is all-im- 
portant is proved by the fact that the charters generally provide 
that no dividends may be paid to so-called “junior securities” until 
certain specified dividends have been paid to so-called “senior se- 
curities.” This “priority” right to dividends alone may be insufficient 
to protect or safeguard the senior securities, as the company might, 
in the absence of any other limitation, pay the specified limited 
dividend on the preferred stock and transfer a substantial part of 
the remaining assets of the company, in the form of dividends, to 
the junior classes of stock. State statutes at the present time do 
not permit an absolutely unhampered freedom in the payment of 
dividends. However, the corporation laws do generally permit a 
degree of freedom of action which allows a management to dis- 
tribute as dividends to junior security holders assets which in all 
fairness should be retained intact by the company for the protection 
and safeguarding of the senior securities. 


a. Payment of Dividends to Common Stock or a Junior Preferred 
Stock out of Contributed Capital 


The difficulties inherent in the existence of more than one class of 
stock are illustrated by the not uncommon practice of distributing 
to junior securities dividends which constitute in fact, although not 
in form, capital contributed to the company, instead of earnings of 
the company. The management of the company, which may have a 
much greater pecuniary interest in the common stock than in the 
senior securities, may be motivated to distribute dividends to the 
common stock even though the company has not a surplus over the 
invested capital from which to distribute them. However, if divi- 
dends are paid to the common stockholders out of capital contribu- 
tions a serious injury would be perpetrated upon the preferred stock- 
holders when the latter are deprived of that margin of safety or 
“capital cushion” consisting of the fund paid in by the common stock 
upon the existence of which the preferred stockholders rely in pur- 
chasing their stock. Of course, this injury would be more acute if 
edna sands were paid from capital contributed by preferred stock- 

olders. 

The continued existence of the cushion for the preferred stock, 
which is thus diminished by the payment of common dividends, is 
of vital importance to the preferred stockholders in at least two 
respects: (a) As a margin of protection against the impairment 
through subsequent losses of the capital contributed by the preferred 
stock itself, and (b) as part of the working capital of the company, 
in addition to that contributed by the preferred stock which could be 
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used to increase the corporate earnings available for preferred 
dividends.? 

Those distributions of dividends to a junior preferred stock which 
operate as an impairment of the contributed capital are as preju- 
dicial to the holders of a prior preferred stock as such distributions 
to the common stock are to every senior security. The “cushion” with 
which that prior preferred stock has been provided and the working 
capital which the company is supposed to have at its disposal are 
diminished.’ 

The corporation laws of many states purport to protect the “cap- 
ital” of the company from distribution as dividends,‘ but the “cap- 
ital” which is thus protected is not the entire consideration received 
by the company for the sale of its securities, but only that part of the 
consideration received which may have been designated by the man- 
agement as “capital” in accordance with provisions of state statutes 
that permit the creation of “stated capital” and “paid-in surplus.” ® 
The par value stock is often sold at a so-called “premium” or at a 
price above the par value of the stock and the excess is treated as 
paid-in surplus. In the case of no par value stock most corpora- 
tion statutes permit the directors of a corporation, in their discretion, 
to allocate a portion of the contribution received for such stock to 


2In some instances the junior preferred is largely a “management” stock retained, like a 
substantial part of the common stock, by the sponsoring and controlling interests. See 
United States & Foreign Securities Corporation, supra, p. 1598-1602. 

8 Graham, Benj., and Dodd, D. L., Security Analysis (1984), pp. 224-277. See the Com- 
mission’s Report on the Study and Investigation of the Work, Activities, Personnel and 
Functions of Protective and Reorganization Committees, Part VII, Sec. III. 

#“The directors of every corporation created under this Chapter, subject to any restric- 
tions contained in its Certificate of Incorporation, shall have power to declare and pay 
dividends upon the shares of its capital stock either (a) out of its net assets in excess of 
its capital as computed in accordance with the provisions of Sections 14, 26, 27, and 28 
of this Chapter, or (b), in case there shall be no such excess, out of its net profits for the 
fiscal year then current and/or the preceding fiscal year; provided, however, that if the 
capital of the corporation computed as aforesaid shall have been diminished by depreciation 
in the value of its property, or by losses, or otherwise, to an amount less than the aggre- 
gate amount of the capital represented by the issued and outstanding stock of all classes 
having a preference upon the distribution of assets, the directors of such corporation shall 
not declare and pay out of such net profits any dividends upon any shares of any classes 
of its capital stock until the deficiency in the amount of the capital represented by the 
issued and outstanding stock of all classes having a preference upon the distribution of 
assets shall have been repaired” (Delaware Corporation Law, Sec. 34, as amended in 1927). 

5Thus the Delaware Corporation law authorizes the payment of dividends (1) from net 
assets in excess of management-allocated ‘capital’ or (2) from the net profits of the cur- 
rent or preceding fiscal year provided that the net assets are not less than the aggregate 
amount of “capital” allocated by the directors to all classes of securities having a preference 
upon the distribution of the corporation’s assets (Delaware Corporation Law, Sec. 34). 

6 Dewing, A. S., Financial Policy of Corporations (3d rey. ed., 1934), pp. 585-8; Mont- 
gomery, R. H., Financial Handbook (2d ed., 1932), pp. 570-1. The Delaware law provides 
as follows: 


Any corporation may by resolution of its Board of Directors determine that only a 
part of the consideration which shall be received by the corporation for any of the 
shares of its capital stock which it shall issue from time to time shall be capital; 
provided, however, that, in case any of the shares issued shall be shares having a par 
value, the amount of the part of such consideration so determined to be capital shall 
be in excess of the aggregate par value of the shares issued for such consideration 
having a par value, unless all the shares issued shall be shares having a par value, in 
which case the amount of the part of such consideration so determined to be capital 
need be only equal to the aggregate par value of such shares. In each such case the 
Board of Directors shall specify in dollars the part of such consideration which shall 
be capital (Delaware Corporation Law, Sec. 14, Del. Rev. Code (1985), ¢. 65, § 28). 
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paid-in surplus.’ In general the directors may declare dividends 
out of such paid-in surplus. Investment companies in the great 
majority of cases have been incorporated in states permitting the 
allocation of a portion of contributed capital to paid-in surplus and 
the payment of dividends therefrom. Whenever the directors are 
empowered to designate a part of the capital contributed by the pre- 
ferred stockholders, as well as that contributed by the common stock- 
holders, as such paid-in surplus, the management is in a position to 
return to common stockholders as dividends part of the capital in- 
vested by them in the company and, should it desire to go so far as 
to distribute to common stockholders part of the consideration paid 
into the company by the preferred stockholders.” Thus at the very 


7 Weiner, Amount Available for Dividends Where No-Par Shares Have Been Issued (1929), 
29 Columbia Law Review 906 et seq. See also Note, 31 Columbia Law Review 844; 11 
Fletcher, Cyc. Corp., Sees. 5080 and 5125. Some statutes apparently prohibit such aloca- 
tion (Wisconsin Statutes, S. 182.14, cf. Kansas General Statutes, 1985 § 17-308, —312). 
Another state law provides that such allocation may be made with respect to the consider- 
ation received for common stock but not preferred stock or special stock (Colorado Stat. 
Anno., 1935, c. 41, § 12). Some statutes merely provide that a corporation may issue no 
par shares for such consideration as may be determined by the directors and make no pro- 
vision concerning allocation of such consideration to capital and paid-in surplus (North 
Carolina, Michie’s 1931 Code, § 1167; Oregon Code, 1930, § 25-225, —227; lowa Code, 1935, 
§ 8419; Kentucky, Carroll’s Statutes, Baldwin’s Rev., 19386, § 564-2; Texas Rev. Civil 
Statutes, Art. 1538c). In the latter instances, according to judicial interpretation, the 
charter may provide for such allocation of proceeds (Lewis v. Oscar C. Wright Co., 284 Ky. 
814, 29 S. W. (2d) 566 (19380) ). 

8 Note, 31 Columbia Law Rev. 844-5; Weiner, op. cit. supra, note 7, at 906 et seq., and 
Weiner, Theory of Anglo-American Dividend Law, 29 Columbia Law Rev., at 471-472. A 
survey of the state statutes reveals that some 20 state corporation statutes expressly 
permit the creation of paid-in surplus and payment of dividends therefrom. In other states 
permission may only be implied. Some state statutes require that the source of such divi- 
dends must be disclosed, but no other limitation is expressed (Ohio General Code, § 8623-88 ; 
Virginia Code, § 3840, as amended by Session Laws of Virginia, 1932, p. 132; Louisiana 
Business Corporation Act of 1928, § 26. See Minnesota Business Corporation Act, § 21, 
permitting dividends only on preferred stock if such stock has been issued). In some states 
the corporation laws restrict the payment of dividends out of paid-in surplus to dividends 
on preferred stock (Michigan General Corporation Act, § 22, as amended by P. A., 1985, No. 
194; Pennsylvania Business Corporation Law, § 704; California Civil Code, § 346, as 
amended by Laws 1988, c. 533, § 49; Tlinois Business Corporation Act, § 41). Disclosure 
of the source of these dividends is required (ibid.). Some statutes provide that corpora- 
tions having no par stock may pay dividends only out of “net profits or surplus earnings” 
(Missouri Revised Statutes, 1929, § 5107; New Mexico Statutes, Anno., Comp. of 1929, § 
82-135 ; Kansas General Statutes, 1985, § 17-808). It has been suggested that even in these 
cases dividends may be paid out of paid-in surplus. See Weiner, op. cit. supra, note 7, at 
906 et seqg., but cf. American Ref. Co. v. Staples, 260 S. W. 614 (Tex. Civ. App. 1924). 
The Wisconsin statute apparently prohibits the payment of dividends out of surplus. (See 
supra, note 7.) 

® A survey of the states of incorporation of management investment companies known to 
the Commission to have been in existence at Some time in the period from 1927 to 1935 reveals 
that out of 740 such investment companies 636 were incorporated under the laws of Dela- 
ware, New York, Maryland, and Massachusetts. Almost half of the entire number—3877 of 
the companies—-had heen created under the laws of the State of Delaware. The payment 
of dividends out of paid-in surplus is permitted in these states (Delaware Corporation Law, 
§§ 14, 34; New York Stock Corporation Law, §§ 12, 18, 58; Maryland, Bagby’s Anno. Code, 
1924, and Flack’s 19385 Supp., §§ 89, 87; Massachusetts General Laws, 1932, c. 156, §§ 15, 
35). 

1 The following hypothetical case illustrates the possibilities under the Delaware statute : 
The directors of an investment company which hag received $5,000,000 for nc-par preferred 
stock entitled to a total of $5,000,000 on liquidation and $1,000,000 for common stock desig- 
nates the $1,000,000 received for the common stock and $2,500,000 of the $5,000,000 received 
for the preferred stock as capital and $2,500,000 of the amount received for preferred stock 
as paid-in surplus. Under the terms of the statute the $2,500,000 is “paid-in surplus” avail- 
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inception of the multiple securities investment company, the man- 
agement when it has this power of allocation to paid-in surplus is in 
a position to expose the actually contributed capital of the company 
to impairment through the distribution of part of such a paid-in 
surplus as dividends on the common stock or as dividends on a junior 
preferred stock." 

As a matter of fact, it was a common practice among investment 
companies to allocate a portion of the proceeds from the sale of 
capital stock to “capital surplus.” Out of 73 investment companies 
representative of the different types of sponsorship examined for the 
purpose of obtaining an indication of the prevalence of this practice 
it was found that 55 had set up a portion of the consideration re- 
ceived for capital stock as “capital surplus.” In these instances the 
par or stated capital value of the stock was fixed at an amount less 
than the proceeds received from the sale of the stock and the dif- 
ference used to create such “capital surplus” or “paid-in surplus.” 
While the establishment of such a “surplus” out of contributed cap- 
ital may have a number of legitimate objectives,” its utilization for 
the distribution of capital assets to junior security holders has been 
prejudicial to the holders of the senior securities."* To use such sur- 
plus (created out of part of the stockholders’ original contributions) 
for dividend purposes is to mislead stockholders who think of divi- 
dends as distributions of earnings. 

The opportunities for the common stock control to visit this type 
of inequity upon the senior security holders are enlarged by the fact 
that the creation of this type of capital surplus from which dividends 
may be paid is not limited to the time of the issuance of the securities. 
In most states the statutes permit corporations to reduce the “capital” 
of the corporation by reducing the par value of the shares of any 
class of stock having par value or by reducing the amount of “capital” 
represented by shares of stock having no par value.'* This Com- 
mission, in its report on reorganization committees, pointing out the 
varying circumstances under which the reduction of capital stock can 
be utilized by corporations in general as a means of distributing true 
capital assets as dividends, stated :° 

The injury to preferred stockholders which may result from a reduction of 
capital stock arises out of the inequities of any distribution which may follow 


able for the payment of dividends to the holders of the common stock. Moreover, if the net 
assets of the company depreciated to $4,000,000—to a point insufficient to cover the liqui- 
dating value of the preferred stock—the company could nonetheless still pay dividends on 
the common stock because its net assets of $4,000,000 would exceed its statutory ‘‘capital” of 
$3,500,000. 

The payment of dividends to the senior preferred stock out of such “paid-in surplus” is 
also an impairment of contributed capital, but since the senior preferred stock itself is the 
recipient of the capital assets in the form of dividends, such distribution may not be finan- 
cially prejudicial. The return of capital in this form may, however, be used to prevent the 
vesting of contingent voting rights of preferred shares. See infra. 

2 For example, in connection with write-downs and write-offs upon revaluation of assets 
and losses on investments, particularly when earned surplus is exhausted. 

18 See Marple, Raymond P., Capital Surplus and Corporate Net Worth, p. 105. 

4 Del. Corp. Law, Sec. 14. See notes 7 and 8, supra. For a compilation of these statutes 
and general discussion of the subject see this Commission's Report on the Study and Investi- 
gation of the Work, Activities, Personnel, and Functions of Protective and Reorganization 
Committees, Part VII, pp. 483-493. 

15 Report on the Study and Investigation of the Work, Activities, Personnel, and Functions 
of Protective and Reorganization Committees, Part VII, pp. 483-7. 
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the reduction. Thus, the reduction of either preferred or common stock in the 
usual case may react to the ultimate injury of the preferred stockholders by 
permitting an impairment of the ‘capital cushion” of the corporation. This 
“eapital cushion” is significant because it measures the extent to which losses 
from operations or on liquidation are to be borne by the junior stockholders, 
as distinguished from the preferred stockholders. Although subject to losses, 
it is the preferred stockholders’ expectation that this capital cushion will not 
be impaired by distributions of assets to junior stockholders. Where the 
capital cushion is impaired by losses, its existence implies the necessity of 
replacing the lost values—usually through the retention of earnings—before 
distributing dividends to junior security holders. 


Recently the New York Court of Appeals held that the reduction 
of the stated capital of the common stock and the transfer of the 
amount of the reduction to surplus, where it was available for dis- 
tribution as dividends or for the repurchase of stock, materially al- 
tered the preferential rights of the preferred stock. The court 
stated : 16 


We are thus brought to a consideration of the provision of the amended cer- 
tifieate which reduced the stated capital of the corporation to $2,678,350 and 
changed the common stock from a no par value stock with a stated value 
of ten dollars a share to a par value stock with a par value of one 
dollar a share; the resulting reduction in the stated capital, totaling $1,440,000, 
being thereby transferred to surplus. Prior to such transfer, the eight-dollar 
cumulative preferred stock was in a position to benefit from the earning power 
of such capital, and in the event of liquidation or dissolution such capital would 
be available for distribution to such stockholders, subject only to diminution 
by losses in business operations. It could not have been used for dividends or 
for the purchase of any shares of stock. When this sum of $1,440,000, amount- 
ing to about one-third of the capital of the corporation, was transferred from 
capital to surplus, the eight-dollar cumulative preferred stock lost its right to 
rely upon this portion of capital. The capital structure was so altered that 
it was placed within the power of the corporation to deprive forever the pre- 
ferred stockholders of their preferential rights in regard to this portion of the 
capital structure. In brief this $1,440,000 was in itself a security of approxi- 
mately twenty-eight dollars for each share of the old preferred stock and has 
now by this amendment of the certificate of incorporation become a surplus 
that may no longer support such stock. 

The reduction in capital constitutes a material alteration of the preferential 
rights of the old preferred for it has reduced materially and finally the amount 
of stated capital which theretofore had safeguarded the preferential rights of 
the old preferred stock. 


Reduction of legal capital as a means of creating a surplus out of 
which to pay common dividends and dividends on junior preferred 
stock has been a more effective instrumentality in the case of the in- 
vestment company than in other types of corporation because of the 
great liquidity of the assets of the investment company. While other 
companies in an unprosperous condition might be faced with the prob- 
lem of liquidating physical assets in order to obtain funds for the 
distribution of dividends, the investment company is almost always in 
possession of the required amount of cash or in the possession of 
marketable securities readily transformable into cash. But it is not 


16 In re Kinney, 279 N. Y. 423; 18 N. E. (2d) 645, 649 (1939) ; see comment, 39 Columbia 


Law Review, 1037-1043. 
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intended to state that this device is peculiar to investment companies 
and may not have been used in other types of corporations to the 
injury of the preferred stockholder. 


(1) UNITED STATES & INTERNATIONAL SECURITIES CORPORATION 


United States & International Securities Corporation, a closed-end 
investment company of the unrestricted management type, was incor- 
porated under the laws of Maryland on October 26, 1928, by United 
States & Foreign Securities Corporation, an investment company, 
which had been formed and had been controlled by the investment 
banking firm of Dillon, Read & Co. since October 1926.17 United 
States & International Securities Corporation was capitalized with a 
first preferred stock, a second preferred stock, and common stock. 
From the inception, the parent company owned 80% of the outstand- 
ing common stock and practically all of the second preferred stock. 
The first preferred stock, on the other hand, was held almost entirely 
by the general investing public. The capitalization consisted of (a) 
$50,000,000 invested by the public in 500,000 shares of $5 no par cumu- 
lative first preferred stock accompanied by 500,000 shares of common 
stock, and (b) $10,000,000 invested by the parent company in 100,000 
shares of the $5 cumulative no par second preferred stock accom- 
panied by 2,000,000 common shares. The first preferred stock, which 
was distributed by way of allotment certificates carrying one share of 
preferred stock and a share of common stock, was sold on the basis of 
installment payments, 25%, or $12,500,000 payable on the sale, and the 
rest in installments subject to call by the corporation. The final 
installment was not called until 1980.18 

By the end of 1929 the second preferred stock had gone “under 
water” to the extent of $23.70 per share. By the end of 1930 and 
thereafter until 1935 there was no asset value whatsoever behind the 
second preferred stock, while the net asset value behind the first pre- 
ferred stock was less than the value to which it was entitled in liqui- 
dation. Nevertheless, quarterly dividends were paid on the first pre- 
ferred stock throughout 1930 and on the second preferred stock for the 
first two quarters of 1930.1 

The distribution of dividends in 1930, in the case of both the first 
preferred stock and the second preferred stock, constituted an inroad 
upon, the already impaired contributed capital of the company. On 
December 31, 1929, the net assets of the company were approximately 
$4,500,000 less than the amount of net capital contributed to this time.”° 

The first preferred stock, at the inception of the company, had been 
supplied a cushion of $10,000,000, represented by the consideration paid 
by the sponsor, United States & Foreign Securities Corporation, for the 
second preferred stock.*t This cushion had been reduced by January 
1, 1930 by more than 40%. In the face of the existing impairment 


1” Public Hxamination, United States & Foreign Securities Corporation, at 117724. 

18 Reply to the Commission’s questionnaire for United States & International Securities 
Corporation, Pt. V. 

id Pt. LV, Lable 7, and Pt, Vs, p. 12: 

20 Net assets on Dec. 31, 1929, $33,318,497 (id., Pt. II, Exhibit A). Total paid-in value of 
outstanding capital stock on Dec. 31, 1929 was $37,964,217 (id., Pt. II, Exhibit A, Sched- 
ules 18, 18a, 19). 

21 Op. cit. supra, note 17, at 11774 and 11777. 
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of invested capital, the management proceeded to declare and pay 
quarterly dividends on the second preferred stock held exclusively by 
itself. One quarterly dividend was paid on February 1, 1980, and 
another on May 1, 1930, the distributions totaling $250,000.°° 

As has already been noted, at the year-end of 1930 the first preferred 
stock itself was “under water”; the company was not in possession 
of assets sufficient to pay the first preferred stockholder the $100 per 
share to which he was entitled in liquidation. Whether such was the 
situation on February 1 or May 1, 1930, when the dividends were paid 
out on the second preferred stock, it is impossible to state on the basis 
of the available data, as the semiannual statements of the company 
reflect the latter’s asset position only on June 30 and December 31. If 
the first preferred stock was “under water,” the management was dis- 
tributing to the second preferred stock, held by itself, assets belonging 
to the publicly held first preferred stock. On the other hand, even if 
the capital contributed by the first preferred stock was still intact on 
these dates, the distribution of the dividends to the second preferred 
had the immediate effect of diminishing the very slender existing 
margin of protection on the first preferred stock and the result of 
increasing, by the amount of such distribution, the subsequent capital 
deficit of the first preferred stock. 

The company was able to make the dividend payment in 1930 legally 
unassailable by the use of the technique of allocating only a fraction 
of the consideration paid for the second preferred stock to “capital” 
and allocating the remainder to a “Special Reserve.” As has been 
noted above, on December 31, 1929, the net assets of the company were 
$33,318,497, while the total paid-in value of capital stock was $37,964,- 
917. There existed no surplus over paid-in capital from which 
dividends could be paid.?° 

The board of directors had originally stated the “capital” value of 
the second preferred stock as $99.75 per share.** On December 13, 
1929, the certificate of incorporation was amended ** to set aside in 


22 Op. cit. supra, note 18, Pts. II, IV, and V. 

23 The company showed an earned surplus of $30,950.31 in its statement for December 31, 
1929 (issued on January 9, 1930). The statement also showed a capital surplus of $274,- 
163.56 realized from the repurchase and retirement of preferred stock at less than the 
amount carried on the books. The combined surplus of $305,113.87 would not have been 
sufficient to pay the quarterly dividends due on February 1, 1930, on both the first and 
second preferred stock. Moreover, this surplus disappears and a deficit arises immediately 
upon giving effect to the unrealized depreciation of $2,676,000 (op. cit. supra, note 18, 
Pes 100). 

24 Certificate of Incorporation, Paragraph “Eighth” (op. cit. supra, note 18, Pt. I, Ex. A-12, 
and annual report for 1929) ; 

25 The articles were amended to provide: 


By reducing the issued amount (or stated value) of the capital stock of the Cor- 
poration by the sum of $9,475,000, through the reduction of the issued amount (or 
stated value) of the second preferred stock of the Corporation from $9,975,000 to 
$500,000, without changing the number of issued shares, the entire amount of such 
reduction to be credited on the books of the Corporation to a Special Reserve to be 
used and dealt with from time to time in the discretion of the Board of Directors in 
accordance with and subject to the following provisions: 

Such Special Reserve may be charged with or used to offset the amount of any loss 
of any nature incurred through any transaction of the Corporation or any diminution 
in the value of any asset of the Corporation, and may be used for the payment of 
dividends upon the first preferred stock in amounts which, together with the amount 
of dividends theretofore paid thereon, do not exceed a total of five dollars ($5.00) per 
share per annum from the date after which dividends thereon became cumulative. No 
part of such Special Reserve shall be used in any manner for the payment of dividends on 
any class of stock junior to the first preferred stock, or, except on the liquidation, 
dissolution, or winding up of the Corporation, be used for any distribution on any 
class of stock junior to the first preferred stock, and then only subject to the pret- 
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effect a large part of its capital assets for the payment of dividends. 
Ernest B. Tracy, president of United States & International Securi- 
ties Corporation, testified that the company had paid dividends out of 
capital surplus and had set up its junior money at $5 per share as 
capital and $95 per share (more than $9,000,000) as a reserve out of 
which dividends could be paid.?° 

While the amendment, it will be noted, specifically recited that the 
“Special Reserve” should not be used for paying dividends on the 
Second Preferred Stock, the creation of a source out of which divi- 
dends on the first preferred stock might be paid left the earned surplus 
account free to be used for the payment of dividends on the second 
preferred stock. As a matter of fact, the 1930 dividends on the second 
preferred stock were charged to “earned surplus.” While the holders 
of the first preferred stock might have been aware that a part of the 
company’s capital assets was being segregated for use as prospective 
dividends to themselves, the question is posed whether they realized 
that other assets of the company were thus being made available for 
the distribution of dividends to the junior stockholder. The divi- 
dend on second preferred stock paid on May 1930 was the last divi- 
dend payment on the second preferred distributed by the company. 
In the statement of June 30, 1930, the company announced that a divi- 
dend of $1.25 a share on the first preferred stock had been declared 
and would be paid on August 1, 1930. No dividend was declared at 
that time on the second preferred stock. The condensed balance sheet 
for June 30, 1930, showed a balance in the earned surplus account. at 
that date of over $1,000,000.°7 Had the company so desired, it could 
have continued to pay dividends to the second preferred stock from 
“earned surplus,” whose existence was perpetuated by the use of the 
“capital surplus” (general reserve) for the payment of dividends to 
the first preferred stock. However, the company ceased paying divi- 
dends to the second preferred stock at this time—ceased making dis- 
tribution of dividends to junior security holders out of contributed 
capital—even though permissible under the provisions of state laws. 


(2) AMERICAN CAPITAL CORPORATION * 


American Capital Corporation, a closed-end management invest- 
ment company, which was organized under the laws of Delaware on 
May 19, 1928,°° by a group of Los Angeles businessmen with the as- 
sistance of Jonathan B. Lovelace, partner of E. E. MacCrone & Co., 
a Detroit brokerage and underwriting firm,®° was closely related to 


erences of any class or classes of stock having priority to such junior class of stock. 
Such Special Reserve may be reduced by crediting all or any part thereof to capital. If 
such Special Reserve shall have been reduced as aforesaid otherwise than by such a 
credit to capital, an amount equal to such reduction shall be credited to such Special 
Reserve before any dividend shall be paid by the Corporation upon any class of stock 
junior to the first preferred stock. In determining amounts available for the payment 
of dividends on any class of stock junior to the first preferred stock, no part of such 
Special Reserve shall be used to offset as aforesaid any loss or diminution in value 
(id., Pt. I, Exhibit A—-2. yp. 14). 


26 Op. cit. supra, note 17, at 11759. 

27 Op. cit. supra, note 18, Pt. I, statement for June 30, 1980. 

*8 See capital structure chart for this company, Appendix I, p. 1939. 

22 Reply to the Commission’s questionnaire for American Capital Corporation, Pt. I, 
Item I. 

30 Public Examination, American Capital Group, at 7094, 7105. 
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other investment companies, the whole group being known as the 
American Capital group. 

The certificate of incorporation of American Capital Corporation 
authorized the issuance of four classes of stock: prior preferred stock, 
preferred stock, Class A common stock, and Class B common stock.** 
The prior preferred stock, with a right on liquidation to $100 per 
share, was entitled to prior cumulative dividends of $5.50 per annum.*? 
This class of stock had no voting rights, except in the event of de- 
fault in dividends. Upon one year’s default, the prior preferred stock 
acquired a voting participation with the regular voting stock; if the 
default continued for two years, the prior preferred stock as a class 
received exclusive voting power. The preferred stock, with a liqui- 
dating right of $50, was entitled to cumulative dividends of $3.00 per 
annum and contingent voting rights similar but subject to those of 
the prior preferred stock. The Class A common stock and Class B 
common stock had sole regular voting rights equally subject to the 
contingent voting rights of the preferred issues. ‘The Class A stock 
was entitled to $32 upon liquidation, and the Class B stock to $10; 
thereafter these classes of stock shared equally in any surplus.** 

At inception, the organizers of the investment company (constitut- 
ing the first board of directors) agreed to purchase 210,000 shares of 
Class B common stock at $2 a share.** They also agreed to place with 
the public 33,333 units, each of which consisted of three shares of 
Class A common stock and two shares of Class B common stock at 
$100 a unit.2° The preferred issues were underwritten by Bonbright 
& Company, Inc., of New York City. That underwriting house made 
a firm commitment for 60,000 shares of prior preferred stock and 
120,000 shares of preferred stock. Each share of the preferred issues 
was accompanied by a bonus of one-half share of Class B common 
stock.* 

By June 1928 the company had received total net proceeds of 
$15,153,300 from the sale of its securities (gross proceeds $15,753,- 
300).°7 The net capital contributed by each of the four issues of stock 
was as follows: 


81 Reply to the Commission’s questionnaire for American Capital Corporation, Pt. I, Ex- 
hibits A and B. 

22 1d., Pt. V, Item 35. 

33 J3bid. The dividend arrangement for these classes of ‘common stock provided that non- 
cumulative dividends of $2.00 per annum be paid to the Class A stock before any dividends 
were to be paid to Class B stock. Thereafter each share of Class B stock received twice 
the amount declared upon the Class A stock until both classes received $4.00. Dividends 
thereafter were shared in equally by both classes. 

84 Reply to the Commission’s questionnaire for American Capital Corporation, Pt. I, Ex- 
hibit D. : 

% Ibid. In consideration of this undertaking, the directors received 325,000 warrants to 
purchase Class B common stock at $10 a share before June 380, 1940 (ibid.). 

88Td., Exhibit E. Bonbright & Company, Inc., received 15,000 warrants to purchase 
Class B common stock in addition to its commissions (ibid.). 

37 Subsequently, the investment company issued additional shares of common stock. From 
July to December 1930, 10,743 units of Class A and Class B common stock sold to the public 
at $31 a unit, netted the company $324,663. From September 1930 to April 1931 as the 
result of an exchange of American Capital Corporation 255,528 shares of Class B common 
stock for Class B common stock of Pacific Investing Corporation, an additional contribution 
to the capital of American Capital Corporation was obtained valued at $255,523. The 
total net contributed capital of the company, therefore, came to $15,733,486 (Public Exami- 
nation, American Capital Group, at 7098). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1719 


Amount out- 


standing at : Net pro- 
June 2, 1928 Price ¢ ceeds 
(shares) 


GS 5E5 OND TA OLSOLELEEEC OES CO C Kee aaa a eee 60, 000 $95. 50 | $5, 730, 000 


S$3100preferredtstOCks. soe ee a= se ae eet oe ee sen et oe eae Eee 120, 000 46. 50 5, 580, 000 
@lassPAcommonsStOCkie = seeeye se Ee Sateen Sa Lee rey es eee 99, 999 32. 67 3, 266, 634 
Class B common stock: 
LIGSFD KEL yl Od TOV EON e OVER NO  eeeeenonoee saeco seeenue 30, 000 1.00 30, 000 
ISSUING! Gti) FORO ARG cotta eooesaseoesnenodaoeadecose 60, 000 1.00 60, 000 
SSE dewiit MEO 1ASSPAUST OC Kamen ame ae ne rma nna ann 66, 666 1.00 66, 666 
ESSUPC CECORO LS: A111 2 CY;S meen eee ep me 210, 000 2.00 420, 000 
15, 153, 300 


* For securities sold in units, prices are based on amounts taken into capital accounts. 


The entire amount that the sponsors apparently invested in the com- 
pany was $420,000 (or 2.7% of the gross contributed capital) for 
approximately 54.5% of the outstanding Class B common stock. All 
of the prior preferred stock, preferred stock, and Class A common 
stock was distributed to the public.** 

The company was successful only in its first year of operation. By 
the end of 1929 the net contributed capital was impaired to the extent 
of $102,492. The impairment amounted to approximately $4,000,000 
by December 31, 1930, the net assets of the investment company having 
shunk to $11,025,681 at that time.*® Nevertheless, dividends were paid 
during 1929 and 1930 to holders of both classes of preferred stock and 
to holders of Class A common stock. Whether the distribution of 
dividends to Class A common stockholders during 1929, amounting 
to $199,422, was made at a time when the company’s contributed capi- 
tal was impaired is not certain. The dividends may have been de- 
clared prior to the fall in the market value of portfolio securities. 
However, in any event the distribution of $750,396 in dividends in the 
succeeding year coincided with a most serious existing and progres- 
sively increasing impairment of contributed capital. Of the divi- 
dends, totaling $750,396, paid out during 1930, the sum of $99,999 was 
paid to the holders of Class A common stock.#? The “cushion” of 
assets that had been supplied both classes of preferred stock at the 
inception of the company, and which had been seriously reduced as a 
result of market depreciation, was thus further diminished by the 
payment of dividends to common stockholders. Thus the Class A 
common stock received dividends at a time when the “cushion” for the 
preferred stocks, supplied at inception by the capital contributed by 
the common stock, had been almost entirely eliminated. At the end 
of 1980 the asset coverage of the junior preferred stock, entitled to 
£50.00 upon liquidation, was $51.00 per share. By the end of 1931 the 
preferred stock was “under water” to the extent of $36.11 and re- 
mained “under water” until the end of 1935. Instead of maintaining 


8 See Appendix, p. 1939. 

*° Op. cit. supra, note 29, Pt. II, Exhibit A. Net contributed capital amounted to $15,- 
019,612 making allowance for repurchases of shares of the preferred issues (id., Exhibit A 
and Schedule 18, Parts I and II). 

40Td., Pt. II, Schedule 20-—A, 
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the capital cushion intact for the preferred security holder in the face 
of a downward trend of security values, the management had dis- 
tributed during 1930 part of the assets of the company to common- 
stock holders. 

In 1929 and 1930 dividends to stockholders were paid out of the 
“earned surplus account.” This “earned surplus” was an account to 
which had been credited not only the net ordinary income but also 
‘upital gains realized from the sale of portfolio securities. Realized 
losses on the sale of portfolio securities in 1930 were charged against 
the “earned surplus account.” In 1931 realized losses from the sale of 
portfolio securities completely eradicated earned surplus and even 
made a slight inroad upon the capital surplus account, which consisted 
of that part of the capital contributed by the common stockholders, 
which the management had stated as “surplus.” * 

Capital contributed by both the common stock and a junior pre- 
ferred stock serves as a “cushion” for a senior or prior preferred stock. 
Hence the payment of dividends to a junior preferred out of con- 
tributed capital effects a diminution of the “cushion” of a senior or 
prior preferred stock. By the end of 1931 the net assets of the invest- 
ment company totaled no more than $4,453,130. The asset value of 
the preferred stock (junior) was $36.00 per share below its stated 
liquidation value ($50.00 per share); nevertheless during 1931 full 
dividends amounting to $232,612 were paid to the junior preferred 
stock. The prior preferred stock, which had suffered the elimi- 
nation completely of the “cushion” provided by the common stock 
capital of a substantial part of the “cushion” which had been provided 
by the junior preferred capital, was thus subjected to another drain 
upon its “cushion” by the payment of dividends to the junior preferred 
stock. 

As there was no “earned surplus” during 1931, dividends were, 
during that year and the succeeding year, paid out of capital surplus. 
In 1931 the stated value of preferred stock was reduced to $10.00 per 
share, and the difference between that value and the original value 
was credited to the capital surplus account increasing that item to 
$7,614,147 on the books of the company. In 1932 the investment 
company continued the practice commenced the previous year, of 
repurchasing the preferred issues from the public at prices below 
asset value. Almost one-half of the entire outstanding issue of prior 
preferred stock was repurchased in this year at a book profit of 
$661,933, which was credited to the capital surplus account. ‘Thus, the 
dividends which were paid to the junior and senior preferred stock- 


41 The capital surplus account created after the issuance of the securities of the invest- 
ment company was credited with $3,346,635, leaving $11,686,665 as book capital. The 
capital surplus account consisted of $3,166,635 of the $3,333,300 derived from the sale of 
the units of common stock to the public, $90,000 allocated to the Class B common stock sold 
with the preferred issues, and $90,000 from the proceeds of the sale of Class B common 
stock to directors for $420,000 (id., Pt. II, Exhibit A, Schedule 18 (Parts I and II) and 
Schedule 19). ‘ 

Pursuant to its underwriting agreement with the directors of the investment company, the 
company placed $120,000 of the $420,000 contributed by them in a reserve account to be 
applied to organization expenses and costs of operation for the first two years of the com- 
pany’s existence (id.. Pt. I, Exhibit D). 

42 The difference between the original value and the new stated value credited to capital 
surplus amounted to $3,744,000 (id., Pt. II, Schedule 20-A). Other credits were profits 
from the repurchase of the preferred issues by the company (ibid.). 
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holders were composed primarily of capital contributed by the junior 
preferred stockholders but now designated “surplus,” and of profits 
made by the company through the retirement of senior security holders 
at a loss in asset value to them. 

In 1982, the value of the assets of American Capital Corporation 
amounted to only $3,656,713, and even the prior preferred stock was 
only paid a partial dividend. Realized losses from the sale of portfolio 
securities amounted to almost $4,000,000. The capital surplus ac- 
count,?? which was charged with these losses, amounted to $4,108,768. 
Had it not been for the reduction in stated value, and repurchases of 
the preferred stock not only would there have been no capital surplus 
but there would have been an actual impairment of capital, barring the 
payment of any dividends.** 

Jonathan B. Lovelace, a director of American Capital Corporation, 
and one of its co-organizers, when examined on the reason for the 
reduction of the stated value of the stock of the company, testified : * 


Q. That happened in 1930, or in 1931, when the balance of $65,000 was trans- 
ferred out of the earned surplus into the capital surplus. Incidentally, it was in 
the same year when about $3,000,000 of capital surplus was created on reducing 
the stated value of the stock. 

A. That was probably part of that program. 

Q. What was the idea then of their program of switching accounts and trans- 
ferring items from one to another and creating a surplus by reducing the stated 
value of capital stock? Do you recall the circumstances? 

A. No. If it was 1930 I was probably not very familiar with it. I thought I 
was familiar with the accounting phases of all of these companies. But I can 
see the point you are making. I think you are entirely correct in it. 

a g3 * * * ms 

A. The purpose there was this: Under the Delaware law you can pay a dividend 
so long as your assets exceed your stated capital of your preference stock. Unless 
you have current earnings you cannot do it. If it does not exceed the stated 
eapital of your preference and common stocks. So we wrote down the common 
stock so as to be able to maintain dividends on the preferred. 


The payment of dividends to the preferred stock out of contributed 
capital may have been prompted, in part, by the fact that sustained 
dividend defaults would have taken the control of the company out of 
the hands of the existing management *° and vested the same in the 
preferred stockholders. 

In 1933 current and accrued dividends were paid to the prior pre- 
ferred stockholders, and a one-fourth dividend was paid to the pre- 
ferred stockholders. Since the preferred stock was “under water” 
at the beginning of that year and had an asset value of only $17.00 
at the end of the year, this distribution to the preferred stock was 


#Jn this year Class A and Class B common stock was reduced in stated value to 10 
cents, enabling the transfer of $858,015 to the capifal surplus account to take place. 

44 Repurchases of preferred stocks and reduction in stated value of the preferred stock 
accounted for the transfer to capital surplus of $4,968,182. Thus, had these repurchases 
and reduction in stated value not taken place, there would have been an impairment of 
stated capital to the extent of about $900,000. Ordinary income of $118,514 and losses 
from the sale of portfolio securities of $38,915,934 resulted in a deficit of net income amount- 
ing to $3,797,420 in this year (op. cit. supra, note 29, Pt. II, Schedule 20). 

* Public Examination, American Capital Corporation, at 7420-1. 

46 Op. cit. Supra, note 29, Pt. V, Table 15—A. 
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apparent made at a time when the capital paid in by the preferred 
stock was impaired.%7 

Moreover, the total amount of dividends paid exceeded ordinary 
income by approximately $300,000.% Profits from the sale of port- 
folio securities were credited to earned surplus instead of to capital 
surplus in recoupment of the huge losses from the sale of portfolio 
securities that had previously been charged to capital surplus. 
Through this inconsistent accounting procedure the directors were 
enabled to pay dividends out of earned surplus to preferred stock- 
holders as well as to holders of prior preferred stock. 

The situation at the end of 1934 was similar to that of 1933, except. 
that a full dividend had been paid to the preferred stock during that 
year, which had had the effect of staving off the transfer of exclusive 
voting power to that stock.” Dividends aggregating $450,701 were 
paid that year out of contributed capital.°° Net ordinary income 
only came to $89,407 but profits from the sale of portfolio securities 
credited to earned surplus brought that account to an amount greater 
than the amount of dividends paid. 

The 1935 ordinary income was still insufficient to cover the divi- 
dends to the prior preferred stock although the repurchase program 
reduced the total amount of outstanding preferred stock to 25,261 
shares by the end of that year." In fact, only a partial dividend was 
paid to the holders of the preferred stock in 1935 resulting in the ac- 
cumulation of more than two years of dividend arrearages of that 
stock. Hence, the continuous distribution to the junior preferred 
stockholders, from 1930 to 1935, of more than $1,000,000 in dividends, 
out of contributed capital,” failed to avert the vesting of the con- 
tingent management control in the hands of the preferred stock. 

Pursuant to the provisions of the charter of American Capital 
Corporation exclusive voting rights as a class passed to the preferred 
stock. A meeting of this class of shareholders of the investment 
company was called for April 27, 1936, for the purpose of assuming 
the management. However, by this time one of the other investment 
companies in the American Capital group, Pacific Southern Investors, 
Inc., managed by practically the same directors as American Capital 
Corporation, had acquired 20,637 shares of the 102,450 outstanding 
shares of preferred stock, enough to constitute working control under 
the new phase. Hence, no actual displacement of the existing man- 
agement occurred.* 


47Td., Pt. II, Exhibit A. 

48 Total dividends amounted to $337,673. Ordinary income amounted to $88,670 (id., 
Pt. I, Schedules 20 and 20—A). 

497Td., Pt. II, Schedule 20—A. 

50 Net assets at market were $4,636,335 and net contributed capital was $12,959,975 at 
December 31, 1984 (id., Pt. II, Exhibit A, and Schedules 18 and 19). 

5! Net ordinary income amounted to $74,751 ; securities sales profits amounted to $573.787 ; 
dividends totaled $292,646 (id., Pt. II, Schedules 20 and 20—A). 

2 From 1980 to 1935 $1,123,049 was paid in dividends to preferred stockholders. Most 
of these payments were made at a time when the assets of the company at market value 
were insufficient to cover the paid-in capital, as well as liquidating value of the junior pre- 
ferred stock and, hence, these payments to the preferred stock may be said to have been 
made out of the preferred stock (id., Pt. II, Schedules 20 and 20—A). 

531d., Pt. I, Exhibits A and B. 

5 For a detailed discussion of this phase, see infra, pp. 1798-1800. 
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). Payment of Dividends to Common Stock or Junior Preferred 
Stock out of Capital Gains 


The payment of dividends on junior securities out of profits on 
portfolio security transactions (“capital gains”) in a period of rising 
market prices, has in many instances resulted in injury to the senior 
securities with the advent of a period of less favorable market condi- 
tions. If capital gains are distributed in the form of large dividends 
to junior securities, subsequent capital losses may have to be borne by 
the senior security holders. In Great Britain and Australia divi- 
dends are distributed only from ordinary current income (interest 
and dividends on. portfolio securities), and profits from the sale of 
securities (“capital gains”) are retained as a reserve against possible 
subsequent “capital losses.” 

In the period before October 1929, when trading results were gen- 
erally favorable, profits from the purchase and sale of security invest- 
ments were usually classed as “income” without distinguishing such 
capital gains from current income. In 1981 the New York Stock 
Exchange stated that: 


The Committee favors the elimination from the Income Account of all profits 
and losses on security transactions and crediting and debiting them, preferably 
to a properly designated reserve, or else to a special surplus account which 
would be a segregated part of the Earned Surplus.” 


A statement in that year by the New York Stock Exchange on invest- 
ment trusts pointed out that the segregation of current income from 
security profits was of particular significance to senior securities and 
that such segregation would eliminate any basis for the illusion that 
occasional profits realized on the sale of securities constitute a con- 
tinuing increased earning power.*® 

Don C. Wheaton * and Louis H. Seagrave of the United Founders 
Corporation group of investment companies, testified that these com- 
panies, in their annual reports from 1926 to November 1929, failed to 
segregate profits from the sale of investments from the other earnings. 
Mr. Seagrave testified that he would not now follow this practice.** 


Q. You will observe that in the annual report there is some discussion of the 
earnings of the Trust, but there is no reference in this discussion to the fact 
that the income and profits are all lumped together in the figure of $2,829,000? 

A. That is right. 

Q. And of that figure, as appears from Hxhibit 3466, the report of Messrs. 
Clarke, Oakes & Greenwood, $2,084,000 represents profits from trading in 


securities. 


55 Special requirements adopted by New York Steck Exchange in 1981. 
56 Statement on Investment Trusts by the New York Stock Exchange, 1931: 


Such gains and losses are more closely related to the unrealized appreciation or 
depreciation of the portfolio than to the current dividend and interest income. If 
this procedure is followed, investment trust reports will be more informative to invest- 
ors, in that the income account will then clearly set forth merely the net result as 
between current income and current outgo, and this information, separated from 
security profits, is of particular value to holders of prior securities bearing a fixed rate 
of return. Furthermore, there would thus be eliminated any basis for the illusion 
that occasional profits realized on the sale of securities form a proper basis for increas- 
ing continuing earning power. 


57 Public Examination, American General Corporation, et al., at 23124-3. 
583d. at 22910-3. 


153373—41——60 


ZA: SECURITIES AND EXCHANGE COMMISSION 


A. That comes from the statement of income in the report certified by Clarke, 
Oakes & Greenwood. 

Q. Does not it seem to you, Mr. Seagrave, that where you are discussing earn- 
ings, devoting a whole half page to the discussion of earnings, that it might have 
been well to have taken your stockholders into your confidence and to have 
pointed out that five-sevenths of the income was profit from trading in securities 
and that of that five-sevenths, or $2,000,000, $1,033,000 came from the sale of 
option shares and from the sale of Class B shares, $148,000 came from the 
profit in trading in its own shares and only $900,000 came from the trading in 
securities in the general portfolio? Don’t you think it would have given quite 
an accurate picture to your stockholders? 

A. You have pointed out a number of times here that that is what we did 
at that time. It seemed all right at the time. Today I would certainly break 
up these income statements. 


Dr. Leland R. Robinson, author of books on investment trusts 
written during the period from 1923 through 1929, who occupied 
a very influential position in the management of the Founders 
companies,” testified that he did not move the companies in_ the 
United Founders Corporation group to compliance with the princi- 
ple of segregation of security profits from current income which he 
strongly advocated in his books: ° 


Q. * * * In your book you have made it perfectly clear that in England 
the investment profits were not treated the same as income. You knew 
that and you knew it was a conservative practice, rather more conservative 
than the American practice, but you pointed out that profits must be treated 
separately from other income. 

A. That they should be. 

Q. That they should be. You also gave a form of income statement in your 
book which shows profits treated separately from other income. 

A. Yes, sir. 

Q. And that was based upon financial grounds so well known we need not 
pass on them? 

A. Yes, sir. 

Q. But when it came to giving a report of Second International, you didn’t 
do that? 

A. Not prior to 1929. 

Q. Why was that? Your accountants did make the separation for you? Why 
didn’t you in your report separate it? 

A. We should have done so. There was considerable disagreement among 
us as to whether we should do it or not. 

* * * * * * * 

Q. * * * there is nothing in the tax law that profits shall be set in 
the same heading with your income? 

A. Certainly not. The big issue there, much bigger than anything else 
is that properly speaking profits have no part in income. We will never have 
sound investment accounting until they are excluded from income altogether. 
May I finish that comment by pointing out that there was a time when the 
Scottish Revenue Authorities treated the issue in Scotland as our Govyern- 
ment does now, but when the Revenue Authorities of Scotland and England, 
which has been true now for many years, applied uniformly this distinction 


9 Td., at 24989-44 and Commission’s Exhibit No. 3951. 
61d, at 24997-25001. 
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between finance companies and investment companies, never to pay divi- 
dends out of profits, then the accounting system became uniform and I hope 
we will move toward this in this country. We are bound for ruin if we 


do not. 
* Ey * % * * * 


Q. You stated your conviction was unequivocal and uncompromising in 
prior hearings, but you never really actually voted in favor of that on the 
books of Second International? 

A. In favor of what? 

Q. Segregation. 

A. The thing never came to a formal vote. I think if I had pushed as 
much for it as now in retrospect I wish I should have, it would. We dis- 
cussed it in the meetings and we would, one or two of us take a strong 
position against it, and some in favor of it, and we finally came to that degree 
of segregation even antiquated in 1929, and from that time forward did 
segregate. 

Q. And the statements or files showing a commingling of the two does allow 
a plain avenue open to misrepresentation by salesmen? 

A. Obviously any earning statement which includes any profits, whether 
segregated or not is misleading because profits in the very nature of the 
ease are not recurrent. The question is whether they are ever included in 
income. They have no right to be there. I stood for their being included 
in income for a number of years and the reason why I honestly believed 
at that time that we had an organization at 50 Pine Street that would make 
the Scottish organization sit up and take notice and I remember how thrilled 
I was when one of the oldest and best known investment men in Scotland 
eame over and how amazed he was. We all thought we were going to make 
our 8, 10, and 12 percent a year. We felt even if it cost us twice as much 
as it cost the British it was all right, but we were wrong. 

Dr. Robinson conceded that a considerable part of the dividends to 
the common stockholders of the Founders companies was paid out of 
the profits from the sales of portfolio securities.** 


May I call your attention to this fact: You will find that, in the reports 
of those companies as a rule, in the text of our reports we point out the extent 
to which the income from dividends and interest cover the totals. We point 
out in several of our reports, I just happened to notice a few minutes ago 
before I testified our normal incomes were sufficient, we met all interest and 
deferred dividends. It is true a considerable part of common dividends were 
met out of profits. 


Christie P. Hamilton, president of Illuminating and Power Se- 
curities Corporation and of American European Securities Com- 
pany,’ strongly urged at the public examinations that profits made 
by the sale of investments should not be available for the payment 


“1d. at 25001. Dr. Robinson urged that investment companies should not be per- 
mitted to pay cash dividends out of profits on portfolio transactions. 


Investment trusts should be required to exclude all capital profits and losses from 
earnings and to run them through surplus statements. This means that all profits 
resulting from turn-over of securities should be set aside in the form of. reserves 
against which losses may be charged. It further means that no cash dividends should 
be paid out of such profits and that all of the ordinary running expenses of the com- 
CaRee ea be met out of interest and dividend income (Id., Commission’s Exhibit 
INO, 2 2 re 


* Public Examination, Illuminating and Power Securities Corporation, at 9224 and 
9230. 
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of dividends, but should be set up in a reserve account and held 
against the possibility of future losses on investments: °* 


Increases in market value should not be considered earnings and, in my 
opinion, are no basis to be used in paying dividends, nor do I feel that a retire- 
ment of capital, thereby creating a so-called surplus, is a basis to be used in 
paying cash dividends. A good practice—if gains are secured by corporations 
or “trusts” through the sale of investments—would be to put such gains into a 
reserve account and hold against the possibility of future losses on investments. 


The distribution of cash dividends to common stockholdings out 
of transient capital gains has been as characteristic of small invest- 
ment companies as of the larger ones. 

Fairfield Securities Corporation (formerly Jackson & Curtis 
Securities Corporation) illustrates the injurious effect of this prac- 
tice of paying dividends out of capital gains upon senior securities 
when a rising market is succeeded by a market recession. 


(1) JACKSON & CURTIS SECURITIES CORPORATION, SUBSEQUENTLY 
KNOWN AS FAIRFIELD SECURITIES CORPORATION 


Jackson & Curtis Securities Corporation (the predecessor in name 
of Fairfield Securities Corporation) was organized on May 31, 1924, 
as a general management investment company by the brokerage and 
underwriting firm of Jackson & Curtis.** The name of the company 
was changed to Fairfield Securities Corporation on February 9, 
1937.2 As of December 31, 1927, the contributed capital consisted 
of $1,250,000: $750,000 for preferred stock distributed to the public; 
$950,000 for the Class A common stock; and $250,000 for the Class B 
common stock.*® Up to January 1932, the preferred stock was a 
$100 par value, 6% cumulative stock.” Throughout the history of 
the company the two classes of common stock had equal rights in 
the distribution of dividends and assets on liquidation, but voting 
rights were vested solely in the Class B common stock. Both classes 
of common stock were held principally, and after 1928 exclusively, 
by Jackson & Curtis, the sponsor. 

In 1927, 1928, and up to the stock market collapse in 1929, the 
company realized substantial capital gains from the sale of portfolio 
securities—$106,796.33, $183,281.13, and $368,539.95, for the respective 
years. The net ordinary income (before the payment of taxes) 
during these years was, however, much less—$56,476.75, $36,866.70, 
and $14,518.32, respectively.”° 


6 Td., at 9287. 

64 Reply to the Commission’s questionnaire for Fairfield Securities Corporation, 2ie, 26 
Items 1 and 5. 

65 Derived from supplementary information supplied the Commission by Fairfield Securi- 
ties Corporation. 

6 Op. cit. supra, note 64, Pt. V (Schedules 18, 19, 19a) and Pt. V, Item 42. 

67 Td., Pt. V, Item 35a. 

68Td., Pt. V, Item 51. 

69 Id., Pt. II (Schedules 18, 19, 19a) and Pt. V, Item 42. 

7Tq., Pt. II (Schedule 20a). 
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Practically all the current income was required to pay the regular 
dividends on the preferred stock, amounting to $45,000 per year. A 
much larger aggregate sum, $311,845, was declared and paid to the 
common stock as cash dividends out of the capital gains. In addi- 
tion, the Class A common stock, which had been acquired in 1928 
at cost of $221,521.04, was distributed to common stockholders as a 
dividend and charged to capital surplus arising from write-up of 
portfolio securities from cost to market value. 

The following’ figures illustrate the relationship between ordinary 
income, capital gains, and dividends to common stock in the period 
1927 through 1929.7 


1927 1928 1929 

INetiordinary income (beforeitaxes)s 252 28 $56,476.75 | $36, 866. 70 $14, 518. 32 

TREMWIACC! Calo! EBWNG cee ace soeseceaeueeesonosce 106, 796. 33 183, 281. 13 368, 539. 95 

TRUST TOP ROD ONE te ken go) eget yank ee SEES eee oe ve te aes aan ne, Smeg Pepe 152, 378. 76 194, 089. 54. 348, 337. 32 
Dividends paid: 

Preferredd(Cash\)e=_. she sas tie Se yk OS PG Be Sa ea 45, 000. 00 45, 000. 00 45, 000. 00 

@ OTT OTA (CAS 11) eee ea 25, 000. 00 70, 000. 00 216, 845. 00 

Commronkineasunysstockecom OMeAu (COSt) memeaeeeee a mere neers | neuen pS | ent penne 221, 521. 04 

Movalkdividends-e eee = se eens eee ys ee ROPERS 70, 000. 00 115, 000. 00 483, 366. 04 


In 1931, the company’s net worth, with securities computed at 
market, had fallen below the amount of contributed capital.” In 
1930, the company had suffered actual realized losses on the sale of 
securities of $188,798.94 and in 1931 of $99,693.27 and on December 
31, 1931, the portfolio securities which the company still held had 
so fallen in market value that the net assets of the company, securities 
at market, were but $547,598.7 The net assets of the company were 
about $140,000 or 20% short of meeting the principal amount of $100 
par value preferred stock. If the capital profits which had been 
distributed as dividends to the common stock, in 1929 alone, had been 
retained as a reserve against such capital losses as actually occurred, 
the preferred stock would have been completely covered. Instead, 
the preferred stock continued to be “under water” until the end of 
1934."° 

A considerable proportion of the preferred stockholders took their 
losses in the years from 1930 to 1935. During this period the com- 
pany repurchased 2,072 of the total of 7,500 shares of preferred stock 


"1d., Pt. Il (Schedules 17b, 20a) and Pt. V, Item 39. 

21d., Pt. I, Exhibit A. The net worth was also below book capital. 

alds ety Lin xhibiteas 

“Tbid. At the end of 1931, there were 6,858 preferred shares outstanding. Net assets 
of $685,800 were required to meet obligations to outstanding preferred shares, Thus, there 
was a Shortage of $138,202 (approximately $20 per share) in net assets (17% of principal 
amount of the outstanding preferred obligation). 

 Thid. 
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outstanding at an average cost to the company of $58.89 per share,” 
or $41.19 less than par. The repurchase prices were also below the 
then net asset values. 

Had the capital gains of 1927, 1928, 1929 been retained as a reserve, 
the asset value of the preferred stock might not have fallen below 
the $100 par value during the subsequent period. 

On January 28, 1932, the stated capital of the company was reduced 
00% to $125,000 by changing the $100 par value 6% preferred stock 
into a $6.00 cumulative no par preferred stock. This enabled the 
company to continue the payment of dividends, at a reduced rate, 
to the preferred stock from that date through 1935.7 


c. Circumvention of the Limitation Upon Creation of “Paid-In 
Surplus” Out of Capital Contributed for Par Value Preterred 
Stock 


The State of Delaware and most other States restrict the creation 
of “Paid-In Surplus” in the case of stock having a par value to that 
part of the consideration received for the stock which is in excess of 
the par value.”® Hence, when a preferred stock (or a common stock) 
has been given a par value and no premium above that par value 
has been received by the company on the sale of that stock, the 
management is compelled to allocate the entire par value to “capital” 
and is unable to establish a “paid-in” surplus available for the 
distribution of dividends. 


(1) THE EQUITY CORPORATION—INTERSTATE EQUITIES 
CORPORATION 


This was the situation in Interstate Equities Corporation, an invest- 
ment company organized in Delaware, the preferred stock of which 
company had a par value of $50 per share. No part of the $50 
capital contributed by preferred stockholders for their stock could 
be allocated to “paid-in” surplus. 


™% See the following table: 


Net asset value per 


| share 
ee | = G Reduction 
Number . ost per from 
Year of shares re share WOE CORE issuance 
End of nineand price 
year 8 
o end of 
year) 
Das ME Eset. bre ast Aiba Ei Se 25 | $100.00 | $100.00 $93.00 | $2,325.00 $175. 00 


SSSR Teo NSE SoS EEE enee kes 617 79. 85 89. 92 87.29 | 538, 857. 25 7, 842. 75 
eee eet Seon Some 846 60. 26 70. 06 40.69 | 34, 423.00 50, 177. 00 


JSON DE eee ee easy ets 293 74. 76 67. 51 43.44 | 12,728.00 16, 572. 00 

BONE Se See oe aa wie 200 97. 08 85. 92 59.02 | 11,804.75 8, 195. 25 

See eee ee ae ened 91 100. 00 98. 54 75. 53 6, 873. 00 2, 227. 00 
EAs os Soe eee See S | 2,072 |-.--==----|---------- 58.89 | 122, 011.00 85, 189. 09 


77 Op. cit. supra, note 64, Pt. IV (item 28) and Pt. V, Table 16. 
78 Delaware General Corporation Law, Sec. 14; see also supra, this chapter, pp. 1710-22 
7 Public Examination, The Equity Corporation, Commission’s Exhibit No. 831. 
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The Equity Corporation, another investment company, from the 
time of its formation, had the control of Interstate Equities Cor- 
poration through the ownership of its common stock. Approxi- 
mately 98% of the preferred stock of Interstate Equities Corporation 
was held by the public.** The fact that this preferred stock carried 
a par value of $50 gave the holders thereof at least the measure of 
protection that part of his invested capital could not by a mere 
resolution of the directors be converted into a paid-in surplus and 
disbursed in the payment of dividends.® 

The preferred stock could be changed from a par to a no-par 
stock of its par value reduced under the Delaware law only with the 
formal consent of a majority of the class of stock affected—the pre- 
ferred stock. 

The Equity Corporation, commencing in June 1933, proceeded to 
induce the holders of the Interstate Equities Corporation convertible 
preferred stock to exchange that stock for the convertible preferred 
stock of The Equity Corporation which had been issued for the pur- 
pose of the exchange.** The Equity Corporation preferred, although 
entitled to $50 per share on liquidation of the company and carrying 
a $3 dividend rate like the Interstate Equities Corporation preferred 
stock had a par value of only $1 per share.8t Each share of Inter- 
state preferred stock received by The Equity Corporation in exchange 
for Equity’s preferred shares was evaluated at $50, the amount to 
which each share of Interstate preferred stock was entitled on liqui- 
dation.*’ Since the par value of the Equity preferred stock was but 
$1 per share, The Equity Corporation was in a position under the 
Delaware law to allocate $1 per share of its own preferred stock to 
“capital” and $49 per each share to “paid-in surplus.” This practice 
The Equity Corporation followed with the $1 par preferred stock 
which it issued in exchange not only for the preferred stock of Inter- 
state Equities Corporation but for the preferred stocks of the other 
investment companies embraced within The Equity Corporation ex- 
change program.**® The following resolution of the Board of Direc- 
tors is representative : §7 


Resolved, That of the consideration received by the corporation for the issue 
of each said shares of its Preferred Stock of the par value of $1.00 per share, 
$1.00 be allocated to capital and $49.00 per share be allocated to surplus, and 
that of the consideration received by the corporation for the issue of each of said 
shares of its common stock of the par value of 10¢ per share, 10¢ per share be 
allocated to capital and 90¢ per share be allocated to surplus. 


8° The Equity Corporation held the majority of voting stock of Yosemite Holding Corpora- 
tion, which had voting control of Chain & General Equities Corporation, which in turn held 
voting control of Interstate Equities Corporation (ibid.). 

81Td., at 11990-1. 

& Delaware Revised Code (1935) C65, Sec. 14. 

88 Public Examination, The Equity Corporation, Commission’s Exhibits Nos. 839 and 840. 

S¢Td., Commission’s Exhibits Nos. 831 and 1173. 

8 Id., Commission’s Exhibit No. 777. 

88 Tbid. 

’’ Minutes of special meeting of Board of Directors. January 18, 1983.°*-See also this 
Commission’s Report on the Study and Investigation of the Work, Activities, Personnel, and 
Functions of Protective and Reorganization Committees, Part VII, p. 268, note 227. 
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Through the exchange offer strenuously pressed upon the preferred 
stockholders of Interstate Equities Corporation from June 1933 to 
January 15, 1935,’ The Equity Corporation succeeded in acquiring 
45.3% of the total outstanding preferred shares of Interstate Equi- 
ties Corporation. As indicated above in each instance the Inter- 
state Equities preferred stockholder was yielding up a preferred stock 
with a $50 par value, which prevented inroads upon the invested 
capital of the preferred stock by the payment of dividends from a 
paid-in surplus. Furthermore, since the investor through the ex- 
change had become a preferred stockholder of Equity Corporation. 
his capital was subjected to distribution not only to those preferred 
stockholders who had been preferred stockholders of Interstate Equi- 
ties Corporation but to all who now held preferred stock of The 
Equity Corporation. 

The preferred stockholder of Interstate Equities Corporation ob- 
serving that The Equity Corporation preferred stock had a liquidat- 
ing value of $50.00 like his own share of Interstate Equities Corpora- 
tion preferred, might not have appreciated the possible consequence 
attributable to the fact that the par value of The Equity Corporation 
stock was only $1.00 per share. 

On June 1, 1935, The Equity Corporation made a current dividend 
payment aggregating $54,216.15 to the holders of its preferred stock.” 
The company had not earned this dividend. In fact, there were ar- 
rearages of accumulated dividends on its preferred stock totaling 
$416,880.00 as of March 1, 1935.°° The company paid the dividend 
out of a large capital surplus created in the manner outlined above; by 
allocating the greater part of the value of both preferred and com- 
mon stocks obtained by means of exchange offers (and outright pur- 
chases) to paid-in surplus.2? The major part of this capital surplus, 
$13,470,843.78, was surplus so derived from the acquisition of pre- 
ferred stock issues. 

Payment of this dividend was not only a return to preferred stock- 
holders of a part of their original invested capital but constituted a 
discrimination between stockholders due to the fact that a current 
dividend was paid when where were unequal arrearages of accumu- 
lated dividends. The Equity Corporation preferred stock which had 
been issued in the earlier exchanges was more in arrears than that 
issued in the later exchanges. In some instances the accruals dated 
back as far as March 1, 1933.9 One form of statement employed by 


88 The pressure devices used by The Equity Corporation in effectuating its exchange pro- 
gram are described in this Commission’s Report on the Study and Investigation of the 
Work, Activities, Personnel, and Functions of Protective and Reorganization Committees, 
Part VIII, pp. 229-292. 

89 Through shares acquired by purchase The Equity Corporation raised its holdings of 
preferred stock of Interstate Equities Corporation to approximately 62.8% of the total. 
(Op. cit. supra, note 87, Part VII, p. 293.) 

90 Op. cit. supra, note 83, Commission’s Hxhibit No. 794 (p. 14). 

%1Td., Commission’s Exhibit No. 849. 

9 “Mquity valued the total consideration received for its stocks and $743,063.39 in cash 
through December 31, 1985, at $18,711,149.83. By a process of allocating to capital only 
an amount equal to the par value of stock issued, namely, $780,759.44, Equity was aple 
during this period to build a capital surplus on its books of $17,187,327.00” (op. cit. supra, 
note 88, Part VII, p. 268, note 227). 

93 Op. cit. supra, note 838, Commission’s Exhibit No. 777. 

°4Td., Commission’s Exhibit No. 1039. 
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The Equity Corporation to induce acceptance of its exchange offers 
created the impression that dividend payments would shortly be 
made on The Equity Corporation preferred stock offered in exchange. 
Nevertheless, the preferred stockholders of Interstate Equities Cor- 
poration who accepted the exchange offer of June 1933 or shortly 
thereafter had suffered an accumulation of arrearages * on their pre- 
ferred stock up to June 1, 1935. Instead of paying off such arrear- 
ages, The Equity Corporation paid part of a current dividend, as 
stated above, to all the holders of The Equity Corporation preferred 
stock at that time—to those who had just received The Equity Cor- 
poration preferred stock on which there were no arrearages equally 
with that preferred stock on which arrearages had accumulated for 
two years. Thus in accepting the $1.00 par value preferred stock of 
The Equity Corporation in exchange for their $50.00 par preferred 
of Interstate Equities Corporation, the exchanging stockholders not 
only made the capital contributed by them available for distribu- 
tion as dividends but enabled the common stock control of The 
Equity Corporation to distribute such dividends in a manner preju- 
dicial to them as early acceptors of The Equity Corporation stock. 


2. UTILIZING THE REDEMPTION “CALL” 


The ability of the “common stock control” to reacquire preferred 
stock at a fixed “call” price or through repurchases on the market 
or by means of offers of conversion into common stock, frequently 
afforded the management the opportunity to utilize the funds of the 
company in a manner detrimental to the interests of the company 
as a whole, or prejudicial to the preferred stockholders as a class, 
but useful to promote particular objectives of the sponsors of the 


company. 
The market premium on common stock of investment companies, 


generally characteristic of the pre-market-collapse days, provided 


% Op. cit. supra, note 88, Part VII, pp. 251 and 272. 

%° To put itself in a position to pay a current dividend or part thereof before paying up 
the arrearages of dividends The Equity Corporation had to effect a charter amendment. 
At a stockholders’ meeting on April 25, 1935, the charter was amended permitting the pay- 
ment of “current dividends on Preferred Stock for any dividend period * * * irre- 
spective of whether all previously accumulated dividends on preferred stock shall have been 
paid in full” (Reply to the Commission’s questionnaire for The Equity Corporation, Pt. I, 
Exhibit K-18, K-19, and Commission’s Exhibit No. 1072). 

On May 6, 1985, The Equity Corporation was advised by its counsel that it could legally 
pay current dividends out of the “paid-in surplus” created pursuant to the Delaware Law. 
Part of the opinion reads as follows: “You have requested our opinion with respect to the 
propriety of your Corporation paying current dividends on your Preferred Stock out of your 
capital surplus. 

x * * * * * a 

“We understand that at the time of each issuance of stock of your corporation the direc- 
tors expressly stated that $1.00 of the consideration received for each share of Preferred 
Stock should be allocated to surplus, and that 10¢ (or in a few instances an amount in excess 
thereof) of the consideration received for each share of Capital Stock should be deemed 
capital, and the balance allocated to surplus. We further understand that the paid-in 
capital surplus now shown by the Balance Sheet of your Corporation was created by the 
aforesaid actions of the Board of Directors of your Corporation. 

“On the basis of the foregoing, we are of the opinion that your Corporation may properly 
pay current dividends on the outstanding shares of your Preferred Stock out of your paid-in 
capital surplus created as hereinbefore set forth.” (Derived from supplementary informa- 
tion supplied the Commission for The Equity Corporation. ) 
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investment company managements with a persuasive factor for in- 
ducing preferred stockholders to relinquish their greater security 
and asset claims and accept in exchange common stock. On the 
other hand, the same factor made it feasible for the management to 
pay to preferred stockholders from the treasury of the company, 
large premiums above the liquidating value of the shares, in order 
to avoid a conversion of the preferred stock into common stock. 
Such a conversion would interfere with the technique currently em- 
ployed by the management of stimulating the market price of the 
common stock while unloading the common stock upon the public 
by off-the-market sales. The fact that the market price of the 
common stock was frequently far above its asset value while the 
market price of preferred stock substantially exceeded its liquidating 
value only in the rarest instances,®’ gave the management the oppor- 
tunity for arranging trades, exchanges, conversions, and repurchases 
of the several classes of securities so as to further particular plans 
for personal advantage evolved by the managements. 

That the function of an investment company should be to serve 
the investors as a body rather than to seek to pit the interests of 
one class of security holders against the other is elementary. The 
evil consisted fundamentally in the fact that the management con- 
summated deals with and between its own stockholders instead of 
limiting itself to conducting the investment business on behalf of 
its security holders as a whole. As the “management” in these in- 
stances was frequently itself an operator or speculator in the stock 
of the investment company, the deals put through by it were gen- 
erally calculated to yield a benefit to the insiders and tended to be 
prejudicial to one class or other of the public investors or to the 
company as a whole. 

In instances where the management had a personal interest in 
increasing the asset position of the common stock, preferred stock- 
holders might be induced by management to convert their holdings 
into common stock having an asset value less than the liquidating 
value of the preferred stock which they were surrendering. This 
would result in an increase in the proportion of the assets of the 
company to which the common stock, held mainly by the manage- 
ment, was entitled and a decrease in the proportion of assets which 
the erstwhile preferred stockholders could claim, as well as a loss in 
the priority status originally possessed by the preferred stockholders. 
In the instances where the high market level for the common stock, 
artificially maintained by the management, was threatened by the 
conversion rights of the preferred stock, the management was in a 
position to dissipate the company’s funds in repurchasing the pre- 
ferred stock at prices far above the “call” price specified in the 
charter of the company. It might be noted that in the first type of 
situation the interests of the management would be served by the 
encouragement of conversion on the part of the preferred stock- 
holder; in the second type, by the avoidance of a conversion. It is 
quite natural that the activities of the company in this matter of 
redemptions, repurchases, and conversions should be directed into 


97 See Part Two (House Doc.:No. 70, 76th Cong.) of the Commission's report, Ciny IY. 
pp. 320-4. Where the preferred stock carried no conversion rights and was not “under 
water,’ the variation of market price from liquidating value was comparatively small. 
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the channels favorable to the particular designs of the management. 
Illustrations will be presented of the use, by the management of an 
investment company, of a redemption “call” to bring about the con- 
version of preferred stock into common stock of a substantially 
smaller asset value, and of the activities of the management of an 
investment company to avoid conversion of this stock by repurchase 
of the preferred stock at a premium over the liquidating value. It 

will be shown that in each instance the course of the activity of the 

company coincided with the particular interests of the management. 


a. Shifting of Assets Between Security Holders by Using a Redemp- 
tion “Call” to Effect Conversion of Preferred Stock Into Com- 
mon Stock at an Asset Loss to the Converting Preferred Stock- 
holders. 


(1) FINANCIAL AND INDUSTRIAL SECURITIES CORPORATION 


Financial and Industrial Securities Corporation was organized in 
Maryland on December 24, 1925, for the purpose, according to the 
sponsors, of enabling members of the public to participate in the 
prospective success of the investment enterprises of Ralph Jonas and 
his associates, under whose guidance the Manufacturers Trust. Com- 
pany, a large New York bank, and several other large enterprises 
had experienced a period of successful operation. 

The original authorized capitalization of the Company consisted of 
a $100 par value preferred stock, a Class A common stock, and a 
Class B common stock.®* In 1927 the Class A and Class B common 
stock was reclassified into a single issue of common stock.®® By the 
close of February 1927, the inv vestment company had derived $37,- 
425,000 from the issuance of 250,000 shares of preferred stock, 1,037,- 
500 shares of common stock, option warrants to purchase 210,000 
shares of common stock at various prices, and 100,000 exchange war- 
rants. Each of these exchange warrants entitled its holder to con- 
vert preferred stock into common stock in the ratio on or before 
February 20, 1928, of two and two-ninths shares of common shares 
for each share of ‘preferred and in the ratio on or before February 
28, 1929, of two shares of common stock for each share of preferred 
stock.t0° 

At the inception of the investment _ company Ralph Jonas and asso- 
ciated interests’ had acquired 1,037,500 shares of its common stock 
in exchange for securities having a market value of $12,425,000.1% 


%$ Public Examination, Financial and Industrial Securities Corporation, Commission’s 
Exhibit 2096. 

“ Td., at 18910 and Commission’s Exhibit No. 2096. 

10 Tq,, at 18905 and Commission’s Exhibit No. 3002. 

101 Principally the New Brunswick Chemical Company, in which Ralph Jonas had a sub- 
stantial interest, and in which George U. Tompers, a vice president of the manufacturers 
Trust Company, and others also had a financial interest (id., at 18900). 

102 Td., at 18906-9. The securities transferred to Financial and Industrial Securities 
Corporation by Ralph Jonas and his associated interests were principally large blocks of 
the stocks of Manufacturers Trust Company of New York, National Liberty Insurance 
Company of America, The Baltimore American Insurance Company of New York, and 
Peoples National Fire Insurance Company (ibid.). 
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The remainder of the capital of the investment company had been 
eae by the public, which had purchased all of its preferred 
stock. 

As a result of the exercise of warrants to purchase common stock 
and the conversion of preferred stock into common stock and the dis- 
tribution of a 5% stock dividend bv the exercise of exchange war- 
rants, Financial and Industrial Securities Corporation had the follow- 
ing capitalization as at January 31, 1928: 


7% preferred stock: 154,458 shares_______ Apa $ 15, 445, 800. 00 
Common stock : 1,563,86314 shares__- = fucite a ot SSNs stig eee 27, 667, 991. 91 


The distribution of the shares of common stock to January 31, 1928 
was substantially as follows: 1° 


Sold to Ralph Jonas and Associates__- : ao I OB, B00 
Sie Ge Gommmnom SOO tin WP ee FE 
Common stock issued on the conversion of preferred stock__--_~~ 212, 31555 
Rm Sioa ClivaGkenal i OP Le ee te 73, 9861%9 
1, 568, 868+ 


The amount of common stock which Ralph Jonas and his associ- 
ates had originally secured constituted approximately 70% of all the 
common stock outstanding on January 31, 19282°%* While Ralph 
Jonas and his associated interests had not retained all of their com- 
mon stock, it is clear that on January 31, 1928 they still held more 
than 50% of the outstanding common stock.** 

On December 1, 1928 the management of Financial and Industrial 
Securities Corporation caused the company to take very significant 
action in regard to the outstanding preferred stock. The preferred 
stock was subject to call for redemption at the option of the company, 
at $110 per share plus accrued dividends. On December 1, 1928, 
Financial and Industrial Securities Corporation proceeded to exer- 
cise this right to call the preferred stock for redemption at $110 per 
share plus accrued dividends. However, in addition to a formal 
notification of the exercises of its call rights the company offered 
the preferred stockholder an alternative, valid for only 10 days, to 
convert his preferred stock into common stock on the basis of nine- 
tenths of a share of common stock for one share of preferred stock.” 
Practically the entire issue of 150,000 shares of preferred stock, namely. 
142.62884 shares, accepted the conversion offer; only 17,4751 shares 
of preferred stock accepted the redemption in cash. 

It seems fairly clear that the management, in demanding the sur- 
render of the preferred stock at the redemption price and offering 
the conversion as an alternative, was primarily interested not in etf- 
fecting the redemption, but in securing the conversion. One indica- 
tion that the management desired to promote the conversion was 
the fact that the notice stated that the common stock to be issued on 
the conversion, deliverable on or after December 12, 1928, would 
carry dividends for the full quarterly period ending December 31, 


108 Td., at 18905 and Commission’s Exhibit No. 3006. 

10¢ Ralph Jonas and his associates would have received, by January 1928, additional 
common stock as their participation in the 5% stock dividend. 

10 Op. cit. supra, note 98, Commission’s Exhibit No. 3021. See infra, note 123. 

106 Td., Commission’s Exhibit No. 3008. 
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1928,°" and that a $1 regular and a $1 extra dividend for that pe- 
riod was declared.*°* Were the sole object of the management the 
retirement of the preferred stock there would have been no need of 
coupling with the redemption call the alternative of converting the 
preferred stock into common stock. The notice specified that if the 
preferred stockholder did not, within 10 days, accept the conversion, 
the company would exercise its “call” privilege to terminate his 
investment participation in the company. 

The redemption did not hold any promise of profit to the manage- 
ment—in fact, it would have reduced the leverage of the common 
stock without increasing the asset value of the common stock. On 
the other hand, the conversion—as will be seen—secured to the com- 
mon stockholdings of the management interests a gain of several mil- 
lions of dollars in asset value. The gain in asset value by the 
common stockholdings was derived from an equivalent loss in asset 
value suffered by the preferred stockholders who converted their 
preferred stock into common stock. 

The reason that the conversion alternative was accepted by the vast 
majority of preferred stockholders, despite the fact that the preferred 
stockholders suffered a substantial asset loss in the exchange, may 
perhaps be explained by the discrepancy between the current market 
and asset value of the common stock and by the fact that, whereas 
the ordinary investor may have been familiar with the market quo- 
tations, he was not apprised of the current asset value. On the basis 
of prevailing over-the-counter market prices of Financial and Indus- 
trial Securities Corporation common stock the conversion offer ap- 
peared attractive. From January through December 1928, the over- 
the-counter market price of the common stock had ranged from 109% 
to 18844. During the pendency of the offer (December 1 to December 
10, 1928), the market price of the common stock ranged from 129 to 
133. ‘The asset value of the common stock, on the other hand, was 
much lower. The precise asset value of the common stock on Decem- 
ber 1, 1928, is not ascertainable, but the statements of the company 
show the asset value of the common stock on January 1, 1928, as 
$45.91 a share and on December 31, 1928 (after the consummation of 
the conversions which increased the asset value of the common stock) 
as $65.32 per share.° Thus while the holder of a share of preferred 
stock, having a redemption value of $110, received an equivalent in 
the current market value of nine-tenths of a share of common stock, 
he received a security having less than half of the asset value of the 
security which he was surrendering. Whereas the preferred stock- 
holder may have known the current market quotation of the common 
stock," he may not have been acquainted with the current asset value 
of the common stock. Ralph Jonas testified that there was no refer- 
ence to the asset value of the common stock in the redemption and 


107 Thid. 

“8 Poor’s Cumulative Service for 1928, Vol. 4, p. 289. 

“9 The New York Times, daily over-the-counter quotations. 

“° Op. cit. supra, note 98, Commission’s Exhibits Nos. 3006 and 8020. 

“1 Investors had witnessed the steady advance in the market price of the common stock 
cf Financial and Industrial Securities Corporation and had received letters from the Manu- 
facturers Trust Company and Harris Ayers & Company stressing the profits which had 
accrued to purchasers of the 7% preferred stock who had exercised the attached common 
stock warrants (id., at 18941 and Commission’s Exhibit No. 3002). 
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conversion offer of December 1, 1928.1 The latest statement of the 
company indicating its asset position was one issued for January 31, 
1928, almost an entire year prior to the offer. Mr. Jonas, while 
admitting, in the light of experience since 1928, that informing the 
stockholder of the asset value of the common stock on a conversion 
offer is the “desirable” practice, asserted that at the time of the 
instant conversion offer such a practice was not prevalent: *” 


I think it is a desirable thing, as I say, in view of the experience that we 
have had and the further light that we have had, to state in any conversion 
offer the asset position of the company, and surely on the right of the preferred 
stockholder or bondholder in line with what I have already indicated. * * * 
as far as I know, it certainly was an unustial thing, and as far as I know, it 
had never been the practice to state on the conversion the asset value at that 
time. I know of no company which had done so. 


As has been stated, holders of 142,628%4 shares of the preferred 
stock elected to have their preferred stock converted on the basis of 
nine-tenths of a share of common stock rather than accept the re- 
demption alternative."* It should be noted that at the same time 
that the preferred stock was being exchanged for nine-tenths of a 
share of common stock, a share of preferred stock, when accompanied 
by an exchange warrant, was still receiving two shares of common 
stock for each share of preferred stock.1® The holders of the 142,- 
62884 shares of preferred stock which were deposited for conversion 
yielded up a security which had an asset value of $110 per share for 
an amount of common stock (nine-tenths of a share) which, on De- 
cember 31, 1928, when the conversions were consummated, had an 
asset value of $58.79..° The preferred stockholders thus surren- 
dered to the common stock, held largely by the sponsors, more than 
¢7,000,000 in asset value.’ 

Ralph Jonas testified that the management was granting the pre- 
ferred stockholder a conversion based on market quotations alone 
and not on asset value, that the conversion entailed a sacrifice of 
asset value on the part of the preferred stockholder and that this 


12 1d., at 18946. 

118 Tq., at 1894446. It should be noted that Section 8 (a) (9) of the Securities Act of 
1933 exempts from the registration requirements of the Act “any security exchanged by 
the issuer with its existing security holders exclusively where no commission or other 
remuneration is paid or given directly or indirectly for soliciting such exchange.” 

114 Tq., at 18938, and Commission’s Exhibit No. 3006. 

115 Td., Commission’s Hxhibit No. 3002. 

116 Tq., Commission’s Hxhibit No. 3006, 

117 The asset loss to the preferred stockholdings and corresponding asset gain to the com- 
mon stock outstanding prior to the issuance of the new common stock on the conversion 
is computed as follows: 


Total liquidating value of 142,62884 shares of preferred stock, at 


Sil Ohpperi share ss 2 fe ts A ee ees 2 ee ee eee $15, 689, 177. 78 
Number of shares of common stock issued in ex- ; 
Changes 225 oak Oe ee ee eee ee eee ee 128, 366 shs. 
Asset value of a share of common stock on Dec. 31, 
OD Que et ee ee Ee en ae, Bee ESO EoD 
Total asset value on Dec. 31, 1928, of the common stock issued in 
exchange for the preferred stock surrendered_—---~---~--~~~-~~ «8, 384, 867. 12 
Difference between the asset (liquidating) value of preferred shares : ; 
surrendered and the asset value of common stock received____-- ¢7, 804, 510. 66 


“The figure for the total asset value of the common stock received in exchange and 
the resulting figure for the asset loss sustained by the preferred stockholders is 
applicable to Dee. 31, 1928. Corresponding figures for Dec. 20, 1928, the last 
day for the conversion, cannot be precisely computed, since the asset value of the 
common stock on that day is not ascertainable. 
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sacrifice in asset position enured to the benefit of the other common 
Stockess 
_ Q.* * * So that there was a sacrifice by the preferred stockholder of an 
asset value. He was changing its position, it is true. Isn’t that so? 

A. Yes; he was changing it into common stock or cash as he desired. 

Q. And in changing his position he was making a sacrifice of asset value? 

A. Well, if you want to regard it that way. He was changing his asset 
position in favor of the market opportunity. 

Q. And, of course, that sacrifice of asset position inured to the benefit of 
the other common stock? 

A. That would be so. 


Thus, by December 31, 1928, Financial and Industrial Securities 
Corporation, which had commenced operations with three classes of 
stock (Class A common, Class B common, and preferred stock) 
had become a single-security company. The public, which had in- 
vested in the company primarily on a preferred basis, had been 
reduced to the same status of security ownership as the sponsors. 
A comparison of the status of the original investment of $25,000,000 
by the public in the preferred stock, with the status of the original 
investment of $12,425,000 by the sponsor interests in the common 
stock shows that as of December 31, 1928, the former preferred 
stockholders who had contributed about 60% of the net capital, 
now held approximately 349,952 shares of common stock in place 
of their preferred stock, or about 20% of all 1,701,6301%,) shares 
of common stock outstanding,”! while the amount of common 
stock originally procured by the sponsor interests for a contribu- 
tion of about 30% of the net capital, now constituted ownership 
of approximately 65% of the company and its assets.122. Not all 
of the 1,037,500 shares originally taken up by the sponsor interests 


8 Op. cit. supra, note 98, at 18939-40. 

9 The total amount of capital raised by the investment company from its inception on 
December 24, 1925, up to and including December 31, 1928, had been as follows (id., Com- 
mission’s Exhibit No. 3006) : 

Sold for cash: 


250,000 shares of 7% preferred stock__._____________________ $25, 000, 000. 00 
ZEOMNGS Sena of Comnmienomn SHuKOK 5, 618, 341. 96 
Total amount of capital contributions made in cash_________ 30, 618, 341. 96 
Issued in exchange for portfolio securities : 

ILUB (HOO Siena Ol Common BIOCK He 12, 425, 000. 00 
Aggregate amount of capital contributions________ 43, 043, 341. 96 

Less: Par value of 7,47516 shares of preferred stock called 
TOR mredemption= a -enee Meee Phe lee ser eee 747, 511, 11 
INGE Ceyotrel Comialloniiong_. 42, 295, 830. 85 


The investment company had also issued a 5% stock dividend which was carried on its 
books at a nominal amount of $73,986.95. 
120 See the following: 
Common stock issued on the conversion of 99,896 shares with ex- 


chansemwarrantsaa= a= = aera enna eee enn Nee eee 221, 586 shares 
Common stock issued on the conversion of 142,62884 shares of pre- | 

ferred stock pursuant to the exchange offer of Dec. 1, 1928_____ 128, 866 shares 

Rotalzse ee ees ee Le ere Sd ae SE ARS Oe 349, 952 shares 


121 Op. cit. supra, note 98, Commission’s Exhibit No. 3006. In addition, the holders of 
17,4751 shares of preferred stock had had their shares redeemed at $110 a share, receiving 
the sum of $822,262.22 in cash. 

42 Including the 5% stock dividend on the 1,037,500 shares of common stock (id., Commis- 
sion’s Exhibit No. 3006). 
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were retained by them down to December 31, 1928. The sponsor 
interests during 1927 and 1928 had recouped at least the amount 
of their original investment of $12,425,000 in the common stock by 
selling to the public from time to time blocks of their common stock 
at high prices.12* Nevertheless, on December 31, 1928, after the 
retirement of all the preferred stock the amount of common stock 
still in the possession of the sponsor interests constituted approxi- 
mately 45% of the outstanding stock.’** Had the company been 
dissolved on that date, the sponsor interests would have received 
as their distributive share 45% of the total assets of the company. 
While the sponsors did not liquidate the company at this time, they 
did shortly thereafter sell all the assets of the company to The 
Goldman Sachs Trading Corporation and received as their share 
of the consideration for the sale about a million shares of the stock 
of The Goldman Sachs Trading Corporation.” This transaction 
will be referred to again hereafter. 

The method by which the sponsors of Financial and Industrial 
Securities Corporation were able to transmute a 30% contribution 
to the net capital into the unencumbered ownership of 45% of the 
assets of the company, while recouping the amount of their original 
investment by the sale of part of their stock, illustrates the possi- 
bilities in connection with a multiple-security capital structure. The 
so-called “senior money” supplied by the public supplies a leverage 
for the common stock. This leverage, under favorable market con- 
ditions, tends to impart a substantial market premium to the com- 
mon stock and creates a considerable disparity between the market 
value and the asset value of the common stock. The average in- 
vestor is likely to be familiar with market quotations and their 
significance but not with the significance of asset values. In fact, 
in many instances the investor may not have had any knowledge 
of the current asset value. The sponsor, to whom asset value 1s 
a much more concrete concept, is frequently in a position to influ- 
ence the senior security holder to yield up some part of his priority 
interest in the assets of the company through the lure of greater 
transient market value. 

The sponsor interests were able to utilize this shift of asset value 
in favor of the common stockholdings, which the sponsors procured 
through the conversion of the preferred stock, shortly thereafter when 
a merger of Financial and Industrial Securities Corporation was ef- 
fected with The Goldman Sachs Trading Corporation on_an asset 
value basis.12° The market premium over asset value of the Financial 
and Industrial Securities Corporation stock was much greater than 
that of The Goldman Sachs Trading Corporation stock and the 
sponsors of The Goldman Sachs Trading Corporation refused to ac- 


123 During 1927 and 1928 Ralph Jonas and his associates sold through the Manufacturers 
Trust Company approximately 206,000 shares of the common stock of Financial and Indus- 
trial Securities Corporation at prices varying from $82.50 to $115.95 per share. If it be 
assumed that these shares were part of the 1,037,500 shares purchased from the investment 
company by Ralph Jonas and his associates at an average cost of $12 a share, the profit to 
the sponsor interests on these sales was approximately $20,000,000 (id., Commission’s Ex- 
hibit No. 3021). 

124 Public Examination, The Goldman Sachs Trading Corporation, at 162812. 

25 1d., at 16281. 

1267d., at 16157-8. 
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cept the higher market premium of Financial and Industrial Securi- 
ties Corporation common as the basis of the exchange.'?* Waddill 
Catchings, the president of The Goldman Sachs Trading Corporation, 
testified that the sponsors of Financial and Industrial Securities Cor- 
poration agreed to accept The Goldman Sachs Trading Corporation 
stock as though it were of a market parity with the Financial and In- 
dustrial stock and conceded that it was unlikely that the public stock- 
holders of Financial and Industrial Securities Corporation would 
have consented “to exchange their stock marketwise for a stock that 
was selling at half the price it [their own stock] was selling for before 
they made the exchange.” 1° However, before the merger was sub- 
mitted to the Financial and Industrial Securities Corporation stock- 
holders the market price of The Goldman Sachs Trading Corpora- 
tion stock had accomplished the phenomenal feat of rising 8414 points 
in four days.' 

From February 4 to February 7, 1929, inclusive, a joint trading 
account in the stock of The Goldman Sachs Trading Corporation com- 
posed of The Goldman Sachs Trading Corporation and Delmar Cap- 
ital Corporation, one of Mr. Jonas’ “office corporations,” °° purchased 
on the New York Curb Exchange 174,400 shares of the stock of The 
Goldman Sachs Trading Corporation at a total cost of $33,325,000 and 
sold only 4,500 shares at approximately $975,000.1%: Its purchases 
over the short period constituted 66% of total trading on the stock 
in the New York Curb Exchange.'*? 

Mr. Catchings denied that the account was formed or operated for 
the purpose of putting up the price of the stock and urged that this 
market price would have been attained even in the absence of the 
account.’*? He agreed that the mere fact that the Financial and In- 
dustrial Securities Corporation interests were willing to accept an 
exchange on an asset value basis and to disregard the initial discrep- 
ancy in market value would have brought the market premium on The 
Goldman Sachs Trading Corporation stock to a parity with that of 
Financial and Industrial Securities Cerporation.1** 

What is most significant about this transaction is the fact that when 
“insiders” were dealing with the public investor they retired his pre- 
ferred stock on a market basis and at an asset loss to the investor; 
when dealing with the “inside” interests of another company an asset 
basis was recognized as the proper criterion and the market value, 
either naturally or by artificial stimulation, rose in four days to coin- 
cide with the asset status. 

It should be noted that the disparity between the market and asset 
value of common stock may be utilized by sponsors of investment 
companies to promote opposing courses of action each of which facili- 
tates the particular plans of the management. In this case where the 
conversion of the preferred stock into common stock would result in 


27 Public Examination, Financial and Industrial Securities Corporation, at 16272. 

18 Op. cit. supra, note 124, at 16138 and 16158. 

129Td., at 16157 and 16144. 

130Td., at 16126. 

11d, at 16142. 

182Tq., at 16143. For a detailed discussion of this trading in The Goldman Sachs Trading 
Corporation stock see Ch. IV of this part of the report, pp. 1522 et seq. 

1383 Op. cit. supra, note 124, at 16131-2. 

134 Tq., at 16132 and 16317. 
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an asset gain to the common stockholders of the sponsor interests, 
the management voluntarily tendered such a conversion privilege to 
the preferred stockholders. In the case of Central States Electric 
Corporation **° an absolute right of conversion possessed by the pre- 
ferred stockholders threatened to interfere with the market activities 
of the sponsors in the common stock and the management paid out 
large premiums to preferred stockholders to prevent the conversion 
right from being exercised. 


b. Nullification of Open-end Privilege Relating to Preferred Stock 


Most investing companies have imposed upon their preferred stock 
the condition that the preferred stock must be surrendered when the 
company offers a “call” price fixed in the charter of the company, or 
in the resolution authorizing the issuance of the stock.t?° The “call” 
price is generally from 2% to 10% above the principal sum to which 
the preferred stock is entitled upon dissolution. This provision per- 
mitting the company to “call in” the preferred stock at a fixed figure 
is naturally a privilege extended to the company, not to the preferred 
stockholder. A provision permitting redemption of preferred stock, 
at the option of the holder, has been extremely rare.‘** Open-end in- 
vestment companies, which are almost exclusively simple structures 
companies, are of course characterized by the provision that the 
holders of the shares may at their option surrender the shares to the 
company at approximately the net asset value. The multiple-security 
company, as above stated, does not generally extend such a privilege 
to the senior security holder. 


(1) CHAIN & GENERAL EQUITIES, INC. 


Chain & General Equities, Inc., although a general investment com- 
pany of the closed-end type, granted its preferred stock (as well as 
the common stock) upon the issuance thereof, a qualified “open-end” 
or redemption privilege. This provision embodied safeguards and 
advantages undoubtedly attractive to the preferred stockholders in- 
vesting in the company. After the issuance thereof the “common- 
stock control” first whittled away, and ultimately completely eradi- 
cated, this privilege. 


#5 See infra, pp. 1762-70, for a discussion of the relationship between the operations of 
the management of Central States Electric Corporation in the common stock and the repur- 
chases of preferred stock by that company. 

8¢ An examination of the questionnaire replies for 161 investment companies showed 
that out of 89 companies issuing preferred stock. 83 made provision for the redemption of 
the preferred stock. 

187 Dewing, A. S., Financial Policy of Corporations (3d revised edition, 1934). p. 51, notes, 
in connection with corporations generally, that the redemption provision permitting redemp- 
tion at the option of the preferred stockholder, and a somewhat similar provision directing 
the retirement by the investment company of a certain number of shares each year, date 
back to the World War period; that they were conceived to implement the rights of pre- 
ferred stockholders and to serve as an important selling point in the distribution of these 
securities ; that the difficulties attendant upon meeting the comp:lsory redemption provi- 
sions and those allowing redemption at the option of the stockholders resulted in most cases 
in the exclusion of such provisions in the chirters drafted after 1925. 
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Article M of the charter of Chain & General Equities, Inc. orig- 
inally contained ‘the following provision: '* 

The corporation agrees to purchase to the extent of its surplus, if any, any 
preferred stock at par value less the sum of one (1) dollar per share and any 
common stock at its Hiquidating value (as hereinafter defined in this certificate 
of incorporation) less one (1) per centum thereof, offered by the holders of 
the certificates thereof, but in no event shall the corporation be bound to pur- 
chase in any one month more than one (1) per centum of the par value of the 
preferred stock then outstanding nor more than one (1) per centum of the 
liquidating value of the common stock then outstanding, the first presented 
as determined by the board of directors to be the first purchased. 

A paraphrase of this provision, included in the prospectus of Chain 
& General Equities, Inc.,'*° served as a representation upon which the 
investors might well have relied and which, no doubt, substantially 
aided the sale of the stock. The company Ww asa Delaware corporation 
organized in February 1929 by Childs, Jeffries & Co., Incorporated, a 
Massachusetts corporation engaged in the inv estment security busi- 
ness.° Mr. Dudley Childs, associated with Childs, Jeffries & Co., 
Incorporated, the sponsor, conceded that the object of the provision 
was to make the investor feel independent of the market price of his 


si@eks #2 

Q. But he always had the comforting feeling that if at some subsequent date 
he wanted to get out, out of the Chain & General Hquities trust, he would not be 
relegated to what the market value of the stock was, which might be selling at 
a substantial discount, and he could always come in and get the actual value, 
liquidating value, of his common stock, less che percent, and get par value for the 
preferred stock; isn’t that so? 

A. That is what we were trying to set up for him. 

The sponsor immediately consummated three contracts with the 
company: a distribution contract, a stock option contract, and a man- 
agement advisory contract. The investment company issued 40,000 
shares of its convertible preferred stock, Series A, at the par value of 
S100 per share and 160,000 of no par common stock to the sponsors 
under the distribution contract, which was not a firm commitment but 
an undertaking to find purchasers. The company received $8,000,000 
net proceeds from this sale, $100 for each share of the 40,000 shares 
of preferred stock and $25 for each share of the 160,000 shares of no- 
par common stock. Childs, Jeffries & Co. , Incorpor ated, received a 
eross commission of 6% on all the sales ‘amounting to more than 
$400,000. The management “took down” at least $1, 600 000 worth of 
common stock.“2. The $25 per share received for the common stock was 


188 Public Examination, The Equity Corporaticn, at 1719 and Commission's Exhibit No. 
219. 
89 Td., at 1720 and 1727, and Commission’s Exhibit No. 221: 

The corporation upon request will repurchase out of surplus preferred stock at par 
less $1 and common at its liquidating value less 1%. provided it shall never be required 
to repurchase in any one month more than 1% of par preferred outstanding, nor more 
than 1% of liquidating value of common outstanding. 

140 Tqg., at 1716, and Commission's Exhibit No. 219. 
141 7q., at 1728. 
ZT at aii2o. and: 1i32—o- 
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allocated as follows; $20 to “capital” and $5 to “paid-in surplus.” 74% 

It should be noted that the company at its inception provided itself 
with a surplus which could be utilized for the redemption of the pre- 
ferred stock. Article M did not distinguish between “paid-in sur- 
plus,” “capital surplus” or “earned surplus.” The prospectus stated 
that of the proceeds of $25 per share of common stock, $5 was allocated 
to surplus.“* It was clearly the objective of the promoters to give an 
immediate appearance of reality to the privilege of redeeming from 
surplus by at once creating such a surplus. 

Until the collapse of security market values in October 1929 the 
optional redemption privilege was permitted to remain unchanged. 
There would naturally be no reason for the preferred stock to avail 
itself of an optional surrender at a price less than the current market. 
The significance of this provision lay in the fact that it accorded the 
preferred stock a certain amount of protection in the event that the 
market price declined while the company had a surplus. 

By February 1930 the market price of the preferred stock had fallen 
substantially below the par value of $100 per share. The assets of the 
company were sufficient, however, to cover fully the preferred stock 
and furnish a positive asset value for the common stock. Furthermore, 
a surplus existed. It had been created by a reduction of the capital of 
¢he common stock from the former stated figure of $20 per share to $1 
per share.!® Market conditions were such that the exercise of the 

redemption privilege by the preferred stock might be anticipated. It 
was at this time, February 25, 1930, that the first “amendment of Article 
M was approved at a special meeting of stockholders.“° The effect of 
the amendment was to make unavailable for the redemption of pre- 
ferred stock under Article M a surplus due to a reduction of the com- 
mon-stock capital. This constituted the first vitiation of the privilege 
extended to preferred stockholders by Article M. Nevertheless, this 
amendment did not wholly emasculate the provision. Ifa surplus was 
acquired by the repurchase by the company of preferred stock at less 
than the liquidating value—at a discount (but not under Article M)— 
other stockholders could demand that their preferred stock be redeemed 
from such a surplus at par less $1 under Article M. Furthermore, 
while the amendment disallowed redemption from a surplus created 
through the reduction of common capital, it did not bar redemption 
from a surplus that could be created through a reduction of the par 

value of the preferred stock. 

At a meeting of the Board of Directors on September 24, 1930, a 
resolution was ‘adopted defining surplus with the apparent purpose of 
further narrowing “the surplus” a vailable for redemption under Arti- 


143 7d., Commission’s Exhibit No. 221. 

14 7d., Commission’s Exhibit No. 219. 

45 On January 29, 1980, shortly before the expiration of one year from the date of 
organization of the investment company, a plan was adopted at a meeting of the Board 
of Directors ‘‘for reducing the capital shares to create a surplus’ with the ‘‘view of repair- 
fing the recent depreciation in the market value of the portfolio.” The reduction of the 
-eapital “was to be obtained by carrying the Chain & General Equities no par common at $1 
‘instead of the former figure of $20. The difference of $19 was to be set up aS a Surplus 
c(i BNE IG). 

44 Td., at 1748-4, and Commission’s Exhibit No. 226. 
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cle M. The intended effect of this resolution was apparently to enable 
ihe company to charge off unrealized depreciation against “Profit and 
Loss Surplus” and “Paid-in Surplus,” to one of which the discount due 
to repurchase of preferred stock w ould be er edited, thus leaving no 
surplus which could be used for redemption.*** 

On Trebruary 8, 1981, at the annual meeting of stockholders, an 
amendment to Article M was passed making unavailable for redemp- 
tion purposes any surplus due to any reduction “in the amount of 
capital” of the corporation.4® It will be noted that the amendment 
of September 1930 referred only to a surplus arising from the reduc- 
tion of common capital. The amendment of February 1931 made 
unavailable a surplus arising from a reduction of either common or 
preferred capital.*° Finally Article M was eliminated in its entirety 
at a special meeting of stockholders on October 15, 1931.°° The 
deletion of Article M was specifically provided for in the agreement 
between Wallace Groves and Chain & General Equities, Inc., pur- 
suant to which Mr. Groves arranged to take over the control of the 
company.*”* 

It is significant that throughout the period, while obstacles were 
being placed in the way of effectuating the provision of Article M 
requiring the redemption of preferred stock at $99 per share, the com- 
pany was repurchasing preferred stock at large discounts. Beginning 
on November 14, 1929, while the redemption clause was in existence 
without any change.” the investment company repurchased 1,573 
shares of its own preferred stock at prices ranging down from $99 to 
$92 per share.t®? Upon inquiry as to why the preferred stockholder 
did not get $99 for his stock under Article M, Mr. Childs explained, 
that if the preferred stockholder “was not bright enough” to surrender 
his stock to the company, but sold it to a security dealer, who sold to 
the company’s trader in the market, “he lost the opportunity.” 1°+ 

It appears that as soon as Article M was amended the market price 
of the preferred stock feel precipitously and the company was able to 
purchase the preferred stock at large discounts from liquidating value. 
Before the redemption provision was amended the preferred stock- 
holders had been receiving $92 to $99 per share.1® 

Of the 40,000 shares of preferred stock originally sold in Febr uary 
IGBil. Chain & General Equities, Inc. repurchased "25,685, or 65%, of 


47 Td,, at 1745, and Commission’s Exhibit No. 227. 1 
48 Td., Commission’s Exhibit No. 228. ; 
149 Id., at 1746. F 
150 Tq., at 1749-53. 
151 Tq., Commission’s Exhibit No. 8. 
182 Td., Commission’s Exhibit No. 219 (p. 8). 
153 Tqd., at 1794, and Commission's Exhibit No. 233. 
154 Mr, Childs testified : 
Q. What I can’t understand is why wasn’t that stockholder informed he was entitled 
to $99 if he came and tendered his stock under the redemption plan. 
A. I don’t know why he didn’t know that. If he wasn’t bright enough to take that 
up, apparently he lost ‘his opportunity. 


Q. But, after al]/—— 
A. But those that did come to us, we turned their stock in at $99. 


Id., at 1796 et seq. 
185 Tq., at 1794, and Commission’s Exhibit No. 253. 
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the total number of shares at an average price of $55.01 per share for 
a total cost of $1,318,091.95.*°° 

The large sacrifices in asset value, especially after 1929, should be 
noted.** An aggregate of $1,313,901.95 was spent on the repurchases 
par value over cost of preferred stock returned to the treasury.’ 
of preferred stock, of which $1,255,308.05 was credited to surplus as 
representing the discount on preferred stock retired and an excess of 
Had the preferred stockholders actually been accorded the privilege 
granted them upon the issuance of the stock, a very substantial part of 
the losses which they suffered would have been avoided. 

Mr. Childs pointed out that the elimination of Article M required 
the approval of the stockholders. He admitted, nevertheless, that 


186 Td., Commission’s Exhibit No. 234. The following is a comparison of the liquidating 
values of the preferred stock and the average prices paid by the company in its repurchases : 


Average Average 
Asset annual Asset annual 
value price value price 
Date of the paid for Date of the paid for 
preferred preferred preferred | preferred 
stock ¢ shares re- stock ¢ shares re- 
purchased purchased 
S/ol 20 ees. =. jae |\e yf Ee gl eters 8 2 OS Wl ocecacccces 
6/30/20 teat a cr eee |g ee alll ie aver eet OON 54s | im eae oe 
9/30/20 ce Se Se Ed ROE, Nee remy tear (¢) $44. 09 
12/31/20 ene $97. 57 67419 eee 
3/3 30 eae ese ae eee (Oe Gee COE eee aes 
6/30/30 ee \ sesesesceeny eens COR een eee 
9/30/30 Nee ee NP at eds ates es G9AGS) Fee a. 
12/31/30 aan ee 56. 15 awed 71. 58 
S131 S lees see he ee eo aay mawiba ter oe 2a core lil OO Seen see re 
6/30/31 eee eens 60. 49 
6/80/32 eee eee 60. 43 
OBO /3220 5 = 2 ee ee Wil, fp 23. 82 |! 
12 / Si 3258 esas see eae 54. 31 | 


a Taken from company’s quarterly report. 
> $100 par value fully covered. Ohi a 
¢ $100 par value fully covered; accumulated unpaid dividends not fully covered. 


The number of shares repurchased, by years, and the average price paid per share are 
shown below: ; 


= Average 
Year repurchased ee of! price per | Total cost 
share 
OOS Fe Se a a SE Ae cae tea Ry AN dine, SAN eS Ee Peete 1, G8} $97. 50 $153, 489. 80 
O30 toon eae Sane AUN IRS aie ote, a be 11, 400 56.23 | 640,102. 00 
HAO eb aoe Sea ay Ste es, DRDO copealdin oess Reeeu eine, RB eee peated 1, 514 60. 49 91, 576. 25 
BO Ogee 5 ras Ae Ra RETA te or peep eS Rae Nene aS OEE Ete 5, 607 23. 82 133, 583. 75 
TIO Ss Ae I cas Pee ae ery punt soe Pett vs GUN Oe 8 SE Dlg ES 3, 848 44.09 169, 641. 00 
a1 ay Bae et alae Seiden eee ord Peer Bag aks ey ee Rtn eee SER Gate mR Rae 1, 742 71.58 124, 699. 15 
STO) ES] Ses Si aioe ep ese onlays a ete rt tae tthe Reem es 25, 684 lsya}, 2192 1, 313, 091. 95 


a First purchased in November 1929. 


wi Although the common stock had no asset value subsequent to 1930, the bid and ask 
quotations on the over-the-counter market ranged between $0.50 and $38.00 per share from 


1930 to December 1933. 


158 Op, cit. supra, note 138, Commission’s Exhibits Nos. 234 and 235h-—n. 
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the attendance at stockholders’ meetings was negligible and that stock- 
holders usually rely upon the judgement and ‘Integrity of the man- 
agenenitz= 


Q. Yet when Mr. Groves came into the picture that provision was eliminated 
completely ? 

A. Yes; that is right. But, of course, the stockholders approved the complete 
elimination of it. 

Q. Do you know how many stockholders there were present at that stock- 
holders’ meeting? 

A. No; I do not know. 

Q. What has been your experience with stockholders’ meetings, Mr. Childs, 
with respect to the attendance by stockholders? 

A. Well, if they are dissatisfied, if they felt that Article M had been a bad 
thing to eliminate, I think a good many would have shown up. 

Q. Well, doesn’t the average stockholder rely upon the ability and integrity 
and the judgment of the officers and directors, and assume when they submit 
a proposition it is to their interest? Hasn’t that been your experience? 

A. A good part of the time. 

Q. * * * how many stockholders have ever shown up at the annual meet- 
ings in connection with Chain and General Equities that you remember? Did 
anybody ever show up? 

A. Oh, yes; there were three or four. 

Q. Three or four? 

A. Yes. 

@. And how many stockholders of record did you have at the peak, do you 
remember, approximately ? 

A. I guess perhaps 1,000 or 1,200. 


That some preferred stockholders recognized the protective value 
of the original provision of Article M is indicated by the fact that a 
suit was brought, based upon the refusal of the management to redeem 
the preferred stock pursuant to the provisions of Article M2 


Q. The fact of the matter is, one of the stockholders sued to try to enforce 
the provisions of Article M. You remember that? 

A. No. 

Q. I will show you the minutes of October 8, 1930, and see if that doesn’t refresh 
your memory as to a suit started by one of the stockholders who thought it was 
of sufficient consequence for him to go out and hire a lawyer to enforce it. 

A. I do remember that now. I had forgotten all about it. 

Q. * * * This is from the minutes of the Board of Directors of October. 
8 19380: 

“Michael Spaeth filed a suit against the Chain & General Hquities for failure 
of the latter to buy up his ten shares of preferred stock out of surplus as pro- 
vided by the charters. The officers refused to buy him out on the ground they 
had no surplus available for this purpose.” 

There is one stockholder who felt that was a vital matter to him; isn’t that so? 

A. Apparently so. 


8 Td., at 1751-3. 
HEY GL lt dkeyfanl. 
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ce. Use of Redemption Provision by Sponsors so as to Withdraw or 
Diminish an Original Contribution to the Senior Capital of the 
Company 


As has been shown in previous illustrations, sponsors of investment 
companies have frequently taken common stock alone for the con- 
tribution they made to the capital of the company. In some instances, 
however, they have taken a substantial proportion of a preference 
issue accompanied by common stock as the consideration for their 
contribution. On the subsequent appreciation of the common stock 
the prospect of continuing as an investor in the senior securities ap- 
pears to have become unattractive to some of these sponsors. By 
“calling” for redemption the preferred stock which they held the 
sponsors were able to withdraw their original investment in the senior 
securities. The sponsors thereafter frequently converted the pro- 
ceeds into additional common stockholdings and raised new senior 
capital from the public, thereby increasing the “leverage” and the 
profit possibilities for the holders of the common stock. 


(1) OLD COLONY INVESTMENT TRUST 


Old Colony Investment Trust, a common-law trust, was organized 
in Massachusetts by a Declaration of Trust dated January 14, 1927, 
under the sponsorship of Old Colony Corporation, an investment 
banking subsidiary of the Old Colony Trust Company. To raise 
funds the trustees originally issued $1,000,000 par value of preferred 
stock callable at $1,200,000, $5,000,000 of 414-percent Series A deben- 
tures, and 100,000 shares of common stock. The sponsor, Old Colony 
Corporation, purchased the preferred stock for $1,200,000, took up 
$2,000,000 principal amount of 414-percent Series A debentures at 97, 
and sold them to the public for 9914. An option on the remaining 
$3,000,000 of the debentures at the same price was granted to the 
sponsor, permitting the purchase of these debentures in blocks of 
$500,000 from time to time.1* 

The common stock was issued as a bonus “which would represent the 
future of the enterprise.” The sponsor obtained 50,000 shares for its 
investment of $1,200,000 in the preferred stock and the public received 
the other 50,000 shares of common stock in connection with its invest- 
ment of $5,000,000 in the debentures, on the basis of 10 shares of 
common with each purchase of $1,000 face amount of debentures. 

The bank and the sponsor claimed to have organized the investment 
trust to meet the needs of their customers. The capital structure was 
deliberately so framed as to make the debentures “as near a prior 
preference stock without a maturity before the date that was indicated 
in it as was possible.” There was an absence of such safeguards as 


af) ! ers 
provisions with respect to default, a touch-off clause, a sinking fund, 


161 Public Examination, Old Colony Investment Trust, at 6109-11, 6114, 6117, and 6123-5, 
and Commission’s Exhibits Nos. 551 and 552. The original trustees were Francis R. Hart, 
vice chairman of the board of directors of Old Colony Trust Company, the bank; Phillip 
Stockton, president of the bank; T. Jefferson Coolidge, vice president of the bank ; Edwin R. 
Marshall, vice president of the bank and president of Old Colony Corporation, the invest- 
ment banking subsidiary; and F. Winchester Denijo, vice president of the bank and of the 
investment banking subsidiary. 
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or requirement for consent of debenture holders to create a prior 
debt. There was no provision for acceleration of maturity in case of 
default. If interest was not paid, the holder had merely a cause of 
action for interest. The sponsor created this debenture because it 
wanted “a non-callable brokers’ loan.” The debentures were due in 
20 years (date of issue February 1, 1927, due February 1, 1947) .*° 

‘The sponsors contended that the broad powers vested in the manage- 
ment by the common-law trust are desirable since the protection of the 
investor depends primarily on the management. IF’. W. Denio, vice 
president of Old Colony Trust Company and of Old Colony Corpora- 
tion, testified : 1%° 

In the first place, you have rather broader powers [in a Massachusetts trust | 
which we thought was desirable, because our philosophy of an investment trust 
was what you were buying primarily was the integrity and judgment of manage- 
ment in which you had confidence, and our general theory is that if you have 
that confidence you can generally pretty safely trust them with any powers that 
they wish to give themselves. 

In paying for the preferred stock, the sponsor drew its check for 
$1,200,000 to the order of the investment trust which deposited it in the 
bank, Old Colony Trust Company, to the credit of the investment 
trust. Three or four days later the investment trust returned the 
$1,200,000 to the sponsor because only 2% could be obtaimed on that 
deposit from the bank. ‘The sponsor did not execute or deliver a note 
to the investment trust but agreed to pay 5% on the daily balance. 
By this transaction the investment trust was losing 1% per annum 
because it was required to pay 6% on the preferred stock issued to 
the sponsor which paid 5% for the use of the money it delivered as 
consideration for the purchase of the preferred stock. Subsequently 
the total capital contribution of $11,500,000 of the investment trust 
(as will be related) was turned over to the sponsor which paid 5% 
interest from the moment the money was received until it was 
invested.*%# 

To summarize, the public invested approximately $5,000,000 in non- 
callable 20-year debentures and received 50,000 shares of common-stock 
as a bonus, whereas the sponsor invested $1,200,000 in preferred stock 
callable for that sum and received 50,000 shares of common.as a bonus 
which entitled it to 50% of the prospective surplus profits.?°° 

It should be noted that at the inception of the company while the 
common stock had no asset value whatever, the sponsor had secured 
for its contribution to the capital a preferred stock position. Subse- 
quently, when the common stock acquired an asset value, the sponsor 
retired from the preferred stock position and converted its contribu- 
tion to the capital (plus an additional $800,000) into common: stock 
holdings. This the sponsor effected by calling the preferred stock, 
which it held, for redemption. The mechanics of the transformation 
were as follows: 

At the inception of the investment company the common stock had 
no asset value. It was contemplated that $5,000,000 was ample to 


12 Td. at 6115-6, 6119-20, and Commission's Exhibit No, 552. 
163 Td., at 6111-2. 

164 Td, at 6134-5, 6152. 

165 7d., at 6124. 
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start, the sponsor being “more or less in the dark” on the desirable 
size. However, provision was made to allow for “the issuance of fur- 
ther securities of any appropriate kind that might seem desirable to 
the management and for the best interests of the shareholders and 
security holders.” !* 

In the fall of 1927 (the year the investment trust was created), due 
to the appreciation of the portfolio, the sponsor caused the company to 
issue rights to subscribe to twe shares of common stock at $20 per 
share to each holder of one share of common stock% The holders of 
the 100,000 common shares granted as a bonus (50,000 shares of com- 
mon held by the public and 50,000 held by the sponsor), therefore, had 
a right to subscribe to 200,000 additional shares. The rights were 
negotiable and assignable. The price of $20 was fixed at that sum in 
order to adjust the cost per share of all outstanding common to the 
equivalent of the asset value. By exercising the rights at $20, the 
shareholder who had received his original common stock as a bonus 
would have obtained his shares of common at a cost of $13 per share, 
which was the asset value at that time. The market price of the com- 
mon stock was around $40 per share and the sponsor stated in the 
annual report of the investment trust that that price was too high. 

Although the sponsor had a fixed income on its preferred stock, it 
redeemed _ the preferred at the call price of $1.200,000, the amount it 
originally paid. The sponsor then added $800, 000 and subscribed to 
the common shares to which it was entitled as holder.of one-half of the 
outstanding shares of common."®® Mr. Denio, the vice president of the 
bank and of the sponsor, stated : 1° 


the reason we took the preferred stock out of the situation was that for the first 
time we were selling shares as shares, just as we had sold, or were about to sell, 
debentures as debentures, and not with a bonus attached to them, and we did 
not want the corporation to be in a preferred position, ahead of the shares 
which we were about to offer to the public, and we much preferred to be on a 
parity ourselves with the shares which the public was paying money for and to 
put our $2,000,000 in the lowest position, alongside their dollars. 


Although the preferred was not a participating preferred, Mr. 
Denio contended the sponsor had the “right to subscribe to 100,000 
shares of common, as a holder of the then one-half of the outstanding 
shares and left its preferred in.” When it was indicated that the 
sponsor’s investment would have been over $3,000,000 instead of 


$2,000,000, if it had not surrendered its preferred stock, Mr. Denio 
explained: ae 


That is the result, but it was not the purpose. The purpose was to make the 
common stock—or to take away from ourselves any preference that we might 
have on the assets of that trust, ahead of the public’s. 


At this time the investment trust issued $2,500,000 additional 
debentures which were sold to the sponsor at 94 and by it to the 


166 Tqd., at 6110-1. 
©1467 Td, at 6125-7, and Commission’s Exhibit No. 551. 
168 Td., at 6127. 
169Td., at 6127-8. 
WOTd., at 6128. 
w1Td,, at 6128-9. 
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public at 96%. This additional senior financing obviously in- 
creased the “leverage” of the common stock and the sponsor had 
retired entirely from a senior position. 

The oa contributed capital amounted to approximately 
$11.500.000, of which the public paid $5,000,000 for Series A deben- 
tures, $2,500,000 for Series B debentures and $2,000,000 ae 150,000 
shares of common stock and the sponsor contributed $2,000,000 for 
150,000 shares of common stock. The result of the renapTaRHOn 
and the retirement of the sponsor from its preferred stock position 
was to secure the sponsor a status somewhat akin to that of an oper- 
ator of a margin account. It obtained the administration of a 
$11,500,000 fund through an investment of $2,000,000 of its own. 
As the sponsor did not assume the entire risk of first losses but only 
assumed that risk equally with the $2,000,000 of equity money put up 
by the public, it did not obtain the exclusive right to surplus profits 
but a right of participation therein equal to the ageregate participa- 
tion of the pubhe which contributed $9,500,000 to ‘the account. 


(2) GENERAL AMERICAN INVESTORS COMPANY, INC. 


Practically the identical technique of extricating an original in- 
vestment in preferred stock and replacing the same with an invest- 
ment i contac stock of the company was practiced by the sponsors 
of General American Investors Company, Inc., organized in January 

1927 by Lazard Fréres and Lehman Brothers, brokers and security 
underwriters. The financing of this company, ‘described in an earlier 
section,'“* discloses that through the redemption procedure the 
sponsors were repaid their tempor ary investment in the preferred 
stock and were left in pra putes control and entitled to 6214 percent 
of the surplus profits of the company (the capitalization of which 
was almost $14,000,000) with an investment on their part of approxi- 
mately $4,000,000. 


8. UTILIZATION OF THE PRACTICE OF REPURCHASES 
OF THEIR OWN STOCK BY INVESTMENT COMPANIES 


As has been indicated, the managements of investment companies 
were able to use redemptions and conversions to promote plans dic- 
tated by the self-interest of the managements when market conditions 
were favorabde, 1. e., when common stocks, and, to a lesser degree, pre- 
ferred stocks, were gelling on the market at a premium above asset 
value. Despite a reversal of circumstances, that is, when investment 
company securities were selling at market prices below their asset 
values, the managements of investment companies were, nevertheless, 
able to secure adv antages to themselves and promote the visitation of 


12 Td,, at 6130, and Commission’s Exhibit No. 553-C. On November 80, 1927, the sponsor 
agreed to buy $1,000,000 principal amount of 444% debentures, Series B, dated December 
15, 1927, due December 15, 1952, and obtained an option on $1,500,000 at the same price to 
be exercised on or before March 1, 1928, in blocks of $500,000 principal amount. 

173 These figures do not take into account the gross commission, amounting to approxi- 
mately $200,000, obtained by the sponsor in the sale of the $7,500,000 debentures to the 
public (id., at 6133-4). 

174 See supra, pp. 1603-7. 
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losses on certain categories of senior secur ity holders by the technique 
of repurchases of the investment companies’ own securities. 

The important place of repurchase operations by investment com- 
panies during the period 1927-85 is one of the distinguishing fea- 
tures of their history. During those nine years the closed-end 
management investment companies proper and investment-holding 
companies studied expended in the aggregate approximately $534,- 
000,000 to repurchase their own securities, an amount equivalent to 
about 13% of the total value of securities sold by these companies 
during this period. The ratio of the repurchases to original sales 
of the various classes of securities amounted to 37% of the number 
of shares of preferred stocks, 38% of the principal amount in the 
case of bonds and 5% of the total number of shares of common 
stocks.2” 

The extent of repurchases of their own securities was a peculiar 
phenomenon of investment companies, since other corporations do not 
ordinarily reacquire any substantial portion of their own capital is- 
sues. The explanation sometimes offered is to the effect that invest- 
ment in securities generally, while remote from the usual practices of 
the ordinary corporation, is the very business of the investment com- 
panies. The question still remains whether such activities in its own 
securities and with its own security holders are any more within the 
contemplated or proper scope of the activities of the investment com- 
pany than that of any other corporation.1” 

By the end of 1929 the open market prices for preferred stocks 
were generally below the amounts to which the issues would be en- 
titled on liquidation of the company. As justification for repurchases 
of preferred stocks under these circumstances, investment company 
sponsors and managers cited the profits derivable by the investment 
companies from the repurchase of their securities below their asset or 
liquidating values, and the alleged market support rendered these is- 
sues by the purchasing policy of the companies.‘ When the asset 
value of a preferred stock issue 1s below the amount to which it is en- 
titled on liquidation, repurchases at prices below its asset value will 
help the common issue by reducing its negative value or the deficit in 
its equity..* They also benefit the remainder of the senior issue by 
increasing its asset coverage. However, the benefit flowing to the 
holders of the common stock and the remainder of the senior issue is 
obtained wholly at the expense of the senior security holder of the 
investment company whose stock the company has purchased at a 
price below its asset value (and to whom the management of the in- 
vestment company has pledged its best efforts to preserve the principal 
or the par amount and pay a return thereon). Thus the company 


1% Pt. Two of the Commission's report (House Doc. No. 70, 76th Cong.), Ch. III, pp. 232-6, 
Table 64, p. 233, and Chart 26, p. 234. See also Ch. III of this part of the report. 

176 Pt. Two of the Commission's report (House Doc. No. 70, 76th Cong.), Ch. III, p. 282. 
The repurchase of bonds, while involving many of the considerations applicable to the 
repurchase of preferred stocks, require independent treatment because of the special fea- 
tures of bonds such as “touch-off” provisions and fixed interest charges. 

17 Td., pp. 236-9. 

178 1Td., p. 239, note 94. 
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is in a position of utilizing the funds of the company to benefit one 
segment of its security holders at the expense, at least from the stand- 
point of the asset value of the securities, of the other security holders. 
To this must be added the important fact that the investment com- 
pany, when it was engaged in repurchasing its securities on the open 
market, rarely brought home to the security holder the asset value of 
his security, which was considerably in excess of the market quotation. 

It should be noted that in the case of some of the repurchases, 
the retiring preferred stockholder received less than the asset value 
of his stock while his stock was already “under water” while in other 
instances he received less than the asset value (and of course less 
than liquidating value) at a time when his stock was fully covered 
by assets of the company. When the senior securities are fully 
covered by assets, the discount obtained by the investment company 
on repurchases redounds wholly to an increase in asset value of the 
common stock. It would seem that the fiduciary relationship be- 
tween management and security holder would suggest that the man- 
agement should seek to deter the improvident sacrifice of the senior 
security holder for the benefit of the equity stock, a substantial part 
of which is frequently in the hands of the management itself, 

The contention that repurchases on the market at a discount con- 
stitute a desirable expedient for supporting the market value in a 
period of deflated prices must be carefully scrutinized” Tt might 
be urged that market values could be maintained as readily by reduc- 
ing the selling impulse as by providing a market buyer. If the 
investment company, at a time when the market price was substan- 
tially below the asset value, stressed the asset value ™! and con- 
currently openly announced its readiness to buy at the market price 
directly from the holders, possibly by the method of tender of pro 


“On November 18, 1929, in the course of general wreckage on the stock market, many 
companies having a Sutp'us were asked to use such funds as they cou'd spare for the pur- 
pose of putting in bids for their own stock * ™* *. Such a situation, of course, differs 
from the case where the Corporation, as a pooling, manipulates the price of its own shares.” 
(Berle, A. A., Jr., Liability for Stock Manipulation, Columbia Law Review, Vol. 31 (1931), 


p. 278, note 25.) 
‘so'The abstention of the investment company from the role of supporter of the maiket 
would a'so avert a form of deception of the independent purchaser of the security: 


Commonly, the fact that the corporation is the active party is unknown * *~ *, 
The purchaser of stock at the pegged level is, it would seem. entitled to assume that 
this is the level at which outsiders in the maiket are at present buying the stock; 
certainly. were he informed that the real buyer at that level was the corporation, his 
appraisal of the security might be radically changed. The fundamental wrong here is 
that the corporation has interfered with a “fre” market. The buyer is, in a word, 
buying upon representation of liquidity at a certain level; and the liquidity is, in fact, 
fictitious (op. cit. supra, note 179, at 275-6). 


181 An example of the circulation by a corporation of information indicating that the mar- 
ket price of its stock is not in line with its value is to be found in a letter circulated by the 
directors of the Anaconda Copper Mining Company on December 24, 1930, of which the final 
paragraph reads as follows: 


It may not be deemed witbin the province of the directors or officers of a corpora- 
tion to comment or advisa upon the true value of its property as compared to current 
prices. However, at this time of hysteria, unfounded rumor, and prevailing pessimism, 
we believe it is not only proper but the duty of those charzed with the responsibility 
of managing the investments of many thousands of shareholders to call your attention 
to the fact that all of the mining properties of your Company developed, equipped, an@ 
constituting es a unit the largest and most valuable copper properties and copper ore 
reserves in the world, together with the many millions of dollars that were expended in 

| their development and preparation for operation are, at current quotations for the 
| stock of your Company, selling at less than nothing (op. cit. supra, note 179). 
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rata shares of their holdings,'? it would very likely have a stabiliz- 
ing influence on the market as the result of a restraining effect on 
the then fully informed investor.*** It would thus, to a considerable 
extent, avert the serious losses of a substantial proportion of senior 
investors. 

Another consideration of importance is that by repurchasing its own 

outstanding securities the investment company reduces its working 
capital. In theory, the corporate capital 1s presumed to be used for 
the business to which the corporation is primarily dedicated. The 
stockholder upon acquirmg his interest in the company may assume 
that a fund of a certain magnitude, known as the “capital” of the 
company, is to be devoted to, making profits by the exercise of the 
cleclared function of the company. The echo of this theory is to be 
found in the common provision of state laws to the effect that pur. 
chases of its own stock may be made by a corporation out of “surplus” 
only.!** The intended objective of such provisions is to segregate at 
least some part of the assets of the company for the conduct of its 
ordinary business. 

However, with the advent of artificial definitions of “capital.” the 
development of the mechanism of paid-in surplus, the voluntary re- 
duction of capital, and the facility of reducing the assets to cash! 
this purported limitation upon repurchases became almost meaning- 
less in the case of investment companies. By the terms of the statutes 
and charters, the management has usually been able (with or without 
the aid of a vote of shares under its control) to decide what part of 
the assets of the company shall constitute the “capital” which is not to 
be available for the purposes of repurchases and to remain intact for 
the essential business purposes of the company. If the management 
of an investment company is so minded, it could arrange to expend a 
substantial part of the assets of the company—not only such assets 
as constitute surplus profits but such as have been designated paid-in 
surplus—for repurchasing and retiring preferred stock at a loss in 


is? A general offer of this nature to all investors would avoid the favoritism occasionally 
extended to ‘‘insiders”’ holding senior securities. 

The Committee on Stock List of the New York Stock Exchange, in attemptine to cireum- 
scribe the practice of repurchase by investment trusts made the following tentative ruling 
in May 1931: 

The reacquisition of outstanding preferred shares would appear to 
tionable 
(a) for the purpose of retirement ; 


(b) for the purpose of resale under proper provisions to management in connection 
with management plans; 


(ce) for the purpose of reissue in connection with plans of consolidation or merger ; 
provided that in each instance the stock reacquired had been purchased at a fair price, 
and that its reacguisition had not impaired substantially the equity behind any out- 
standing Securities senior to it in character. 


It further stated 


be unobjee- 


Nothing in the foregoing is intended in any way to Suggest the approval of invest- 
ment trusts carrying on operations in the nature of trading in their own securities. 

183 Some part of the stock offered on the market comes from “distress” sellers who 
may be in urgent need of the cash. A portrayal of the asset condition of the company 
might not influence this type of seller. 

184 Laws of Maryland Relating to Business Corporations, Article 23, Section 50; Delaware 
Corporation Law, Section 19: Levy, Irving J., “Purchase by a Corporation of its Own Stock,” 
15 Minn. Law Review 1. 

185 See supra. 
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asset value to the selling stockholders and to the gain of the share- 
holdings of the remaining stockholders. 

The major possibilities of inequities in the practice of repurchases 
out of contributed capital, as in the practice of payments of dividends 
out of such capital, are to be found in investment companies with 
more than one class of stock. The management, through the paid-in 
surplus, is able to employ the contribution of the preferred stock- 
holder to the working capital to retire his holdings at a figure less 
than the amount contributed by him and less than the amount which 
he would receive upon a Lauiraron of the company,'** and simul- 
taneously increase the asset value of the shares of common stock. It 
can readily be understood that a management, which itself holds a 
substantial amount of the common stock of the company, might be 
interested in strengthening its own shareholdings by seeking to 
gather in the securities outstanding with the public as cheaply “and 
as much below asset value as is possible. 

The large proportion of the total assets of investment companies 
which was employed in the practice of repurchases of their own stock 
has already been noted. While it has not been possible to calculate 
the amount of the aggregate discounts below asset value involved in 
repurchases throughout the investment company field, the aggregate 
of known discounts below asset value, which in turn repr esents the 
extent to which the equity of ne security holders was increased, 
appears to have exceeded $100,000,009. Securities repurchased by 

closed-end management Ree eee alone were acquired by these 

investment companies at a cost of about $800000,000 less than the 
amount originally paid by investors, which total may be taken as the 
esttmated real’zed lo.s to those investors who sold thet securities to 
the investment companies.'** 

Several outstanding examples of large scale preferred stock re- 
purchase pron ams of investment companies will be described below to 
indicate (a) shifting of assets between security holders effected by 
repurchases at a discount and (b) interference with a free market 
involved in the support of the market price by means of repurchases. 


Tri-Continental Corporation 


On January 1, 1930, Tri-Continental Corporation and Tri-Conti- 
nental Allied Company, Inc. were merged to form the new Tri-Con- 
tinental Corporation, an investment company of the unrestricted 
management type, with assets of $75,802,000.1%% The two original 
companies, as well as the new company, were sponsored and managed 
by J. & W. Seligman & Co., a copartnership engaged in the business 


186 Tt should be noted that even the preferred stockholder who has held on to his shares 
and perhaps had the asset value or asset coverage of his stock increased by the “book profits” 
of the repurchases, has nevertheless suffered a diminution of the working capital of his 
company. 

1s? Pt, Two of the Commission’s report (House Doc. No. 70, 76th Congress), Ch. III, p. 239, 
note 96. 

188 Reply to the Commission’s questionnaire for Tri-Continental Corporation, Pt. IV, Items 
19 and 20 (a) ; Public Examination, Tri-Continental Corporation, at 18551. 
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of investment banking, brokerage, and underwriting.’ 

The capital stock of the new company, issued for the stock of the 
predecessor companies, consisted of 433,650 shares of preferred stock 
and 2,020,150 shares of common stock. Warrants were issued suffi- 
cient to purchase in the aggregate 1,008,650 shares of common stock. 
The preferred was a 6% dividend, $100 par value stock with a $100 
liquidating and a $110 redemption value.*”° 

The Agreement of Consolidation prohibited the company from issu- 
ing additional preferred stock on a parity with the existing preferred 
stock, or reissuing, selling, or otherwise disposing of any of the 
preferred stocks which may have been redeemed or purchased for 
retirement: 


* * %* unless immediately after the issue, re-issue, sale, or disposition thereof, 


the net assets of the corporation, as determined by the Board of Directors (whose 
determination, in the absence of fraud, shall be conclusive) shall be equal to at 
least two hundred per cent. (200%) of the aggregate par value of all the shares 
of the preferred stock, and of all of such stock on a parity with the preferred 
stock then outstanding. 

From January 1930 until September 1931 the investment company 
was actively engaged in repurchasing preferred shares on the open 
market through the sponsor firm of J. & W. Seligman & Co. In the 
course of these operations there was acquired a total of 276.233 shares, 
or more than 60% of the total shares originally outstanding, at an 
average cost of $92.18 a share. During the same period 108,118 shares 
were resold at an average price of $90.81 a share. These repurchases 
were made on the New York Curb Exchange until March 1930 and 
on the New York Stock Exchange thereafter, where they represented 
approximately 85% of all reported purchases on that exchange.’ 

The effect of these repurchases in “pegging” the price level while 
the preferred stock of other investment companies was suffering a 
serious decline is described in another part of this report.1® 

A somewhat unique additional objective was claimed for this ex- 
ensive repurchase program. Tri-Continental Corporation was con- 
templating the acquisition of another large investment company which 
would require the issuance of a large block of preferred stock by Tri- 
Continental Corporation in exchange for the stock of the other com- 
pany. Tri-Continental Corporation was not in a position to issue 
more shares of preferred stock due to the provision in the Agreement 


188 Publ'c Examination, Tri-Continental Corporation, at 18516—-7. At the inception of both 
predecessor companies and then of the consolidated company, J. & W. Seligman & Co. man- 
aged the investment companies without a written management contract. In October 1931, 
two years after the launching of the consolidated company, the first written management 
contract was consummated (id., at 18645). In reply to the Commission’s questionnaire 
(Pt. VIII, Item 77), the company states: 


Since the organization of Declarant on December 31, 1929, the firm of J. & W. Selig- 
man & Co,, a sponsor of Declarant, has held, directly or indirectly, varying amounts of 
Declarant’s stocks having voting power, the maximum of such holdings at the end of 
any year being 341,266 shares of Common Stock and 50 shares of $6 Cumulative Pre- 
ferred Stock, representing approximately 14.7% of all outstanding shares having vot- 
ing power. 

10 Op. cit. supra., note 189. Commission’s Exhibit No. 2081, III-A, IIJ-C. 
™ JTd., Commission’s Exhibit No. 2081, III-C, p. (14). 


“2 Td., Commission’s Hxhibit No. 2088 and reply to the Commission’s questionnaire for 
T1ri-Continental Corporation, Pt. V. 


198 See Ch. III of this part of the report; see also op. cit. supra, note 189. at 18723—9. 
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of Consolidation prohibiting the issue of additional preferred stock 
unless the assets of the company after the issuance equaled at least 
200% of the aggregate par value of the preferred stock. In accumu- 
lating shares of preferred stock through the repurchases, the company 
was providing itself with preferred stock which it could distribute in 
the exchange, without increase in the total outstanding amount of 
preferred stock. Earle Bailie, a partner in the firm of J. & W. Selig- 
man & Co., and chairman of the board of Tri-Continental Corpora- 
tion, explained this objective : 14 

* * * Why did we want to buy this stock? We wanted to buy it for several 
reasons. In the first place, we were discussing certain acquisitions which would 
need a lot of this stock. We could not issue any new preferred stock because 
of the coverage provision, therefore we had to get our own preferred stock by 
buying it in the market. 

When it was suggested that the stockholders of the investment com- 
pany which Tri-Continental Corporation was going to acquire were 
likely to be influenced by the sustained market price of Tri-Conti- 
nental Corporation preferred stock, not knowing that the same was 
being maintained by means of the extensive repurchase program, Mr. 
Bailie testified : 1° 

Q. This acquisition of the preferred stock, though it may have been motivated 
by a desire to have the wherewithal to accomplish the consolidation, had the 
effect, though, of maintaining the price of the preferred stock at a level, is that 
not true? 

A. That is quite true. 

@. And the direct consequence of that was that the stockholder of the invest- 
ment trust that you were going to acquire might see the price range of the Tri- 
Continental preferred stock was standing on an even keel while other investment 
securities were rapidly declining, is that not so? 

A. I think you must remember that in a consolidation the terms would have 
been as fully stated and the liquidating values would have been quite as Clear, 
in the consolidation that we had, so that the man who was asked to come in 
would know that the stock would have a liquidating value of so much. 

Q. Public confidence in the investment trust is reflected in its market price, 
is it not? 

A. At times; yes. 

Q. Looking at Tri-Continental preferred, you would not deny that there was 
a tendency at least upon the part of some persons to say that Tri-Continental 
has something that the others have not got by virtue of the fact that its pre- 
ferred stock was at an even keel while other comparable investment trust 
securities were declining, is that not so? 

A. That would be a possible statement to make; yes. 

Q. Yet the fact is that that even keel, or that reflected market price was 
directly attributable to the volume of repurchases by Seligman? 

A. That is quite true. 

Q. So there would be the effect, whether it was intended or not, of making Tri- 
Continental look good in contrast to the other similar investment companies, 
is that not so? 

A. Following your line of suggestion: yes. 


194 Op, cit. supra, note 189, at 18721. 
1ST ae S29: 
153373—41—pt. 3 62 
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Mr. Bailie, while opposing an absolute prohibition against repur- 
chases, conceded that maintenance of the market by repurchases had 
the tendency to mislead those stockholders who bought and those stock- 
holders who sold the security.?° 


Q. Is it not true that by contributing to an artificial market price of the stock 
it has a tendeney that it may mislead certain stockholders who buy, and others 
who sell. Stockholders may not sell because they think the stock is strong, and 
then suddenly in September of 1931 the stock goes zooming down to 55. Don’t 
you see some difficulties there, Mr. Bailie? 

A. I do. I see difficulties. It is not a simple situation. It is never a simple 
situation when you are buying and selling, when you are buying the company’s 
own securities. I mean there are often great advantages in it. In fact some 
companies’ lives have been saved by doing it. I think to prohibit it would be 
monstrous from the point of view of the fellows who need to sell. 


The contemplated consolidation in connection with which the pre- 
ferred stock was accumulated failed to materialize, although about 
27,000 shares of the preferred stock repurchased were used in the 
acquisition of the Wedgwood Investing Corporation. The company 
employed approximately one-third of the amount of its original assets 
in making repurchases, ultimately retirmg approximately $18,000,000 
of the preferred stock, which comprised the greater part of the repur- 
chased preferred stock. The company made a “book profit” of about 
$1,000,000 by virtue of the fact that the retiring preferred stockholders 
received less than the ] iquidating or ascet value of the securities." 

The “profit” to the company was really derived from a “redistribu- 
tion” of the assets of the company among stockholders.’°’s Karle 
Bailie testified : 

Q. Of course the benefit that redounded to the company was at the expense 
of its own stockholders; is that not so? 

A. No, Mr. Schenker. Again and again I have heard you people down here 
criticize [these repurchases |. 

Q. You did not hear me criticize. T am just stating the fact. 

A. You criticize the purchase of preferred stock too cheaply. In other words, 
they say, “It is fair to a preferred stockholder to have the company go in and 
buy this stock way down in price when the liquidating value is high?” I say 
that is true. Then you say it is not fair to buy high, even though the liquidating 
value is way above it. Now, how is it unfair in this second case? I just showed 
you by our calculation that the common stockholder and the other preferred 
stockholders were $5,000,000 better off at the end of the transaction than they 
would have been if we had not that transaction. 

Q. The point I am making is you cannot attribute that to the expert man- 
agement. The only thing vou did, Mr. Bailie, was to take it from stockholder A 
and give it to stockholder B. 

A. No; we retired some $18,000,000 of the preferred stock. 

Q. Then the answer is “Yes” and not “No,” because when you bought these 
stocks you made the difference between the purchase price of the security and 
the asset value in your process of retiring them. What you did was you took a 


196 Tq., at 18740; compare with the observation of A. A. Berle, quoted in note 180, to the 
effect that support cf the market by repurchase of stock interfercs with a “free” market. 

197 Op. cit. supra, rote 189, at 18720 and 18733. 

168 Td., at 18732-3. 
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security that was worth $150 from stockholder A and paid him $80 or $80 for it, 
and that difference you put into the treasury and distributed pro rata to your 
remaining stockholders. 

A. That is right. 

Earle Bailie, when examined on the obligation of the investment 
company to its security holders whose shares it was repurchasing, 
Lestiiedss +22 

Q. Now, we have the situation that the stockholder, who was a_ preferred 
stockholder, who went into the investment trust just to avail himself at the 
time of your expert judgment, finds himself in the position where this expert 
judgnrent is being used against him 

A. No. 

Q. Just a moment. I have not finished the sentence. 


A, Pardon me. 

Q. He finds himself in the position where this expert judgment is being used 
against him in this respect, that you, through your volume of repurchases and 
at the prices of these repurchases, are seeking to induce him to sell at a price 
that you knew would be a good buy for you; is that not so? 

A. Has it not occurred to you that it is possible that it may be good for one 
man to sell the stock and at the saine time good for another man to buy it? This 
preferred stock is an example of it. From the company’s point of view it was 
extremely useful for them to be able to buy that stock, because they were cutting 
the pyramid down, or making ready for the acquisition, so here was a case where 
it was really good for both sides, as I see it. 

Q. Was there any announcement sent to the stockholders reading substantially 
as follows: 

“Please take notice that the asset value of your stock is X dollars, its market 
value is Y dollars, selling at a discount of A dollars. We think that this stock is 
a good buy at that price, and we are preparing to buy all the stock we can get at 
that price. Now we tell you these facts, and after we tell you these facts, if 
you think you still want to sell, we are prepared to buy it.” 

Nothing like that was said? 

A. I can not remember any such statement. We did, however, at the end of 
every quarter, state what we had bought, the quantities we had bought, which I 
think is as far as any statement like that goes that we have ever made. 

Q. Of course, we have had situations here where the management sent out 
notices to stockholders saying, “Your stock is selling at X dollars, its asset value 
is Y dollars.” 

A. I have seen such statements. 

Q. “If you still insist on selling it, we would like to get the benefit of the 
discount.” 

A. Yes. 

Q. That was not done in this situation ? 

AY INO: 

Q. What difficulty do you find with such announcement to stockholders, ap- 
prising them of the fact that the management thinks the repurchase of the stock 
at a substantial discount is a good buy for the corporation and it might be adyis- 
able for the stockholders to hold on? 

A. I would hesitate very much to advise a stockholder to hold on. 

(. Then eliminate “hold on.” What investment policy can you see in that 
disclosure being made before the fact and not after the fact, namely, that “Our 


Td, at 18735-8 
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securities are selling at a substantial discount; we are prepared to purchase 
these stocks at this substantial discount, and we are telling you about it.” 
A. Insome situations there is no difficulty atall. * * * 


Mr. Bailie suggested that the effect of such an announcement would 
be hkely to dissuade the prospective vendor from selling his preferred 
stock to the company.2° 


A, * * * The answer is, of course, that you do not get any stock ordinarily. 
The answer is then that you have got to go and call your stock at its call price 
There are situations, however, if one is to avoid the old methods of merger ana 
ucquisition, Where, if you make that type of announcement in connection with an 
acquisition that you intend to make, you render the possibility of your being able 
to make the acquisition negligible. 

Q. You think that that is an insurmountable obstacle. 

A. No; J do not think it is. 


To vue extent to which a disclosure would deter the senior security 
holder from selling at a price below the asset value, the shifting of 
asset values between security holders of the same company would be 
minimized. 


a. Use of Capital Assets, Not Surplus, to Retire Senior Securities With 
a Loss in Asset Value 


(1) UNITED STATES & INTERNATIONAL SECURITIES CORPORATION 


As has been previously described in connection with sponsor con- 
trol??? and with the payment of dividends out of contributed capi- 
tal,?°? United States & International Securities Corporation was 
financed by the public sale of installment allotment certificates con- 
sisting of one share of first preferred stock, one share of common stock, 
and an option warrant and by the sale to the United States & Foreign 
Securities Corporation, the parent investment company, of the second 
preferred stock, accompanied by 80% of the common stock issued.?°* 
The parent Investment company paid in $10,000,000 for its junior 
position, while the distribution of the allotment certificates to the 
public contemplated a public contribution of $50,000,000. However, 
only $12,500,000, representing 25%, was paid in on the installment 
certificates at the time of the subscription, the balance being subject: 
to call in three subsequent installments.?°* 

From 1929 through 1935, United States & International Securities 
Corporation engaged im the repurchases of its first preferred stock. 
The essential details in connection with the repurchase operations are 
as follows: 


20Td,, aty1ls(3s: 

201 See supra. pp. 1598-1602. 

202 See supra, pp. 1710-22. 

203 Public Examination, United States & Foreign Securities Corporation: reply to the 
Commission’s questionnaire for United States & International Securities Corporation, Pt. I. 

20s Reply to the Commission's questionnaire for United States & International Securities 
Corporation, Pt. I (Exhibit D) and Pt. V. 
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Repurchases of first preferred stock by United States & International Securities 
Corporation 4 


Qiisee | Average - Market price range 
Year Shares Cost price yearly | 
| asset value High Low 
N28 sce es eee e eae essen es INOQNGs |i semee ee ase eee see ea (Oo Sees ae ean ene ne 
G20 Rear oe aeeE She on eee OP 5, 563 $369, 682 $66. 45 $146 $102. 00 $59. 00 
193 0 Sears ae eee ee ee A 85, 990 5, 469, 144 63. 60 108 75. 00 28.00 
OS Re Sata ape) ete Ree 71, 500 2, 455, 192 34. 30 7 60. 00 17. 50 
O32 Bees peer teeter Nees recat 39, 000 901, 885 23.13 60 | 32. 50 9. 25 
TOE Ye yg ee a a 36, 490 1, 848, 730 50. 66 75 65. 00 17. 88 
GORY Soe a 8 ee Oe dy 7, 200 397, 283 55. 18 92 69. 38 39. 88 
OB 1) 9 A teen ada 59S ae 600 34, 259 57. 10 114 80. 75 41, 25 
| 
246, 343 11, 476, 175 AGO Oi em cemee cee ye | eee eee ies eh recflenar hes 


¢ Compiled from information supplied in Parts IV and V of the reply to the Commission’s questionnaire 
for United States & International Securities Corporation. Average yearly asset value is computed as the 
arithmetic mean of the asset values at the beginning and end of the respective years. 


An aggregate of 246,343 shares of first preferred stock or 51% of 
the 486,543 shares issued,?°> were repurchased and $11,473,580, or 24.3% 
of the $47,166,125 net capital contributed by the public was used in 
these repurchases. The total loss to holders of first preferred stock 
who sold their shares to the Corporation (assuming the stock was 
bought by these holders at the issue price of $100 a share) was $13,- 
160,720, or an average loss to these stockholders of 53.5% of their 
original investment. This amount of loss represents the measure of 
gain to the remaining stockholders of the company. 

Approximately 63.4% of total repurchases of shares occurred in 1930 
and 1931. In that period United States & International Securities 
Corporation did not for the most part itself repurchase its first pre- 
ferred stock in the market, but repurchased these securities from its 
parent, United States & Foreign Securities Corporation. The parent 
bought up the partially paid allotment certificates in the market, paid 
the balance due on these certificates, detached the first preferred stock 
from the shares of common stock and the option warrant accompanying 
the same and resold the first preferred shares to United States & Inter- 
national Securities Corporation on a nonprofit basis. Ernest B. Tracy, 
president of both the parent and the subsidiary investment company, 
testified as follows: ?°6 

Q. Supposing you tell us a little bit about the repurchase of the preferred stock 
of United States & Foreign by the parent company? 

A. The purchase of the allotment certificates? 

Q. Yes. 

A. United States & Foreign bought the allotment certificates. The reason they 
bought them was it was a good purchase at the time. They were buying them at 
less than liquidating value of the stock. 


2% Of the 500,000 shares originally represented by the allotment certificates 14,457 shares 
were canceled for nonpayment. (Reply to the Commission’s questionnaire for United 
States & International Securities Corporation, Pt. ]I, Exhibit A, Schedule 8.) 

26 Public Examination, United States & Fereign Securities Corporation, at 11940. 
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Q. Was that the only reason? 

A. That was the principal reason they were buying. 

Q. What were some of the other reasons? 

A. There was some doubt, as I told you this morning, between counsel as to 
whether or not I had the right to buy them. 

Q. Whether or not United States & International had the right to buy its 
common stock? 

A. Yes; there was some question. JI don’t remember what it was, and I have 
tried to find that since I was down there the last time, but I remember Mr. 
Iranklin was the one that advised us that there was some doubt. I don’t know 
whether he consulted with Clark or not. 

Q. As a result, the parent company bought in preferred stocks? 

A. Bought allotment certificates. 

Q. And it detached the common stock and sold the preferred stock to the 
subsidiary ? 

A. Paid it up. 

Q. Paid it up and sold it to the subsidiary? 

A. And the subsidiary wanted to buy and bought it for retirement at the 
market. 


Apparently the doubt in the mind of counsel related to the right of 
United States & International Securities Corporation to repur chase the 
allotment certificates which carried common stock in addition to pre- 
ferred stock. The testimony does not contain any suggestion that there 
was doubt concerning the right of United States & International 
Securities Corporation to repurchase the preferred stock after its 
severance from the common stock. The question is posed whether 
these repurchases of the preferred stock in 1931 and thereafter, up to 
1935, did not constitute a deviation from the law as to repurchases of 
the State of Maryland in which United States & International Securi- 
tie: Corporation had been incorporated. 

Chapter 480 of the Laws of 1931 (unchanged through 1935) reads 
in part as follows: 


No such corporation shall purchase any shares of its own stock unless the 
assets of the corporation remaining immediately after such purchase shall be 
not less than the debt of the corporation plus the amount of its issued capital 
SUOOle, 


By December 21, 1929, the stated capital of the first preferred stock 
was impaired. The common stock and the second preferred stock had 
no asset value, and the first preferred stock was “under water.” °°" 
Thereafter, until 1935, the assets of the investment company were not 
only less than the amount of its total issued capital stock, but less 
than the stated capital of the first preferred stock alone.?” 

The clearly expressed intent of the Maryland Statute was to safe- 
guard at least the stated capital of a corporation from being dis- 
bursed by repurchases of its own stock. In this instance, the invest- 
ment company throughout a 4-year period, while its assets were 
inadequate to meet its ‘capital lhabilities, used approximately $11,000,- 
000 of the assets belonging wholly to the first preferred stock to 


207 Reply to the Commission's questionnaire for United States & International Securities 
Corporation ; and op. cit. supra, note 206, at 11944. 

*08 See average yearly asset values on p. 1749; also, the semiannual reports of the com- 
pany in the reply to the Commission’s questionnaire, Pt. I. 
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retire the holders of almost one-half of the first preferred stock at 
discounts with a substantial asset loss to the retiring preferred 
stockholders. 

The opportunity of a management of a multiple-security invest- 
ment company to shift asset values between the different classes of 
securities and to favor its own shareholdings is illustrated in this 
instance. 

The second preferred stock was held exclusively by the sponsor, 
United States & Foreign Securities Corporation. The repurchases 
of first preferred stock at a cost of approximately 514 million dollars 
in 1930 were at the average price of $63.60 per share. During that 
year the first preferred stock, on an average basis, was not “under 
water,” °°? while the second preferred stock had very little or no asset 
value during the year." Hence the $36.40 per share which was 
relinquished by the retiring first preferred stockholders redounded to 
the increase in the asset value of the second preferred stock. Repur- 
chases, even at a time when the first preferred stock, itself, was “under 
water” and the second preferred stock consequently had a “negative” 
asset value, aided the second preferred stock. Under the latter cir- 
cumstances, each repurchase of first preferred stock at a discount 
below asset value had the effect of reducing the deficit in coverage of 
the first preferred stock and accelerating the time when the second 
preferred stock, held by the sponsor, would have a positive asset 
value. Thus, during 1935 the second preferred stock attained a 
positive asset value ($18.91 per share on December 31, 1935) and 
the 100,000 shares held by the management then had an asset value 
of approximately $2,000,000. Had the management not repurchased 
about half the amount of first preferred stock at an asset loss to the 
retiring first preferred stockholders, the second preferred stock at 
this time would still have had no asset value whatsoever. 

Another objective may be fairly imputed to the management in 
embarking upon the repurchases in 1980. The “calls” for the third 
and fourth final installments upon the allotment certificates were 
made on March 1 and June 2, 1930, respectively.2 It was natural 
in view of the generally adverse conditions in the securities markets 
and with the market price of the first. preferred stock down to about 
$60 per share in February 1980, that there should be some reluctance 
on the part of subscribers to make the additional payments on the 
allotment certificates. 

The first preferred stock and allotment certificates had been listed 
upon the Boston Stock Exchange at the time of distribution, and on 
December 11, 1929, the first preferred stock and the common stock 
were listed upon the New York Curb Exchange, although only about 
71,000 first preferred shares and a like number of common shares 
were severed and available for trading.?” 

The first preferred stock was quoted on the New York Curb Ex- 
change in February 1930 at $6014, climbed to a high for the year 
of $75 on March 1, 1930, the date of the third “call.” This gain of 
approximately 15 points was recorded in a reported volume of trading 


208 See p.- 1759. 

210 Op. cit. supra, note 207. 

211 Op. cit. supra, note 204, Pt. I, Item 16. 

*2Td., Pt. V, Table 12; and derived from supplementary information supplied the Com- 
mission for United States & International Securities Corporation. 
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of only 9,700 shares of first preferred stock. Similarly, the common 
stock which sold at 254 a share in January 1930 reached a high of $8 
a share in April 1930 on a reported volume of only 5,300 shares. It 
is significant that although the trading in the severed preferred stock 
and common stock was small, 55,890 allotment certificates were pur- 
chased by United States & Foreign Securities Corporation (and sub- 
sequently reacquired by United States & International Securities Cor- 
poration) in the same first quarter of 1930.2 The strong support 
given to the allotment certificates may have contributed to the rise 
in the market price of the preferred and common stock during the 
first. part of 1930. 

Moreover, this temporary rise in the market position of the first 
preferred and the common stock comprising the allotment certificates, 
and the activity of the company in the allotment certificates them- 
selves may have influenced the public to pay in the current “calls” 
for the last two installments on the allotment certificates. 

Were the primary motive of the sponsors reduction of capital in the 
face of the declining market, they could have omitted the final “calls” 
and declared the allotment certificates paid off on the basis of the pro- 
portion already paid in. The procedure of the sponsors in respect to 
the “calls” and the repurchases seems to have been of an inconsistent 
character. On the one hand, they elicited new senior capital by promot- 
ing the payment of “calls” on the allotment certificates; *** on the other 
hand, they reduced senior capital by the repurchase and retirement of 
preferred stock. Both practices, however, redounded to the advantage 
of the junior capital owned largely by the sponsors.**® The repur- 
chases of the preferred stock at a discount, as noted above, improved 
the asset position of the junior capital; the addition of new senior 
capital increased the “leverage” for the junior capital and improved 
the chances for the recovery of the investment which United States & 
Forcign Securities Corporation had put into the “equity” stocks of 
United States & International Securities Corporation.*'* 


b. Use of Company’s Assets to Repurchase Its Preferred Stock at a 
Premium to Avert Conversion into the Common Stock 


Instances, such as those described above, of investment companies 
paying less to holders of their preferred stock than the current asset 
value of that stock, thus retiring preferred stockholders at a loss and 
shifting asset values to the common stock, were frequent. That the 
converse situation—the payment to a substantial number of preferred 
stockholders of more than the asset value or call price of their stock 
with resulting dilution of the asset value of the common stock—should 
be very rare is to be expected. With the personal interest of the 
“management” so largely identified with the common stock and the 
1a4 . = . . 99 = ‘ . . . . 

senior securities” largely in the hands of the public, it is natural 
that the management should refrain from favoring the preferred 
stock at the expense of the asset value of the common. 

213 Commercial and Financial Chronicle. 

214 Op. cit. supra, note 204, Pt. VII, Table 32. 

215 $611,825, which was paid in on allotment certificates, was forfeited by reason of the 
fact that they were not fully paid off (op. cit. supra, note 204, Pt. II, Exhibit A, Schedule 18). 

216 The second preferred stock owned exclusively by the sponsors—and the common stock 
of which approximately 80% was held by the sponsor interests. 

217 Public Examination, United States & Foreign Securities Corporation, at 11945. 
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It should be noted, however, that a sponsor who holds a substantial 
portion of the common stock may, under special circumstances, be more 
vitally interested in maintaining the market price for the common 
stock than its precise asset value. In this situation he might be willing 
to repurchase the preferred stock at high prices and to have the com- 
mon stock suffer from dilution in asset value in order to prevent 
possible interference with rising market prices in the common. 


(1) CENTRAL STATES ELECTRIC CORPORATION 


One episode of this character is illustrated in the case of Central 
States Electric Corporation.”'* The payment of the premium over 
asset value to preferred stockholders invoived disbursement of the 
company’s funds with a reduction of “coverage” for those senior secur- 
ity holders who did not surrender their holdings. The transaction dis- 
closes also the concern of a management with ‘the market price of one 
class of stock, primarily held by the management, rather than exclusive 
concentration upon an increase of the assets of the company itself. 

Tt will be recalled 2" that Central States Electric Corporation, organ- 
ized by Harrison Williams in May 1912,?*° had a multiple-security capi- 

tal structure with senior securities largely in the hands of the public 

and the common stock closely held by the sponsor.??! Among its out- 
standing senior securities 222 were two issues of preferred stock 22 
convertible into common stock ?*4 at the option of the holder within 25 
days after notice of a call, the company having reserved the right to 
redeem each issue at $110. per share.??° 

Due to the convertible features of the 1928 and 1929 series of pre- 
ferred stocks, a rise in the market value of the common stock would 
naturally be attended by a comparable rise in the price of the con- 
vertible preferred stock. The latter stock would thus automatically 
seek to attain the market level of the common stock that could be 
obtained for it upon a conversion. 


218 For a more detailed discussion of the repurchases of this company, see Ch. ITI, pp. 
960-65. 

219 See supra, pp. 1683-1707. 

220 Public Examination, Central States Electric Corporation, at 12256. 


221 1d., at 12260—-79 and 12288~-9. 
The following tabulation reflects the magnitude of Harrison Williams’ holdings in the 


common stock of Central States Electric Corporation at this time: 


Central 
States 
Electric Owned by 
Corporation | Harrison | Percent 


| common Williams 
shares out- 
| standing | 
ue are ere a 
DeGesliglO27 28 sete eae Lent et. Bane A ede eee | 1,090, 380 | 1, 055, 985 | 96. 0 
1,177,503 | 1,142, 810 | 97.1 


IDO Ge SIRO OR ee ok rae wea Re ee pan eee Ae en ee eee 
NO ZOROaM—NOVG) Bae see ate ee ee ee ee Sere eee ee tere Ee 


@ 8, 723, 368 | 7, 107, 422 | 81.5 


« This represents the total raimctee after 100% and 200% common-stock dividends in 1929 (op. 
cit. supra, note 220. Commission’s Exhibit No. 1205). In July 1929, Harrison Williams held 96% 
of Central States Electric Corporation common (id., at 12315). 
22Hor a more detailed discussion of Central States capital structure, see supra, pp. 
1683-1707. 
222 Viz, Central States Electric Corporation “Convertible Preferred Stock, Optional Dividend 
SOHES, * and “Convertible Preferred Stock, Optional Dividend Series of 1929.” 


24 Hor basis of conversion see infra, note 239. 
25 Op. cit. supra, note 220, Commission’s Exhibits Nos, 1228 and 12385. 
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The common stock of Central States Electric Corporation, into 
which these preferred issues were convertible, had experienced sharp 
rises in market value during 1928 and the first three quarters of 1929. 
While several factors, and in particular the various activities in the 
underlying securities of the investment company **® contributed to 
these extraordinary price rises, an important element was Mr. Wil- 
liams’ market activity in the relatively small floating supply of this 
common stock which was available for trading.*** Chart 10 compares 
these price rises with this activity of Harrison Williams over the 
period. As has previously been discussed,”** Mr. Willams began 
his operations in this stock early in 1928. During 1929 Mr. Williams 
continued his activity in this stock through his wholly-owned com- 
pany, North American Securities Company (at times referred to as 
Nasco), employing the technique of making heavy purchases on the 
stock exchange and redistributing substantially all of this stock off 
the market through distribution agencies arranged for this purpose. 
As the total volume of trading increased on the market, Mr. Williams 
accordingly increased his purchases and redistributions. Sharp mar- 
ket rises in the comon stock coincided with these operations of Mr. 
Williams,2”? particularly in June, July, and August of 1929, at which 
time he was most active in the stock.?*° 

With these preferred issues selling at prices below the market value 
of the common stock obtainable by conversion there was an induce- 
ment to investors to convert their preferred shares into common 
stock, which would substantially increase the hitherto limited floating 
supply of common stock available for trading.*** Also, arbitrageurs 
apparently bought this preferred stock below its conversion value and 
sold the common stock short. After selling the common short, they 
were able to cover with common shares obtained by converting the 
preferred shares which had been bought at prices below the conversion 
value. In this connection Mr. Williams testified as follows: ** 


Q. Let us see what would happen. ‘They would buy the preferred and sell the 
common short? 

A. Yes; then they would convert and get the common to make delivery. 

* * * * a oo * 

Q. If the preferred stock was out of line with the conversion rights, the effect 
of it would be that the arbitrageurs would buy the preferred stock and sell the 
common short, is that right? 

A. Right. 


226 Such as various trading accounts in the common stock of The North American Company 
and in the securities of other investment companies in the system held in the portfolio of 
Central States Electric Corporation (id., at 12322-7, 12334-6, 12540-1, 13054-60, and Com- 
mission’s Exhibit No. 1210). For a list of these trading accounts with discussion of their 
effect see supra, pp. 1683-1707. 

27 Not more than 5% of the common stock of Central States Electric Corporation was in 
the hands of the public in 1928 and not more than 10% through July 1929. See supra, 
note 221. 

223 See supra, pp. 1683-1707. 

229 Op. cit. supra, note 220, at 13124—7, 13344, and 13346. 

230 For schedule of daily purchases and sales over these three months see id., Commission's 
Exhibit No. 1834. 

231 See infra, Chart 11, p. 1768, for comparison of price movements of Central States 
common and convertible preferred issues. 

2322 Op. cit. supra, note 220, at 1323-5. See also testimony by Mr. Johnson, id., at 
13173-4. 
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Source: Public Examination, Central States Electric Corporation, 
Commisston's Exhibit No. 1252. 
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The material effect. of conversions under these circumstances was to 
depress the price of the common stock of Central States in which Mr. 
Williams was substantially interested at the time.*** 

While a call by Central States of these preferred issues at the re- 
demption price of $110 per share might have halted the operations 
of arbitrageurs, yet a depressing influence would have been exerted 
upon the market price of the common stock by reason of the large 
new free floating supply which would have been made available for 
trading on the market from conversions on a wide scale following 
such a call. Mr. Williams admitted 2** that a call for redemption 
would have precipitated such conversions: 


Q. The preferred shares were callable at $110, weren’t they? 

A. Yes, they were callable at $110. I think it was $110. Mr. Higgins: You 
don’t mean practically that they could have been called at that price. 

Q. They could have been called. Whether you could have gotten them in or 
not, I don’t know; but they were callable at $110 per share? 

A. Right, subject to the conversion. 

Q. Your point there is what? 

A. That they would have been converted. It would have forced conversion. 


To avoid this effect some other means was required for removing 
the speculative attractiveness of arbitrage operations. To this end 
it became important to strike a parity between the price of the 
common stock and that of the preferred stock.?* 

Accordingly, early in 1929, Central States Electric Corporation 
entered upon a program of repurchasing its two issues of convertible 
preferred stock primarily in order to prevent the exercise of the 
conversion privilege. Table 32 reveals the gross and net repurchases 
of each of these issues.”*® 


TABLE 32.—Repurchases of preferred stocks by Central States Electric 
Corporation, 1929 


| 
| | | Aver- 
Approx- | | Aver: | | Pere | | 
ato | Potal | Aggre- | age er Net | Cost of | aes 
volume he a | gate cost | cost | Total Proceeds | eats nen net | per 
of mar- |S2@F&S| 5f shares | per |shares| of shares amie Pentre shares | Biiare 
ket trans- eel repar- | share | sold sold J = pene repur- | “(net 
| actions |°Dase chased | repur- Nene chased | pur- 
| (shares) \chased chases) 
| = = ——— 
<i> eo Pp ted | 
1928 series (Feb. | | | | 
15) to Oct. 185) | | | | | | | 
1939) =e ae 88, 162| 48, 380 $10,037,887'$207. 48) 25, 633|$6, 148, 454 $239. 67) 22, 747/$3, 894, 432/$171. 20 
| i | 
1929 series (June | | | 
22 to Oct. 29, | | | | | | 
1929) eee 73, 380) 33, 400) 5,840, 203| 174.86) 4,968) 679, 209] 136.72) 28, 432) 5, 160, eo) 181. 52 
| -| —! ees = 
SROt a eee Sees es 81, 780/15, 878, 090 |22222— 30, 601} 6, 822, 663) ------- | 51,179) 9, 055, 476 176. 94 
- ) | | | | 1 


233 See discussion, id., at 13128, et seq. 

234 Td., at 13115-6. 

235 Td., at 1381238-5 and 13173-4. 

230 Jd, Commission’s Exhibits Nos. 1253, 1254, and 1250. 
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The intensity of this repurchase activity on the part of Central 
States is indicated by the fact that from February to October 1929, 
repurchases by the company accounted for almost 60% of the total 
shares traded on the market in the 1928 issue and for more than 45 % 
of the total shares traded in the 1929 issue over the entire nine-month 
period. Chart 11 reveals the trading in Central States common stock 
and its two convertible issues and the close relations of the price 
movements with such trading. 

The prices paid by the investment company in making these repur- 
chases exceeded not only the redemption value of all the preferred 
repurchased, but also the asset value of that amount of common stock 
which would have been issued upon conversion of the same number 
of preferred shares of each series which were actually repurchased. 
It will be recalled that Central States Electric Corporation repur- 
chased at a cost of $9,055,427 an ageregate net total of 51,179 shares 
of both issues of its outstanding convertible preferred stock.27 

This sum exceeded the redemption value ($110 per share) of the 
same number of preferred shares 7° by the amount of $3,425,737. Had 
Central States, instead of repurchasing these shares of preferred stock, 
permitted their conversion into common stock at approximately the 
dates of repurchase, it would have been required to issue some 104,000 
shares of common stock, having an underlying asset value of only 
approximately £3,800,000.2#° 

On the latter basis, the premium paid by Central States amounted 
to more than $5,000,000. The payment of this premium of more than 
$5,000,000 was a diminution of the company’s assets to that extent 244 


27’Phe shares repurchased amounted to 21% of the entire 1928 series and 25% of the 
1929 series (Reply to the Commission's questionnaire for Central States Iilectrie Corporation, 
Pt. If). 

88 Op. cit. supra, note 220, Commission’s Exhibits Nos. 1228 and 1235. 

** Both issues of Central States convertible preferred stock were originally convertible on 
the basis of one share of common stock for exch $110 in par value of the preferred held. 
The 100%, common stock dividend of April 15, 1929 (Poor’s Public Utility Section [1929], 
p. 1694). made the 1928 series convertible on the basis of one share of common for each $59 
in par value, at which it remained until the 200% stock dividend of July 15, 1929 (Poor’s 
Government and Municipal Section [1980], p. 1088), when this issue became convertible on 
the basis of one share of common for each $19.67 of its par value. The issue of 1929, 
though originally convertible on the $118 basis, was expressly provided to become convertible 
on the basis of one share of common for each $39.33 in par value of this issue after the 
effective date of the 200% common stock dividend (op. cit. supra, note 220, Commission’s 
Hxhibit No. 1235). For daily and monthly repurchases of both issues of convertible pre- 
ferred stock see id., Commission’s Exhibits Nos. 1253 and 1254, respectively. 

*° Computed on the basis of the asset value of the common. stock receivable upon con- 
version at approximately the time of the repurchases and adjusted for special stock divi- 
dends on the common stock. (For asset value of the common stock over this period see 
op. cit. supra, note 220, Commission’s Exhibit No. 1206; for total common stock out- 
standing see id., Commission’s Exhibit No. 1329.) The asset value of the common stock 
used here is the net liquidating asset value, based on Central States Electric Corporation’s 
portfolio securities of affiliated companies taken at asset value and its portfolio securities 
of other companies at market value (id., Commission’s Exhibit No. 1206). If all its port- 
folio securities be taken at market value, the asset value of the common stock of Central 
States would be somewat increased (ibid.). 

“The expenditure of substantial premiums over the par value of the preferred stock 
repurchased raises the problem as to whether the repurchases ag a retirement of capital 
violated the applicable section of the corporation laws of Virginia (See. 3781) which 
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Source: Public Examination, Central States Electric Corporation, 
Commission's Exhibit No. 1258. 
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and naturally a reduction of the cushion for the remaining senior 
security holders. Because of the particularly broad margin of coy- 
erage for the senior securities during the repurchase period,” the com- 
paratively small diminution of the cushion appears inconsequential. 
However, as will appear from a description of the subsequent history 
of the senior securities of Central States Electric Corporation, not only 
was the entire cushion eliminated but the preferred stock lost all asset 
value and the debentures went “under water.” 24 

While these repurchases were thus a payment of substantial pre- 
mits over liquidating value to those preferred shareholders who 
sold their stock to the investment company, it is also possible to view 
these same operations as a repurchase of common stock at prices far 
above the underlying asset value of that stock. The effect of the direct 
repurchases of the convertible preferred stock at these premiums was 
the same asif the company had permitted the conversions to take place 
with the concomitant issuing of common stock and then proceeded to 
repurchase that common stock at high premiums above asset value.2!4 

The claim was made on behalf of Central States that the repurchase 
of its issues of convertible preferred stock had as a primary purpose 
the retirement of capital, despite its doubtful legality.2# However, 
in the light of the circumstances under which they were made, it would 
appear that these repurchases served mainly to protect the high market 
levels of the common stock of Central States Electric Corporation. 
Mr. Williams stated ° that “We were very bullish on that common 
stock at that time and thought it was going much higher,” and indi- 
cated that a principal motivating factor for engaging Central States 
upon its repurchase program was the possible depressing effect that 


provided that reductions of capital could be effected “by the purchase, at the fair maiket 
value, not excecding par, of certain shares for retirement or by retiring shares owned by 
the corporation * * *” (see discussion, op. cit. supra, note 219, at 138176 et sq.) 
after acquiring the consent of the holders of two-thirds of the voting stock. 

For general discussion of the law concerning purchases by a corporation of its own capital 
stock, see Levy, Irving J., ‘““Purchascs by a Corporation of its Own Stock” (15 Minn. L. Rev. 
1 (1980)). The author concludes in part that even if the company purchases its own 
shares out of surplus, yet if such “shares are purchased at a price above the actual value of 
the shares, the remaining members’ shares in the undivided surplus is impaired, and money 
is actually Leing taken from the pockets of the remaining members for the benefit of the 
retiring sbareholders” (id., at 26). The author further points out that the purchase by 
a corporation of its own capital stock is tantamount to a retirement of that stock without 
compliance with regulatory statutory provisions (id., at 27-31). 

22 Wor asset coverage of Central States senior securitics through 1929, see op. cit. supra, 
note 220, Commission’s Exhibit No. 1329 and reply to the Commission’s questionnaire for 
Central States Electric Corporation, Pt. IV (Item 28). 

483 See supra, pp. 1683-1707, and infra, pp. 1807-19. 

*44 While the average price at which Central States Electric Corporation repurchased its 
convertible preferred stock was $171 in the case of the series of 1928 and $181 in the case 
of the series of 1929 (op. cit. supra, note 220, Commission’s Exhibit No. 1255), the extreme 
of the premiums paid is indicated by those repurchases, though comparatively small, which 
were made in late July and early August 1929, At this point in the repurchase program, 
Central States Electric Corporation was repurchasing as many as 1,000 shares of the 
series of 1928 at $420 per share and as many as 3,000 shares of the series of 1929 at $210 
per share (id., Commission’s Exhibit No. 1253). 

2 See supra, note 241. 

2 Op. cit. supra, note 220, at 13119-20. 
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would have been felt upon the rising market of the common stock from 
a widespread exercise of the conversion privilege: *" 

Q. By buying this preferred stock, you were preventing the further issuance of 
common stock. 

A. We were preventing additional common being put out to that extent. 


Another important factor militates against the contention that these 
repurchases by Central States had as their primary objective the re- 
tirement of capital. There were outstanding over the repurchase 
| period two issues of nonconvertible preferred of Central States Elec- 
| tric Corporation (7% and 6%) which could have been repurchased 
for retirement much more cheaply than the cost to the company of 
its repurchases of the convertible preferred. This nonconvertible 
preferred sold as low as $115 and $81, respectively, during the repur- 
chase period “* while an average of $171 and $181, respectively, was 
expended per share for the repurchase of the convertible preferred of 
1928 and 1929.2 Notwithstanding that this nonconvertible preferred 
could have been repurchased for retirement much more cheaply, Cen- 
tral States Electric Corporation purchased only 263 shares of the 7% 
nonconvertible preferred at a total cost of $30,245 and only 6,260 
shares of the 6% nonconvertible preferred at a total cost of $520,- 
796.2 The 6% nonconvertible preferred stock was itself redeemable 
at any time in whole or in part at $1102 Thus, this entire issue 
could have been reacquired at a cost to the company of no more than 
$110 per share.”°? 


47 Td,. at 18127 and 13131. ‘This testimony was corroborated by Christian Johnson, an 
employee of Mr. Williams (id., at 18149) : 
Q. Therefore, all you did hy refusing to call the preferred stock was to Save your 
common stock by conversion? 
A. That is correct. 
It was also corroborated by Louis E. Kilmarx, vice president of Central States (id., at 
13160-1) : 
Q. Then, at that time, it was not for the retirement of the preferred stock, but to 
prevent the conversion. — , : 
A. With both purposes in mind, for retirement and to prevent conversion which, in 
substance, is for retirement, when you prevent the conversion. 
Q. I still don’t understand. If you are interested in retiring your preferred stock, 
I cannot understand why you didn’t retire the other preferred stock which was selling 
at a discount. | i naa 
A. The question of retiring that didn’t come up. That was a 6-percent stock with 
no conversion rights. So the second purpose was to prevent conversion and not issue 
any more common stock. 
_* * * Now, to come back, isn’t it a fact that what you are saying is the 
only purpose for retiring this stock is to prevent conversion ? 
A. That was the primary purpose, yes. — 
248 Op. cit. supra, note 220, Commission’s Exhibit No. 1253. 


24 Tq@,. Commission’s Exhibit No. 1255. 

250 Tq,, Commission’s Exhibit No. 1253. 

1 Reply to the Commission’s questionnaire for Central States Electric Corporation, Pt. V. 

22'The convertible preferred issues could have been just as effectively reacquired for 
retirement by means not involving the expenditure of any cash by the company. Central 
States Electric Corporation could have called this convertible preferred stock at $110, 
allowed the conversions and could have issued common stock at no cost to itself. (See 
discussion in op. cit. supra, note 220, at 13116-32.) In this way the senior capital would 
Pave been retired with absolutely no outlay of cash on the part of the company instead of 
the large premiums actually expended. ; 

A number of other factors weaken the contention as to retirement of capital. For ex- 
ample, a $10,000,000 issue of convertible preferred stock was publicly offered in June 1929 
(id., Commission's Exhibit No. 1235) in the midst of the repurchase program. Also Mr. 
Williams stated that Central States was in need of cash at the time for further utility 
investments (id., at 18051-3). He further stated that, by repurchasing the convertible 
issue of 1928 and offering the series of 1929, likewise convertible but upon a lesser basis, 


ee ee ee 
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Apparently Mr. Williams experienced some doubt or misgivings as 
to the use made of the funds of Central States Electric Corporation in 
repurchasing its preferred stock to support the market for its common 
stock in which Mr. Williams was so largely interested.2°? In Decem- 
ber 1929, subsequent to the repurchase activity, but prior to the retire- 
ment of the repurchased preferred stock, through his wholly owned 
New Empire Corporation,?** he made a donation to Centra! States 
Klectric Corporation of 1,718,995 shares of its own common stock.2% 
Apparently recognizing the possibility of liability, he attached the 
following condition to this donation to Central States.2°° 


that, to the extent necessary, you will accept the benefits resulting to you from 
our contribution * * * to reimburse you for any loss which you have in- 
curred or may incar by reason of the purchase by you of the 22,767 shares of your 
Optional Dividend Preferred Stock, Series of 1928 and of 28,432 shares of your 
Optional Dividend Preferred Stock, Series of 1929, heretofore acquired by you 
and now held in your treasury, and that, to the extent necessary, you will apply 
the addition to your capital surplus resulting from our contribution of these 
shares to offset any such loss on your part. 


c. Nullification by the Management of the Liquidation and Redemp- 
tion Rights of Fully Covered Senior Securities by Refusal to 
“Call” or Repurchase While Held in Some Hands but Repurchas- 
ing After Affiliated Interests Had Acquired the Stock at a Discount 


It has been previously observed that the practice of repurchase of 
their own preferred stocks at discounts by investment companies en- 
ables “managements” to shift the assets from the retiring stock- 
holders to the common shareholders. This situation exists even when 
the repurchases are made in the open market and when there is no 
discrimination by the management between prospective sellers of pre- 
ferred stock. The problem is, of course, aggravated when “manage- 
ment,” entrenched by virtue of a “junior” shareholding utilizes the 
company’s funds to make private repurchases of senior securities 
from “insiders.” The management is in a position to decline to 
“call” the preferred stock for redemption even if assets are more 
than sufficient to cover the stipulated “call” price of the stock or 
refuse to repurchase at any price as long as the stock is in the hands 
of an “outsider.” When, however, the preferred stock has found its 
way into the hands of an “insider” at a low price, induced perhaps 
by mistrust of the “management” and the latter’s refusal to “call” 


the conversion rights outstanding were thereby reduced, indicating that the conversion 
factor was a most important consideration (id., at 13140-1. See also id., at 13152-5). 
Finally, Central States reissued at a profit a number of the shares repurchased ag their 
market price rose (id., at 18154—5, and 13166; see also supra, p. 1764). 

*3Tt was admitted that the policy of embarking Central States Electric Corporation 
upon this repurchase program was arrived at by Harrison Williams (op. cit. supra, note 
220, at 18158). There was no official authorization by the board for these repurchases. 
Harrison Williams testified that “* * * it was informally understood, but no official 
act. The directors knew without a matter of record just what was being done” (id.. at 
18176). 

24 Op. cit. supra, note 220, Commission’s Exhibit No. 1207. 

#8 Id., at 18242-71, 18295-306, 13359-67, and Commission’s Exhibits Nos. 1263 and 1264. 

298 See letter under date of December 6, 1929, from New Empire Corporation to Central 
States Electric Corporation (id., Commission’s Exhibit No. 1263). 
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or repurchase, the “management” can then proceed to repurchase 
from the “insider” at a price substantially higher than that paid by 
this “insider.” The result of such tactics is that the public senior 
security holder has taken a severe loss in asset value and the equiva- 
lent value has not even gone into the treasury of the company but 
has been turned over to a private affiliation of the “management.” 
The repurchases made by General Investment Corporation of its 
own preferred stock from Wallace Groves were of this character. 


(1) GENERAL INVESTMENT CORPORATION 


General Investment Corporation had been organized as an invest- 
ment and holding company under the name of The Public Utility 
Holding Corporation of America in Delaware in September 1929, by 
Harris, Forbes & Company, a New York investment banking house, 
and United Founders Corporation, a group of investment com- 
panies in which Harris, Forbes & Company had acquired a strong 
position as underwriter, distributor, and part of the management.*” 

Active management of The Public Utility Holding Corporation. 
rested in the hands of Harris, Forbes & Company until July 1938, 
when United Founders Corporation took over the active management, 
changing the name of the company to General Investment Corpo- 
ration.”°® 

From November 1933 to August 1936, under the management of 
United Founders Corporation and its successor, American General 
Corporation, the activities of General Investment Corporation were 
concerned primarily with the liquidation of its portfolio of utility 
securities and the use of its funds so derived to reacquire its own 
preferred stock at a substantial discount from asset values.’ 

During this period George Devendorf, associated with United 
Founders Corporation and American General Corporation, served 
as a vice president of the General Investment Corporation from the 
inception and as its president from June 1932 until August 3, 1936. 

In August 1936, Ernest Warriner, who from 1931 had been asso- 
ciated with Wallace Groves in the latter’s investment company ac- 
tivities, negotiated a contract by which he undertook to purchase 
from American General Corporation the controlling interest held by 
that corporation in General Investment Corporation.** Mr. War- 
riner assigned this contract to International Equities Corporation, 
an investment company which he had acquired some months previ- 
ously,2 which made the down payment of $300,000 specified _in the 
contract so that Mr. Warriner acquired control of General Invest- 
ment Corporation without the expenditure of any of his personal 
funds. Although the “control” stock of General Investment Corpo- 
ration was to be held as collateral by American General Corporation 


257 For a detailed exposition of the history of General Investment Corporation, see Che Ii 
of this part of the report, pp. 497-623 ; Public Examination, American General Corporation 
et al., at 25409, 26320, 26322, 22100, and Commission’s Exhibit No. 3423 (p. 1). 

238 Public Examination, American General Corporation, at 23109, 23144—-9, 25292-6, and 
Commission’s Exhibit No. X-3424 (p. 16). 

259 Tq., Commission’s Exhibit No. X—4129. 

200 Tq., Commission’s Exhibit No. X—-3424 (p. 16). 

2617d., at 20310-1. 

262 Pyblic Examination, General Investment Corporation, Commission’s Exhibit No. 1577. | 

263 Tq., Commission’s Exhibit No 15@5 | 
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until completion of the contractual payments, Mr. Warriner was 
given the power to vote that stock immediately.*** He had himself 
and his associates elected as officers and directors of General Invest- 
ment Corporation. All of the representatives of American General 
Corporation in the directorate and in office, including George Deven- 
dorf, resigned. 

It should be noted that these rapid transfers of contro! were facili- 
tated by the fact that General Investment Corporation had a multiple- 
security structure. ‘The corporation had a preferred stock, a Class A. 
common stock, and a common stock. At the time of transfer of con- 
trol to Mr. Warriner, American General Corporation controlled the 
investment company through ownership of all its Class A stock which 
gave American General Corporation 50% of the voting power, al- 
though that represented only a 22% interest in the assets, the pre- 
dominant proprietary interest resting in the hands of the public.?** 
This controlling shareholding American General Corporation trans- 
ferred to Mr. Warriner. 

General Investment Corporation, when Mr. Warriner took over con- 
trol, had outstanding approximately 58,000 shares of $6 cumulative 
stock, which were entitled to $115 each on liquidation and could be 
redeemed by the company on payment of $115 per share. Despite the 
fact that the company had, from the time of its inception te the end 
of 1986, lost $68,000,000 of the $78,000,000 invested therein, each share 
of the outstanding preferred stock had an actual liquidating asset: 
value of approximately $150 per share.?°> The preferred stock had 
priority claims for principal liquidating amount and accumulated 
dividends totaling approximately $150. The assets of the company 
were sufficient to meet these claims. 

George Devendorf, at the time of his resignation as president of 
General Investment Corporation, held some 9,000 to 10,000 shares of 
the preferred stock of the company.’ Upon being refused continua- 
tion of a place on the board of directors to represent stockholders who 
held the minority of the voting power, of which he was one, he re- 
quested that Mr. Warriner cause the corporation to repurchase his 
preferred stockholdings.?% 

Although the asset liquidating value of the preferred stock at this 
time was approximately $150, Mr. Devendorf, distrustful of the 
new management, was ready to accept much less than the stock was 
worth.*°° Mr. Warriner informed Mr. Devendorf that he (Mr. War- 
riner) was unwilling to devote any of the funds of General Invest- 
ment Corporation to the repurchase of its preferred stock.?”° In fact, 


264 Tbid. 

265 Td., at 15162 and 15165. 

266 Td., at 150534 and 15181—2; see also Moody’s Manual of Investment, Banks, etc., 1937,. 
p. 1743. 

267 Op. cit. supra, note 262, at 15184. 

28 Td., at 15181-2. 


Q. So the situation was that here you were, the largest single stockholder in that 
corporation, exclusive of the “A” stock, absolutely impotent to do anything under the 


circumstances. ' : 
A. I couldn’t even find out what was going on in the corporation. 


Q. You spoke to Mr. Warriner ? 

A. Yes, sir. And I spoke to other directors as well. 
20 Td.. at 15181-2. 
270 Tq., at 15180. 
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Mr. Warriner, according to Mr. Devendorf’s testimony, stated that 
there would be no retirement nor repurchase and that the preferred 
stockholders need not fear any reorganization which would cut off 
accumulations of dividends on the preferred stock.°™ 

Very shortly after the categorical refusal of Mr. Warriner to have 
the company expend its funds for the repurchase of its stock of Mr. 
Devendorf, Mr. Warriner aided Wallace Groves in acquiring the pre- 
ferred stock held by Mr. Devendorf and other preferred stockholders 
at a price of $87.50 and then had the company repurchase this stock 
from Mr. Groves at $102 per share. 

In November 1986 Mr. Warriner introduced Mr. Devendorf to 
Wallace Groves as “an unhappy stockholder” desirous of selling his 
preferred stock.”? In December 1936 Mr. Groves, after some negotia- 
tion, agreed to purchase through his personally owned holding com- 
pany, Nassau Securities Company, Ltd., organized under the laws 
of the Bahamas, no less than 17,500 shares of the preferred stock of 
General Investment Corporation at $87.50 per share.?* ‘The terms of 
Mr. Groves’ offer required that the shares to be purchased, a minimum 
of 17,500, be deposited by January 21, 1937, at The Royal Bank of 
Canada in Montreal, payment to be made to the depositing stockholder 
on January 25, 1987, at this bank. 

On January 8, 1987, Mr. Devendorf sent the copy of Mr. Groves’ 
offer to all of the stockholders of the General Investment Corpora- 
tion,2™ the names and addresses of which he procured from Mr. War- 
riner.27®> Although fully aware that Mr. Groves was engaged in 
gathering in preferred stock from other stockholders at $87.50 per 
share, Mr. Warriner gave no indication of any intention that, or any 
possibility that, the company might repurchase or retire any of its 
preferred stock to the preferred stockholders whom Mr. Groves so- 
licited, nor did he advise them that the actual liquidating value of their 
stock was $150 per share as compared with the price of $87.50 offered 
by Mr. Groves.2"* Yet at the very time that Mr. Groves was gather- 
ing in the preferred stock Mr. Warriner was engaged in arranging the 
prospective repurchase by the company from Mr. Groves at a price 
of $102 per share and, moreover, was apparently maneuvering the 
details in such manner that Mr. Groves should have the General In- 
vestment Corporation’s money before the date set for the payment by 
Mr. Groves for the preferred stock which he was buying and reselling 
to the investment company. Ts ¥ 

Between January 18 and January 22, 1937, Mr. Warriner separately 
requested each of the members of the board of directors of General 
Investment Corporation to approve a proposed purchase by the com- 
pany of its preferred stock from Wallace Groves at $102 a share. 
Mr. Warriner stated to the members of the directorate that he was 
impelled to buy such stock from Wallace Groves because, as Harlan 
J. Wright, one of the directors testified, “it would be embarrassing 
and, as he (Warriner) felt, he could not afford to have Mr. Groves 


2717Td., at 15180-1. 

272 Public Examination, American General Corporation, at 20224. 
278 Td., at 20293, and Commission’s Exhibit No. 1569. 

274 Op. cit. supra, note 262, Commission’s Exhibit No. 1569. 

21 Tq., at 15175-6. 

276 Op. cit. supra, note 272, at 20655. 
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an owner of a large share of that stock.” °"7 The directors of General 
Tnvestment Corporation approved, on January 22, 1937, the purchase 
by General Investment Corporation from Nassau Securities Com- 
pany, Ltd., of an amount not exceeding 27,000 shares of the preferred 
stock of General Investment Corporation at $102 per share.?78 

On January 23, 1937, two days after the preferred stock was to 
have been deposited at The Royal Bank of Canada, pursuant to the 
offer of Wallace Groves, and two days prior to the date on which 
Wallace Groves was required to pay for the preferred stock so de- 
posited, Mr. Warriner went to Montreal and consummated a contract 
with the Nassau Securities Company, Litd., the personal company of 
Wallace Groves, whereby General Investment Corporation undertook 
to purchase, on January 23, 1937, 24,591 shares of the preferred stock 
of General Investment Corporation at $102 a share,?” which was the 
amount of such preferred stock actually deposited with The Royal 
Bank of Canada on January 21, 1937, pursuant to the offer of Nassau 
Securities Company, Ltd., to purchase such stock at $87.50 per share. 
On January 23, 1937, General Investment Corporation paid $102 per 
share for 20,731 of these shares,?*° and on January 25, 1937, Wallace 
Groves, with a portion of the funds so derived by hin, in turn paid 
$87.50 per share for these shares.**t Asa result, Wallace Groves made 
a net profit of $300,000 on the 20,731 shares which General Investment 
Corporation had purchased on January 28, 1987, at $102 per share, 
and for which Wallace Groves himself thereafter made payment on 
January 25 at $87.50 per share.?*? 

Through the possession of the voting power of the Class A common 
stock, disproportionate to the contribution of that class of common 
stock to the capital of the company, Mr. Warriner was in a position to 
refuse to repurchase preferred stock at a lower price when held by an 
“outsider” and consummate a repurchase of the same stock at a higher 
price when held by an “insider,” was able to facilitate the retirement 
of preferred stockholders at a great loss in asset. value to the latter, 
and succeeded in diverting the major part of the profit, which the 
company might have made through the repurchase at a discount, from 
the company to a privately affiliated individual; and the entire trans- 
action was accomplished through the use of the company’s funds. 


4. IMPAIRMENT OF PREFERRED STOCKHOLDERS’ POSI- 
TION THROUGH THE CONTRACTING OF BANK INDEBT- 
EDNESS WHICH CONSTITUTES A PRIOR LIEN ON THE 
ASSETS OF THE COMPANY 


Many issues of preferred stock of investment companies have un- 
doubtedly been distributed on the strength of the fact that they con- 
stituted at the time of issuance a senior claim on the assets of the 
company; 1. e., that there were no bonds or other indebtedness out- 


271d., at 20624-7, 

278 Op. cit. supra, note 262, at 15203, and Commission’s Exhibit No. 1571. 
279 Td,, Commission’s Hxhibit No. 1571. 

*80Td., Commission’s Exhibit No. 1575. 

381 Td., at 15188—9, 15208 ; op. cit. supra, note 272, at 20625-6. 

82 Op, cit, supra, note 272, at 20525. 


1776 SECURITIES AND EXCHANGE COMMISSION 


standing having a claim to the assets superior to the preferred stocks. 
The safety of issues of preferred stock which are not protected by 
provisions that no bonds or additional preferred stock having a prior 
or coordinate claim may be issued without the consent of the existing 
preferred stockholder is almost completely in the control of a common 
stock management. The insecurity of a preferred stock issue of an 
investment. company not so protected will be discussed hereinafter. 
But even if a common stock management is restrained from subordi- 
nating a preferred stock issue to subsequent issues of stock, it may yet 
be in a position to effect a subordination of the preferred stock to 
general or secured creditors and thus deprive the preferred stock of 
first. access to the assets of the company.”** This situation the common 
stock control may accomplish by the expansion of current liabilities— 
possibly to facilitate the effectuation of plans that are intended to 
benefit the control group or are aimed at rescuing the management 
from crises brought on by its own mismanagement, 

One of the most. common forms of the imposition of creditor risks 
upon the preferred stock is the practice of bank borrowing on the part 
of the investment company, entailing, as it frequently does, the 
hypothecation by the company of its soundest and most readily mar- 
ketable securities. The right to priority in the distribution of the 
assets of the company originally granted the preferred stock has thus 
been encumbered by the claims of a creditor, and the principal assets 


of the company have been contingently alienated from the preferred 
stockholder. 


a. The Equity Corporation Bank Loans 


The power of the common stock control to interpose the supervening 
claim of a creditor between the assets of the company and the pre- 
ferred stockholders of the company to whom the assets at the time 
equitably belong is illustrated by the manner in which The Equity 
Corporation hypothecated its entire portfolio,** including the stock 
to be purchased with the proceeds of the loans, to secure loans from a 


288 “The strength of the preferred stockholder’s original claim on the assets of a corpora- 
tion is not in the least safeguarded in a great number of cases. The directors have authority 
to issue notes and create a large floating debt taking precedence over the preferred shares. 
The notes may bring the company to a receivership, but the preferred stockholders cannot 
intervene. In the final reorganization they find themselves passive spectators to the disin- 
tegration of their property and the dissipation of assets in which they originally had either 
a first lien or a valuable equity. But the harm to the preferred stockholders may not be as 
overwhelming as that resulting from a forced reorganization, and yet represent a very 
serious, although perhaps unnoted, emasculation of the original value of their shares. Many 
preferred stocks are sold with the understanding that no bonds nor notes exist ahead of 
them. The bond salesman may even stress this point in an effort to make the preferred 
shares appear as secure as bonds to the cautious investor. It is probably true at the time 
of issue that the preferred stock, subject only to a small current debt, has the first claim to 
the property, but as soon as the corporation encounters the slightest difficulty, or a sudden 
demand for new money, or feels the insidious influence of a management which cannot 
measure size by strength, it turns to the issue of bonds or notes as the easiest method of 
getting money. During the depression years of 1920 and 1921, and of 1932 and 1933, many 
corporations whose credit was very high, because they had been financed only by the sale 
of preferred shares, turned to the issue of notes on a 7, 8, or even 9% basis. In other 
words, the preferred shareholders, whose liberal purchase of stock had made the credit of 
the corporation secure, were sacrificed at the first emergency. And the possible increase of 
earnings due to the war expansion would not, in any way, benefit the preferred shareholders 
whose credit position had been ruthlessly sacrificed.” Dewing, A. S., Corporate Securities 
(1984), pp. 185-6. 

284 Public Examination, The Equity Corporation, Commission’s Exhibit No. 788. 
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bank in order to acquire Reliance International Corporation, another 
investment company. 

The Equity Corporation, in connection with its acquisition of con- 
trol of Reliance International Corporation, purchased from Atlas 
Corporation, on December 7, 1934, 275,194 shares of Class A and 38,288 
shares of the preferred stock of Reliance International Corporation 
for $1,912,922 in cash, and borrowed the sum of $2,280,000 for this 
purpose. 283 

The Equity Corporation, when it made these loans, was not in a 
liquid position, for it had but $10,781.94 in cash on hand and only 
$54,780 in securities other than that of controlled and associated in- 
vestment companies.°*° Its assets consisted practically exclusively of 
the large blocks of stock of such controlled and associated companies.°** 
Of The Equity Corporation’s total assets, stated at $8,862,012.98 in the 
balance sheet for December 31, 1934, $8, 827,822.61 was ‘described as 
the “carrying value” of its securities. 28 

In order to raise the loans of $2,280,000, The Equity Corporation, out 
ot total assets evaluated at $8, 862 12, 98, "pledged securities carried on 

s balance sheet at a value of $8, 673 449, 13.°°° The Equity Corpora- 
nee thus mortgaged practically all of its property, including its inter- 
est. in the controlled and associated companies. It should be ‘noted that 
in pledging practically all of its gross assets the corporation had 
hypothecated an amount in excess of its net assets, which totaled only 
$6,525,781.80 at this time.?°° 

Mr. Milton testified how completely The Equity Corporation placed 
itself in the control of the bank.?*! 


Q. * * * go that you hypothecated the entire The Equity Corporation and 
its interests in all its subsidiaries to raise approximately two and one-quarter 
million dollars, so that you could buy this investment trust from the Atlas 


interests, isn’t that so? 
% * x Cs 1 7 ae 


A. Yes, substantially so, but I wish to point out that the loan was amply 
covered by this collateral, and it would have made very little difference whether 
we collateralized the joan in a smaller amount, because The Hquity Corporaticn, 
of course, would have been liable to the full extent of the loan in any event. 


289 Td., at 8463-4. 

786 Td., Commission’s Exhibit No. 772 J 8. These figures are taken from the balance sheet 
of The Equity Corporation for December 31, 1934; the last of the 8 loans aggregating 
$2,280,000 was made on December 27, 1934 (id., Commission’s Exhibit No. 788). There is 
no evidence of any substantial change in the balance sheet items or in the net asset position 
of the company between December 27, 1934, and December 31, 1934, the date of the 
statement. 

287 Td., Commission’s Exhibit No. 788. 

288 Td., Commission’s Exhibits Nos. 772 J 8 and 788. The investments in securities of 
controlled companies were carried at net asset value applicable thereto on the basis of tak- 
ing securities owned by each company at current quoted market prices or fair value in the 
opinion of the officers. The investments in associated companies were carried at a cost 
figure which, in the aggregate, in the opinion of the officers of the company, was not in 
excess of fair value (id., Commigsion’s Exhibit No. 772 J 8). Since the market value of the 
securities of the affiliated investment companies was at this time considerably loWer than 
the net asset value of the securities, the “carrying value’ used in the balance sheet was 
approximately three and one-half million dollars above the current market value (id., Com- 
mission’s Hxhibit No. 788). 

239 Td., Commission’s Exhibit No. 788. 

200 Td., Commission’s Exhibit No. 772 J B; total assets were $8,862,012.98 and liabilities 
were $2,336,231.18. 

*1Td., at 8465-6. 
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Q. You didn’t give the bank anything they were not asking for, Mr. Milton, 
were you? 

A. We told them that we would give them anything that they would like to have. 

Q. And they asked for the whole The Equity Corporation, subsidiaries and all, 
wasn’t that so? 


A. I don’t remember whether they asked for it, but we put it up, and they got it. 


At this time The Equity Corporation had outstanding 111,262 shares 
of preferred stock *°? entitled to $50 per share on liquidation and to 
accumulations of unpaid dividends amounting to $328,566.25,2°* thus 
having claims on liquidation totaling $5,891,666.25. The preferred 
stock was almost entirely in the hands of the public, while a substantial 
block of the common stock was owned indirectly by David M. Milton 
and his associates.*** Since the net worth of the company was not 
more than approximately $6,500,000, the “common-stock control” was 
hypothecating property of the company in which the common stock 
had only a slight equity and which in effect belonged to the preferred 
stockholders.** This transaction illustrates how the “common-stock 
control” can diminish the assurance which the preferred stockholder is 
presumed to receive when he invests in the company. In this case a 
company having barely enough assets to satisfy the claims of the 
preferred stock mortgaged all of its assets to obtain a loan, the proceeds 
of which were employed in the purchase of stock of another investment 
company, the stock so purchased being included in the securities 
hypothecated for the loan. As a result, practically the entire prop- 
erty of the company was placed in the hands of the bank, the recovery 
thereof being rendered contingent upon repayment of the loan. There 
were no visible assets left in the company from which repayment could 
reasonably be expected to be made. If in some contingency the bank 
had been permitted to foreclose on the collateral, dire consequences 
might have been sustained by the preferred stockholders of The 
Equity Corporation. It should be recalled that the net assets of the 
company could be viewed as sufficient to cover the claims of the pre- 
ferred stock only if the securities of the company were accepted at 
“carrying value.” At current market prices the value of the securities 
owned by the company aggregated approximately $3,500,000 less than 
the “carrying value.” *°° In the event of a forced liquidation of the 


292 Td., Commission’s Exhibit No. 772 (p. 10). 
703 Tbid. Arrears on the outstanding 111,262 shares of preferred stock were: 


98, 292. 50 
8 


19; 290. 00 
14, 948. 25 


328, 566. 25 

24 Op. cit. supra, note 284, at 7849-50, 11983-91, and Commission’s Exhibits Nos. 766, 
831, and 1178. i 

25 According to the December 31, 1934 statement the preferred stock had a coverage of 

$58.38, while the asset value of the common stock was about $0.14. This, of course, is on 


the basis of the “carrying value” in the market value of the securities owned by the company. 
(Id., Commissicn’s Exhibit No. 772 [p. 4].) 
226 Id., Commission’s Exhibit No. 788: 


Approximate market value of shares pledged_____________________ $5, 108, 626. 35 
Carnyineevaluerofesharesisp] ed sec ama saeae ems names ne ein maaan 8, 673, 449. 13 
Approximate market value of free shares-__-____________________ 117, 503. 74 
(Chyeryilings WallK® OF TREO SEES eee 154, 373. 48 
Chinmaling Vale OF Sees OniNntl 55H Bs Bes 8, 827, 822. 61 


Approximate market value of shares owned 
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hypothecated securities by the bank, the “carrying value” of the 
securities might not have been realized. 

The common stock, on the other hand, having practically no asset 
value prior to this transaction, had little to lose. The raising of the 
loan secured the common stock management new funds with which to 
embark upon the acquisition of another investment company which, 
if successful, would, through the payment of a consideration less than 
the value of the assets of the acquired company, increase the asset value 
and enhance the “leverage” in the common stock of The Equity Cor- 
poration. 

As a matter of fact, The Equity Corporation expected to and ulti- 
mately did pay off the loans from the assets of subsidiaries with which 
it intended to merge. Mr. Milton testified : 2°” 


Q. Now, you had this $3,300,000 ** in loans by The Equity Corporation, that is 
the top company, and then on March 25, 19385, when you merged the Chain & 
General, and Interstate Equities Corporation, into The Equity Corporation, you 
came into some cash, did you not? 

A. The merged company naturally was in a liquid position. Generally, as a 
result of a merger, there was cash, that is right. 

Q. And then you used $2,000,000 of that cash to pay off part of the $3,300,000 
on the loan, isn’t that so? 

A. Out of the liquid position, the loan was paid off, is that right? The liquid 
position of the merged corporation was used to pay off the loan. 

Q. That is $2,000,000 of it. 

A. That is right. 


On September 6, 1935 Reliance International Corporation itself and 
American, British & Continental Corporation, another subsidiary, were 
merged with The Equity Corporation. Cash assets of these two cor- 
porations were turned over to the bank in final liquidation of the 
loam! 

Had these highly speculative anticipated mergers failed, the conse- 
quence to the preferred stockholders of The Equity Corporation can 
readily be visualized. 


5. SUBORDINATION OF PREFERRED STOCK BY ASSUMP- 
TION OF A BOND ISSUE OF A SUBSIDIARY 


a. Tri-Continental Corporation 


As has been noted above in the account of its repurchase activities,?” 
the new Tri-Continental Corporation was the result of a consolidation 
in December 1929 of the old Tri-Continental Corporation and Tri- 
Continental Allied Company, Inc. The new company commenced 
business on January 1, 1930, with net assets of $75,302,000 and a capital 
stock consisting of 483,650 shares of preferred stock and 2,020,150 
shares of common stock.* The new company, as well as the two 


227 Td,, at 8499-8500. 

88 The indebtedness of $2,280,000 was subsequently increased to $3,300,000 (id., at 8498). 

79 Td., at 8501-2. 

#9 See Ch. III of this part of the report, pp. 966 et seq., and pp. 1009 et seq. 

1 Public Examination, Tri-Continental Corporation, at 18551, and Commission’s Hxhibit 
No, 2081, III-A. 
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consolidated companies, had from the beginning been sponsored by 
J. & W. Seligman & Co., a firm of investment bankers, brokers, and 
underwriters.*”” 

In a letter to the preferred stockholders, dated December 11, 1929, in 
which the plan of consolidation was outlined and approved by the 
board of directors, the capital structure of the consolidated company 
was represented as providing for “a single issue of preferred stock, a 
single issue of detached warrants, and a single issue of common 
stock.” °°? In the outline of the plan of consolidation, which was 
transmitted with that letter under the title of “New Securities” 
describing the preferred stock, this statement appeared: “The con- 
solidation agreement will contain certain restrictions, similar to those 
contained in the certificates of incorporation of the constituent 
corporations, upon the creation and issue of preferred stock rank- 
ing prior to or on an equality with this preferred stock and upon 
the creation of funded debt.” °° In Schedule C which contained 
extracts from the agreement of consolidation, these “certain restric- 
tions” pertinent to the creation and issue of preferred stock and the 
creation of funded debt were embodied in Article Eighth, subdivision 
6, as follows: *°° 


6. The Corporation shall not, without the affirmative vote of at least two-thirds 
in amount of such of the preferred stock as may be present in person or by 
proxy and voting at a meeting of the preferred stockholders called for the purpose 
or the written consent of the holders of at least two-thirds in amount of the 
prefered stock at the time outstanding, so long as any prefered stock shall be 
outstanding. 

(a) ereate any shares of stock having preference or priority over the preferred 
stock ; 

(b) issue any shares of stock on a parity with the preferred stock, or reissue, 
sell or in any manner dispose of any of the preferred stock which may have been 
redeemed or purchased for retirement, unless immediately after the issue, 
reissue, sale or disposition thereof, the net assets of the Corporation as deter- 
mined by the board of directors (whose determination in the absence of fraud 
shall be conclusive) shall be equal to at least two hundred percent (200%) of 
the aggregate par value of all the shares of the preferred stock, and of all the 
shares of such stock on a parity with the preferred stock, then outstanding; 

(c) issue, asSume, or guarantee any bonds, notes, or other evidences of indebted- 
ness, whether secured or unsecured, maturing more than one year from the issue, 
assumption or guaranty thereof, if immediately after the date of the issue, 
assumption or guaranty thereof, the aggregate principal amount of all bonds, 
notes, or other evidences of indebtedness issued, assumed, or guaranteed by the 
Corporation and maturing more than one year from such date shall exceed one 
hundred and fifty percent (150%) of the capital and surplus of the Corporation ; 

(d) amend this agreement of consolidation so as to change or alter the pro- 
visions of this Article Hight relating to the preferences, voting powers, restric- 
tions, and qualifications of the preferred stock. 


3022 Reply to the Commission’s questionnaire for Tri-Continental Corporation, Pt. VIII 
(Item 77). ; 

303 Op. cit. supra, note 801, Commission’s Exhibit No. 2081, III-A. 

30 Thid. 

305 Tbid. 
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Every prospectus issued by the investment company from Septem- 
ber 1930 through July 1931 prominently stated that “the Corporation 
has no bank debt and no funded debt.” °°° This fact was emphasized 
even though the asset value of the preferred stock during the period 
of the announcement was well above par. Despite the significance that 
the management attached to the absence of funded debt, it proceeded 
thereafter to impose a funded debt upon the investment company, 
without the prior knowledge, consent, or approval of the preferred 
stockholders, and at a time when the preferred stock was “under 
water,” by having the investment. company assume a debenture issue 
of Investors Equity Co., Inc., another investment company of which 
Tri-Continental Corporation was acquiring control. At the time of 
making his investment in the preferred stock, the investor may have 
relied upon the capital structure then existing and the information 
furnished to him by the prospectus. Earle Bailie, partner in J. & W. 
Seligman & Co, and chairman of the board of directors of Tri-Conti- 
nental Corporation, readily conceded that these constitute the primary 
reliance of the investors.2”" 

‘Below are given the asset values of the preferred stock as set forth 
in the annual and quarterly reports of Tri-Continental Corporation, 
ending with the report after the acquisition of the assets of Investors 
Kquity Co., Inc., whereby Tri-Continental Corporation for the first 
time imposed a debenture upon its assets by assumption of the out- 
standing debentures of the acquired company.** 


Date: Asset value of preferred stock 
iDyxeermlaee Bil, WR Le tee disse ReRAIE © . $150. 72 
INEGR Gnesi O31 5) bis 2 SP amt h, RAS 10.0 Ae RAE Se De 5 160. 03 
Me BS OT Oil kak eee a UE a PENN SE eho eat Ene eek See 148. 95 
Septembers cOss1 93 ltt eee es Eee, EET 119. 42 
Decemberst3i 21931) Lewes sete e eee. AAS ie As eee eee, ae 100. 94 
Var chives wl eyo Seam areee, Fane Se. Want bate | Sion eae ern ene a 97.58 
UNC ESO a OGD eee cei: ek. Al Reb hank 5 A Pak oe 69. 24 


On March 31, 1932, the preferred stock was “under water” for the 
first time. While this condition existed Tri-Continental Corporation 
acquired $5,565,000 of the assets of Investors Equity Co., Inc., of 
which over $5,000,000 represented liquid assets chiefly in the form of 
cash, United States Government bonds, and short-term securities.°° 


206 Reply to the Commission’s questionnaire for Tri-Continental Corporation, Pt. I. 

Exhibit I-9-H, Prospectus, dated September 16, 1930. The asset value of the outstanding 
preferred stock was $179 per share as of September 10, 1930. 

Exhibit I-9-I, Prospectus, dated November 3, 1980. The asset value of the outstanding 
preferred stock was $166.82 per share as of September 30, 1930. 

Exhibit I-9--J, Prospectus, dated May 18, 1931. The asset value of preferred as of March 
31, 1931, was $160.03. This prospectus revealed that the assets of Wedgwood Investing 
Corporation were acquired by an exchange of stock, which will be discussed later. 

Exhibit I-9-K, Prospectus, dated July 1931. The asset value of the preferred stock was 
$143.95 per share as of June 30, 1931. 

307 Public Examination, Tri-Coutinental Corporation, at 18687. 

%8 Op, cit. supra, note 302, Exhibits I-8—-D, I-8-H, I-8-I, I-8-H, I-8-J, I-8-L, and 
J-8—M. 

809 Derived from supplementary information supplied the Commission for Tri-Continental 
Corporation (Item 8) and Public Examination, Tri-Continental Corporation, at 18579 
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Investors Equity Co, Inc. was an investment company organized 
in Delaware. On April 20, 1932, its board of directors agreed to the 
sale of the assets to Tri-Continental Corporation. On May 18, 19382, 
the stockholders of Investors Equity Co., Inc., at a special meeting 
called for that purpose, approved the sale and voted to dissolve the 
investment company. A bill of sale was signed on the same day. To 
acquire the assets of Investors Equity Co., Inc., Tri-Continental Cor- 
poration assumed $2,835,300, Series A, 5% Debentures due June 1, 
1947, and $2,293,600, Series B, 5% Debentures due April 1, 1948, with 
warrants, totaling $5,128,900. These debentures were redeemable at 
the option of the investment company on 30 days’ notice at par and 
had a touch-off clause, whereby if the net assets of the company were 
reduced to less than 110% of the funded debt, all of the outstanding 
debentures were to be redeemed at the next semiannual interest date. 
In addition to assuming the debentures, Tri-Continental Corporation 
delivered in the exchange 290,469 of its shares of common stock and 
option warrants to purchase 59,310 of its shares of common stock at 
$24 up to March 1, 1939, and 3,164 warrants exercisable at $45 per 
share up to April 1, 1948.°° 

Mr. Bailie testified that “one of the reasons why the owners were 
anxious to dispose of their situation was that it was 127% at the time 
when we took over.” ?* Subsequently, there was a further decrease in 
the net assets and on April 12, 1932, the net assets of Investors Equity 
Co., Inc. were 125.6% of the outstanding debentures.*” 

This acquisition was advantageous to the holders of the debentures 
because the coverage was increased from 127% to 612%. The effect 
upon Tri-Continental Corporation was to spread the overhead ex- 
penses over approximately 20% more assets and to reduce slightly the 
deficit in the equity of the common stock. But, as the table of the 
asset value of preferred stock disclosed, on March 31, 1932, the net 
asset value of the preferred stock was $97.58 per share or “under 
water” to the extent of $2.42 prior to the assumption of the deben- 
tures.43 A claim upon the assets having precedence to that of the 
preferred stock of Tri-Continental Corporation was created by the 
assumption of these debentures. The acquisition of these assets by 
Tri-Continental Corporation and the assumption of debentures agere- 
gating $5,128,900 were made by its board of directors without seek- 
ing the approval or consent of the stockholders. 

It cretla be noted that the Agreement of Consolidation in 1929 of 
Tri-Continental Corporation and Tri-Continental Allied Company, 
Tne. contained a limitation upon the power of the management of 
the consolidated company to issue, assume, or guarantee bonds with- 
out the consent of the preferred stock, but the limitation as specified 
was not very restrictive nor onerous. Under it the management was 
permitted, without seeking the assent of the preferred stockholders, 
to “issue, assume, or guarantee bonds, notes, or other evidences of 
indebtedness” up to the point where the aggregate principal amount 


310 Derived from supplementary information supplied the Commission for Tri-Continental 
Corporation (Item 8). 
_ 81 Public Examination, Tri-Continental Corporation, at 18578. 

312 Op. cit. supra, note 302. 

313 Op. eit. supra, note 302, Pt. I, Exhibit I-8-L. Within six weeks after the assumption 
of the bond issue the quarterly report disclosed that the asset value of the preferred stock 
was $69.24 per share or $30.76 “under water’ (id., Pt. I, Exhibit I-8—-M). 
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of such indebtedness equaled 160% of the capital stock and surplus 
of the Corporation.** The assumption of the $5,000,000 bond issue 
was within the power to superimpose bonded indebtedness, without 
the consent of the preferred stock, granted in the Agreement of 
Consolidation. 

As a result of the assumption of the bond issue, the preferred stock, 
already “under water,” was subordinated in priority to the claim of 
the debenture holders upon the assets of Tri-Continental Corporation,. 
which were increased, of course, by the assets of Investors Equity Co.,. 
Ine. 

In addition, by the purchase of $2,773,206 of assets of the Graymur 
Corporation, an investment company organized in Delaware, the 
funded indebtedness of Tri-Continental Corporation was further in- 
creased. An agreement for the sale of substantially all the assets of 
Graymur Corporation as of December 14, 1982, was approved hy both 
boards of directors. ‘The stockholders of Graymur Corporation ap- 
proved the agreement on January 14, 1933, and the bill of sale was 
dated January 27, 1933. To purchase these assets, Tri-Continental 
Corporation created $2,460,000 of Series A Debentures due in 1953.316 
These debentures and 123,000 shares of common stock of Tri-Contj- 
nental Corporation were delivered in exchange for substantially all 
of the assets of Graymur Corporation.*7 

At about that time the annual report of December 31, 1982 was 
issued and disclosed that the asset value of the preferred stock was 
$88.31 per share. The next report, the quarterly report of March 31, 
1938, which was issued after the consummation of the Graymur Cor- 
poration transaction, revealed that the asset value of the preferred 
stock was $73.84, a drop of $14.47 per share.218 

These debentures were created and issued without the prior consent 
or approval of the stockholders. In this instance the board of direc- 
tors, without any expression from the preferred stockholders vitally 
affected, directly issued debentures in contrast to the previous imposi- 
tion of debentures by assumption of an outstanding issue of another 
company. 

The asset value of the preferred stock had been consistently declin- 
ing and during the period such stock was “under water” it. was placed 


$14 Id., Commission’s Exhibit No. 2081, III-A (p. 4). Consolidation Agreement provided: 


6. The Corporation shall not, without the affirmative vote of at least two-thirds in 
amount of such of the preferred stock as May be present in person or by proxy and 
voting at a meeting of the preferred stockholders called for the purpose or the written 
consent of the holders of at least two-thirds in amount of the preferred stock at the 
time outstanding, so long as any preferred stock ghall be outstanding. 

* * * * * * * 


(c) issue, assume or guarantee any bonds, notes, or other evidences of indebtedness, 
whether secured or unsecured, maturing more than one year from the issue, assumption 
or guaranty thereof, if immediately after the date of the issue, assumption or guaranty 
thereof, the aggregate principal amount of all bonds, notes or other evidences of in- 
debtedness issued, assumed or guaranteed by the Corporation and maturing more than 
one year from such date shall exceed one hundred and fifty percent (150%) of the 
capital and surplus of the Corporation. 

515 Op. cit. supra, note 302. 

“16 Ibid. The debentures issued in connection with this acquisition, created for that pur-. 
pose, were convertible into Tri-Continental Corporation common stock at $12.50 per share 
and were callable from January 1, 1940, to January 1, 1943, at $105 and thereafter until 
maturity at decreasing premiums. 

317 Tbid. 

*8Id., Pt. I, Exhibit I-8-P, and Exhibit I-8-Q. It is not intended to suggest that the 
merger was responsible for this further decline in the asset value of the preferred stock. 
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-in the position of having superimposed upon the assets a prior 
claim by the assumption or creation of debentures. The policy of 
seeking to spread the cost of an extensive staff of experts over a larger 
base of assets largely motivated the acquisition policy which, in turn, 
was responsible for the progressive subordination of the preferred 
stock. 

While Mr. Bailie asserted that he regarded the preferred stock as 
“an investment stock,” *! the great leeway in changing the capital 
structure granted the management by the charter placed the manage- 
ment in a position to affect the “investment” character of that stock. 
The preferred stockholder, who, invested with the belief that he had a 
prior claim on the assets of the investment company, subsequently was 
placed in a subordinate position by the creation of a funded debt by 
the managers and board of directors. 


6. IMPAIRMENT OF THE POSITION OF A PREFERRED 
CLASS OF STOCK BY THE ISSUANCE OF ANOTHER 
CLASS OF PREFERRED STOCK WITH EQUAL DISSOLU- 
TION RIGHTS AND FAVORED OPEN-END PROVISIONS 


a. The Kidder Peabody Acceptance Corporation 


The antagonistic positions which may exist between various classes 
of senior securities of leverage investment companies and the harmful 
effects of ambiguities as to the rights and privileges of the several 
classes of senior securities are illustrated in the history of The Kidder 
Peabody Acceptance Corporation. This company was organized in 
Massachusetts on March 31, 1922, by Kidder, Peabody & Co., a Boston 
investment banking firm, and Baring Brothers & Co., Ltd.°”° to acquire 
the $6,000,000 of assets of the New England Investment Corporation.?” 
Throughout its history, The Kidder Peabody Acceptance Corporation, 
although organized to deal in commercial paper, actually operated 
as an investment company. Its principal assets consisted of its 
portfolio securities. 

The original capitalization of The Kidder Peabody Acceptance Cor- 
poration consisted of a $100 par value Class A preferred stock, a 
$100 par value Class B preferred stock, and a $100 par value common 
stock.*? It was contemplated that 60,000 shares of the Class A pre- 
ferred stock were to be issued to the stockholders of the New England 
Investment Corporation as consideration for the conveyance by the 
latter corporation of $6,000,000 of assets to The Kidder Peabody Ac- 
ceptance Corporation. The Class B preferred stock, as will be seen, 
was intended to be offered to the public.*?* 


319 Op. cit. supra, note 311, at 18544. 

320 Public Examination, Consolidated Investment Trust, at 20103 and 20116. 

21 Crimmins & Peirce Co. v. Kidder Peabody Acceptance Corporation, 282 Mass. 367, 185 
N. E. 383, 88 A. L. R. 1122 (193838). 

The New England Investment Corporation was organized in 1921 to acquire the assets of 
New England Yarn Company which had been employed in the manufacture of yarn from 
1880 to 1921, when it ceased to do business as a yarn company and converted all of its assets 
into cash (op. cit. supra, note 320, at 20097-8). 

£22 Tq., Commission’s Exhibit No. 3165. 

523 Op. cit. supra, note 321. 
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Neither of the preferred stocks had any voting privilege except on 
the happening of certain contingencies.*** Both preferred stocks 
without distinction as to classes were entitled to a preference in assets 
on any dissolution of the company to $100 per share of their stock 
plus accrued unpaid dividends.*?> However, in one important aspect 
the rights of the preferred stockholders differed sharply. The hold- 
ers of the Class B preferred stock were accorded by the charter of The 
Kidder Peabody Acceptance Corporation the right to require the 
corporation to redeem such stock at its par value ($100 a share) plus 
accrued unpaid dividends. The charter provided: *6 


x *« * The Class B preferred stock may also at the option of the holder be 
retired at the said redemption price [$100 a share and accrued unpaid dividends] 
under such conditions as the Board of Directors may prescribe at the time or 
times of issue, but upon not less than eighteen (18) months’ notice 
overeOE SF oF te, 


A similar right to compel the corporation to redeem the Class A 
preferred shares was not accorded to the holders of such shares. In 
essence, the provision was intended to provide for a priority of the 
Class B preferred stockholders over the Class A preferred stockholders 
while the company was a going concern.*?? However, Kidder, Pea- 
body & Co. apparently did not believe that the option granted the 
Class B preferred stockholders would ever be exercised. According 
to one of the partners of Kidder, Peabody & Co., the option granted 
to the Class B preferred stockholders was inserted in the charter be- 
cause Kidder, Peabody & Co. “wanted to make something very attrac- 
tive to the public, and I think couldn’t conceive of a condition when 
it would all be turned in for payment.” ®8 

However, although the charter purported to give the Class B pre- 
ferred stockholders an absolute right to compel the corporation to 
redeem their stock, this right was subject to actual and possible limi- 
tations and interpretations which might destroy or minimize its effec- 
tiveness. Obviously, the power would normally be exercised by the 
Class B preferred stockholders only at a time when the assets of the 
company were, or were about to become, insufficient to meet the com- 
bined preferences of the Class A and Class B preferred stock which 
it will be recalled, had an equal pari passu priority against the cor- 
porate assets on dissolution of the company.*® However, the charter 
did not define the source of the corporate funds from which redemp- 
tion of the Class B stock might be made. Asa romeeq tence, the char- 
ter provision was open to the interpretation that such payments could 
be made only out of funds in excess of assets sufficient to meet the 


824Phe preferred shares could vote if a default in one year’s dividend accrued or on the 
question of authorizing additional preferred stock or on the matter of authorizing a sale of 
all the property and assets of the corporation (op. cit. supra, note 3820, Commission’s 
Pxhibit No. 3165). 

825 Ibid. 

325 Thid. 

327 Td., at 20101-2 

823 Td., at 20101. 

3 In fact, few Class B preferred stockholders exercised their option until 1951, when the 
company defaulted in dividends on its preferred stock and the company’s assets were insufii- 
cient to meet the full liquidating preference of both classes of preferred stock (id., at 20173 
and op. cit. supra, note 321). j 
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full liquidating preference of both classes of preferred stock. In 
other words, it was arguable that the option accorded to the Class B 
preferred stockholders could not be exercised at a time when the assets 
of the company were less than the capital of both classes of preferred 
stock.?®° Moreover, in limitation of the apparently absolute right of 
the Class B preferred stockholder to compel redemption of his stock 
was the possibility under the laws of Massachusetts that the charter 
provision would be ineffective if its enforcement would render the 
corporation insolvent.?*! Finally, the requirement of 18 months’ 
notice of intent to redeem would serve to limit sharply the value of 
the right of redemption for two reasons. First, the corporation might 
become insolvent within the 18-month period. Second, the require- 
ment placed upon the Class B preferred stockholders the burden of 
attempting to predict the financial condition of the company over 
18-month period—a burden which even a competent financial analyst 
would find difficult. 

As has been stated, 60,000 shares of the Class A preferred stock of 
The Kidder Peabody Acceptance Corporation were issued to the stock- 
holders of New England Investment Corporation in return for the 
$6,000,000 of assets of the latter company. The record indicates that 
these original Class A stockholders were aware of the redemption 
privilege accorded to the Class B preferred stock. In fact the re- 
demption right of the Class B preferred stock was apparently recog- 
nized as so potential a menace to the future value and preferential 
rights of the Class A preferred stock that the charter of The Kidder 
Peabody Acceptance Corporation awarded to the Class A preferred 
stockholders a preemptive right to the first opportunity to purchase 
the original and any subsequent issue of the Class B preferred stock.**? 
However, in order to maintain their position unimpaired, the holders 
of the Class A preferred stock were required to make a further con- 
tribution to the capital of the company by exercising their preemptive 
right to acquire the Class B preferred stock. Whether or not the 
original Class A preferred stockholders were given to understand that 
the redemptive right of the Class B preferred stock would be effective 
when the assets of the company became insufficient to meet the full 
liquidating preference on dissolution of both classes of stock is not 
disclosed by the record. 

The original Class A stockholders having failed to exercise their 
preemptive right to purchase Class B preferred stock, 40,000 shares of 
Class B preferred stock were distributed to the public by Kidder, 
Peabody & Co.*** in April 1922. For these shares, The Kidder Pea- 
body Acceptance Corporation obtained $4,000,000 in cash. 


380 This argument was actually made by Class A preferred stock in a suit brought to 
restrain The Kidder Peabody Acceptance Corporation from redeeming its Class B preferred 
shares at the option of their holders (op. cit. supra, note 321). Thig case is discussed 
infra, this section. 

331In Crimmins & Peirce Co. v. Kidder Peabody Acceptance Corporation (op. cit. supra, 
note 321), the Supreme Judicial Court of Massachusetts, in construing the Charter provi- 
sions giving the Class B preferred stockholders a right to compel redemption of their shares, 
said by way of dictum: 

It has been held that such contracts for redemption of stock are subject to the im- 
plied limitation that they cannot be enforced if the effect is to render the corporation 
insolvent as if there are other express limitations on the right. 

832 Op. cit. supra, note 320, Commission’s Hxhibit No. 3165. 

333. Td., at 20099-100. 
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The prospectus offering the Class B preferred shares to the public 
disclosed the right of the purchasers of such shares to compel the com- 
pany to redeem the stock at its par value and accrued unpaid divi- 
dends.*** In fact the option of redemption, it will be recalled, was 
intended to enhance the salability of the stock to the public. The 
record does not indicate, however, that the purchasers of the Class B 
preferred shares were informed of any possible limitations on the 
apparently absolute right to compel the company to redeem the shares. 
To obtain an adequate interpretation of the possible limitations on 
the charter provision, the prospective purchaser of the Class B pre- 
ferred stock might require competent legal advice. 

To complete the initial capitalization of the company, Kidder, Pea- 
body & Co. and Baring Brothers & Co., Ltd. purchased 12,500 shares 
of the common stock of Kidder, Peabody & Co. for $1,250,000.3# 

Thus, on its initial issuance of its securities, The Kidder Peabody 
Acceptance Corporation derived $11,250,000 in capital represented by 
6C,000 shares of Class A preferred stock, 40,000 shares of Class B 
preferred stock and 12,500 shares of common stock. 

In subsequent years the capitalization of The Kidder Peabody Ac- 
ceptance Corporation became more complicated. In 1926, 20,000 
shares of a $100 par value junior Class C participating preferred 
stock were issued of which 12,500 shares were sold to the public and 
7,500 shares were exchanged for 7,500 shares of the company’s out- 
standing common stock, which were retired. In 1928, the Class C 
preferred stock was retired and in lieu thereof $3,000,000 of second 
preferred stock was issued, thereby raising $1,000,000 of additional 
new money.**° Whether or not the second preferred stockholders 
were made aware of the redemption right accorded to the Class B pre- 
ferred shares is not disclosed by the record. 

By 1928, therefore, the company had acquired a capital of $13,- 
500,000 and had outstanding 60,000 shares of Class A preferred stock, 
40,000 shares of Class B preferred stock, 30,000 shares of $100 par 
value second preferred stock inferior in its claim against the cor- 
porate assets on dissolution to the Class A and B preferred shares 
and 5,000 shares of $100 par value common stock.?37 

The Class A preferred stock of The Kidder Peabody Acceptance 
Corporation issued to the stockholders of New England Investment 
Corporation was listed on the Boston Stock Exchange. Apparently 
the shares changed hands frequently.**® And it may be doubted that 
all subsequent transferees of the Class A preferred stock were fully 
aware of the redemption right accorded to the Class B preferred 
stock—a redemption right which seriously weakened the preferential 
rights of the Class A preferred stockholders. 

By the middle of 1931, The Kidder Peabody Acceptance Cor- 
poration had suffered large losses on its investments. In that year 
the company for the first time ceased to pay dividends on its pre- 


834 Td., at 20102. 

8% Td., at 20103 and 20116. 

338 Td., at 20108-4 and 20116. 

337 See supra. 

8 According to the Commercial ¢ Financial Chronicle, 698 shares of the Class A pre- 
ferred stock of The Kidder Peabody Acceptance Corporation were traded on the Boston 
Stock Exchange in the month of January 1930. 
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ferred stock.® On July 15, 1931, the company’s net assets totaled 
$7,604,469 as compared with the $13,500,000 which had been in- 
vested in the enterprise by ;the company’s stockholders. By Novem- 
per 14, 1931, the company’s net assets had declined to $7,752,092. At 
this date the company had outstanding 58,966 shares of Class A pre- 
ferred stock of the par value of $5,896,600 ; 39,967 shares of Class B 
preferred stock of the par value of $3,996,/00 ; 80,000 shares of second 
preferred stock of the par value ‘of $38,000,000 and 5,000 shares of 
common stock of the par value of $500,000.**° In other words, the 
company’s total assets were insufficient to meet the total liquidating 
preference of $9,893,300 of the Class A and Class B preferred stocks, 
which, it will be recalled, were entitled to ithe same and equal pref- 
erence in assets on any dissolution of the company. The total 
assets of the company were only sufficient on liquidation to pay 
approximately $78 a share to the Class A and Class B_ pre- 
ferred stockholders. The losses suffered by the Class A preferred 
stockholders would, however, be further accentuated if the Class B 
preferred stockholders exercised their option to redeem their shares 
at $100 a share plus accrued unpaid dividends. Tf all of the Class B 
stockholders exercised their option to redeem, the asset value of the 
Class A preferred stock would decline to approximately $60 a share. 

Promptly after the passing of the dividends on the preferred stocks 
in 1931, the holders of 22,927 shares of the Class B preferred stock 
notified the company of their intention to compel the company to 
redeem such stock at $100 a share and accrued dividends after the 
18 months’ period prescribed by the company’s charger. At this 
time in 1931 the market value of the Class B preferred stock was 
about $25 a share.*#? Subsequently, all of the outstanding Class B 
preferred stockholders filed notices with the company of their inten- 
tion to redeem their shares. 

Presumably at this point a large number of the Class A preference 
stockholders first became aware of the existence of the option in the 
Class B preferred stockholders to compel the company to redeem such 
stock at its par value plus accrued unpaid dividends. Almost imme- 
diately a group of Class A preferred stockholders commenced a suit 
to restrain the company from redeeming its Class B preferred shares 
in accordance with the charter provision, urging that “the result as 
against the plaintiffs and all other holders of Class A preferred stock 
will be that the serious impairment of capital already existing will be 
greatly aggravated.” ** The plaintiffs also contended that “it 1s an 
implied condition of the issuance of the classes of stock that there 
shall be no redemption of Class B preferred stock, which will leave 


389 Public Bxamination, Consolidated Investment Trust, at 20173. 

310 Op. cit. supra, note 321. 

31 Op. cit. supra, note 320, at 20172-3. O. Kelley Anderson, an officer of The Kidder 
Peabody Acceptance Corporation, testified that in his opinion the remaining Class B 
preferred stockholders did not immediately demand the redemption of their shares because 
of “inertia” (ibid.). 

227d., at 20173. 

33 Op. cit. supra, note 321. The court granted a judgment in favor of the Class B pre- 
ferred stockholders. See note 349, infra. The court, apparently cognizant of the fact that 
some Class A preferred stockholders may never have been aware of the Class B preferred 
stockholders redemption right, said, however, that: 

These provisions as to preference were doubtless on the certificate of stock * * *%, 
The plaintiffs were in any event presumed to know of the provision. * * * En- 
forcement of the agreement may now seem hard to the plaintiffs, but they entered into 
it without compulsion and of their own choice. 
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the corporation in such condition that Class A preferred stock will 
not be worth par * * *. Stated in different form, the contention 
is that the structure of the corporation is built upon the theory of 
substantial equality between these two classes of stock.” #44 The plain- 
tiffs demanded “that the corporation * * * be restrained from 
redeeming any shares of Class B preferred stock until such time as 
this can be done without impairment of capital as against holders 
of the Class A preferred stock.” #4 

Because of this litigation the management of The Kidder Peabody 
Acceptance Corporation, in order to provide the approximately 
$4,000,000 of funds necessary to redeem the Class B preferred stock, 
if the courts rendered a decision in favor of that class of stock, sold 
portfolio securities at substantial realized losses in 1982 and 1933, a 
period of low market values.*° Thus one effect of the option right 
granted to one class of preferred stock was the liquidation at substan- 
tial losses of portfolio securities to the detriment of all other classes 
of the company’s security holders. 

The situation of the Class B preferred stockholders after the insti- 
tution of the law suit was also difficult. They were faced with the 
fact that their apparently absolute right to compel the corporation to 
aedeem their shares might be circumscribed by limitations of which 
they had been unaware. In other words, the protection apparently 
afforded them by their redemption might prove to be nonexistent. 

During the pendency of the law suit The Kidder Peabody Accept- 
aznce Corporation on August 38, 1932, addressed a letter to its Class A 
and Class B preferred stockholders in which it offered to purchase a 
unit consisting of one share of its Class A and one and one-half 
shares of its Class B preferred stock at a price of $100 a unit, 
equivalent to a price of $40 a share for a share of each class of pre- 
ferred stock. The letter informed the stockholders of the pending 
jitigation which, if favorable to the Class B preferred stock, would 
require the corporation to redeem its Class B preferred stock at a 
price of $115 a share (the par value of $100 plus unpaid dividends 
of $15). 

Obviously, if the litigation was decided in favor of the Class B 
preferred stock, holders of such stock who accepted the company’s 
offer would suffer a loss of $75 per share of their stock. And if a 
decision in favor of the Class A preferred stock was rendered by 
the courts, the asset value of the Class A stock would be substantially 
higher than the price offered for such shares by the corporation. 

Thus in order to determine whether or not to accept the company’s 
offer it was necessary that both classes of preferred stockholders 
predict the outcome of litigation—a prediction which even a skilled 
attorney could not have made with certainty. The holders of 1,000 
shares of the Class B preferred stock and 1,509 shares of the Class 


344 Op, cit. supra, note 321. 

38 Tbid. 

246 Q, Kelley Anderson, an officer of The Kidder Peabody Acceptance Corporation, testified 
that many of its assets “could have been liquidated at that time only under the most disad- 
vantageous condition” (op. cit. supra, note 320, at 20172). Mr. Anderson further testified 
qid., at 20179) : 

Q. It looks to me as if that lawsuit was a godsend to the Acceptance Corporation. 
A. No; it was kind of tough. We had to raise $4,000,000. 
817 Td., at 20177-8. 
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A preferred stock accepted the company’s offer.** The Class B 
preferred stockholders who accepted the offer eventually suffered 
a loss of $75,000 since in April 1933 the Supreme Judicial Court 
of Massachusetts upheld the right of the Class B preferred stock- 
holders to redeem their shares at $115 a share.*® The Class A pre- 
ferred stockholders who accepted the company’s offer also suffered 
losses. They received $40 a share for their stock from the company. 
On October 17, 1933, the date that The Kidder Peabody Acceptance 
Corporation and other investment companies sponsored by Kidder, 
Peabody & Co. were consolidated to form the present Consolidated 
Investment Trust,**° the asset value of the Class A preferred stock 
was approximately $65 per share (after giving effect to the redemp- 
tion of the entire outstanding issue of Class B preferred stock at 
$115 a share). 

It will be recalled that the total contributed capital of The Kidder 
Peabody Acceptance Corporation was $13,500,000. On October 17, 
1933, the company’s net assets after redemption of all the Class B 
preferred stock totaled $3,724,384." Thus, most of the Class B pre- 
ferred stockholders were paid in full and the remaining share- 
holders bore the entire losses suffered by the corporation. 

When examined as to the propriety of the capital structure of 
The Kidder Peabody Acceptance Corporation, W. H. Hill, a part- 
ner in Kidder, Peabody & Co., at the inception of The Kidder Pea- 
body Acceptance Corporation, testified : * 


Q. So that this provision which was going to be an effective sales 
force * * * raised a little commotion with the corporation? 

A. It did. 

Q. Which all goes to prove that provisions and certificates should not be 
framed with an eye to sales potency but rather with an eye to an effective 
capitalization of the corporation, isn’t that so? I suppose you agree with 
that observation, Mr. Hill? 

A. I do. 


7. LOSS IN ASSET VALUE, IN LIQUIDATION RIGHTS, AND 
PROTECTIVE PROVISIONS OCCASIONED TO PRE- 
FERRED STOCKHOLDERS BY THE “COMMON-STOCK 
CONTROL” IN THE PROCESS OF ACQUISITION AND 
CONSOLIDATION 


It has been stressed heretofore that the complex capital structure in 
investment companies facilitated the securing of control over these 
companies by sponsor interests and the retention of that control as 
long as these interests regarded the continued sponsorship desirable. 
During the period of inflation, prior to the market set-back at the end 
of 1929, the leverage character of the capital structure tended to im- 


348 Td., at 20179, 20188, and 20193. 

549 Op. cit. supra, note 321. The court held that the company, at least when it was solvent, 
was required to comply with the charter provision granting the Class B preferred stock a 
right of redemption at par value, even though the effect of such redemption would be to 
impair further the capital of the Class A preferred shares, 

859 Op. cit. supra, note 320, Commission’s Exhibit No. 3170. 

351 Tbid. 

852 Td., at 20180-1. 
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part a great market premium to the common stock of investment com- 
panies, concentrated in substantial amount in the hands of sponsor 
interests.°°* Several examples have been cited above of the numerous 
stances wherein sponsors disposed of a portion of their common 
stock holdings at a price sufficient to more than reimburse them for 
their entire investment in the company and yet were able to continue 
their domination over the company. 

The holders of the senior securities who, in the case of most of the 
multiple-security companies, had supplied the major part of the con- 
tribution to capital did not share to any considerable extent in the 
profits available during the era of investment company prosperity, as 
the market premium on preferred stock and on bonds was naturally 
extremely circumscribed. Only in those instances in which the 
senior securities had been “sweetened” by a unit sale of a senior secu- 
rity and a common stock did the public investor in the preferred stock 
or bonds have an opportunity to sell his common stock during the 
transiently high market to other members of the investing public. 

It has already been noted that in addition to the advantages avail- 
able to the sponsor in the retention of “control” as long as that ap- 
peared desirable his strategic position enabled him to transfer control 
of a multiple-security company at a substantial price when the latter 
course seemed preferable.*°> Many sponsors preferred the advantages 
of the sale of their “control” to the retention thereof, especially after 
the crash in the securities market in 1929, accompanied by the collapse 
in the market value of the common stocks and option warrants of 
investment companies, and by the extinction or diminution of many 
of the emoluments of sponsorship. 

Examples of the premiums and emoluments obtained by sponsors 
who relinquished control of multiple-security investment companies 
have been adduced. The conflict between the interests of the holders 
of the senior securities of these investment companies and the inter- 
ests of the new managements which had acquired the controlling 
blocks of junior securities was by no means terminated; it was in 
fact generally intensified. 

The assets of the investment companies, control of which the ac- 
quirer obtained, generally “belonged” entirely to the senior security 
holders. The common stock had in most of these instances lost all 
asset value.*°° The former sponsors had relinquished control largely 
because they did not expect to be able to rehabilitate the companies. 
The acquirers ofttimes did not propose to gradually build up the ac- 
quired company, strengthen its asset position and rehabilitate the 
market value of its securities for the benefits of the body of existing 
security holders. On the contrary, the acquisition of the controlling 


88 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. IV, pp. 320-4, and Appendix H, pp. 
805-25. 

354 Thid. 

85 “Substantial sums were * * * oftentimes paid for large blocks of leverage common 
stock, with little or no relation to the asset value of the security, because the holder of 
these stocks could manage and control the funds of other people and obtain all the benefits 
and emoluments of such control of the funds and of the company” (op. cit. supra, note 353, 
Appendix H, pp. 805-25). See supra, pp. 1595-1707, and also Ch. IV of this part of the 
report. 

me See supra. See also Pt. Two (House Doc. No. 70, 76th Cong.), Ch. IT, p. 65, and 
Table 29. 
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common stock frequently represented the first step in a program of 
purchasing the preferred stock of these companies at a price below 
the asset value thereof and ultimately absorbing the acquired com- 
pany into the acquiring company through a technique by which the 
rights and privileges of the remaining preferred stockholders of the 
acquired companies were to be drastically altered and reduced.** 

Thus the senior security investor who in the period of market ap- 
preciation had been unable to profit to any extent and had been used 
as the “leverage” for profit to the common stock holdings was again 
subjected, in the period of decline, to the encroachment of common 
stock without asset value wielding the power of control. 

The aggregate losses, in current asset value of the preferred stock- 
holders of acquired companies, suffered through exchange programs, 
consolidations, and mergers, have been discussed in detail elsewhere.*** 
The expansion programs often entailed disadvantages to the pre- 
ferred stockholders of acquired companies other than the loss of 
current asset value. The exchanges, consolidations, and mergers 
sometimes operated to impair or eliminate protections and safety 
provisions possessed by the preferred stockholder prior to the acqut- 
STC 


a. Consolidation of United Founders Corporation Group Into 
American General Corporation 


The consolidation of the United Founders Corporation group of 
investment companies into American General Corporation presents 
an example of the elimination or impairment of many of the con- 
tractual rights previously enjoyed by the preferred stockholders of 
the companies involved. 

Early in 1988, the management of The Equity Corporation com- 
menced negotiations for the acquisition of a stock interest in United 
Founders Corporation.*® By a series of transactions ** with the 
sponsors of United Founders Corporation, The Equity Corporation 
by July 1933 had acquired 89% of the voting control of United 
Founders Corporation.**? Control of the latter included the control 
over all the companies in the United Founders Corporation group, 
since United Founders Corporation held 78.7% of the common stock 
of American Founders Corporation, which in turn held a majority 
control over each of the remaining five investment companies of the 
eroup, namely, International Securities Corporation of America, 


357 See Ch. IV of this part of the report. 

188 See supra, and Ch. IV of this part of the report. 

259 Most states have adopted statutes entitling dissenters from a merger, consolidation or 
sale of assets, under certain circumstances, to an appraisal in payment of the value of their 
shares. A discussion of the inadequacy of protection afforded minorities by these appraisal 
statutes is contained in Ch. IV of this part of the report, pp. 1410 et seq., and the Com- 
mission’s Report on the Study and Investigation of the Work, Activities, Personnel, and 
Functions of Protective and Reorganization Committees, Pt. VII, pp. 842-352 and 590-610. 

369 United Founders Corporation was organized in February 1929 by Louis H. Seagrave, 
Christopher F. Coombs, and Frank B. Erwin (Public Pxamination, The Equity Corporation, 
at 8546, and Commission’s Exhibit No. 745). 

861 Wor details see Ch. IV of this part of the report and the Commission’s Report on the 
Study and Investigation of the Work, Activities, Personnel, and Functions of Protective and 
Reorganization Committees, Pt. VII, pp. 218-22. See also supra, pp. 1632-3. 

362 See Ch. IV of this part of the report, pp. 1138-42. 
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Second International Securities Corporation, United States & British 
International Company, Ltd., American & General Securities Corpo- 
ration, and American and Continental Corporation.** By securing 
the 39% voting power in United Founders Corporation, The Equity 
Corporation placed itself in a strategic position to carry out an ex- 
change program *** looking toward the acquisition of the still greater 
voting strength necessary to affect the consolidation of the entire 
group of investment companies.*” 

Five of the investment companies in the United Founders Corpo- 
ration group had two classes of voting stock outstanding—preterred 
and common.*** The Equity Corporation’s investment 1m, these com- 
panies was heavily placed in the common stock, while its interest in 
the preferred stock was negligible.°*’ The Maryland law under which 
seven of the eight constituent companies had been incorporated re- 

uires fora legal consolidation the approval of two-thirds of each class 
of stock entitled to vote, unless the company’s charter contained provi- 
sions to the contrary.*°* Five of the seven Maryland corporations had 
both preferred and common stock outstanding, and the preferred stock 
was entitled to vote under charter provisions conferring such right in 
the event of specified dividend defaults.°° Thus, The Equity Corpo- 
ration, which did own two-thirds of the common stock but only a small 
part of the voting preferred stock of the companies affected, was faced 
with the apparently insuperable difficulty of procuring the assent of 
noncontrolled preferred stockholders. Nevertheless, by the use of 
the voting power of the common stock alone, The Equity Corporation 
management purported to eliminate the necessity of a class vote. As 
has been noted, the Maryland law provides that a two-thirds vote by 
classes was necessary for the approval of the consolidation agreement, 
unless a corporate charter contained less exacting requirements.*” 
Although the charters of the five companies in question had not at that 
time and never had had any such provision, The Equity Corporation, 
by virtue of its common-stock control, filed an amendment to the 
charters authorizing the approval of a consolidation agreement by a 
two-thirds vote of all the shares entitled to vote, thus purporting to 
eliminate the necessity of a class vote.*” 


363 [hid. and op. cit. supra, note 860, Commission’s Exhibit No. 848. 

364 See Ch. IV of ths part of the report, pp. 1138-42. 

%5 A consolidation into one subsidiary corporation was desired in this instance rather 
than mergers of the companies directly into The Equity Corporation because the dominant 
interests in The Equity Corporation were averse to diluting their control of the parent 
company by the issuance of additional stock of The Equity Corporation which the mergers 
would have necessitated (op. cit. supra, note 361). Furthermore, The Equity Corporation 
wished to include in the consolidation another of its subsidiaries, Reliance Management 
Corporation, and did not desire to introduce into its capitalization a bond issue of the type 
on which Reliance Management Corporation was obligated (Public Hxamination, The Equity 
Corporation, at 8517). 

360 Op. cit. supra, note 361. 


867 Tbid., 
388 Md. Ann. Code (Flack, Supp. 1935) Art. 23, §§ 22, 33. The law permitted corporate 


charters to provide for the approval of a consolidation by at least a majority of the voting 
stock irrespective of classes. 

369 See Ch. IV of this part of the report, pp. 1410 et seq. 

870 Md. Ann. Code. (Flack, Supp. 1985) Art. 28, § 28. See note 368, supra. 

371 See Ch. IV of this part of the report, pp. 1410 et seq. In each case, on the same day 
and but one hour after the charters were amended, the consolidation was approved by 
virtually the same vote, with only a smal percentage of these votes representing securities 
held by the public (ibid.). The favorable vote cast by the preferred stock of each company 
was far less than two-thirds of its class (ibid.). 
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The charters of the companies specifically provided that the prefer- 
ence of the preferred stock could not be decreased except with the 
consent of the stockholders of at least two-thirds of the outstanding 
stock of the class affected by such decrease.*7? The effect of these 
maneuvers becomes apparent when the manner in which the consoli- 
dation operated to modify certain contractual rights and to remove 
certain charter protective features of the consolidated companies is 
considered. By the amendment to the charters, The Equity Corpo- 
ration avoided the necessity of a class approval of the consolidation 
by preferred stockholders which seriously modified the rights of such 
stockholders.*° 

In four of the five companies which had issues of preferred stock 
outstanding, the consolidation worked substantial decreases in the 
rights to dividend and liquidation preferences of the owners of those 
issues. Decreases in annual dividend preferences ranged from $0.60 
per share in the case of American Founders Corporation to as much 
as $3.60 and $4.10 per share, respectively, for the 6% and 614% issues 
of preferred stock of International Securities Corporation of Amer- 
ica.27* The owners of the International Securities Corporation pre- 
ferred stock suffered also a severe reduction of $40 per share in liqui- 
dation preference, having been reduced from $100 to $60 in liquidating 
value per share. Similarly, the preferred stock of United States & 
British International Company, Ltd. was reduced from $50 to $20 
in liquidating value per share. Accumulations of dividends totaling 
approximately $3,900,000 °° in four of these five companies were 
eliminated. 

The protection of a par value stock where it formerly existed was 
also drastically affected by the consolidation. In the case of each of 
the three companies which had a par value stock outstanding, the par 
value of the new stock issues was but a fraction of the par value of the 
old stocks exchanged. For example, the 6% first preferred and the 
7% first preferred stock of American Founders Corporation were 
reduced from a par value stock of $50 per share for each issue to a 
par value of $1.20 and $1.22 per share, respectively, a decrease of 
$48.80 and $48.78 in each case.?7® Similarly, the 6% series and 614% 
series preferred stocks of International Securities Corporation of 
America were decreased $98.70 and $98.68 per share in par value, 
respectively, reflecting a reduction from $100 par value in each case 
to $1.30 and $1.82. Likewise, the first preferred stock of Second Inter- 
national Securities Corporation was reduced in par in the amount of 
ee per share, showing a change from $50 par value to $1.10 per 
share.27 


372 Reply to Commission’s questicnnaire for American Founders Corporation group, 
Exhibit B, at 24. 

313 While The Equity Corporation, in carrying out this strategy whereby the consolidation 
was approved, may have complied with the technical provisions of the applicable law, the 
question is prescribed whether according to principles of equity a dominant interest may 
thus employ general power in order to override specific statutory provisions. See the Com- 
mission’s Report on the Study and Investigation of the Work, Activities, Personnel, and 
Functions of Protective and Reorganization Committees, Pt. VII, pp. 325-35. 

8 Tbid., and Ch. IV of this part of the report, pp. 1410 et seq. 

875 Op, cit. supra, note 373. 

376 Tbid. 


377 Ibid. 
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Many charter protective provisions were either eliminated or speci- 
fically revised. For example, the charter of International Securities 
Corporation of America, prior to the consolidation, contained provi- 
sions: (a) prohibiting the additional issue of preferred stock, except 
in connection with the acquisition of an existing investment trust, in 
an amount that would have the effect of reducing the net assets of 
the corporation, at market value, to less than 125% of the par value 
of the preferred stock outstanding and, at cost, to less than 133% 
of par; (b) requiring a dividend reserve for the preferred stock; and 
(c) prohibiting loans of funds of the corporation, except upon the 
furnishing of collateral having a value of 125% of the loan at the 
time the loan was made.*7* With respect to the first two of these 
enumerated protective features, the charter of the new corporate entity, 
American General Corporation, omitted them entirely, while with 
respect to the third the board of directors of the new company was 
expressly empowered by the new charter to lend funds without requir- 
ing any security whatsoever.*”9 

The Report of the Commission on the Study and Investigation of 
Protective and Reorganization Committees, in discussing the conflict 
between the desires of the preferred stockholders to enforce their con- 
tractual rights to receive their accumulated dividends in full before 
resumption of dividend payments on the common stock, and the desire 
of the common stockholders to withhold this right, points out that 
the technique of the acquisition of other companies and the devices of 
mergers and consolidations are utilized to effect a surrender by the 
preferred stock of accumulated dividends and other protective features 
of their securities which will leave the way clear, not only for the pay- 
ment of current dividends on the preferred stock but also on the 
common stock.’® 


378 Public Examination, The Equity Corporation, Commission’s Exhibit No. 860 (pp. 3-4, 
9, and 12). 

8® Td., Commission’s Wxhibit No. 862. 

889 Report on the Study and Investigation of the Work, Activities, Personnel, and Func- 
tions of Protective and Reorganization Committees, Pt. VII, Sec. III. In connection with a 
plan proposed by the International Paper and Power Company which would result in the 
extinction of $36,000,000 of arrears of accumulated unpaid dividends on the preferred stock 
and the resumption of current dividends on the common, as well as the preferred stock, 
Commissioner William O. Douglas stated (2 S. FE. C. 283 [1937]): 


Preferred like this is sold on the basis of the protective features of cumulative 
dividends ; that is to say, if dividends are not received in periods of depression, they 
will be paid in times of prosperity. The history of finance shows that not only in 
recent years, but also in earlier periods, cumulative preferred suffered along with the 
common in times of depression and on the return of prosperity was deprived of its 
accumulated dividends and even other priorities by one or more legal devices. 


Commissioner Robert E. Healy, in his opinion in connection with that plan, stated (2 8S. B.C. 
1023): 

Those buying preferred stock had a right to rely upon the solemn promise and 
contract of the company that they would be preferred both as to assets and dividends 
over the common stockholders. 

” * Ed * * * * 


It is difficult to observe without some concern the extent to which stockholders, in 
many companies, who in good faith believed that they were paying their money for a 
genuinely preferred position, have, through reorganization, of perfectly solvent com- 
panies, such as this, through the bargaining leverage of common stockholdings, been 
euchered, cajoled, coerced, elbowed, and traded out of their legal rights. Although we 
must recognize that often, especially in failing enterprises, various changes in stock: 
holders’ rights and various concessions become necessary, nevertheless, it seems to me 
there should be an emphatic recognition that the terms of preference stated in preferred 
stock certificates mean what they say. If not, it should not be permitted that they be 
called “preferred.” 
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It seems quite obvious that an opportunity to effect a shifting of 
asset values between classes of security holders or a readjustment of 
rights and safeguards of the various classes of securities by the acqui- 
sition of other companies, or by mergers and consolidations is greater 
in the case of investment companies and investment-holding compa- 
nies than in the case of ordinary industrial or commercial corpora- 
tions. For the latter types of companies to consummate a merger or 
consolidation, problems of cash resources, disposal of equipment and 
physical properties, and coalescence of function must be solved. In- 
vestment companies, constituting, as they generally do, large pools 
of liquid assets and being practically unrestricted in the nature of 
their operations can much more readily engage in the acquisition of 
other investment companies or the consummation of mergers and con- 
solidations with other investment companies. 


8. THE SOLICITATION OF THE PREFERRED STOCK AT 
PRICES DEPRESSED BY THE MANAGEMENT AND 
THE SUBSEQUENT LIQUIDATION OF THE COMPANY 
AT PROFITS RESULTING FROM THE DIFFERENCE 
BETWEEN THE PURCHASE PRICE AND THE ASSET 
VALUE OF PREFERRED STOCK 


a. National Securities Investment Company 


Not infrequently the sponsor and principal common stockholder of 
a leverage investment company can utilize his influence with the pre- 
ferred stockholders to cause them to sell their shares to others at 
losses in asset value. This activity is normally associated with the 
prior transfer of the negative asset value common stock held by the 
sponsor to another group which is seeking to acquire the assets of the 
company for a total consideration less than the value of the investment 
company’s assets. An illustration of this possible activity on the part 
of the common stockholder is furnished by the history of National 
Securities Investment Company **! which was organized in 1926 by the 
investment banking firm of A. G. Becker & Co., of Chicago, Tlinois. 
By September 1931, the net assets of the company had declined to ap- 
proximately $11,000,000 as compared with assets of approximately 
$30,000,000 in 1929. The preferred stock of the company which was 
entitled on dissolution of the company to a first claim against its assets 
up to $100 and accrued unpaid dividends, had in September 1931 a 
liquidating value of approximately $80 a share but was selling in the 
market at a price of $50 a share. The 939,144 shares of the common 
stock of the company, of which A. G. Becker & Co. had acquired 641,658 
shares at a cost of $1,900,000, had no asset value. 

On September 25, 1931, A. G. Becker & Co. and Atlas Corporation 
reached an agreement which provided that Atlas Corporation was to 
purchase A. G. Becker & Co.’s holdings of the common stock of Na- 
tional Securities Investment Company at a price of $3 a share or a 
total price of $1,900,000—the actual cost of the shares to A. G. Becker 
& Co., although the common stock at this time had no asset value what- 


381 Wor a detailed discussion of National Securities Investment Company and other in- 
stances of this type of activity, see Ch. IV of this part of the report. 
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ssoever. Atlas Corporation, however, was to pay A. G. Becker & Co. 
the stipulated price for the latter’s common stock after Atlas Corpo- 
ration acquired the preferred stock of National Securities Investment 
Company at prices less than the asset value of the preferred stock. 
In other words, a portion of the ultimate gain in asset values to be 
derived by Atlas Corporation through its purchase of National Securi- 
ties Investment Company preferred stock at less than asset value was 
to be paid over to A. G. Becker & Co. in the price Atlas Corporation was 
paying the sponsors for their common stock. 

The agreement provided that A. G. Becker & Co., which had been 
actively supporting the market in the preferred stock of National Se- 
curities Investment Company, was not to compete with Atlas Corpo- 
ration in the purchase of the preferred stock of National Securities 
Investment Company, but was to buy such stock only for the account 
of Atlas Corporation. A. G. Becker & Co. became Atlas Corpora- 
tion’s brokers and purchased the preferred stock of National Secu- 
vities Investment Company at prices fixed by Atlas Corporation— 
prices which were substantially below the asset value of the shares, 
although higher than the market price of comparable investment 
company securities. 

On September 25, 1931, the market price of the preferred stock of 
National Securities Investment Company was $50 per share. On Sep- 
tember 30, 1931, five days later, as a result of the cessation of market- 
supporting activities by A. G. Becker & Co., the passing of dividends 
on the preferred stock and a general market decline, the market price 
of the preferred stock of National Securities Investment Company 
was $37 a share. 

Of 92,974 shares of the preferred stock of National Securities In- 
vestment Company purchased by Atlas Corporation between 1931 
and 1935, the year of the dissolution of National Securities Invest- 
ment Company, 740,072 shares were purchased through A. G. Becker 
& Co. Atlas Corporation also acquired in addition approximately 
60,000 shares of the preferred stock of National Securities Invest- 
ment Company by means of exchange offers of Atlas Corporation’s 
securities. These exchanges were recommended to the preferred 
stockholders of National Securities Investment Company by A. G. 
Becker & Co., apparently without disclosure to such stockholders of 
the fact that A. G. Becker & Co. was to receive commissions from 
Atlas Corporation for its service in this connection. 

Preferred stockholders of National Securities Investment. Com- 
pany who sold their shares to Atlas Corporation or exchanged them 
for the latter company’s shares suffered immediate losses in asset 
values of approximately $1,880,000. However, A. G. Becker & Co., 
which aided Atlas Corporation in acquiring the preferred stock suc- 
ceeded in selling its common stockholdings in National Securities 
Tnvestment Company, which had no asset value at this time, for 
$1,900,000. Robert C. Schaffner, chairman of the Board of A. G. 
Becker & Co., testified as follows: °°? 


Q. And necessarily, A. G. Becker & Co., and for that matter, Atlas Corpora- 
tion, would only gain under those circumstances at the expense of the stock- 


holder, isn’t that so? 
A. At the expense of the stockholder who sold 


#82 Public Hxamination, National Securities Investment Company, at 14382. 
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Q. That is right? 

A. Yes. 

Q. And a stockholder who sold his stock was an individual entitled to $73.82. 
The peg is pulled, the stock declined; the stock is picked up and the sponsor is 
getting a cut on the difference between the asset value and the market value, 
isn’t that so? 

A. Yes. 


9. PREVENTION OF POSSIBLE DISPLACEMENT OF THE 
EXISTING “MANAGEMENT” THROUGH THE CONTIN- 
GENT VOTING PARTICIPATION OF THE PREFERRED 
STOCK 


a. American Capital Corporation 


The American Capital Corporation, one member of a group of 
investment companies **° sponsored and controlled by the Jonathan 
B. Lovelace and EH. E. MacCrone and Company interests, was incor- 
porated in May 1928 in the State of Delaware.*** Its capital struc- 
ture comprised issues of prior preferred and preferred stock and 
common stock (Classes A and B).*° By provision in the Certificate 
of Incorporation *** the common stock was endowed with sole and ex- 
clusive voting power for all corporate purposes, subject, however, to 
certain contingent voting rights granted to each class of the pre- 
ferred.*®” The prior preferred was entitled to the payment of divi- 
dends before any dividends could be paid upon or set apart for any 
other class of the outstanding preferred and common stock of the 
American Capital Corporation.*** Upon the company’s default in 
these dividends for a period of two years exclusive voting power 
was then to vest in the prior preferred,?®° There was a similar pro- 
vision for the protection of the holders of the preferred stock. Sub- 
ject to the rights of the prior preferred exclusive voting power 
likewise was to vest in the preferred stock upon default for a period 
of two years of full payment of dividends due on this class of the 
capital stock. 

From its inception, American Capital Corporation remained 
under the control of closely identified sponsor and management 
interests. These individuals by means of management contracts, in- 
tercompay, and personal stockholdings and a closely-woven interlock- 
ing of officers and directors, maintained their control of each of the 
companies within the American Capital Corporation group. While 
in the normal course, control of American Capital Corporation by 
the sponsor interest was not seriously threatened, yet it was possible 
under the terms of the Certificate of Incorporation for the exclusive 


388 Including The Investment Company of America, Pacific Southern Investors, Inc., and 
Pacific Investors, Ine. 

384 Reply to the Commission’s questionnaire for American Capital Corporation, Pt. I (Items 
1 and 5). 

385 Td., Pt. II, Exhibit A. 

886 Tq., Pt. I, Exhibits A and B. 

387 Td., Exhibits A and B, Sec. Fourth, K, 1 (p. 8). 

888 Td., Sec. Fourth, a (p. 5). 

389 Td., Sec. Fourth, e, (p. 6). 

890 Td., Sec. Fourth, i, (p. 8). 
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voting power to vest in the preferred stock.**! This possible threat 
to management—the common stock stripped of all voting power and 
exclusive voting power transferred to holders of preferred stock— 
did become imminent. The inside interests protected themselves 
against this contingency by having another company within the 
group, concurrently with the defaults in dividends on the part of 
American Capital Corporation, acquire the necessary amount of the 
preferred stock of the latter company. 

In 1933, when American Capital Corporation first passed the reg- 
ular dividend payment due on its outstanding preferred stock,?°? The 
Investment Company of America *°* began to acquire substantial hold- 
ings of the defaulted preferred. By December 31, 1934 it had ac- 
quired, at a cost of $274,199.00, 16,861 shares of the preferred stock of 
the American Capital Corporation.*** During this period, American 
Capital Corporation had been defaulting with regularity on this same 
issue of preferred stock. Although partial dividend payments were 
made during the period, by December 31, 1935, the stock had fallen 
into arrears of 2% years.®** On this date, Pacific Southern Investors, 
Inc.,*** held 20,637 shares of the defaulted preferred stock of Ameri- 
can Capital Corporation, 960 shares of which had been acquired 
during 1934.°°" Of the balance acquired during 1935, 16,761 shares 
represented the holdings in this stock by The Investment Company of 
America as of December 31, 1934. Pacific Southern Investors, Inc. 
had acquired this block of preferred stock from the Investment Com- 
pany of America by means of an intercompany exchange of securities 
during 1935 on an equal market value basis.2°® This total of 20,637 
shares of the preferred stock of American Capital Corporation held 
by Pacific Southern Investors, Inc. at the close of 1935 represented 
20% of the 102,450 shares then outstanding *°° and this block might 
reasonably have been expected to constitute working control of the 
company’s affairs when exclusive voting power vested in the preferred 
stock. 

The existing management which heretofore had held control of 
American Capital Corporation as long as voting power resided in the 
common stock,**® may have been in an even better position with regard 
to control with the vesting of exclusive voting power in the preferred. 
By virtue of intercompany and personal holdings and the interlocking 


891 See supra, p. 1798. 

“2 Reply to the Commission’s questionnaire for American Capital Corporation, Pt. IV, Item 
27 (b) and Pt. V, Item 39. 

#3 A group member. See infra. 

“Reply to the Commission’s questionnaire for The Investment Company of America, 
Pts Tie 

35 Op. cit. supra, note 392. 

393 Another group member. See infra. 

“st Reply to the Commission’s questionnaire for Pacific Southern Investors, Ine., Pt. III. 

#8 Derived from supplementary information supplied the Commission for Pacific Southern 
Investors, Inc., Table 41. 

“99 Reply to the Commission’s questionnaire for American Capital Corporation, Pts. II and 
IV, Item 28, Table 7. 

400 At the close of 1935, officers and directors of American Capital Corporation personally 
held a total of 52,438 shares of the common stock of American Capital Corporation (op. cit. 
supra, note 399, Pt. V, Table 15) or 7% of the 743,134 shareg outstanding (id., Pt. V, Table 
15a, and derived from supplementary information supplied the Commission for American 
Capital Corporation). Including 78,901 shares held by Pacific Southern Investors, Inc., the 
percentage amounts to 17.7% (ibid.). 
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of offices and directors this same management in American Capital 
Corporation was able to direct the voting of the 20,637 shares of the 
preferred stock of that company then held in the portfolio of Pacific 
Southern Investors, Inc. 

Pacific Investors, Inc. held nearly 40% of the voting common stock 
of Pacific Southern Investors, Inc. at the close of 1935. Officers and 
directors who were identified with all three.companies held more than 
50% of the voting stock of Pacific Investors, Inc." In addition to 
these substantial intercompany and personal holdings, practically all 
of the officers and directors of American Capital Corporation were 
also officers and directors in both Pacific Southern Investors, Ine. and 
Pacific Investors, Inc.*° 

With continued default by American Capital Corporation on its 
preferred stock dividends, exclusive voting power vested in that class 
of stock. Accordingly, a meeting of the shareholders ** of American 
Capital Corporation was held on April 27, 1936. Of the total 102,450: 
vreferred shares outstanding, 58,676 shares were represented by proxy 
at the meeting.*°> Of this total represented by proxy, 20,637 shares 
or 88.5% of the total shares voted were then held by Pacific Southern 
Investors, Inc.4% The existing management of American Capital 
Corporation remained unchanged.*” 


401 Woy number of shares held by Pacific Investors, Inc., see op. cit. supra, note 3897, Pt.. 
V, Item 52, Tables 15 and 15a; for total shares outstanding of Pacific Southern Investors, 
Inc., see id., Pt. IV, Item 28, Table 7. 

402 For number of shares held, see op. cit. supra, note 398, Pt. V, Item 52, Tables 15 and: 
15a; for total shares outstanding, see id., Pt. IV, Item 28, Table Us 

403 See the following: 


Name of officer or director Positions held 
Henry S. McKee-----______. President and director of American Capital Corpora- 


tion, Pacific Southern Investors, Inc., Pacific In- 
vestors, Inc., and director of The Investment Com- 
pany of America. 

10), a INO S44 a ese Treasurer and director in American Capital Corpora- 
tion, Pacific Southern Investors, Inc., and director in 
Pacific Investors, Inc. 

Hdward D. Lyman_--------- Vice president and director in American_Capital Cor- 
poration, Pacific Southern Investors, Inc., and Pa- 
cific Investors, Inc., aud director of The Investment 
Company of America. 

N. Spencer Dennis__-------- Vice president and director in American Capital Cor- 
poration, and Pacific Southern Investors, Inc., and 
director in Pacific Investors, Inc. 


Jefferson P. Chandler_—~--~- Director in American Capital Corporation, Pacific 
Southern Investors, Inc., and Pacific Investors, Inc. 
Jonathan B. Lovelace_—-----. President and director, The Investment. Company of 


America ; chairman of the Investment Committee and 
director in American Capital Corporation and Pacific 
Southern Investors, Inc., and director in Pacific In- 
vestors, Inc. 


Lindley C. Morton__-------- Director in the American Capital Corporation, Pacific 
; Southern Investors, Inc., and Pacific Investors, Inc. 
o TA, Oinini@eassteeseeseces Secretary and assistant treasurer in American Capital 


Corporation, and Pacific Southern Investors, Inc., and 
; Pacific Investors, Inc. 
iredenickwhOl ema = Assistant secretary in Pacific Southern Investors, Inc., 
and American Capital Corporation, and assistant 
secretary and assistant treasurer in Pacific Investors, 
Ine. 
404 Only the preferred stockholders attended as voting power now resided exclusively in 
them. 
405 Derived from supplementary information supplied the Commission fer American Capital 
Corporation. 
406 See supra, p. 1799. 
497Tt was voted at this meeting to award Jonathan B. Lovelace, a director in all three 
of these companies, a call on 70,000 shares of the Class B common stock of American 
Capital Corporation, exercisable at $1.00 per share at any time on or before December 31, 
1941, The right, however, was not to become exercisable until such time as the asset value 
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10. DISSIPATION OF THE ASSETS OF THE COMPANY AND 
“UNLOADINGS” UPON THE COMPANY BY THE “COM- 
MON STOCK CONTROL,” THUS RENDERING INEFFEC- 
TIVE THE RIGHTS OF PRIORITY ON DISSOLUTION AND 
LIQUIDATION GRANTED THE SENIOR SECURITIES 


It was stressed above that the preference up to the par of their 
shares or up to a stated amount in the distribution of assets upon dis- 
solution is considered one of the most vital attributes of preferred 
stock.*°* The fixed priority in dissolution *° purports to accord the 
preferred shareholders the element of greater security as a substitute 
for the right to unrestricted participation in surplus profits generally 
awarded to common stockholders. Nevertheless, in the investment 
company field, this provision has been found inadequate, to a large 
extent, to protect the preferred stock from exploitation by and in 
favor of the common stockholder.*” 

The preferred stock has generally been denied an effective partici- 
pation in the management.*" The administration of affairs and the 
disposition of assets in the operation of companies have been largely 
concentrated in the hands of common stockholders.‘ The latter have 
thus been in a position to dissipate assets in connection with self-serv- 
ing enterprises or to unload properties of dubious value upon the com- 
panies or to route to themselves the avenues of profit with the result 
that upon dissolution little or no assets are available to satisfy the 
priority rights of the preferred stock. 

The many ways in which “managements” have denuded investment 
companies of assets through implicating companies in activities moti- 
vated by objectives ulterior to consideration of the companies’ welfare 
are described in detail in other parts of this report.*t? Several of the 
companies whose histories have been described in detail in an earlier 
chapter of this report ** pointedly illustrate this phenomenon. So far 
as the multiple-security company is concerned, it is obvious that once 
common stock equity has disappeared, any further dissipation or re- 
duction of assets is entirely at the expense of the senior securities. 


of the Class A common stock should equal $32 per share. This class of common had an 
asset value of $21.03 per share at the time the right was awarded. The purpose of this 
award, it was said, was that it served as a remuneration to Mr. Lovelace for bis past serv- 
ices to the company through his research organization, the Investment Research Corporation, 
and to assure his continuance in the management. 

The option was granted when the Class B was seiling at about $21. At the time the Class 
A would have reached $32 per share in asset value, making the call on the Class B exer- 
cisable, the Class B would still have had no asset value of its own, and thus the exercise of 
the right by Mr. Lovelace at $1.00 per share would not operate to dilute the Class B. Tf, 
however, the asset value of the B stock rose to above $1 and Mr. Lovelace then exercised his 
right, a dilution would be effected. 

408 See supra, pp. 1569-75. 

409 Possibly derived from the theory cf the return of principal involved in the loan of 
funds. Stevens, W. H. S., “Participation in Assets in Dissolution,” The Journal of Business 
of the University of Chicago (1987), Vol. X. 

410 This is not intended to imply that in other fields this fixed priority has proven adequate. 

#11 See supra. 

12 See supra. 

48 See Ch. VII of this part of the report which relates to the management of assets, 
and also the detailed histories of investment companies in Ch. II. 

44 See Ch. II of this part of the report. 
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B. Specific Inequities in Relation to Bonded Indebtedness—Con- 
flict of Interest Between Debentures and Equity Securities *'° 


The term “funded debt” *'° or “bonded debt” may be defined as the 
fixed obligations of the company, for a more than transient borrow- 
ing of capital, evidenced by an indenture which contains all of the 
provisions for security and repayment, and under which units evi- 
dencing the debt, called debentures, are issued. The debentures also 
contain an abridged statement of the amount, date, period, and provi- 
sions for security and repayment. 

The indentures may be either collateral trust agreements, that is, 
agreements which provide that specific collateral, usually deposited 
with the trustee, shall be security for performance of the company’s 
obligations thereunder, or debenture indentures, which do not provide 
specific collateral security, but make certain provisions for repayment, 
maintenance of asset ratios, sinking. fund, interest payments, and such 
matters. Or, classified otherwise, they may be either closed-end or 
open-end in form, that is, may provide that all the bonds to be issued 
shall be constituted of the original issue and specifically provided for 
in the indenture, or may provide for subsequent issues under the same 
indenture, provided certain requirements are met. 

The indenture is in form an agreement under seal whereby the 
issuing company agrees with the trustee as to all pertinent matters 
and whereby, for a consideration, the trustee agrees to authenticate 
the issue, care for the mechanics of payment, keep safe the collateral, 
if any, and act as the representative of and conservator for, the bond- 
holders’ interests. 

Since the bondholder, generally, has a fixed limited priority claim 
to interest and distribution of assets on dissolution and normally has 
no right to participate in the management nor any right to surplus 
profit, he has been grouped with the preference stockholder in the 
general category of “senior security holder.” “’ The discussion in the 
preceding section **® concerning the incompatibility of the interests 
of “senior securities” and “equity securities” in the multiple-security 
investment company embraced the bondholder as well as the prefer- 
ence stockholder. This section of the report will discuss the prob- 
lems relating to bonds and debentures in connection with (1) the 
failure to provide adequate protective features in debentures; and 
(2) the ineffectiveness of protective clauses to safeguard bond or 
debenture holders. 

The supposed advantage of the creditor status of the bondholder, 
in contrast to the proprietary status of the stockholder, may at times 
be illusory.*!? While the bondholder is the recipient of a promise to 
pay fixed amounts of interest at fixed intervals and to return his 
principal at the fixed maturity date, he is nevertheless like any other 
creditor, secured or unsecured, not immune from the risks and uncer- 


415 Of the 186 incorporated and unincorporated investment trusts and investment com- 
panies of the management type studied, 33 trusts and companies had funded debt out- 
standing on or at some time prior to May 26, 1936. 

416 See supra, p. 1570-2. 

417 See supra, p. 1576. The bondholder generally also has a fixed limited priority to the 
amount of principal on the maturity date and to the amount of interest on the interest 
date. 

418 See supra, p. 1594-1707. 

419 Dewing, A. S., Financial Policy of Corporations (8d rev. ed., 1934), pp. 103-8. 
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tainties of the corporate enterprise. In many fundamental respects, 
the bondholder’s position of creditor is no different from the position 
of a stockholder. Realistically the bond or debenture holder can 
receive his interest like the stockholder his dividends, if such dis- 
tributions are not to constitute a return of capital, only from the 
earnings of the enterprise. If the corporation suffers losses instead 
of earning profits, the bondholder is unable to procure his “interest” 
just as the stockholder will fail to receive his “dividends.” The 
bondholder, like the stockholder, has no assurance that the enterprise 
will be profitable. 

In investment companies, perhaps more often than in other fields, 
provisions are found which presumably aim at protecting the bond- 
holder prior to the time when there has been a default in payment of 
principal or interest—such as the required maintenance of a margin 
of assets above the principal amount of bonds (a “touch-off” clause), 
which purports to secure to the bondholder full liquidation of his 
debt while there are still sufficient assets of the corporation. Such 
provisions are comparatively rare in the case of preferred stock. The 
bondholder therefore would appear to be in a more protected position 
than the preferred stockholder throughout the history of the com- 
pany—aside from the former’s status of creditor. It will be shown, 
however, that such supposed safeguards have been rarely enforced or 
enforceable and that their presence has not proved an unqualified ad- 
vantage to the bondholder. Moreover, in many instances no attempt 
has been made to grant even such safeguards to the bonds or deben- 
tures. In such instances, the debenture holder has been in substance 
little more than a first preferred stockholder, without any voting 
rights, regular or contingent. 

In addition to the many vital problems of economic and corporate 
finance, created by bonds or debentures in the capital structures of 
investment companies, the presence of these types of securities in the 
capitalization of an investment company, because of the nature of the 
bondholder’s claim, engenders conflicts of interest between the holders 
of these securities and the holders of equity securities which may be 
detrimental to both these classes of security holders. 

In many respects the antagonism of interests between the bond- 
holder and the common stockholder in an investment company is 
similar to that which exists between the holders of preferred stocks 
and of common stocks. The character of the bondholder’s claim 
against the corporate assets accentuates this conflict between different 
classes of securities in the capital structure. Preferred stockholders 
have a preferential ownership interest in the corporate assets and a 
preferential claim against the corporate earnings. However, this 
ownership interest usually is realizable only in a dissolution or wind- 
ing up of the investment company. But the preferred stockholder 
normally has no power to compel a dissolution of the company, since 
the common stock is almost universally vested with the sole power to 


20 The state laws usually authorize a voluntary dissolution of a corporation only on 
the vote of the holders of two-thirds of is voting securities. See Ch. IV part of the 
report, pp. 1410 et seq. In few cases are the preferred stockholders of an investment 
company granted two-thirds of the voting power even on a default in the payment of 
dividends. Normally an involuntary dissolution of the investment company will occur 
only because of its inability to meet the claims of creditors such as bondholders, or 
because of action by state officials for noncompliance with the laws of the state of 
incorporation of the company. 
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compel a dissolution of the company.*”° As a consequence, a decline 
in the assets of the investment company to an amount equal to or less 
than the total of the preferred stockholders’ liquidating preference 
on dissolution or a default in dividends on the preferred stock gives 
the preferred stockholder no right to compel payment of his prefer- 
ential claim; at most the dividends accumulate and serve to augment 
the preferential claim of the preferred stockholder on any dissolution. 
The management, therefore, 1s under no compulsion to adjust the cor- 
porate investment policies in a manner which will protect the pref- 
erential claims of the preferred stockholder. 

However, the claim of the bondholder against the corporate assets 
of investment companies is that of a creditor. As such, the bond- 
holder on a default in payment of interest or principal may in the 
proper circumstances institute legal proceedings to subject the cor- 
porate assets to the satisfaction of his claim. And, unlike the case of 
industrial companies, the possibility of reorganization proceedings 
which will alter or change the nature of the bondholder’s claim in an 
investment company is remote. The fact that the assets of industrial 
corporations normally have no ready market or can only be sold at a 
sacrifice in value usually impels bondholders in such companies to 
submit to a reorganization of their rights and claims in order to 
retain a large proportion of the actual value of their investment. In 
contrast, however, the assets of investment companies normally have 
a ready and ascertainable market. They can be easily liquidated to 
satisfy in part or in full the claims of bondholders. As a result, the 
holders of the equity securities of an investment company (and usu- 
ally the management of such companies are large holders of equity 
securities) face a possible liquidation of the corporate assets which 
will wipe out the interests of junior security holders if a default on 
the company’s outstanding debentures or bonds occurs. At best a 
reorganization of the company with control of the management and 
investment policies of the company transferred to the debenture hold- 
ers may occur. Obviously this power of the bondholder to satisfy his 
claim against the corporate assets is antagonistic to the interests of 
the equity security holders in investment companies. Consequently 
the power of the bondholder to reduce his claim to judgment will fre- 
quently be hampered. and impeded by provisions in the indentures 
creating the bonds—the terms of which indentures are solely within 
the control of the managements of investment companies, who are 
frequently the largest holders of the equity securities of investment 
companies.*?* 

Similarly the desire of the bondholder for security for his claim 
is sharply opposed to the desire of the equity security holder for a 
more or less speculative policy of investment. From the viewpoint 
of the common stockholders the important function of the presence 
of bonds in the capital structure is to supply funds which will impart 
a “leverage” to the common stockholder’s securities. In other words, 
the interests of the common stockholders would require the investment 
of the fund derived from the bondholder in securities which have 
large possibilities for appreciation in value but which, conversely, 
may involve a substantial risk of loss. However, the bondholders, to 
insure a relative stability in the value of the corporate assets at 


#1 Provisions of this nature are also common in the trust indentures of the bonds of 
industrial and other companies. 
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least equal to the face amount of the investment company’s outstand- 
ing debentures, would desire to have the funds derived from the 
bonds invested in securities of relatively stable market values such 
as bonds and preferred stocks. In practice, however, this conflict 
has been resolved in favor of the common stockholders.*?? 

In fact, provisions ostensibly for the security of bonds of invest- 
ment companies appear to have been devised to provide a minimum 
of actual security to the bondholders and a maximum of opportunity 
for managements to invest the proceeds of bond issues in common 
stocks; that is, to use the bondholders’ funds to the advantage of the 
leverage in the equity securities of the investment company.*? As 
has been stated, the usual provision with respect to security for the 
bonds is the so-called “touch-off” clause, that is, a requirement that 
the value of the net assets of the investment company must at all 
times be an amount bearing a specified ratio, usually 125% to the face 
amount of the investment company’s debentures. Rarely is any spe- 
cific security allocated to the “bonds.” “24 The claim of the “bond- 
holders” is merely a general claim against the corporate assets. 

The protection to bondholders of the “touch-off” clauses has, how- 
ever, been circumvented by other provisions in the indentures creating 
the bonds of investment companies. For example, as will be described 
later, the indentures usually do not provide for any independent 


#2 The portfolio securities of investment companies with bonds in their capital structure 
have consisted predominantly of common stocks. At the year-ends 1930 to 1936, inclusive, 
the proportion of common stock portfolio securities to total assets of investment companies 
having bonded indebtedness was as follows (Pt. Two [House Doc. No. 70, 76th Cong.], 
Ch. II, Table 36 of this report) : 

1980 1931 1932 1933 1934 1935 1936 
62.0% 49.5% 50.8% 64.2% 62.3% 68.1% 71.2% 


Another factor which militates against the purchase of bonds or preferred stock for the 
portfolio of investment companies having outstanding bonded indebtedness is the necessity 
for large earnings to cover the fixed charges of the senior securities. Thus, Erwin Rankin, 
an officer and director of the various investment company subsidiaries of United Founders 
Corporation, testified (Public Examination, American General Corporation, et al., at 
24875) : 

For instance, when an investment company has a bond on which they have to pay 5% 
and pay 6% on the preferred, let us say the over-all is a 5% requirement on its 
capital, that company can’t very well afford to be buying bonds that yield 3 to 4%, 

#3 “No doubt a sense of added assurance is given to the owner of an investment trust 
bond, if he knows that the issuer has invested in well-protected senior securities an amount 
of capital equal to, or greater than, its total outstanding obligation ; but few instances can 
be cited of any such requirements in the issuance of investment trust bonds * * *.” 
Robinson, L. R., Investment Trust Organization and Management (1929), pp. 256-7. 

424 Of 44 bond issues sold by 83 of the investment companies replying to the Commis- 
sion’s questionnaire, only 12 issues were secured by collateral. The selection of the col- 
lateral, moreover, was placed entirely in the hands of the management of the investment 
companies who invariably also had the sole power to make any substitution in the collateral. 
The type of collateral securities, whether bonds, preferred stocks, or common stocks, also 
was left to the complete discretion of the management. In fact nothing prevented the 
management from using the investment company’s own common stock as collateral. Divi- 
dend interest and profits on sales of the collateral security also invariably were awarded 
to the investment company itself and were not used to augment the security of the bond- 
holders. In all cases the trust indentures contained a provision similar to a “touch-off” 
clause, and subject to the deficiencies of such clauses discussed infra, requiring the value 
of the collateral at all times to be equivalent to a specified percentage, usually 125% of the 
face amount of the outstanding debentures. However, in only 3 cases was there any pro- 
vision permitting (but not requiring) the indenture trustee to make an independent ap- 
praisal of the value of the collateral. In all other cases the appraisal of the value of the 
collateral was confined exclusively to the management of the investment company. 
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appraisal of the corporate assets; the determination of the value of 
the assets of the investment company usually is placed exclusively in 
the hands of the company’s management which may have a self 
interest in avoiding the incidence of the “touch-off” provisions. 
Moreover, in practice the operation of the “touch-off” clause has 
proved disastrous to common stockholders, and has not been without 
harmful results to bondholders. It has been noted that usually the 
management inclines toward adopting the more speculative policy 
favored by the common stockholder rather than the more conservative 
policy favored by the bondholder. However, when a period of seri- 
ously declining security values sets in, so that the impingement of the 
“touch-off” clause becomes imminent, the management is frequently 
faced with the unavoidable necessity of reversing its policy and 
liquidating the existing portfolio at great sacrifices in atten to rein- 
vest the funds of the company in securities of relatively stable market 
values, such as government bonds, for the protection of the bond- 
holders.*2> Thus at the very time when the purchase or retention of 
securities with substantial possibilities of appreciation in value might 
be particularly desirable from the standpoint of the common stock- 
holder, the existence of “touch-off” clauses will compel managements 


to adopt a static policy of investment in securities of relatively fixed 
Values -- 


The “touch-off” clause may also create problems for the bondholders. 
Declining market values of portfolio securities usually will cause a 
decline in the market value and in the marketability of the bonds as 


#5 Thus, Ray Morris, an officer and director of Standard Investing Corporation, testified 
with respect to that company’s change in investment policy as the result of a possible 
default occurring on its bonds in a declining market for securities (Public Examination, 
General Investment Corporation, at 15243-4) : 


A. * * * We were certainly handicapped in feeling the necessity of selling stocks 
in the low markets, 1932, to protect our bonds. 

Q. I am curious about that. You said that you had to sell your stocks at the lower 
point of the maiket to protect your bonds; why was that? 

A. We didn’t have to, but in 1932 at the low, there were certainly some weeks when 
our bonds were not fully covered with assets and you couldn’t tell how much lower the 
market was going in those days and the directors thought they were protecting the 
bonds by selling stocks and holding cash or buying government bonds or something of 
the sort or a coverage for the bonds because they thought that the assets might con- 
tinue to shrink to a point where defauits on the bonds would be brought about. Now 
in the light of retrospect that was wrong. If we held the stock, we would have done 
much better, and to that extent that was undoubtedly bad management, because it 
was bad judgment. 

Q. The thing that I am interested in here was a Case where certain investment 
policies were dictated by the requirements of a complicated capital structure in the 
trust; isn’t that so? 

A. That is true. j 

Q. So that you had a situation in the trust with a funded debt, and the policy of 
the corporation was diverted primarily not so much by the advisability of liquidating 
the portfolio at that time but by the exigencies of protecting the funded debt, isn’t 
that so? 

A, That is exactly correct. 

Q. Looking back in retrospect, would you say that you would favor such a compli- 
cated structure for investment trusts? 

A. No; definitely not. 


See also the testimony: of Morton H. Fry and Ambrose Benkert, directors of Reliance Inter- 
national Corporation and Reliance Management Corporation, infra, pp. 1888 and 1842. 

“26 Thus Harle Bailie, the chairman of the board of directors of Tri-Continental Corpora- 
tion, testified (Public Hxamination, Tri-Continental Corporation, at 18757-8) : 


Q. Do you know of any case in which a touch-off clause as to investment trusts has 
been put into operation when the bonds went into default? 

A. There may have been. I don’t know of any. I know of a good many Manage- 
ments that have been hamstrung for six months a year. 

Q. Hamstrung? 

A, They could not do anything. They had to turn over assets into cash to protect 
themselves or buy bonds and increase the coverage. The whole thing is very untot- 
tunate. 
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their coverage in assets declines. Asa result, managements have been 
provided with an opportunity to repurchase the investment company’s 
bonds at prices substantially less than the face value. The manage- 
ment may pursue a policy of repurchasing its outstanding bonds at 
a price as low as possible in order to decrease the bonded indebtedness 
at a greater rate than a decline in value of the corporate assets. This 
procedure will benefit the common stockholders by increasing the 
isset value of the equity securities and when the price paid is less than 
he asset value of the bonds—as is frequently the case—will result in 
the retiring bondholders receiving less than the sum to which they 
would obtain on a liquidation of the company or the enforcement of 
the “touch-off” clause. In some instances the proposal of repurchas- 
ing bonds at a large discount was accompanied by the thought that 
the company having been temporarily freed from the menace of 
the “touch-off” provision might continue or renew a speculative policy 
with the remainder of the corporate funds in order to afford the 
junior shareholders “the chance to come back.” 47 
The complexities and problems introduced by the substantial con- 
flicts between the interests of the common stockholder on the one 
hand and the desire of bondholders for a secured position for their 
investments on the other and the further dilemma presented by the 
“touch-off” provision—the danger of its absence and the menace of its 
presence **°—raises_ the question of the propriety of bonds in the 
capital structure of investment companies. 


1. FAILURE TO PROVIDE ADEQUATE PROTECTIVE 
FEATURES IN TRUST INDENTURES 


a. Shawmut Bank Investment Trust 


The entire capital of Shawmut Bank Investment Trust was con- 
tributed by purchasers of debentures who received without cost, in 


427 See the conflict of policy in this regard in the case of The Investment Company of 
America described in Ch. IV of this part of the report, pp. 1237-77. 

428Tn view of the disfavor in which the ‘‘touch-off provision is held by a substantial 
part of the industry, the future tendency may well be to withhold that type of protection 
from the bondholder. Mr. Bailie testified (Public Examination, Tri-Continental Corporation, 
at 18757) : 

It [a touch-off provision] is certainly impractical, and I have never seen a touch-off 
clause that was practicable because it gives the investor a feeling of safety which he 


ought not to have just at the moment when securities should not be sacrificed. They 
have the contract that they shall be sacrificed, and I think they are of the devil. 


Under these circumstances the so-called uncollateralized “bonds” will be hardly more than 
wholly unsecured claims having—aside from the legal right to compel payment on a default 
in principal o lally the same attributes and bearing essentially the same 
risks as junior securities. Mr. Bailie testified (Public Examination, Tri-Continental Corpo- 
ration, at 18749) : 


Q. What protection should there be for senior securities when the assets fall below 
the amount of the outstanding senior securities ? 

A. I think that the only protection that the senior security needs in an honestly 
managed company is the knowledge of what the assets are, backed up by the further 
fact that they get the first money taken cut. That means in certain cases an unsecured 
debenture may not pay 100 cents on the dollar, but that it is not limited to the invest- 
ment-company field. That is a situation which occurs throughout industry when a 
company is successful. 

Would you suggest calling them jdebentures; which is a high-sounding name, when 
they are unsecured promisorry notes? 

A. Unsecured promissory notes. 
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addition to these debentures, warrants which enabled the holders to 
ebtain the common stock issued by the investment company.*” 

The debenture holders were the recipients of practically none of the 
safeguards or protections which frequently accompany bonds or de- 
bentures. The debentures were not supplied with a cushion of assets; 
they had no “touch-off” clause; no sinking fund requirements; no 
reserve for interest; no provisions precluding the payment of divi- 
dends on common stock before interest on the debentures was fully 
paid or when the debentures were not fully covered by assets; no 
prohibition against the issuance of additional debentures having a 
priority over or a parity with existing debentures except in certain 
mstances; no provision automatically accelerating the maturity of 
the debentures in the event of default in the payment of interest; 
and no provisions specifying events of default or remedies upon de- 
faults. There was no separate indenture for the debentures, nor was 
a trustee provided for the debenture holders. The rights, limitations, 
description, and other matters relating to the debentures were con- 
tained in two pages of the declaration of trust under which Shawmut 
Bank Investment Trust was formed and under which the trustees 
of Shawmut Bank Investment Trust were vested with the manage- 
ment.**° In short, the debenture holders were almost wholly unpro- 
tected creditors of the investment trust. 

The original capitalization of the investment trust supplied no 
margin of assets whatsoever above the principal amount of debentures 
issued. The investment trust sold $6,000,000 face amount of deben- 
tures—$5,000,000 of debentures to the public and $1,000,000 of junior 
debentures to the sponsors for which the investment trust recelved a 
net aggregate of $5,990,000. The common stock, given as a kind 
of bonus to the debenture holders, did not contribute to the invest- 
ment trust’s resources.**? Hence, at the formation of the investment 
trust the aggregate indebtedness to all the debenture holders ex- 
ceeded the entire net contributions to capital. A “touch-off” provision 
with this type of capitalization was manifestly impossible since no 
margin of assets over principal amount of debentures existed at the 
start. 

Inasmuch as the debentures had no “cushion,” the security of the 
principal as well as the likelihood of interest payments depended 
entirely on the earnings and profits derived from the trust’s assets. 
Since these assets consisted largely of portfolio securities subject to 
wide and rapid market fluctuation, the precarious position of the 
debentures is obvious. From 1931 to 1936 the debentures were “under 
water.” 4° In May 1932, the $6,000,000 fund contributed by deben- 
ture holders had shrunk to less than $3,000,000.4%* Had there been 
the protection afforded by a “cushion” of junior money supplied by 
other than debenture holders, the impairment of bondholders’ capital 


49 For a discussion of the capital sturcture and leverage features of this company see 
supra, pp. 1618-19. For the distribution aspects of this company see Ch. III of this part 
of the report, pp. 904-8. 

489 Reply to the Commission’s questionnaire for Shawmut Bank Investment Trust, Pt. I, 
Exhibit A. 

431 Public Hxamination, Shawmut Bank Investment Trust, at 3295. 

432 Op. cit. supra, note 430, Exhibit A (pp. 13-14). 

488 Id., Pt. IV, Table 7A. 

484 7d., Exhibit Item 8. 
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would naturally have been less. Had there been such a cushion 
originally and also a “touch-off” clause, the bondholders would have 
been in a position to take steps to secure the full liquidation of their 
claims before the actual impairment in their principal had taken 
place. 

No sinking fund arrangement was provided, nor any other require- 
ment of a reserve for interest. The company’s pattern of capitaliza- 
tion rendered the maintenance of any such reserve for interest or 
sinking fund extremely improbable and in actual experience not 
achievable. 

The following figures show the annual ordinary net income (after 
payment of operating expenses) as compared with interest require- 
ments, and indicate the sufficiency or deficiency of net ordinary 


income: 435 


' s Ordinary nncess or de- 
9 oe nterest pai net income ciency of 
Fiscal year ended Feb. 28 and accrued | (before in- | income over 


come taxes) 


interest paid 


EE ee. fe ee Prete Ae eee erty, 8 ee orien sea $284, 000 $284, 000 None 
120M a cae, MONO ns een Fee er gee Nee ae ene te 302, 000 330, 000 $28, 000 
O30 Marre san eur SENSU LES SREY SR, OTe eT ie: 296, 000 353, 000 57, 000 
1031S. Sad ey eN rt Ole ee a ee Rip, ee eee 295, 000 258, 000 —37, 000 
TORDIE 2 ah ed ee Nice tl ee ee Pk ee ee ee 288, 000 267, 000 —21, 000 
1933 ee ee RIE Sere coe bee Tt eee eee Rae ee anew 271, 000 222, 000 —49, 000 
[OSsR ea mlels al Maa S TT OD oh Oh eee eae eo ef Tee 254, 000 192, 000 —62, 000 
Re ees Lee Reais Wy) Reena Ae MORE Ms Prorat PN 244, 000 184, 000 —60, 000 

2, 235, 000 2, 090, 000 —144, 000 


Thus, from 1931 through February 1935, the regular net income of 
the investment trust was not sufficient to meet the aggregate interest 
requirements on all the outstanding debentures. The disparity be- 
tween regular earnings and interest requirements was largely at- 
tributable to the capital structure which established fixed interest 
requirements upon the entire contributed capital and provided no 
paid-in equity to increase the earning capacity of the investment trust. 

It has been indicated above that the debentures as a whole were not 
protected upon issuance by the presence of a capital contribution for 
equity securities. However. the $1,000,000 which was contributed by 
the sponsor for the “junior debentures” supplied a capital cushion for 
the $5,000,000 of “senior debentures” distributed to the public.*#® A 
decline of 16.7% in the assets of the investment company would elimi- 
nate this margin of safety of the senior debenture holders. The 
senior debentures as well as junior debentures were not secured by a 
pledge of collateral but constituted a general creditor claim on the 
company’s assets. In view of the constant and often wide fluctua- 
tions in the prices of securities, a 16.7% decline was not improbable. 
There were numerous instances prior to the market break in 1929 
wherein the Dow-Jones Industrial Stock Price Averages declined 10% 
to 20% within periods of a few days to a month. The severe de- 
clines in security prices in the period 1929 to 1933 are matters of com- 


#351d., Pt. II, Exhibit A, Schedule 20-A. 
467d., Pt. II, Exhibit A. 
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mon knowledge, and are indicative of the inadequacy of the coverage 
originally supplied the senior debentures by the junior debenture cap- 
ital in the Shawmut Bank Investment Trust. 

In fact, Frederick A. Carroll, vice president and trust officer of the 
bank sponsor, suggested that a 20% margin was so insubstantial, due 
to the rapidity with which it could be eliminated in the administra- 
tion of investment funds, that the bank considered it more desirable 
to invest $1,000,000, without any margin above that amount, in 
Shawmut Bank Investment Trust which it itself managed rather than 
subject that fund to another’s management even though provided with 
a 20% margin. Mr. Carroll testified : 497 


* x * Tf we had desired at any time during those days, we could have 
loaned a million dollars or a million and two hundred thousand dollars on 
collateral picked by somebody else, and that would have been regarded as a 
sound collateral loan. 

Now, the only difference between this und that was that there wasn’t the 20 
percent margin, but the handling of the million dollars by the Bank itself 
substantially, in the opinion of the officers, gave it as much protection ag the 20 
percent margin on the ordinary stock exchange security that might have been 
in the hands of some other person who had some other interests or some other 
loans that might have caught him in a spot which required him to sell precip- 
itously, and it wouldn’t take long for your 20 percent to go * * * 


The declaration of trust expressly subordinated the payment of 
principal of the junior notes to the payment of principal and interest 
of the senior debentures.**® However, the payment of interest on the 
Junior notes was not expressly subordinated to the payment of interest 
on the senior debentures and the preservation of the principal of the 
senior debentures. The sponsor recognized such subordination in prac- 
tice 4° although it was not mandatory under the specific terms of 
the declaration of trust or debenture. When questioned on this omis- 
sion, Mr. Carroll testified that the subordination was read into the 
instrument by counsel for the trust: 44° 


Q. Will you admit, Mr. Carroll, that the indenture did not make that clear 
at all, and rather that it made the opposite clear? 

A. Well, I can’t admit that exactly in view of the fact that that is what our 
counsel read into the indenture, as they read it, and they drew it. 

Q. Did that point arise during the operation of the Trust, so that you sought 
the opinion of counsel on that? 


437 Op. cit. supra, note 431, at 3308. 

483 The provision governing the priority of the senior debentures over the junior notes is 
as follows (op. cit. supra, note 430, Pt. I, Exhibit A, Item 3 [pp. 12-13]): 

Junior Notes shall be subordinate to the Senior Debentures as herein provided. No 
payment shall be made of the principal of any of the Junior Notes unless all of the 
Senior Debentures, together with all accrued interest thereon, shall have been first paid 
in full; subject, however, to the right of the Trustees to call all or any part of the 
Junior Notes on any interest date or to purchase and retire any such notes, provided 
that the market value of the unpledged assets of the Trust as determined by the Trustees 
after the retirement of Junior Notes so called or purchased shall be at Jeast 120 percent 
of the total amount of the indebtedness of the Trust, except such indebtedness as is 
expressly subordinate to the Senior Debentures. 

439 In February 1932, after the asset coverage for the senior debentures became impaired 
and income barely covered the interest charges of the senior debentures, payment of interest 
on the junior notes was postponed commencing March 1, 1932. In 1936, interest payments 
on the junior notes were resumed and interest arrearages were paid in full. (Op. cit. supra, 
note 430, Pt. IV, Item 27.) 

440 Op. cit, supra, note 431, at 8302-3. 
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A. Nothing as to any default on the seniors, but there was an interruption of 
the interest on the juniors, for a period from 1932 to 1935 during the depression, 
and in connection with that we had opinions in reference to the situation and 
the priority of the seniors to the juniors. 

Q. You understand, I am not saying that you did prefer interest on the juniors 
to the seniors. 

A. I understand. Your question is whether or not the indenture made the 
interest on the seniors prior to the juniors. 

Q. That is right. 

A. And our counsel said that the senior debentures, both as to principal and 
interest, were prior to any right of the juniors. 

Q. Why was it necessary to go to counsel to find out about that? 

A. I think any carefully managed trust would get the opinion of counsel 
before it takes any action in reference to a junior security. 

Q. Wasn’t it because the indenture wasn’t precise on that point? 

A. No; I think it is the practice to get counsel to pass on questions of that 
type, even though you may be a lawyer yourself. 


The declaration of trust contained no terms governing procedure 
with respect to default in payment of interest or principal of the 
senior or junior debentures.*** The senior debentures themselves con- 
tained a provision specifying a procedure upon the event of default in 
the payment of interest or in the observance of covenants. That 
provision reads as follows: **? 


In the event of the termination of the Trust prior to the date of maturity 
of any Senior Debentures then outstanding, or in the event of any default 
in the payment of any installment of interest on any of the Senior Debentures 
when and as the same shall become payable, or in the event of any default 
in the observance of any of the covenants, conditions, and agreements on the 
part of the Trust with respect to the Senior Debentures, and such default in 
either case shall continue for sixty (60) days after written notice thereof 
shall have been given to the Trust or to the Depositary and Registrar of the 
Trust by the holders of a majority in interest of Senior Debentures then out- 
standing, the principal of all the Senior Debentures, if not already due and 
payable, forthwith shall become and be immediately due and payable, any- 
thing herein or in the Declaration of Trust contained to the contrary notwith- 


standing. 


441 Mr, Carroll testified (id., at 8299-3300) : 


Q. These debentures could have refused to or failed to pay interest at the prescribed 
time, and that was not a reason for default? 

A. I wouldn’t say that was exactly so, because any bondholder in Massachusetts can 
ask for a default to be declared in the event that there is a default in interest. While 
a did not make that clear, I think as a matter of law in Massachusetts 

at iS So. 

'Q. You mean to say it would have given rise to a cause of action, to sue for the 
interest unpaid? 

. Yes. 

Would it have accelerated the maturity of the bond issue? 

I think that might be so as a matter of Massachusetts law. 

But not under—— 

The indenture. 

And isn’t it also the Massachusetts law, or so I have been told, that the courts 
in Massachusetts pretty much stick literally to the terms in those indentures of Massa- 
chusetts trusts? 

A. I think that is so generally, but I know that in this particular case the bond- 
peleennas not precluded from taking action in the event of continued default of 
interes 

Q. But it wasn’t a legal safeguard given him under the terms of the bond as issued? 

A. There was nothing in the indenture. 


42 Op. cit. supra, note 430, Exhibit Item 10 (b). 
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Only after a majority of the senior debenture holders gave written 
notice to Shawmut Bank Investment Trust or its depositary and reg- 
istrar could a default by the investment trust in payment of interest 
or in observance of its covenants become the basis for declaring the 
principal of the debentures due. Since the National Shawmut Bank, 
as provided in the declaration of trust, was both depositary and reg- 
istrar,*** notice of default with respect to the senior debentures was 
required to be given to the investment trust or to its sponsor. The 
trustees of the investment trust were directors of National Shawmut 
Bank, and the appointment of successor trustees was subjected to the 
approval of the executive committee of the bank.‘** As has been 
indicated, the bank held the debentures that were subordinate to the 
senior debentures. Thus, any notice to the investment trust or to the 
bank sponsor concerning a default with respect to the senior deben- 
tures would have to be given to the defaulting trust itself or to the 
interests which controlled the trust and which, 1n addition, held junior 
claims against it. Debenture holders seeking to avail themselves of 
this provision might well be hampered by the possible adverse inter- 
ests of the trustees of the investment trust ¢*° and the sponsor, particu- 
larly since no provision was made for a special trustee for the senior 
debenture holders who might serve as a conduit for their collective 
activity. 

The only safeguards with respect to asset coverage were those which 
required 120% coverage in the value of the assets of the trust over the 
principal amount of senior debentures in the event that obligations 
were created by the investment trust having a priority or a parity with 
the senior debentures or in the event that junior debentures were re- 
deemed or repurchased.*** In this connection the market value of the 
assets of the investment company was to be left to the sole determina- 
tion of the trustees. 

While the contribution of the junior debentures served as a “cush- 
ion” for the senior debentures, the absence of any provision accelerat- 
ing maturity of the senior debentures if the assets of the investment 
company fell below a fixed minimum ratio made it impossible to take 
advantage of the “cushion” when portfolio security values declined. 
In the period 1931 to 1935 the senior debentures were “under water,” 
but the trust was not required to liquidate the assets and distribute 
the proceeds to the senior debenture holders. 

Mr. Carroll, however, considered the lack of a “touch-off” clause 
particularly beneficial, since the trust was not compelled to undergo a 
forced liquidation : #47 


Looking at it from today’s viewpoint, or from the viewpoint of today, it worked 
all right. Theoretically, it may be looked at askance, but it has worked out well, 
and the absence of some of the so-called protective provisions in a trust of this 
kind has been responsible for being able to return to the investor everything 
that he put in, plus a yield all during the depression and an appreciation to the 
common stock. If there had been some protective provisions in this particular 


43 7q., Exhibit A (p. 16). 

444Tq., Item 21. 

445 Under the Trust Indenture Act of 1939 it would seem that the trustees for the invest- 
ment trust would not qualify as trustees for the debenture holders due to the existence of 
conflicting interests (Trust Indenture Act of 1939, Sec. 310b). 

46 Op. cit. supra, note 480, Exhibit A (pp, 12-13). 

47 Op. cit. supra, note 431, at 3336. 
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Trust it might have been necessary to sell at a given point, which would have 
pegged the failure of the ‘Trust. 


Tt must be observed, however, that had a liquidation pursuant to a 
“touch-off” clause occurred the equity interest of the sponsor would 
have been eliminated entirely, or if some part were salvaged it would 
have lost all leverage. Under the existing situation, the sponsor was 
enabled to pursue a waiting policy at a time when the senior deben- 
tures were “under water” and rapidly sinking. In Mr. Carroll’s 


words: 

* * * we knew we didn’t have to sell, no matter what happened; that our 
collateral loans [the junior notes], starting off with the 100 percent collateral, 
weren’t Subject to the various difficulties that might be occasioned if in the hands 
of an individual, and that we could carry along and hold our position—and we 
did so, and there has been no loss, and there has been a fine yield during the 


depression.“ 

Although the senior debentures were not protected by any reserves 
or funds for redemption nor by any “touch-off” provisions which 
might have assured the return to the senior investor of the principal 
amount of his capital contributions, it may be observed that the in- 
vestment trust purchased and retired approximately one-fifth of the 
senior debentures.**® The investment trust thus did return capital to 
the senior debenture holders but it returned only a fraction of the 
original contribution of these investors, since repurchases were made 
at less than the face value. From 1931 to the beginning of 1935, 
during which period the senior debentures were almost constantly 
“ander water” and the junior notes for the most part were without 
any asset value, the investment trust repurchased $1,099,000 principal 
amount of senior debentures at an aggregate discount of $404,145.+° 
These repurchases were not only at prices below face value but also 
below asset value,**t so that the profits of the repurchase program 
ultimately inured to the benefit of the Junior notes when they regained 


asset value in 1935.*°? 


b. Central States Electric Corporation 


In the absence of adequate provisions accelerating the maturity of 
debentures, the holders of this type of security are unable to take 
any action even though the assets of the investment company have 
declined to a point below the principal amount of the debentures and 


“48 Td., at 3308-9. 
“9Td., at 4430. 
459 Op. cit. supra, note 430, Pt. V, Table 16, and Pt. IV, Table 7A. 


451 [bid. 
458 Mr. Carroll agreed that this purchase of $1,099,000 principal amount of debentures 


redounded to the benefit of the equity security holder (op. cit. supra, note 431, at 3340-1) : 

Q. You spoke about the retirement of some of these senior debentures, something 
over $1,000,000. 

A. Yes. 

Q. Approximately what did those cost the trust? Were they retired at par, or a 
premium, or something less than the principal? 

A. They were retired at less than par. We never went out in the market and chased 
them. We bought them if they were offered, and the price at times was much less than 
par. I think on one or two occasions we asked for tenders and took the lowest tender. 

Q. Do you count the difference between par and purchase price as profit? 
A. I suppose it must have entered into the books in some way as that. 

. At any rate, it adds to the book value of the common stock, doesn’t it? 
Yes; eventually it would; by reducing the debt prior to it. 

. Reducing the debt to less than the principal amount, the difference—— 
. The difference would accrue to the equity holder. 
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the earnings are insufficient to cover the current interest on the 
debentures. The company may pay current interest on the deben- 
tures out of capital. Despite the impairment of senior capital, so 
long as the company pays the current interest, the holders of the 
junior securities can retain the management of the company while 
the debenture holders are powerless either to take over the manage- 
ment or to effect liquidation and thus escape any possible further 
losses. 

Central States Electric Corporation issued two series of debentures 
in the aggregate principal amount of $45,000,000.4° ‘The 5% con- 
vertible debentures, series due 1948, were issued in January 1928 in 
the principal amount of $20,000,000.4°* The optional 51% deben- 
tures, series due 1954, were issued in the principal amount of $25,- 
000,000 in September 1929.*°° 

The debentures were entirely unsecured.*** Such protective meas- 
ures as were contained in the several indentures pursuant to which 
these senior securities were issued related to various restrictions 
in the creation by Central States Electric Corporation of prior claims 
on the assets of the investment company and in the issuance of addi- 
tional debentures or obligations of the investment company, and the 
payment of dividends on junior securities unless the net assets of the 
investment company were equal to a certain percentage of the out- 
standing debentures.**? No “touch-off” provision existed, nor was 
there any prohibition against the payment of interest to debenture 
holders out of capital even if that capital should be insufficient to 
cover the principal amount of the debentures outstanding. 

Concerning the lack of a “touch-off” provision, James Forrestal, 
vice president of Dillon, Read & Co., which underwrote the Central 
States Electric Corporation debentures, testified : °° 


Q. Now let me ask you a few more questions about these debentures. There 
is no protection here to the public in case the debentures go “under water” as 
they subsequently did? 

A. None. 

Q. None at. all? 


A. By that you mean there is no arbitrary point at which they have to 
mature? 


Q. I mean the assets of the company can sink to zero and the bonds cannot 
be called until twenty years hence. 

A, That is correct. 

Q. They cannot be called for twenty years? 

A. No. 


453 Wor a description of the securities issued by Central States Hlectric Corporation, see 
supra, pp. 1683-1707. 

454 Reply to the Commission’s questionnaire for Central States Hlectric Corporation, Pt. 
II, Exhibit A, Schedule 16d. The company realized net proceeds of $18,600,000 from the 
issuance of these debentures pursuant to an agreement between the investment company and 
Dillon, Read & Co. as manager of the purchasing syndicate (ibid.). 

455 Td., Schedule 16e. The investment company realized $23,562,500 from the issuance of 
these debentures pursuant to an agreement between the investment company and Dillon, 
Read & Co. as manager of the purchasing syndicate. 

486Td., Pt. I, Item 11, Exhibits 41, 42, 43, and 44. 

47'The 5% debentures, Series due 1954, were only accorded the provision prohibiting the 
creation of prior claims on the assets of the investment company (id., Exhibit 44 [pp. 
15-16]). 

4588 Public Examination, Central States Electric Corporation, at 12904. 
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Q. No matter how low the assets go? 
A. That is right. 


When the debentures were offered to the public, the assets of 
Central States Electric Corporation greatly exceeded the principal 
amount of the debentures. The offering circular of the optional 
514% debentures gave the value of the assets of the investment 
company as at August 31, 1929, adjusted to include the prospective 
proceeds from the funded debt, at upwards of $350,000,000.*°° Net 
earnings of the company, prior to the payment of interest, for the 
12-months’ period ending August 31, 1929, were stated to be over 
$19,000,000.4° Thus, the debentures of this investment company 
were issued with a cushion of assets of more than $300,000,000 and 
a margin of earnings over the required fixed interest charges * 
amounting to approximately $17,000,000.4% 

After 1929, the asset value of Central States Electric Corporation 
suffered an enormous shrinkage. The net assets of the investment 
company declined from $350,000,000, at the time of the issuance of 
the second series of debentures, to $40,600,000 at the end of 1931, at 
which time and for the next two years the assets at market exceeded 
the principal amount of debentures outstanding by only a small mar- 
gin. In 1933, the debenture went “ander water,” that is, the face 
value of the outstanding debentures exceeded the net value of the 
investment company. These debentures remained “under water” in 


1934 and during the major part of 1935. 


At the end of 1935 and 


during 1936 the assets of the company at market again covered the 
debentures, but in 1937 the debentures once more went “under water” 
and have remained in that condition. At the end of June 1939, the 
company had only approximately $12,000,000 of assets for $27,479,000 
principal amount of debentures. The amount of debentures out- 
standing and the asset coverage by years are given below: 4% 


Principal 


Liquidati 
Year-end meee Gere 
outstanding at market 

LODGE oe lk Se eee whee eet ee eee te aes ea $43, 250, 000 $147, 658, 587 
1930__...------------------------------------------------ 42, 570, 000 79, 620, 725 
FSH lee ye SM eS ee eae 39, 919, 000 40, 601, 973 
1932 a ee 38, 558, 000 40, 798, 041 
1039 ere erage ee eee eae a ne se ae 37, 855, 000 23, 271, 766 
1934 ee 37, 696, 000 18, 321, 193 
1Q8 Siete et SEO UE Ss See SO es See eee ee 37, 193, 000 38, 116, 239 
19962 a Sia Sa ee Sees. Nee Sees ese 36, 904, 000 40, 904, 003 
1937 eee ee ee ee eee 36, 520, 000 20, 792, 231 
1999 ee ee 27, 727, 000 16, 856, 597 
1039S eee reyes Ae een ee ee ene ae a eae eenine 27, 479, 000 11, 808, 018 


Excess or 
(deficiency) 


__ 


$104, 378, 587 
37, 050, 725 
682, 973 

2, 240, 041 
(14, 583, 234) 
(19, 374, 807) 
923, 239 

4, 000, 003 
(15, 727, 769) 
(10, 870, 403) 
(15, 670, 982) 


« First 6 months. 


459 Tq., Item 9, Exhibit 31. 
460 Thid. 


461 The interest on funded debt was stated to be $2,341,300 (ibid.). 
462 It is to be noted that $12,000,000 of income was derived from stock dividends declared 
by an affiliated corporation and $7,600,000 from profit on the sale of securities, Only 
$800,000 was derived from cash dividends and interest (ibid.). 
48 Jd,, Pt. I, Item 8, and derived from supplementary information supplied the Com- 


mission for Central States Electric Corporation. 
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Concurrently with the severe declines in the asset value of Central 
States Electric Corporation, its net earnings diminished rapidly after 
1929. The annual net earnings before interest and for the period 
from 1929 to June 1939, together with the interest paid on the deben- 
tures and the excess or deficiency, are shown below: ** 


Net income Excess or 
Woe (loss) before Interest on (deficiency) 
interest on funded debt of net 
funded debt @ income 

QQQe ae ce ts 2 Shon pe i We ee ee San Sete ABE $18, 930, 356 $1, 335, 5384 $17, 594, 822 
193 ae ree Neth Cones a ee SERIE en 4, 687, 129 2, 274, 997 2, 412, 132 
POSURE SU ere ne See: See tee es meee ese kos eee (4, 731, 159) 2, 194, 835 (6, 925, 994) 
[O9D° Lene Fee tS IRE S Sos eee eens Settee Le Lets (8, 152, 608) 2, 072, 943 (5, 225, 546) 
1033620 Ls Fa Me eee eae a Sieh. Se eee ee eee (9, 179, 559) 2, 019, 165 (11, 198, 724) 
IQ S4NONe whee See Res poe On A a a eee (5, 467, 535) 2, 005, 370 (7, 472, 905) 
O25 mere ete eee oe eee on ae Ene oes eats (16, 265, 177) 1, 985, 290 (18, 250, 467) 
BIORY) 08 Mieco Rd SS lle) a nee re rs eee ee A a A 788, 913 1, 967, 496 (1, 178, 583) 
LOS TE ees ee ee ee En ees eee ae 1, 599, 873 1, 952, 148 (352, 275) 
NBR it ental Bae BAe ta 5 Ss. act ie aes ee kee Se (83, 188) 1, 895, 496 (1, 978, 684) 
OS ORD eee ae ee en Renee eee ee eee ae anes 59, 568 733, 749 (674, 181) 

TNO tiles tec te oo Pana ens Ee ese ee eee se ae (12, 818, 382) 20, 437, 023 (33, 250, 405) 


« This item includes realized gains or losses on sales of securities but does not include profits from repur- 


chase and investment of debentures. 


The net income reported for 1929 and 1930 includes net valuations 


placed on stock dividends received amounting to $10,871,186 for 1929 and $6,348,252 for 1930. 


> First 6 months. 


From 1931 to June 1939 the net income of Central States Electric 


Corporation was consistently and substantially less than the interest 
paid on the debentures.** The book deficit of the investment company 
steadily mounted until it reached a peak of $24,904,681 in June 1939.*° 
This deficit was attributable in large measure to the interest require- 
ments of the investment company’s funded debt which aggregated 
$20,437,028 in the period from 1929 to June 1989.*” 

The failure of current income to meet interest requirements meant 
that a portion of the interest charges had to be paid out of capital or 
surplus. Although on its books Central States Electric Corporation 

-had a surplus up to 1933, if unrealized appreciation be eliminated 


464 Derived from annual and interim reports to stockholders by Central States Electric 
Corporation. 

465 Ibid. ‘Through the year 1933 stock dividends of The North American Company com- 
prised the most substantial part of the income of Central States Electric Corporation. 
Taken in on the basis of the market value of the shares of stock at the time when received, 
almost invariably the value of stock dividends was required to be reduced in accordance 
with depreciated value at the end of the fiscal year (ibid.). 

466 Tbid. 

467 Ibid. Losses from the sale of securities accounted for most of the remainder of the 
company’s deficit (ibid.). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1817 


from this surplus, the company had no surplus after 1929.46 In 
actuality, therefore, after 1930 interest on the debentures was paid 
largely out of the capital of the investment company. When con- 
sidered with the fact that the debentures were “under water” from 
1938 to the middle of 1935 and from 1937 to June 1939, it may be said 
that in substance interest was paid to a substantial degree in these 
years out of the debenture holders’ capital contributions. In effect, 
most of the interest paid to debenture holders during these periods 
was no more than the return of their capital. 

The maintenance of interest payments, although accomplished in 
Jarge measure through a return of capital, effectively barred the 
debenture holders from securing acceleration of the maturity of their 
debentures. ‘Thus, in the absence of a provision enabling the deben- 
ture holders to act. upon the impairment of the asset coverage for the 
principal of their debentures, the assets of the company might de- 
cline in value to a small fraction of the principal amount of 
debentures and earnings might shrink drastically, with the debenture 
holders impotent to realize upon the existing assets of the company 
at any time they considered it advisable. 

Mr. Forrestal conceded that debenture holders had no means to 
recover any part of the assets of the investment company prior to 
the stated maturity no matter how low the asset coverage for the 
debentures might fall: + 


Q. * * * So there was no protection to the debenture holders in case the 
assets fell below the amount of the obligation? 

A. Well, he had a protection, the protection of what assets were in the com- 
pany that were available for debentures. But as you say, there were no touch- 
off clauses that lit the match that enabled him to get at them immediately. 

Q. He had to hang on? 

A. That is right. 


488 The book surplus or deficit and the unrealized appreciation or depreciation were as 
follows: 


Unrealized ap- 
Year eee preciation or 

(depreciation) 
Sab) A eee a ee yar 2 es eS es Oe ee $18, 483, 746 $45, 290, 199 
OS Ones oe SLi bie ne od ee eee ei ey oe ae See eee 15, 218, 880 (19, 996, 775) 
103 Ieee cee eter nets ah m en ae tre metas A. Riedel ee Satin ey Mga 13, 497, 619 (49, 551, 585) 
LOS QUE ste Be St SERIE ete See. ee ke Oe en Sn eee nee ooo 8, 863, 578 (48, 751, 333) 
LOSS HRY Se EU 2 fae a = ee at et en ye ea eee 4, 320, 117 (49, 960, 796) 
NOS ser oe en ree erat aN eee ee atu he, Sapte eC. OOo eine (3, 145, 782) (47, 458, 121) 
DOS One ee ee aa a es ee pee SP me ey nate epee eee Rue (21, 396, 238) (9, 252, 767) 
TR see ae ese cee ese ets eae a en es ieee es ee td eenee eee (22, 075, 660) (5, 061, 666) 
G3 (pes8 Ree. a ne Has ak DE ate. eR RD tee Ree ee ee ee (22, 424, 895) (24, 653, 288) 
OB SEN ate oe Cth on ees hae ee te erate Be ohh cee Bea (24, 398, 056) (18, 377, 903) 
HOSOS (COMP UNE TS 0) Bement aera sate mene enon Senne nian eee Namen a erie ea (24, 904, 681) (22, 671, 854) 


469 Public Examination, Central States Electric Corporation, at 12651. 
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. That is not callable for 20 years. 

. You mean it could run for 20 years? 

Yes. 

. That is right. 

. So, so far as the common stock is concerned, they borrowed this $20,000,000, 
and it is noncallable—— 

I know what you mean, it could not be brought to maturity. 
. If you borrow from a bank, you can be sold out. 

. That is right. 

. If your collateral falls below the point. 

. That is right. 

. And here the common stock could never be sold out. 

. That is right. 


While agreeing that the absence of a touch-off clause handi- 
capped the debenture holders in the respect mentioned above, Mr. 
Forrestal urged, nevertheless, that the presence of such a provision 
was fraught with dangers both to the investment company and to 
bond or debenture holders which outweighed its advantages. He 
testified : 47° 


Q. Don’t you, as a banker, think that the investing publie is entitled to some 
protection of that sort? 

A. Well, I think if you had a security——— 

Q. You have a duty to your customers, don’t you? 

A. Personally, I am always against any such clauses, because I think they 
may bring about a forced liquidation at a time when it shouldn’t be brought 
about. 

Q. That depends on how it is written, doesn’t it? 

A. It is pretty difficult to escape that happening, if it is to be in at all. I 
think you make your investment on the general credit of the man you loan 
money to. 

Q. So you are satisfied that your customers ought to lend money to the com- 
pany on debentures, no matter how far down it goes, and not have any 
protection? 

A. [ think it is a better form of financing, always. 

Q. From the company’s point of view. 

A. No, from both. 

Q. From the individual’s point of view, if you have a touch-off clause, he gets 
paid off 100 percent 

A. Ob, but he doesn’t. He may be touched off in a market where he is 
subjected to a greater sacrifice. I have never yet seen one that worked 
effectively. 

Q. I have. 

A. I haven't. I have seen a lot of harm come from the application the other 
way. 

Q. I have seen it work for the protection of investors. It wouldn’t be very 
hard in this case—I mean, you could see your assets, so that in this case the 
investor would at least have gotten 90 cents on the dollar, whereas at the end 
of 1984 he only got 50 cents on the dollar. 

A. Well, he might. We have seen many cases in the bank where they had 
a touch-off on the assets. What happens? They get the assets, the market is 
so depreciated they can’t possibly sell to anybody. And it is known that 


a>) 


Oe 
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40Td., at 12652-3. 
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they are available to sell; that that collateral is there; and it depreciates that 
collateral in the minds of possible buyers. 


While a forced liquidation may at times result in a failure to pro- 
cure sufficient cash to pay bond or debenture holders in full, it is 
nevertheless clear that the continued operation of the company is 
almost entirely at the risk of the debenture holders. The history of 
the Central States Electric Corporation debentures illustrates this 
situation. The debentures, which had asset coverage of 50% at the 
end of 1934, had obtained a coverage of 110% at the end of 1936. 
However, in the succeeding year the debentures were once more 
“under water,” continued in this condition for two and one-half 
years, and by June 30, 1939, the assets at market value were sufficient 
to cover only 43% of the face amount of outstanding debentures.*™ 
The debenture holders were, of course, unable to benefit—to secure 
liquidation—from the transient recovery in asset coverage in 1935 
and 1936. Gross income for the 6-month period ending June 30, 
1939, according to the interim report of the company, was only 30% 
of interest requirements.*”? 

Practically from the time when the first series of debentures dis- 
cussed above was issued by Central States Electric Corporation, the 
company engaged in the practice of repurchasing its debentures.*7? 
In fact, in the 12-month period preceding the issuance of the second 
series of debentures in principal amount of $25,000,000 in September 
1929, the investment company had repurchased approximately $1,000,- 
000 of the first issue of debentures at a substantial discount from 
face value. By June 1939 the investment company had reacquired 
$17,521,000 principal amount of debentures at a cost of approximately 
$7,343,000.47%* ‘These repurchases have been made in general at prices 
considerably below current asset values. The debenture holders who 
have sold their debentures have received not merely less than the 
principal amount of their debentures but less than the asset value of 
their debentures. This has resulted in a shifting of asset value to 
remaining debentures holders, and should there occur a substantial 


41 Derived from supplementary information Supplied the Commission for Central States 
Electric Corpoiation. 

472 Tpid. It is interesting to note a problem that may confront the directors of the invest- 
ment company, due to the fact that the two issues of debentures mature in different years— 
1948 and 1954. When the 1948 debentures mature, the company’s assets may be sufficient 
to pay only these debentures in full. The 1954 debentures may receive little, if anything, 
six years later. At June 1939 the face value of 1948 debentures was $9,853,000 and that of 
the 1954 debentures was $17,626,000. Asset value of the company was $11,808,018 (ibid.). 

“8 It may be noted that the 5% convertible debentures, series due 1948, had provision 
for a purchase fund pursuant to which the investment company was obliged to make avail- 
able the sum of $200,000 annually for the purchase and retirement of debentures. The 
price at which debentures were to be purchased by the “purchase fund agent’? was to be 
at or below the principal amount thereof. There was no such provision for the 544% 
optional debentures, series due 1954 (reply to the Commission’s questionnaire for Central 
States Electric Corporation, Pt. V, Item 34). 

474 At June 80, 1939, there was $27,479,000 principal amount of debentures outstanding of 
the original issue of $45,000,000. The principal amount of $750,000 was reacquired through 
conversion into preferred stock by the debenture holders (reply to the Commission’s ques- 
tionnaire for Central States Electric Corporation, Pt. II, Exhibit A, Schedule 18c). The 
principal amount of $8,191,000 was reacquired through exchange of North American Com- 
pany common stock valued at $2,906,014 (derived from supplementary information supplied 
the Commission for Central States Electrical Corporation). The principal amount of 
88.580,000 was reacquircd at a cost of $4,436,921 (ibid.). 
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recovery, the discount would rebound to the advantage of the 
common stockholders. Actually the gradual liquidation of working 
capital through the payment of interest and the repurchases has been 


greatly narrowing the possibility of a recovery not only for the stock 
but for the debentures. 


9. THE INEFFECTIVENESS OF PROTECTIVE CLAUSES TO 
SAFEGUARD BOND AND DEBENTURE HOLDERS 


A “touch-off” clause, which purports to secure at least a specified 
minimum of coverage for the bonded indebtedness, has generally been 
regarded as a vital safeguard to the bondholder. It is clear, however, 
that the significance of such a clause depends almost entirely upon 
what provision is made in the indenture for the immediate and accurate 
detection of the relationship of net assets to the amount of bonded 
indebtedness, the nature of the rights which the bondholders acquire 
if the “touch-off” point is reached, and the provisions for the expeditious 
enforcement of those rights. 

It may be said generally that the majority of investment companies 
which did include a “touch-off” provision in the indenture rendered the 
“touch-off” clause ineffectual by failing to introduce sufficiently definite 
criteria with respect to the elements of the covenant and by failing to 
impose upon the trustee any responsibility in connection with the ascer- 
tainment of compliance or any standard of accountability to bond- 
holders for abstaining from enforcing a default. 

The failure on the part of the obligor to provide a trustee charged 
with the protection and the enforcement of the rights of the bondhold- 
ers has recently received legislative attention in the Trust Indenture 
Act of 1939. Under this Act such trust indentures as come within the 
registration requirements of the Securities Act of 193347° must now 
contain provisions requiring the obligor to file with the indenture 
trustee and with the Commission such information, documents, and 
reports with respect to compliance with the conditions and covenants 
provided in the indenture as may be prescribed by the Commission pur- 
suant to rules and regulations and authorizing the Commission to 
require, in the case of annual reports, certificates or opinions of inde- 
pendent public accountants as to such complhiance.** The indenture 
to be qualified must contain a further provision requiring the obligor 
to transmit to the indenture security holders such summaries of these 
reports as may be prescribed by the Commission.*77 The obligor is 
required to furnish to the trustee, bondholders’ lists to which the trustee 
must yield access upon the request of three or more indenture security — 
holders or mail to the other bondholders such communications as the ~ 
applicants forward for transmission unless its opinion that such mail- 
ing would be contrary to the law or the best interests of the indenture 
security holders is sustained by the Commission.** The trustee, under 
the qualifying indentures, will be required to give to the security hold- 
ers notice of all defaults known to the trustee within 90 days of the 


475 Ag well as indentures which cover securities issued in connection with voluntary or 
judicial reorganizations which are exempt from registration under the Securities Act of 1933. 

476 Tryst Indenture Act of 1939, Section 314 (a) (I), (II). 

#777d., Section 314 (a) (III). 

478 Td., Section 312. 
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occurrence thereof, but the indenture may permit the trustee, in the 
case of any but two specified types of default 47? to withhold notice 
when the trustee in good faith determines such withholding to be in 
the best interests of the indenture security holders.48° After the occur- 
rence of a default (as this term is defined in the particular indenture) 
the trustee, in the matter of the exercise of such rights and powers as 
are granted it in the indenture, is held accountable for the degree of 
care and skill of a prudent man in the conduct of his own affairs.** 

The indenture may authorize the trustee conclusively to rely upon 
certificates or opinions conforming to the requirements of the inden- 
ture, but the indenture must contain provisions requiring the indenture 
trustee to examine the evidence furnished to it to determine whether or 
not such evidence conforms to the requirements of the indenture.‘®? 
The act prohibits the inclusion in the indenture of clauses exempting 
the trustee from liability for its own negligence except that the latter’s 
responsibility for the period before default may be limited to the per- 
formance of such duties as are specifically set out in the indenture and 
the trustee may be protected from liability for any error of judgment 
in good faith unless it should be proved that the trustee was negligent 
in ascertaining the pertinent facts.** 

These are, of course, only a few of the provisions of the Act but 
they, together with the section disqualifying trustees having conflict- 
ing interests,*** appear to be the provisions most relevant to the unse- 
cured debentures usually issued by investment companies.*®® 

It would appear that when the appropriate implementing rules are 
established by the Commission, it may be difficult for the trustees of 
investment company debentures to be as oblivious of the occurrence 
of defaults and the violation of covenants, specified in the indenture, 
as they have been in the past. Nevertheless, it must be recognized 
that the Trust Indenture Act undertakes only to exact from the 
obligor a certain amount of disclosure and from the trustee a larger 
measure of enforcement accountability in connection with whatever 
covenants happen to be clearly enunciated in the indenture—the Act 
does not require the inclusion in the indenture of any substantive 
provisions essential in the protection of the interests of the holders 
of debentures of investment companies. Thus, when an indenture 
fails to provide for a sinking fund or to contain a “touch-off” provi- 
sion or a provision conditioning the issuance of additional debentures 
upon the existence of a certain ratio of assets to funded debt, the 
trustee, even under the Act, is unable to ameliorate the unprotected 
status of the investor. Moreover, when the ostensible protective pro- 
vision lacks definiteness, contains ambiguous criteria, or is open to a 


479 Tn the case of default in the payment of the principal of or interest on any indenture 
security, or in the payment of any sinking or purchase fund installment, the indenture may 
not grant the trustee protection in withholding notice (id., Section 315 (b)). 

480 Td., Section 815 (b). 

4#817d., Section 315 (c). 

48221d., Section 315 (a). 

4837d., Section 815 (a), (b). 

484 Td., Section 310. 

45 The Act contains numerous important provisions in connection with the recording of 
indentures, the release and substitution of property, and the submission of certificates of 
fair value, which relate to obligations secured by the mortgage or pledge of specific property 
and hence are not applicable to the majority of debentures of investment companies which 
are not collateralized in this manner, 
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variety of possible interpretations, the Act is not designed to secure 
for the investor a more certain or rigorous application of the 
safeguard. 

A bondholder of an investment company, who finds in the bond 
indenture a covenant on the part of the company to redeem all the 
then outstanding debentures if the net assets of the company should 
fall below a specified ratio to the funded indebtedness, will no doubt 
be inclined to assume that here he has a strong, unequivocal safe- 
guard. A more intensive examination of the indenture would be 
likely, however, to reveal that the terms employed are so ill defined 
and nebulous and the provisions for enforcement so lax and inade- 
quate that the protection afforded the bondholder is more nominal 
than real. 

The history of the “touch-off” provision in the case of Reynolds 
Investing Company, Inc., illustrates how such an ostensible protec- 
tion may be divested of significance through the equivocal character 
of its criteria and by the difficulties in the way of securing the enforce- 
ment of the remedial features.**° The latter situation may be partly 
cured, hereafter, in connection with such indentures as come within 
the scope of the Trust Indenture Act of 1989. 


a. Reynolds Investing Company, Inc. 


Reynolds Investing Company, Inc., an investment company of the 
general management type, organized in Delaware in March 1928,**7 
subsequently issued to the public an aggregate $5,000,000 of 20-year 
5% Gold Debentures under an indenture containing a “touch-off” 
clause fairly typical of those current in the investment company field. 
The “touch-off” clause read as follows: **8 


ArticLe III, Section 8. The Company covenants that if at any time during 
the life of this indenture its net assets (before deducting its funded debt) shall 
be less than one hundred and ten percent (110%) of the funded debt of the 
company, it will redeem all the then outstanding Debentures at the next semi- 
annual interest-payment date on which redemption may be made, in accordance 
with the provisions of Article II hereof and/or applicable redemption provisions 
of any supplemental indenture. 


Article II, referred to in the “touch-off” provision, provided that 
the redemption of debentures should be at the rate of 103 percent of 
the principal thereof up to and including April 1, 1981, and at the 
rate of 100 percent of the principal thereafter, with accrued interest 
in each case.**? 


489 Another example of the difficulties created by the ambiguity of a “touch off” provision 
will be found in the case of Reliance Management Corporation set forth infra, pp. 1834—42. 

Additional illustrations of the lack of activity of trustees in the face of the infringement 
or the approaching infringement upon the “touch off” clause may be noted in the cases ot 
International Securities Corporation of America and Hastern Utilities Investing Corporation 
related infra, pp. 1844-58, in connection with the subject of repurchases of bonds. 

487 Reply to the Commission’s questionnaire for Reynolds Investing Company, Inc., Pt. I, 
Hxhibit A. Details of the organization and the financing of the company through common 
stock, cumulative preferred stock, and bonds will be found in Ch, II of this part of the 
report, pp. 350-496. 

48 Reply to the Commission’s questionnaire for Reynolds Investing Company, Inc., Pt. I 
Exhibit I. The indenture named The Seaboard National Bank of the City of New York 
as trustee. 

489 Tq., Pt. I, Exhibit I, Art, II. 
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Thus by Article III, Section 8, the Company undertook to liquidate 
the Debentures at one hundred and three percent of the principal 
prior to April 1, 1931, and at one hundred percent (100%) of the 
principal thereafter, together with accrued interest, should the net 
assets fall below one hundred and ten percent (110%) of the amount 
of funded indebtedness. But if the latter contingency actually and 
undeniably occurred, there was, nevertheless, no assurance that the 
bondholder would receive the promised distribution. The failure of 
the company (the management and directors) to make the promised 
distribution would merely constitute a default. The trustee might 
then proceed to turn the default into an “event of default” by serving 
a “written notice of such default requiring the Company to comply 
with the covenants or agreement in respect of which it is so in 
default.” °° This notice the trustee might serve “in its discretion or 
at the request in writing of the holders of twenty-five percent (25%) 
in principal amount of the Debentures then outstanding.” 4 If 
within sixty days after the receipt of such written notice the Company 
failed to remedy the default—in this case to redeem the outstanding 
Debentures—an “event of default” arose.‘ 

The maturing of an “event of default” was not tantamount to the 
obtaiming by a bondholder of the relief covenanted by the Company 
in the “touch-off” clause. Unless requested to act, in writing, by the 
holders of twenty-five percent (25%) in principal amount of all de- 
bentures, the Trustee need do nothing and then apparently there was 
a standstill. Upon receipt of a written request from the holders of 
twenty-five percent (25%) in principal amount of debentures, the 
Trustee could be moved to make a “declaration of default”—declare 
the principal and interest of the debentures immediately due and 
payable.*°* 


490 Td., Pt. I, Exhibit I, Art. V, Sec. 2. 
491 Tpid. 
42 Tbid. The circumstances under which an “event of default” arose are set forth in the 


Indenture as follows: 


SECTION 2. In case one or more of the following events, herein termed “Events of 
Default,” shall happen ; that is to say, in case— 

* * * * * * * 
{c) Default shall be made in the observance of any of the covenants on the part of 
the company in the Debentures or in this indenture expressed, and the Company shall 
not remedy such default within sixty (60) days after written notice of such default 
requiring the Company to comply with the covenants or agreements in respect of which 
it is so in default, shall have been served upon the Company by the Trustee, which 
may either in its discretion or at the request in writing of the holders of twenty-five 
percent (25%) in principal amount of the Debentures then outstanding give such 
notice, * *  * . 
43 Ibid. The Trustee could, in his own discretion without the solicitation of the de- 
benture holders make a “declaration of default.” Section 2 of the Indenture provides that 
after the maturing of an “event of default”: 
then the Trustee in its discretion may, and upon request in writing by the holders of 
twenty-five percent (25%) in principal amount of all Debentures issued hereunder then 
outstanding shall, declare the principal of all the debentures if not already due to be 
forthwith due and payable, and upon such declaration (hereinafter called ‘‘Declaration 
of Default’), the Debentures, together with the interest thereon and interest at the rate 
of six percent (6%) per annum on overdue principal and interest, shall become due and 
payable immediately, anything in this indenture or in said Debentures contained to the 
contrary notwithstanding, 

Section 1 (f) of Article VII of the Indenture creates some doubt as to whether the Trustee 

was compelled to make a “declaration of default’ even when requested by the specified pro- 

portion of debenture holders: 

(f) Unless and until the Trustee shall have received written notice to the contrary 


from the holders of not less than twenty-five percent (25%) in amount of the Debentures 
outstanding, the Trustee may conclusively assume for the purposes of this indenture 
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If, now, the Company “should fail within a reasonable time to com- 
ply with the demand of the Trustee to pay to it a sum * * * 
sufficient in amount to cover all overdue principal and interest” then 
the Trustee “shall be entitled and empowered to protect the rights of 
the Debenture holders under this indenture by action at law or suit in 
equity.” 4 However, the Trustee need not proceed with a prosecution 
of any action or suit or in fact with the exercise of any of the powers 
or trusts of the Indenture unless the holders of twenty-five percent 
(25%) of the principal amount of the Debentures have notified it of 
the default and of the continuance thereof, have requested it to act, and 
have offered it satisfactory indemnity against cost, expenses, and 
possible liabilities.*?® 

The above isa short résumé of the difficulties facing the bondholders 
under this and similar indentures in securing the promised relief even 
if the “touch-off” point had admittedly been reached. A still greater 
obstacle consisted of the practical inability of the bondholders to 
secure either proof or admission that the “touch-off” pomt had as a 
matter of fact been reached. 

While the Trustee, by the Indenture, was given the right to inspect 
the books of the Company “at all reasonable times,” the Indenture 
specifically provided that a certificate by the president or any of the 
other enumerated officers of the corporation might serve as conclusive 
evidence of the present or past existence of any fact which it might be 
necessary or expedient for the Trustee to ascertain under the Inden- 
ture and that the Trustee “shall be fully justified in acting thereon.” 4° 
The Indenture further provided that the Trustee be protected in acting 
on any such certificate, affidavit, statement, or resolution and that the 
Trustee incurred no lability for any action taken by it in reliance upon 
such certificate or resolution properly certified.**” 

It thus appears that the Trustee was not encouraged to make any 
independent investigation of important facts and was practically 
directed to accept the version tendered by the management. 

In connection with the “touch-off” clause, the fact as to what the 
“net assets” of the Company were at any given time was the most vital 
element. Were the term “net assets” so clearly defined in the instru- 

ment as not to permit evasion or selective interpretation, the manage- 


that there has been no Event of Default hereunder. The Trustee shall not be required 
to take any action in respect of any such default unless requested so to do by an instru- 
ment in writing or concurrent instruments in writing signed by the holders of not less 
than twenty-five percent (25%) in amount of the Debentures outstanding, and tendered 
security and indemnity satisfactory to it against any and all costs, expense, and lia- 
bility, anything herein contained to the contrary notwithstanding, but neither any 
such notice or request nor this provision therefor shall limit any discretion therein 
given to the Trustee or which it may otherwise have to determine whether or not it 
will take action with respect to any such default or whether or not it shall take action 
without such request or indemnity. 


44 1d., Pt. I, Exhibit I, Art. V, Sec. 3. 
45 Id., Pt. I, Exhibit I, Art. V, Sec. 6. 
46 Tq., Pt. I, Exhibit I, Art. VI. 


MetTHopsS or Proor.—Whenever it shall be necessary for the Trustee under this in- 
denture to ascertain the present or past existence of any fact, or the Trustee shall 
deem it expedient so to do, and the method of conclusively proving such fact to the 
Trustee shall not have been otherwise provided for by the terms of this indenture, then 
and in every such case the Trustee may receive as conclusive evidence of the present or 
past existence of such fact, and shall be fully justified in acting thereon, a certificate 
setting forth such fact made by the president or a vice president and by the secretary or 
an assistant secretary of the Company over the corporate seal of the Company. 


47 Td., Pt. I, Exhibit I, Art. VII, Sec. 1 (g) (i). 
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ment might have had no alternative but to disclose that “net assets” 
totaled less than one hundred and ten percent (110%) of the funded 
indebtedness. However, the “touch-off” clause itself contained no 
criteria as to how the net assets of the Company were to be deter- 
mined. Article III, Section 7, provided that the “net assets of the 
Company shall be determined in accordance with good accounting 
practice” but failed to define what “good accounting practice” was 
er how that was to be determined. This phrase was so ambiguous 
that the Company by accepting an interpretation thereof, tendered 
by its accountants and legal counsel, was able to prepare a statement 
indicating that the “touch-off” point had not been reached, whereas 
under a more generally acceptable interpretation, the “net assets” 
would have clearly been disclosed as less than the amount required. 
by the “touch-off” provision. Moreover, the lack of definition en- 
abled the management of Reynolds Investing Company, Inc. to assign 
appraised values to certain securities in the portfolio greater than 
the managements of affiliated companies assigned to the same securi- 
ties at approximately the same time, the higher evaluation in the 
former case raising the assets above the specified “touch-off” point. 

The investment company disclaimed that the “touch-off” point of 
one hundred and ten percent (110%) was ever reached. According 
to the reply to the Commission’s questionnaire, the low point in asset 
coverage occurred on June 30, 1932, when the net assets amounted to 
111.25% of the funded debt.*** The asset coverage of the debentures 
for month ends in 1932, as reported by the Company, follows: 49° 


Percent coverage 
of debentures— 


Date: net asset value 
December OSes. a2 see Wee ee ee ee ee 125. 03 
Mar Ching lO 30 5 eaten = ie Sere ee Gee GAeen Pen en totes Sy ED 124. 57 
Junet3s OGIO] Pe oe: AE ee ese ee 1 25 
Neptemberys Otel Oj iees kiosk AO ae ee ae 145. 33 
Decembersl alos 2Fe £2: 0 Bik Sees ee ee eee eis 8 123. 36 


More than 31 years after the date of the Indenture (April 1, 
1928), and approximately two months prior to the issuance of the 
year-end statement of 1931, at which time the net asset value of the 
debentures was reported to be one hundred and twenty-five percent 
(125%) ,°°° the board of directors sought a legal interpretation of 
the term “good accounting practice.” 

Counsel advised the Company that— 


the determination of the net assets of your Company in accordance with good 
accounting practice, within the meaning of the applicable clauses of the Trust 


4#981Td., Pt. IV, Tables 7 and 7A. 
#9 Tbid. For the same period, the preferred stock, which had a liquidation value of $110: 


and a stated value of $100 per share, had a net asset value as follows (ibid.): 


Preferred stock 
Net asset value 


Date: . per Share 
DeCamp erie Sil IO Sl eeem ey aor nance ees etere ee at Ses es ee ae eee $23. 59 
Marchiiod lO 3 26a et See he a ee eee Ea Seen Seas Se 31. 29 
JUNC UO AAD3O Sees § seer eRe See ye ied Wien Bene ier AD ist is 14.10 
Seplemberns 0 sel 982. ee Ree See ee nee ne 56. 50 
DECeMbEr so ENO See wees Se a ee ee SS ee ae ee ee Ce ae 14, OU 


SOT tehVee Da blemAe 
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Indenture, may be made as follows: (1) Securities which have an active 
market value—by taking such market value as of the date under consideration ; 
(2) Securities which have no active market values but which have not shrunk 
in intrinsic worth—by taking the cost to you; (8) Securities which have no 
active market values but which have shrunk in intrinsic worth—by taking 
the appraised values as of the date under consideration. 


The most significant element of this legal opinion was that it per- 
mitted the Company to make its own appraisals of the asset value 
not only of such securities as had no market at all, but of such as 
the Company might choose to regard as having no “active market 
value.” 

The Company itself, in its inquiry of the attorneys, had taken the 
definite stand that some of its portfolio securities, though listed on 
exchanges and traded, had no market value because not “sufficiently 
actively traded in.” ®°2 The opinion of counsel, however, did not 
undertake to define what an “active market value” was as distin- 
guished from an “inactive market value.” 

The reply of counsel contained the suggestion that to the extent 
that appraisals were used, the management would be practically the 
arbiter of the net asset value of the Company. 


An appraisal of the value of such securities under such circumstances is, 
of course, nothing more than an expression of opinion on such value. But if 
the appraisal ig made by one or more persons who by training and experience 
are qualified to express such an opinion, who have acted in good faith, and 
have made the appraisal after consideration of all reasonably available infor- 
mation on the intrinsic worth of the securities under examination, including 
Dalance sheets and income accounts, past and present, the value arrived at 
ean be attacked and set aside only by proof of error in fact on the part of the 
appraisers. Otherwise, an appraisal by any other equally qualified person which 
arrives at a different value amounts to nothing more than a difference of 
opinion. © 


The Company, pursuant to the advice of counsel, proceeded to 
appraise not only such securities as were not listed on exchanges, but 
also securities which it claimed had no “active market value.” 

Among the securities to which the Company assigned appraised 
values were two which were traded on an exchange. It will be 
shown that had the Company accepted the market prices in these 
two instances alone, instead of crediting itself with the higher 
appraisal values, the net assets of the Company would have been 
exposed as below the “touch-off” point. 

Accepting the appraisal figures, the net assets of the Company 
would be compiled as follows from the balance sheet for December 
Bll, IBLE 


501 Letter of November 4, 1931, from Cadwalader, Wickersham & Taft to Reynolds 
Investing Company, Inc. 

5022'The Company’s inquiry is reproduced in the opinion of counsel contained in the 
‘letter dated November 4, 19381. 

503 Reply to the Commission’s questionnaire for Reynolds Investing Company, Inc., Pt. I, 
Hxhibit E-6. 
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ASSETS CURRENT LIABILITIES 

Cashier eee ae Mae Ses aeeee $35, 310.62 Accrued’ interest payable 
Accrued interest and divi- on debentures__________ $45, 877. 50° 
dends receivable______ 22,075.31 Sundry accounts payable__ 10, 460.68 
Notes receivable________ 226, 958.37 Reserve for State taxes___ 5, 075. 00 
HOV OS TNT Cs 4, 365, 970. 05 SEER 


Total market 
and/or value as 
appraised by the 
Company. 

Deferred charges.? 


Total assetg_____- 4, 650, 314. 35 Total current  lia- 
Total liabilitiegs___ 61, 413. 18 Dit = 61, 418. 18. 
INGE ASSETS 4, 588, 901. 17 


“Investments at cost totaled $14,674,528.84. 

b The balance sheet carried two “Deferred charges” items totaling $217,968.06 in the 
“Assets” column, to wit: ‘Unamortized balance of office alterations $5,828.59” and’ 
“Unamortized discount and expense $212,139.47.” In computing net assets in connection 
with the “touch off’? clause these items are properly eliminated. 


The aggregate assets figure of $4,365,970.05 for security invest- 
ments was composed of a total of $1,333,588.80 representing the: 
market value of bonds, stocks, and a syndicate holding, and a total 
of $3,032,381.25 representing appraisals by the Company.®™ | Included 
in the appraisal total of $3,032,381.25 were appraisals of the value 
of the Company’s holdings of stock of Reybarn Company, Inc. and 
the United States Foil Company, Class B Common. The balance: 
sheet stated in a footnote that the market quotations of these two 
stocks on December 31, 1931, “at the nominal market” were 75 cents 
and $2.875,°°° respectively. The Company appraised its Reybarn 
stock at $3.00 per share or $2.25 per share above the market quota- 
tion; its United States Foil Company stock at $9.00 per share or 
$6.00 per share above the market quotation.* 

The Company apparently sought to justify its use of an appraisal 
value instead of a market value by the notation that the market quo- 
tations cited were “at a nominal market,” i. e., that these securities. 
had no “active market value.” °°’ In the month of December 1931 
alone, 31,800 shares of Reybarn Company, Inc. stock were traded on 
the New York Curb Exchange. The price ranged between 50 cents: 
and 8714 cents per share. In the same month 6,100 shares of United 
States Foil Company Class B Common were traded on the New York 
Curb Exchange, the price ranging between $2.8714 per share and 


504 Thid. 

505 Tbid. 

6 Jt should be noted that Investors Equity Company, Inc., and Reybarn Company, Inc., 
which were related to Reynolds Investing Company, Inc., by a partial identity in sponsor- 
ship and directorate carried these two securities at their market quotations; see infra,. 
p. 1828. 

7 Op. cit. supra, note 503. 
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$3.25 per share. Reference to the daily trading reports on the New 
York Curb Exchange shows that thousands of shares of stock of both 
‘Companies were traded each month of the year 1931.°°° 

The appraisal gave to the Company’s holding of Reybarn Com- 
yany, Inc. stock an evaluation of $446,486 above the market quo- 
tation and to the Company’s holding of United States Foil Company 
Class B stock an evaluation of $252,007 above the market quotation, 
constituting -a total of $698,443. Had these two securities been 
carried at market value, the net assets of the Company on December 


508 The trading in these two stocks on the New York Curb Exchange for 1931 was as 
follows: 


REYBARN Co., INC. 


9 Closing |Volume 
Date (1931) High Low gale (shares) 

TAN ALY ee eae ee ere ea ee ee eine as ener 3 24 254} 13, 900 
Webruary ate ee oo eee Sane aa eee eee eee epee eee 5 2 « 34%| 17,000 
INE ne: ee Re NE CEC aro: ere oar eer ee ee 3% 25% 25%) 16, 000 
SATIN Ei See meen ene ene Onan OEE OE LY NONE SER Es een ee 25% 154 134} 8, 900 
Wayne sth oe Ae Gea EES cae Sa ees eee 23% 1% «1%| 4,000 
Jil 10 ORE Reo cdr Nk le ce who ma ered kT emg ean mt He ektein torn 2 15% 5, 400 
ily, eek keen, Mekeee eee tee Mae e te oes. See oe eey Pe neee 2 1% «1%4| 6, 400 
EATICUIS Foe Sones Pee Se ee Oe Tee OE PE EE 2 134 13% #144) 2,300 
Septembensees. sero. 5 eee ee ee ae 1% 34 11, 700 
October sees ee ee eee EY 1 5% 2% 4,300 
INOWOHMOGE. 5 cosenccedsmescnocceaeses % 34 %| _5, 500 
IDGCorm ber ee ee eke oe aed EA EEN Ee % % %4| 31, 800 


Dec. 25, Friday 


Se DOR SALE NS tO a ne ce ihe MNT 108A al AROS ar aac nee 2 93711, 800 


tee ee bet aN Oe cee ae rag tin LEe bark ets 34 % 34| 9, 800 
DGG, O77, SIMON) Oa oes a Sonera tas anes Soo Se sone dennesoessssn |sedoosbons||-soscesulleccossscag||>sepcams 
TD ECLOS NTON da yee eee an Sees ae ee ne eee eee ene eee 34 5% 5) 1, 300 
DOCH 20 NUIES CA Veen ae een ae ee alee SPREE ReneS 34 le Ye| 2, 200 
TDYSO, 80), WW @GBNORG Ness sae oon seco soneodc ene cagece oasoeas 5% 4 54; 4, 400 
IDece SIR Mhursdaymerete cece ne et een e non Sete wena 34 5% 34; 3, 400 

UNITED STATES Fort Co., CLass B 
| | 

WAM Un ye a ss eae eee re ana ee eee a 534 534| 4, 600 
WE DEMARY oe ee eRe are ee eect ee ne ee ee oes 9 55% 2 §384| 6,000 
ING AT Ce ee ee ee ene eee cee TE Ee Rae ek tS PPO SESE 10 dl 2gkk| 7,800 
PAN Rileeeen: eI a ees See 22 ee es Sree ee Soe 71% 614 644| ~—-2, 100 
TAY EG a eg Ne fs Seeh  y  e ne ke eeyg Ae eN y a 634 44% 414! 5, 700 
SJiULTV G'S See Wi as ee Be Ps SO EE Se 2 eee ee cee eee 6 4 7, 200 

Sin as ee ee oes Re eee ee ee 54 434 434) 2, 200 
INU US tie tren et ee ee See ee ee ee ae oes: 414 44 23K 500 
September ss5-c-. = Josie = Be eee see eee sae 4 3% 34% 1, 900 
OCEOD ere ee a a Cae RE aN ee oe eee 334 2% 23%| 4,800 
INGVEIM DeLee Seat eink ee cr sale. oe Sumenes Fy ee Rec 2) een 4 eee 4 34 344| ~—«:1, 300 
ID GCEMM DOr: Oe en ee es a Oe ee 3144 2% 2%| 6, 100 

Daily transactions during last week of December 1931 
2 

Dae, Oi, INSERT OW nqocmaccosSnecasccoscessousones seSceHees||sseocseses| |psososes|boscensass|lsoseaaes 
TD ECR26 SG aAtUT CA Vige ee ae ee ee eee ae ee ene 254 25% 254 900 
IDG, 7, SONG, OW nccecasoncoao ease onsesneoseesssossecseces|bescocens5} sooasces||-ooasesenc|lscsaoae 

ID SCHOS ION Aer eee Seen en en eee eee soe ee aes 24% 2% 24% 200 
TOGO, DO), WMTESC OT aon oe enon coseoscansHEcceasesonedsesse||Soseoassel||ssosenss||lacospoceso||s-osceme 

Deer S0s Wiednesd ayate sa. =e eee eee eee 3 21% 2% 1, 600 

DCCs Glee IN UIIS Gl ay eres eee nee mesa te Ae ee eee 2% 2% 2% 100 

2 Bid price. > Exchange closed. 


59 Op. cit. supra, note 503, Pt. III, Table 2. Reynolds Investing Company, Inc., held 
198,416 shares of the stock of Reybarn Company, Inc., appraised at $595,248 and 41,144 
-shares of the Class B stock of United States Foil Company, appraised at $370,296. 
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31, 1931, would have been shown to be $3,890,458.17.°° Since $3,670,- 
200 of debentures were outstanding at that time, the coverage on that 
basis on December 31, 1931, would have appeared as a trifle over 
106%, or approximately 4% below the “touch-off” point. 

Similarly, if the net assets of the Company as shown by the bal- 
ance sheet of December 31, 1932, had been reduced by the use of 
market quotations of Reybarn Company, Inc. stock and the United 
States Foil Company Class B stock in place of the appraisal values, 
the net assets of the Company at that time would be disclosed as 
aggregating $3,770,298.71 "and since $3,501,000 of debentures were 
outstanding at that time™ the coverage would appear as 104.8% 
instead of the 123.30% submitted by the Company.>" 

The Company submitted that on June 80, 1982, the net asset cover- 
age reached its lowest point—111.25%.4 That amount of asset 
coverage was obtained by the use of appraisal values higher than the 
market quotations in the case of the two blocks of stock above men- 
tioned. It is readily apparent that the substitution of the market 
quotations for the appraised values would bring the asset coverage 
at that time considerably below the “touch-oft” point. 

The propriety of appraising securities listed on the exchanges 
was seriously questioned by Chas. D. Barney & Co., one of the orig- 
inal sponsors of the Company. In May 1932 Chas. D. Barney & Co. 
apprised the management that it felt that “the point on which Mr. 
Taft’s opinion is based, namely as to whether listed stocks have a 
market which might be termed active or not, is a very fine one.” 
It further suggested that the president of the Company might find 
his duties and obligations to the stockholders inconsistent with his 
duties to debenture holders, and requested that he apply to the 
Federal District Court for the appointment of an equity receiver 
rather than wait for this step “to be taken by a holder of the deben- 
tures or a group of such holders.” *° ‘The Company replied that the 
officers were satisfied with the manner in which the net assets of the 
Company were determined and declined the suggestion of making 
application for a receivership.™ 


50 The net assets as computed from the balance sheet for December 31, 1931 ($4,588,901.17) 
reduced by $698,443. 

511 Op. cit. supra, note 508, Pt. I, Ex. E-T7. 

512 Tpid, 

%13Td., Pt. IV, Table 7. 

514 Tid, 

* Letter of John W. Hanes of Chas. D. Barney & Co. to Reynolds Investing Company, Ine., 
dated May 8, 1932 (Minute Book of Reynolds Investing Company, Inc.). Mr. Hanes had 
been a director of Reynolds Investing Company, Inc., but had resigned as of September 24, 
1931. Mr, Taft was a member of the law firm of Cadawalder, Wickersham & Taft, counsel 
to Reynolds Investing Company, Inc. 

516 Tpid. 

7 Reply of Reynolds Investing Company, Inc., to John W. Hanes, dated May 11, 1932 
{Minute Book of Reynolds Investing Company, Inc.). The reply read in part as follows: 

I hardly need remind you that the question of whether the 110% clause of the Trust 
Indenture has been complied with must depend upon whether the net assets of the 
Company have been determined “in accordance with good accounting practice” as the in- 
denture provides. 

* * * x * cd * 


The Company has always expressed its willingness to furnish all information of its 
affairs to any of its security holders who are concerned over the situation or anxious for 
further information, and it is still willing and anxious to do so, as I personally am 
also. If in spite of this any of the debenture holders feel that the terms of the Trust 
Indenture have not been complied with, they are, of course, at liberty to take such 
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As late as April 1939 a sharp difference of opinion existed as to 
whether the Class B common stock of the United States Foil Com- 
pany and the common stock of Reynolds Metals Company were prop- 
erly subject to appraisal or whether they were to be taken at their 
market quotations.*1% 

In addition to appraising two blocks of securities which the Com- 
pany claimed had merely a “nominal market value,” the manage- 
ment appraised portfolio securities which had no market at all. <As 
noted above, the investment securities were set forth in the balance 
sheet for December 31, 1931, as having a combined market and ap- 
praised value of $4,365,970.05.5° Of this total figure only $1,333.- 
588.80,2° or approximately 31%, represented the market value of 
securities; $965,544,°7 or 22%, represented the appraisal value of the 
Reybarn and United States Foil Company stock which was presumed 
to have no active market value; and $2,066,887.25,? or 47%, repre- 
sented securities which had no market at all. Thus, approximately 
69% of the valuation of the entire portfolio consisted of appraisals 
made by officers and directors of the Company. 

The appraisals by the management of Reynolds Investing Com- 
pany, Inc. appear in several instances to have been inconsistent with 
appraisals of the same securities held in the portfolios of affiliated com- 
panies. This use of the higher set of values for the same securities 
by Reynolds Investing Company, Inc. in 1931 and 1932, elevated 
the total net assets of that company above the “touch-off” point. 
Reynolds Investing Company, Inc. was one of five investment com- 
panies which had been originally joimtly sponsored by Chas. D. 
Barney & Co. and Reynolds & Company, brokerage firms and mem- 
bers of the New York Stock Exchange.? Upon comparison, substan- 
tial discrepancies are to be found in the values accorded to the identical 
securities in the respective portfolios of three of the affiliated com- 


steps as they are advised and the matter will have to be determined on the basis of the 
provisions of the Trust Indenture. But any such steps will have to be taken without 
my cooperation and you can rest assured that in such event the Company and I per- 
sonally will make every effort to prove our conviction that the terms of the Trust 
Indenture have been and now are being complied with to the very letter, and that the 
appointment of a Receiver under such circumstances would be unwarranted and in 
violation of the interest and rights of the security holders of the Company. 


518 Letter of Kellogg, Emery & Inness-Brown, attorneys for one of the preferred stock- 
holders committees to the Trustees, dated April 3, 1939 (S. HE. C. File No. 212-98-2B, New 
York Regional Office). This letter read in part as follows: 

Counsel for various Common Stockholders’ interests suggest that the Class B Com- 
mon Stock of United States Foil Company and the Common Stock of Reynolds Metals 
Company be included as “Special Interests.” We share the opinion of the remaining 


counsel that these shares should be excluded from the definition of “Special Interests.” 
oe * * * * a * 


As shown above, the trading in these two stocks is sufficiently active to remove them 
from the class of “Special Interests.” We believe that they should be classified with 
the other general portfolio securities. 


519 Reply to the Commission’s questionnaire for Reynolds Investing Company, luxe, Lie. 1 
Exhibit E-6. 

520 Ibid. 

521 Tbid. 

822 Thid. 

523 Td., Item 5. 
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panies, to wit: Investors Equity Company, Inc., Reybarn Company, 
Inc., and Reynolds Investing Company, Inc.**4 

In some instances, the same issues of securities were contained in 
the portfolio of Reynolds Investing Company, Inc. and in the port- 
folios of the other two companies; in other instances, in the portfolio 
of Reynolds Investing Company, Inc. and in the portfolio of one 
of the other companies. 

The following table on p. 1832 reflects the appraisal values per 
share employed by Reynolds Investing Company, Inc., on June 30, 
1932, as compared with the appraisals in use at that time by Rey- 
barn Company, Inc. and Investors Equity Company, Inc.®” 


*24These three companies, in addition to being under the common sponsorship of the 
Barney-Reynolds interests, had several directorships and a number of their highest officers 
in common, as shown below. 

JOHN W. HANES 


Reynolds Investing Co., Inc.¢ Investors Equity Co., Inc.® | Reybarn Co., Inc.¢ 
Office From— To— Office From—| To— Office From—| To— 
President __| 1928___}| 1929. ice presi- | 5/1927_| 5/1932. President _-_]| 2/1929_| 12/31/35.4 
ent. 
Director____| 3/2/28__| 9/24/31. Director___.| 5/1927_| 5/1932. Director__--| 2/1929_| 12/31/35.4 


RIcHARD S. REYNOLDS 


President__| 3/2/28__] 12/31/35.4 Director____| 10/1929} 8/1931. \iviee presi- | 9/1931_| 6/1932. 


dent. 
IDAHO.) SYR | IBV MN ec cllecccooee | Director 2/1929_| 6/1932. 


CLARENCE K. REYNOLDS 


Vice presi- | 3/2/28__| 12/31/35.4 President._| 5/1927_| 5/1932. President__| 2/1929_| 12/31/35.4 

dent. 

Director____| 3/2/28__| 12/31/35.4¢ Director... 5/1927_) 5/1932. Director___-| 2/1929 | 12/31/35.¢ 
| 


2 Reply to the Commission’s questionnaire for Reynolds Investing Co., Inc., Pt. VII. 
> Reply to the Commission’s questionnaire for Investors Equity Co., Inc., Pt. VII. 

¢ Reply to the Commission’s questionnaire for Reybarn Co., Inc., Pt. VIL. 

4 End of the period to which the Commission’s questionnaire referred. 

5% This compilation and comparison of the values at which the same “special interests” 
were held by the respective companies is as of June 80, 1932, the date on which Reynolds 
investing Company, Inc., claimed an asset coverage of 111.25%. On that date Reybarn 
Company, Inc., was using appraisals which had been set by the Board of Directors on June 
15, 1982 (Minutes of Resolutions adopted by Board of Directors on June 15, 1932). 

The last appraisals by Investors Equity Company, Inc., were set on May 17, 1932, the day 
prior to the transfer and sale of its assets to Tri-Continental Corporation (reply to the 
Commission’s questionnaire for Investors Equity Company, Inc., Pt. III, Table 2). The 
chief reason for the transfer of the assets of Investors Equity Company, Inc, to Tri- 
Continental Corporation was that the latter assumed the bonded indebtedness of Investors 
Equity Company, Inc., which was on the point of reaching the “touch-oft” level (Goh, 22m Il 
Exhibits Al and A8). 

The valuations of “special interests’ in use by Reynolds Investing Company, Inc., on 
June 30, 1982, were the appraisals as of December 31, 1931, approved by the directors on 
January 21, 1932, no new appraisals being made until December 31, 1932 (Minutes of the 
meeting of directors of Reynolds Investing Company, Inc., on Jan. 21, 1932; appraisals as 
of Dee. 31, 1931, and Dec. 31, 1932, filed by Reynolds Investing Company, Ine., as a 
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Reybarn Co., | Reynolds In- 
Investors Inc., appraised | vesting Co., 
3 Equity ee welues set on | Inc., appraised 
aa : 6 ne., as of May} June 15, 1932, | as of Dec. 31, 
Title of appraised security is 1932 9 in use on June | 1931, in use on 
(dollars per 30, 1932 » June 30, 1982 ¢ 
share) (dollars per (dollars per 
share) share) 
WasemRomeroyac Con comm On Reas == =e een ene ae 6 6 10 
Owes, LOMO Cs CO 0G) ooops asccccessesomesssneEe 80 80 100 
Petroleum Reclamation Corporation, pfd__-----.-.----- 30 30 100 
Roy aleAmmeni cane ©: ) === == =e ee eee een eee 37.50 37. 50 50 
TOoURIEYEl SUMS Dtonll (Clomonon van 1 ose cece eee nsesse se ||>sosmesas-aneees d 2,25 dg 
ranger ruslay © oar array eer eee |e eee a 20 
Selected Industries, Imc., conv. pfd__------------=------- 18 TES | aces ere wets en 7 
Selecteduindiustriess lcs wun sees eee ee (156 pal es Severna RS or care 9. 35 
Stokeley Brothers Company, pfd_...-.-.--------------- BOs A tad fens 2 (ee 92.91 
Passwall Corporation, common----.-------------------- LAay bees ee Sale 2 
Rey barn © omypamiyje ltl Cheese eee saa eee ae DOR GO: EE mesa oe oe a oo a3 


a Reply to the Commission’s questionnaire for Investors Equity Company, Inc., Jp JOU 

» Minutes of directors’ meeting, June 15, 1932 and reply to the Commission’s questionnaire for Reybarn 
Company, Inc., Pt. ILI. 

° Reply to the Commission’s questionnaire for Reynolds Investing Company, Inc., Pt. II. The apprais- 
al of Dec. 31, 1931, a copy of which was filed with the reply to the Commission’s questionnaire, compares 
the appraisals as of that date with the prior appraisals for the preceding month, i. e., Oct. 31, 1931, and 
contains the following comments: 


Reference to Case-Pomeroy; Mr. Pike informs us that the break-down value of Case-Pomeroy is 
somewhere between $8.00 and $8.50. As is our usual custom we have allowed something for ‘“‘good 
will’? which item amounted to $7 a share in the original purchase. 

Case-Pomeroy Pfd., is carried at cost, as that stock is paying dividends and has liquid assets well 


above the total amount of the issue. 
* 


* * * * 


Passwall Corporation Preferred is carried at $27, after a check-up with the auditors and its annual 
statement. 

We sce no change in the situation as far as Passwall Corporation common, Penn Heat control, Petro- 
leum Reclamation preferred and Petroleum Reclamation common are concerned. 

Our large block of Reybarn Company is appraised at $3 which is approximately its break-down value, 
according to our figures and the statement of assets furnished to us by the company. 

Royal American Corporation is carried at $50 and we have a message from Mr. Fortington to the 
effect that it would be extremely difficult to arrive at an exact break-down figure of the corporation. 


It is less than $60 and more than $40. 


* 


* 


* 


Selected Industries Convertible Preferred has been changed from $8 to $7, 


Selected Industries Units have been changed from $11.83 to $9.35. 
* 


* 


Stokely Bros. Common and Preferred, we continue to carry in a block at cost. 
* * * 


* 


s 


* 


United States Foil “A” we carry at cost as before and United States Foil “B” at $9, which is approxi- 
mately its break-down value. 


4 [It should be noted that Investors Equity Company, Inc. carried Reybarn Company common at market 
and Reybarn Company, Ine. carried U. 8. Foil ““B” at market, while Reynolds Investing Company, Inc. 
gave to these securities a much higher appraised evaluation on the ground that they had only a nominal 
market value—see supra p. 1827. 


supplement to its reply to the Commission’s questionnaire). The letter, dated Feb. 24, 1937, 
transmitting appraisals as of Dec, 31, 1931, and Dec. 31, 1932, read as follows: 


In reference to your letter of Feb. 2nd, covering questions 6 and 7, I have gone 
through our files and find that the only official appraisals made by us in writing of the 
Dorttolig securities are those contained in the minute book, copies of which I am 
enclosing. 

As I explained at the preliminary hearing, we were in constant touch with the 
officials of those companies which we designate as “Special Situations,” and the infor- 
mation received from them was largely verbal or obtained from their own records. 

Very truly yours, 
REYNOLDS INVESTING COMPANY, INC., 
W. FE. WOODWARD, 
W. F. Woodward, Secy. & Treas. 


It might be further noted that as late as May 3, 19382, the president of the Company and 
John W. Hanes were engaged in a discussion over the propriety of the appraisals of December 
31, 1981; see supra, pp. 1829. 

Investors Equity Company, Inc., had outstanding a debenture issue the indenture for 
which contained a 110% asset coverage “touch-off” provision and a ‘‘good accounting 


(s) 
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The most substantial variations between the appraisals of Investors 
Equity Company, Inc., and/or Reybarn Company, Inc., and Reynolds 


Investing Company, Inc., are listed below: 
Reybarn and/or Reynolds 
Investors Hquity Investing 


Co. Inc. Co. Ine. 
Cage, 1ommenny es Co, oem, MOD) $100. 00 
Cake, Roney @ Oo, Corin 6. 00 10. 00: 
Passwell Corporation common__--__- = ee ee een a elen()() 2.00 
Petroleum Reclamation Corporation, preferred___________ 30. 00 100. 00: 
ReybarnsCompanya Ince. = s=s se even ae Se, oD 8. 00 
Wintec! SimuaS INell Commomihy 3" Dx, M5 9. 00: 


A list of the number of shares of each of these securities held by 
Reynolds Investing Company, Inc. on June 30, 1932, is not available. 
However, the statements by the Company of “Securities Owned” 
show that it held precisely the same number of shares of each of 
the above listed securities on December 31, 1931 and on December 81, 
1932.°°° Hence the inference that the same number of shares of each 
of the securities was held by the Company on the interim date of 
June 30, 1932, is fully justifiable. 

The difference in the net assets of Reynolds Investing Company, 
Inc. (as of June 30, 1932), as the result of the use of its own ap- 
praisals instead of those of Investors Equity Company, Inc. and 
Reybarn Company, Inc. would amount to $936,975.27 Reynolds 
Investing Company, Inc. reported net assets at market ag of June 
30, 1932, amounting to $3,929,608,°** giving a coverage for the bonds 
of 111.25% or 114% above the “touch-off” point. A deduction of 
the aggregate $936,975 excess appraisals in the case of these six 
securities would show the net assets to be $2,992,633 and reduce the 
coverage for the $3,532,200 of outstanding debentures on June 30, 


practice” clause identical with those contained in the indenture of Reynolds Investing 
Company, Ine. (reply to the Commission’s questionnaire for Investors Equity Company, 
Inc., Pt. I, Exhibit K). 

6 Reply to the Commission’s questionnaire for Reynolds Investing Company, Ine., Pt. III. 
The portfolio holdings were the same also as of December 31, 1930. 

527 See the following table: 


Fee ae Value of 
Unit ap- | Appraisal eee Reynolds 
praisal of value value Investing 
Number value of hold- used by Co., Inc., 
of used by ings by | Investors | ldings at 
shores Reynolds | Reynolds | Equity RENEE 
Investing | Investing and/or riers 
Co., Inc. | Co., Ine. | Reybarn C eypary 
Co., Ine. Sa pee 
p appraisals 
Case, Pomeroy «& Co., Inc., pfd____- 750 $100. 00 $75, 000 $80. 00 
Case, Pomeroy & Co., Inc.,common_| 17, 196 10. 00 171, 960 ; 6. 00 a 176 
Passwall Corporation, common. _____ 13, 533 2.00 27, 066 1.00 13, 533 
Petroleum Reclamation Corpora- 
(HO) tl; OK eek ee eee Soe eae 1, 650 100. 00 165, 000 30. CO 49, 500 
Reybarul Come linc a lee weeny nua mi les 198, 416 3.00 | 595, 248 75 148, 812 
United States Foil Co. “B’’_________ 41, 144 9. 00 370, 296 2. 25 92, 574 
ete eee ees eee 4049570 | eee 467, 595 
seth) Nh ole GS CHESS) soa ot gi Retr ee 
Diflerencess sete = 3 t=t aera el |e ees ol | errs O3659//5ie eee me ae, | eR tee 


&8 Reply to the Commission’s questionnaire for Reynolds Investing Company, Inc., Pt. IV, 
Table 7. 
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1932, to 85.15%. On that basis the net assets of the Company were 
not only below the “touch-off” point but less than the face amount of 
the bonds. 

Even after the company went into reorganization proceedings, in 
May 1938, the ambiguities of the “touch-off” provisions presented 
almost insuperable difficulties.*® It is interesting to note, in the 
suggested plans for reorganization, a recognition of the difficulties 
caused by the inadequacies of the protective provisions in the bond 
indenture. The plan of reorganization presented in April 19389 rec- 
ommended that the following elements be clearly and unequivocably 
defined : °%° 

a. What constitutes “net assets.” 

b. Which asset items are to be included or excluded in the com- 
putations. 

c. How listed securities should be valued. 

d. How unlisted securities, or the so-called “special situations” 
should be taken, and on what basis these unlisted securities should be 
valued. 

e. Which liabilities are to be included or excluded in the balance 
sheet. 

f. Who should prepare the balance sheet for the purpose of compu- 
tation of the debtor’s net assets. 

It will be recalled that by Article III, Section VIII, of the In- 
denture the Company covenanted to redeem all the then outstanding 
debentures if the net assets of the Company fell below 110% of the 
funded debt. The vagueness of definition of net assets and the 
absence of adequate check-up and enforcement provisions permitted 
the decisions as to whether the “touch-off” poimt had been reached 
and whether any remedial action should be taken to rest in the 
hands of the management itself. 


3. EFFECTS OF EFFORTS TO AVERT THE ENFORCE- 
MENT OF A “TOUCH-OFF” CLAUSE 


A “touch-off” provision is at least some protection to the bond- 
holders of an investment company. However, the presence of such 
a clause has proved to be, in many instances, a source of injury to 


529 “The ‘touch-off’ clause was the subject of heated controversy and belated compromise.” 
(Letter of counsel for several common stockholders’ committees and for First Income Trading 
Corporation Receiver to Trustees of Reynolds Investing Company, Inc. S. E. C. File No. 
212-98-2B.) 

530 Plan of reorganization submitted to the Trustees by respective counsel for the different 
committees dated April 1939 (S. H. C. File No. 212-98-1A). 

In November 1939 the trustees in reorganization filed with the United States District 
Court for the district of New Jersey a proposed plan for the reorganization of Reynolds 
Investing Company, Inc., which in essence provides for the complete liquidation of its assets 
on or before April 1, 1947. During the interim the assets of the company are to be sold 
gradually and applied to the repurchase of the company’s outstanding bonds and preferred 
stocks at their face or par value, or 80% of their asset value, or at tender prices made by 
pondholders or preferred stockholders or market prices, whichever is lowest at the time of 
repurchase. On April 1, 1947, a statutory liquidation of the Company under the laws of 
Delaware is to occur, and the Company’s assets are then to be distributed in accordance 
with the priority of the claims of the various classes of securities. Pending the final liqui- 
dation of the company, control of its management is to be vested in the bondholders who 
are given the right to elect 8 out of the 5 members of the board of the directors of the reor- 
ganized company. In the matter of Reynolds Investing Company, Inc., United States 
District Court for the district of New Jersey, In Bankruptcy No. 27863. 
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the company as a whole, to the junior security holders, and possibly 
to the debenture holders themselves. The menace of the serious con- 
sequences that might possibly result from a violation of the “touch- 
off” clause caused investment companies to engage in summary liqui- 
dations of promising investments, in a declining market, thus prac- 
tically wiping out the equity of the junior security investors; to sell 
nonincome producing securities at unpropitious times in order to 
purchase income producing securities; and to convert favorable in- 
vestments into cash so that they might proceed to repurchase deben- 
tures at a discount and avert the “touch-off” point in that manner. 

As was stated by one investment company manager, “the ‘touch- 
off? clause operates to remove management discretion at the very 
time when it is most needed.” 5 

While a weak “touch-off” provision and an indifferent trustee de- 
prive the debenture holder of a vital protection, a more stringent 
“touch-off” provision or a more exacting trustee may precipitate 
action injurious to the company and the junior security holders. 


a. Reliance Management Corporation and Reliance International 
Corporation 


Reliance Management Corporation and Reliance International Cor- 
poration illustrate the effects of an attempt to avert the threat of the 
enforcement of a “touch-off” provision. 

Reliance Management Corporation was incorporated January 25, 
1929, under the laws of the State of Maryland.**? The individuals and 
firms interested in the formation of this company and the distributors 
of its stock were Scholle Bros., Ames, Emerich & Co., Inc., F. A. 
Willard & Co., Estabrook & Co., and Morton H. Fry, partner of 
Scholle Bros.*? 

The above interests were given representation on the first board of 
directors, which included also one representative of the Central Han- 
over Bank and Trust Company and The New York Trust Company.**4 
Management of the Corporation was first vested in Morton H. Fry by 
virtue of a management agreement dated January 26, 1929, for a 
period of five years.**° Under this agreement Mr. Fry, a partner of 


31 Public Examination, The Equity Corporation, at 1201. Erwin Rankin, of the Founders 
group of investment companies, testified to the harmful influence upon that group of the 
“touch-off’”’ provisions in the indentures (Public Examination, American General Corporation 
et al., at 24896-7) : 


Q. I also am informed that some of the provisions of these indentures have caused 
liquidation at times that was unfortunate. Isn’t that so? 

A. Yes; I think that is true. I mean I can think of circumstances that you might 
say were compelled by the indenture that were unfortunate. 

Q. You recall such circumstances happening, do you not? 

A. I recall an instance such as in 1932, when asset values were below indenture 
requirement, and we felt income had to be protected when we sold non-income-producing 


securities, which was unfortunate. 
Q. You sold securities also in order to provide funds to buy the debentures at a 


discount in order to keep within the indenture protection also, didn’t you? 
A. That is right. A good many things in the final analysis go back to the restrictions. 


32 Reply to the Commission’s questionnaire for Reliance Management Corporation, Pt. I, 


Items 1 (d), (e). 
83 Td., Item 5; and Public Examination, The Equity Corporation, at 1036, 1051, and 


Commission’s Exhibit No. 1386. 
*4 Reply to the Commission’s questionnaire for Reliance Management Corporation, Pt. 


I, Exhibit D-—1. 
"85 Id., Exhibit C-1; and Public Examination, The Equity Corporation, at 1058-4, and 


Commission’s Exhibit No. 140. 
153373—41—pt. 3 67 
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the New York Stock Exchange firm of Scholle Bros., was authorized 
to supervise the portfolio of the Corporation in cooperation with 
Scholle Bros., who, it was set forth in the agreement, “maintain a 
statistical force with a personnel trained in investigation and exam- 
ination of investments, and maintain banking connections for the 
buying and selling of investments.” °° 

On August 30, 1929, the same interests that had organized this 
Corporation organized Reliance International Corporation, over 
which Reliance Management Corporation exercised control through 
its holdings of the Class B common stock of the new enterprise.°* 
On September 5, 1929, Reliance Management Corporation entered into 
an agreement to manage Reliance International Corporation for a 
fee equal to 1% of 1% per annum of its average aggregate resources, 
investments taken at cost.®** Eventually, this contract was modified 
as a part of the arrangement whereby, in effect, Reliance Interna- 
tional Corporation ceased to be a subsidiary of Reliance Management 
Corporation and became its parent—a switch occasioned by the com- 
pany’s efforts to comply with the “touch-off” provision to which the 
bonds were subject.** 

On January 26, 1929, Reliance Management Corporation sold to the 
bankers $5,000,000 of 5% debentures at 9414 and accrued interest, and 
these were offered to the public by the bankers at 9914 and accrued 
interest.4° The indenture under which these debentures were is- 
sued,**! and under which the Central Union Trust Co. of New York 
served as Trustee, contained protective provisions frequently found in 
indentures. The “touch-off” provision read as follows: 54? 


The Company covenants that the current resources of the Company shall 
always be in excess of one hundred and twenty-five per cent (125%) of the 
principal amount of all its funded obligations. 


“Current resources” of the Company, for purposes of estimating 
the requisite ratio, were to include: °48 


The fair market value of all securities owned by the Company * * *, 
provided that the fair market value of the stock of controlled companies shall 
be deemed to be the amount which would be received by the Company as a 
liquidating dividend on those stocks if the controlled companies were to be 
dissolved and finally liquidated on the date in question; 


The indenture did not contain any indication how the “fair market 
value” was to be ascertained. This omission, it will be noted below, 
enabled the management to make a temporary pretense that the 
“touch-off” point had not been reached. 

The procedure in case of a default by the Company in the perform- 
ance of this covenant as outlined in Article Eight of the indenture 


538 Public Examination, The Equity Corporation, at 1053-4 and Commission’s Exhibit No. 
140. 

587 Td., at 1058, 1062, 1070, 1079. 

538 Td., at 1087 and Commission’s Exhibit No. 149. 

539 Td., at 1220 and Commission’s Exhibit No. 161. 

40 Td., at 1037-8. 

541 Reply to the Commission’s questionnaire for Reliance Management Corporation, Pt. I, 
Exhibit H. 

542 Tq., Exhibit H, p. 77 (Art. Six, Sec. 12, of the indenture). 

%43 Td., Exhibit H, p. 20 (Art. One, Sec. 1, subsection g, 3 of the indenture). 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1837 


was substantially like that provided in the case of Reynolds Invest- 
ing Company, Inc.,*4* described above. There was a noteworthy dif- 
ference in only one regard. While the indenture in the case of Rey- 
nolds Investing Company, Inc. required the trustee to serve a written 
notice of default upon the company only if requested to do so by the 
holders of 25% of the principal amount of debentures, under this 
indenture it was made the duty of the trustee to serve such a notice 
at the request in writing of the holder of any debenture at the time 
outstanding.®* 

On December 14, 1931, the Central Hanover Bank and Trust Com- 
pany, successor of the Central Union Trust Co. of New York, in its 
capacity as Trustee, served written notice on Reliance Manage- 
ment Corporation to the effect that the trustee had been advised that 
the Corporation had failed to maintain its current resources 1n excess 
of 125% of the principal amount of all its funded obligations and 
that in the event such default should continue for 60 days after this 
notice it might in its discretion as Trustee declare the principal of all 
debentures outstanding due and payable immediately.** 

In the reply which the board of directors authorized the president 
of the Company to make to the Trustee, it sought support in the 
lack of definition of the term “fair market value” in the indenture. 
In answer to the Trustee’s notice dated December 14, 1931, charging 
that the Corporation had “failed to maintain its current resources 
in excess of 125% of the principal amount of all its funded obliga- 
tions,” °47 the president stated that the Board took the position that 
the closing prices (or bid prices) of the securities included in the 
balance sheet of November 30, 1931, furnished the Trustee did not 
reflect their “fair market value” but that the fair market value was 
substantially in excess of such prices.*4* In closing, the president 
stated: “This Corporation therefore notifies you that it does not 
admit that its current resources are less than 125% of its funded 
obligations and therefore cannot accept your notice of default dated 
December 14, 1931.” °° 

Notwithstanding this reply to the Trustee, the activities of the 
directors and officers during the period of December 14, 1931 to 
February 13, 1932, gave every indication that they did in reality 


544 See supra, pp. 1823-4. 
55 Op. cit. supra, note 541, Exhibit H (p. 83), Article Hight of the indenture, entitled 
“Remedies of Trustee and Debenture Holders,” reads in part as follows: 


Section 1. If one or more of the following events shall happen, that is to say: 
* % * 5 * bd * 

(4) default shall be made in the due observance or performance of the covenant con- 
tained in Section 12 of Article Six and such default shall have continued for a period 
of 60 days after written notice thereof shall be given to the Company by the Trustee 
whose duty it shall be (in case of such default) to give such notice at the request 
in writing of the holder of any debentures at the time outstanding hereunder ; 

“ * * * * * * 
then in any and every such case the Trustee may. in its discretion, and upon the 
written request of the holders of not less than 25% in principal amount of the de- 
bentures then outstanding hereunder, and upon being indemnified to its satisfaction, 
the Trustee shall, by notice in writing, delivered to the Company, declare the principat 
of all debentures outstanding hereunder to be due and payable immediately, * * *. 


6 Public Examination, The Equity Corporation, Commission’s Exhibit No. 152. 
47 Thid. 

48 Td., Commission’s Exhibit No. 153. 

549 Thid. and id., at 1172-3 
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acknowledge the default. Morton H. Fry, president of Reliance 
Management Corporation at that time, testified : °°° 


Q. And you did at that time refuse to admit that the closing prices reflected 
the fair value of the portfolio? 

A. On the advice of counsel that was the attitude we took with the trust 
company. We felt we had some justification for that attitude inasmuch as you 
may recall that insurance companies and savings banks were allowed during 
that period to carry their securities on their published balance sheets at any- 
thing but closing prices. In other words, they had what was known as “con- 
vention values” which in some cases were closing quotations of as much as 
year before. So we felt we had some justification. Actually, however, I have 
no hesitancy in saying, because I reflect the opinion of the board, we felt a 
default did exist and it was up to us to take every means in our power to 
remedy it. 

Q. Did the trustee move, as a result of its letter declaring a default, to 
declare the bonds due and payable immediately? 

A. We were allowed, under the terms of the indenture, 60 days in which to 
correct the so-called default. 

Q. And it was during that subsequent period that measures were taken to 
cure the default? 

A. Measures were taken to cure the default and did cure the default. Asa 
matter of fact, I think I should state for the purpose of the record here that 
there never was an actual default. A default only could have been declared 
effective at the end of the 60-day period, so we were never in default. 


The management proceeded to consider various measures to remedy 
the default, the existence of which they had officially denied to the 
Trustee. The situation surrounding the debentures was canvassed 
thoroughly, offers involving sale of control were considered and 
discussed, a plan of raising new capital by sale of additional stock to 
stockholders was considered and abandoned.™? 

The policy was continued of buying the Corporation’s own deben- 
tures “as cheaply as possible, inasmuch as it was necessary to sell 
holdings of high-grade bonds at considerable sacrifice to pay for these 
purchases of debentures.” *? Further, the Board “as a matter of 
precaution decided to convert the portfolio of this company as far as 
possible into cash.” ** By February 9, 1982, the entire portfolio had 
been sold with the exception of certain inactive securities of an ap- 
proximate market value of $150,000. The procedure involved the pre- 
cipitate liquidation within less than two weeks of securities which 
had cost $8,450,000 and at a time when prices of equity securities 
were at a very low ebb. The proceeds from the sales of these secu- 
rities amounted only to about $1,075,000, resulting in realized losses 
of about $2,375,000.° 

Speaking of this drastic liquidation, Mr. Fry stated that— 


this “touch off” policy had compelled us, against our better judgment, to sell 
out the investment portfolio of the Reliance Management Corporation at or 
near what we then thought was the low point in the market, which had deprived 
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the shareholders of the Reliance Management Corporation of an opportunity of 
a come-back, * * *,°° 


This enforced liquidation of the portfolio did not suffice to cure 
the default, and Mr. Fry testified that in the final analysis, the Cor- 
poration was faced with two alternatives: first, to sell its holdings of 
Reliance International Corporation Class B stock, which holdings 
could not be taken into consideration in computing the 125% cover- 
age and thereby transform an “inadmissible” asset into an “admis- 
sible” asset; or, second, to sell additional stock to stockholders. Mr. 
Fry testified : 5° 


* * ¥* It was obvious, as we discussed this situation, that there were only 
two ways in which we could remedy it; one was through the sale of one of our 
assets which we were not allowed to count as coverage in the bonds, that is, a 
controlled corporation. I am referring to our holdings of Reliance International 
Class.B stock. We were not allowed to use that as coverage in figuring the 
125%. Therefore one of the possibilities was that we sell our holdings of 
Reliance International Corporation Class B stock and by so doing convert an 
inadmissible asset into an admissible asset, and in that way cure the default. 

The other obviously was to get the stockholders who were the owners of the 
company to put up additional funds. Those were the only two ways in which 
the situation could be remedied. 


Discussing the “touch off” clause as an inducing factor leading to 
attempts by others to acquire control of investment companies, Mr. 
Fry testified : °° 


As I say, that was the period when strenuous efforts were being made by 
various operators to acquire investment trusts. This was, I think I may be per- 
mitted to say to you, the outstanding independent investment trust in New York 
at that time, in that it was not under the control of any banking house or 
banking group. It was in very liquid form. We have no tie-ups. All our 
securities could have been converted into cash within twelve hours, at any time. 
The blocks we held were not big as compared with general market conditions. 
Therefore it looked like a very attractive plum for whoever could get it, in trying 
to build up one of these huge investment pictures. 

They realize that, from the studies they had made, and they realized from 
those studies that with that 330,000 shares, as I recall it, of Class B stock in the 
Reliance Management portfolio, would give them control of the big picture; that 
is, the Reliance International, so we had a number of passes made at us. Asa 
matter of fact, I began to think from the way they kept piling in on us that they 
were as thick as fiies in August. Everybody was after us. We had offers or 
tentative offers from the Atlas Corporation and the Tri-Continental Corporation, 
American International Corporation, Mr. Wallace Groves, and I think there were 
a number of others that do not appear in the record, where promoters of various 
kinds came in to see me about the situation. These offers all took various and 
different forms. They were not identical. Some people wanted to handle this 
one way, but the nub of the whole thing was that the persons who made the offers 
all wanted to get voting control of Reliance International through that Class B 
stock. That was the essence of it. 


557d. at 1216. 
86 Td., at 1203-5. 
587 Thid. 


1840 SECURITIES AND EXCHANGE COMMISSION 


However, the passing of voting control of Reliance International 
Corporation to a new interest by a sale of the Class B stock was a pros- 
pect possessing appeal for neither the stockholders nor management 
of Reliance Management Corporation,®* and, ultimately, the follow- 
ing steps were taken to extricate the corporation from its precarious 
position. 

Reliance Management Corporation sold 221,000 shares of its capital 
stock to its controlled investment company, Reliance International 
Corporation, for $265,200 in cash, which proceeds enabled the former 
to avert the default existing in respect to the “touch off” provision. 
Reliance Management Corporation had only 150,000 free shares avail- 
able at this time, so the officers of the corporation surrendered without 
consideration a block of option warrants representing the rights to 
purchase the additional 71,000 shares. Reliance International Cor- 
poration offered the stock at its cost to the stockholders of Reliance 
Management Corporation so as not to deprive them of any preemptive 
rights to subscribe to this new issue of stock. However, but few of 
are Reliance Management Corporation stockholders accepted the 
offer.°°° 

In consideration of the purchase of this stock by Reliance Interna- 
tional Corporation, Reliance Management Corporation, as the holder 
of 330,000 shares of Class B stock of Reliance International Corpora- 
tion, approved certain changes in the latter’s charter *°° and in the 
management contract existing between Reliance International Cor- 
poration and Reliance Management Corporation.*** Amendments 
were made having the effect of, first, eliminating the disproportionate 
voting rights attending the Class B common stock of Reliance Inter- 
national Corporation; 2 second, giving the preferred stockholder 
voting rights whenever the net assets at market value fell below $60 
per share; °° and third, reducing the stated value of the preferred 
stock from $50 to $25 per share.®*t The principal compensation to 
Reliance International Corporation for contributing the funds to save 
the situation were the amendments to the management contract which, 
in effect, reduced the compensation from 14 of 1% of aggregate re- 
sources, figured on cost, to 4 of 1% of aggregate resources figured on 
market vaiue.°° 

The history of Reliance Management Corporation indicates that the 
“touch off” provision, if actively enforced, may prejudice the interests 
of the equity stockholder and sometimes the interests of the bondhold- 
ers as well. It is manifest that the major difficulties of the Corpo- 
ration were in large part due to the existence of a funded debt and 
more particularly to a “touch off” provision that the Company appar- 
ently had reason to believe would actually be enforced by the Trustee. 
Although the contractual rights of the debenture holders were appar- 
ently safeguarded in this instance, the measures taken for the ““protec- 
tion” of the debenture holder proved to be disastrous to the equity 
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stockholder. In a period of declining markets and severe contraction 
of dividend income the Corporation was obliged to dispose of its 
investments in order to purchase its own debentures and thus reduce 
its funded obligations and the fixed interest charge thereon. This is an 
instance where an original leverage factor *°**—the ratio between the 
funded debt and stock capitalization—which would generally be con- 
sidered fairly conservative, proved inimical to the equity stockholders 
who are supposed to be the beneficiaries of “leverage.” 

Because of the slightly more effective enforcement provisions of this 
indenture, or because of the alertness of the Trustee, summary liqui- 
dation of the company’s assets was forced upon the management. The 
matter of the disposition of securities was no longer a matter of the 
broad investment judgment of the management, but was dictated 
by the exigencies presented by the presence of the “touch-off” clause. 
The charter granted the management broad powers, but these powers 
were negated and vitiated by the “touch-off” provision at a time 
when investment judgment was most vital. The management was 
constrained to transform virtually its entire portfolio into cash at a 
low point in the market in order to avoid the default. On the other 
hand, had not the Trustee acted promptly the rights of the debenture 
holders might have been jeopardized. Thus the difficulty of recon- 
ciling the interests of the two types of investors—holders of funded 
debt and holders of the equity securities-—becomes apparent. 

Even the steps which were ultimately taken to remedy the situation 
did not have a sufficiently stimulating effect in giving the equity 
holder a reasonable opportunity for recovery. The decline in the 
Company’s portfolio up to that time was so severe **” that little re- 
mained for the prospective equity investor, and capital invited to 
participate in the rescue of the Corporation was definitely reluctant 
to accept the invitation. 

The effects of the enforcement of a “touch-off” provision in this 
instance may be said to have been fivefold. First, the equity in- 
vestor was practically wiped out. Second, new capital was made 
almost impossible to obtain. Third, the Corporation was forced to 
place itself in practically a complete cash position at virtually the 
bottom of a continuously declining market. Fourth, even the deben- 
tures were placed in a speculative position in marked contrast to their 
original conservative appearance. Fifth, the continued forced liqut- 
dation in a declining market to prevent the default of the debentures 
drastically weakened the base upon which the equity security holder 
depended to retrieve his losses in a rising market. 

However, in contrast, in many instances the absence of effective 
protective provision or the failure of prompt enforcement of pro- 
tective clauses has resulted in situations where the company was per- 
mitted to drift in the hope of an upswing in security prices with 
disastrous results to the bondholders. 

The presence of bonds in the capital structure of an investment 
company induces the irreconcilable conflict between the interest of 
the bondholder in securing the protection of a “touch-off” provision 


566 Td., at 1046, 1050. The sum of $6,000,000 was paid for the stock and $4,950,000 for 
the debentures, or a total of $10,950,000, of which the investment company received 
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and the interest of the stockholder in avoiding its menace. The 
fundamental character of this conflict is illustrated by the fact that 
two of the leading officials of Reliance Management Corporation were 
equally insistent on the inclusion and exclusion, respectively, of a 
“touch-off” provision in bonds. 

Ambrose Benkert, vice president of Ames Emerich & Co., Inc. and 
director of the Reliance Management Corporation,°® testified that, 
while he thought the “touch-off” was beneficial to bondholders and 
detrimental to stockholders, he “would not handle the bonds” unless 
a “touch-off” provision was incorporated in the indenture: °° 


Q. Do you recall how it was that the clause was included in the indenture, 
that the aggregate resources of the corporation should not be permitted to fall 
below 125% of the outstanding debentures? 

* * * * * i % 

Do you recall whose suggestion that was or why it was put in? Was it 
primarily for the security of the bondholder or primarily because that might be 
called a sales point in distributing? 

A. Primarily for the security of the bondholders. 

Q. And that point was stressed in the selling of the debentures, that they 
had that coverage? 

A. Very emphatically stressed. 

Q. Did you later have cause to have some regret about the existence of that 
coverage clause? 

A. Only as a stockholder. 

Q. Had you been a bondholder, you would have been very glad that it was 
there? 

A. Yes. 

Q. But looking at Reliance Management Corporation as an investment trust, 
regardless of the classes of securities, would you say that the touch-off clause 
for those debentures was a good thing in an investment trust of the general 
management type? 

A. I think it is a good thing for the bondholders and a bad thing for the 
stockholders. 

Q. And isn’t it a fact, or this can be its effect, to rob the management of any 
discretion when perhaps that discretion and that expert advice may be most 
needed by the trust? 

A. That is in the realm of theory. 

Q. Wasn’t it in the realm of practice as far as Reliance Management Corpo- 
ration was concerned, later on when it became operative? 

A. Whether or not it was in the realm of practice or whether it would work 
out advantageously, is still a matter of opinion. 

b * * * * * * 

Q. In retrospect, you have no doubt about the wisdom of putting it in? 

A. Not at all. 

_Q. And if there was another trust which was to have debt, would you think 
that you would want a similar clause there to protect the bondholders? 

A. I wouldn’t handle the securities unless it had. 

Q. You would not handle the bonds unless it had? 

A. No. 


568 Ames, Emerich & Co. was active in financing and organizing Reliance Management 
Corporation (id., at 1098). 
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Q. Particularly where the bonds were unsecured and were merely corporate 
promises to pay? 

A. That is so. 

On the other hand, Mr. Fry, the president and director of the 
Corporation”? was emphatic in stating that he would never again 
undertake the management of an investment company with bonds 
outstanding governed by an indenture containing a “touch-off” pro- 
vision. ®4 

Q. Well, I am particularly interested in your views on the 125% touch-off 
clause. 

A. As to that, I would say I would never undertake under any circumstances 
the management of an investment company which had bonds outstanding with 
a touch-off clause, nor would I, as an investor, buy the common stock of a com- 
pany which had bonds outstanding with a touch-off clause. 

Q. You didn’t think so at that time, but you certainly do today? 

A. I certainly do today. My experience with the touch-off clause in the 
last five years has been sufficient to demonstrate that to me without any doubt 
whatsoever. 

Q. And why do you feel so strongly about that, Mr. Fry? 

A. I am speaking from the point of view of the management of the company 
and the investors. 

Q. I understand that. 

A. From the point of view of the bondholder, that is a perfectly valid safe- 
guard from his point of view. 


Q. Yes. 
A. But where you have outstanding a debenture with a touch-off clause, you 


have nothing more than a marginal account when things go wrong. And, 
therefore, it is necessary, aS you approach that touch-off clause, regardless of 
what your judgment may be, it is necessary for you to try to protect your 
bondholders so that they may not be in a position of selling you out completely. 

And it must happen—and I don’t see how it can be otherwise—that very 
frequently when you want to be buying, and your judgment tells you that you 
should be buying, you have to be selling because of this so-called touch-off 
clause. 

Q. That was your experience with Reliance Management? 

A. That was certainly our experience. 

Q. You think that the touch-off clause operates to remove management dis- 
cretion at the very time when it is most needed? 

A. There isn’t any question about it. 


4, THE EXPOSURE OF DEBENTURE HOLDERS TO INJURY 
FROM THE SAME ACTIVITIES AS HAVE BEEN DE- 
SCRIBED IN THE CASE OF PREFERRED STOCK 


Generally, the debenture holder is subject to the same abuses as 
those which impair the position of the preferred stockholder. 


a. Payment of Dividends Out of “Capital” 5” 


A distribution of dividends to common stock or to a junior pre- 
ferred stock which impairs the “cushion” of a senior preferred stock 
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obviously reduces the coverage for the bond issues. Moreover, a 
payment of dividends to a senior preferred stock, when the bonded 
indebtedness is not amply covered, constitutes an injury to the 
bondholder. 

The preservation of adequate junior capital is an indispensable 
condition for any sound bond investment. As has been noted above, 
in connection with preferred stock, corporation laws generally per- 
mit the reduction of capital to a nominal sum and the distribution 
to stockholders as dividends of the surplus obtained by the reduction. 
This may result in the withdrawal of a substantial part of the capital 
and surplus upon which the bondholders rely as a cushion. 

Frequently the reduction of stated capital has been resorted to in 
order to eliminate large profit-and-loss balance-sheet deficits and 
permit the continuation or resumption of dividends on capital stock 
before the past losses have been made up.°”* 

An effort to protect bondholders from distribution of a surplus 
obtained in this manner is represented by a “touch off” clause in the 
indenture which requires the retention by the company of a certain 
margin of resources above the indebtedness, or by a provision in the 
indenture specifically prohibiting dividends or other distributions to 
stockholders unless such an adequate margin will exist after the dis- 
tribution. The deficiencies of such clauses by reason of ambiguity 
or unenforceability have been noted above.>’ 


b. Repurchases of Bonds °° 


As has been pointed out, repurchases by an investment company 
of its own preferred stock at a price less than the current liquidating 
value of that stock effect a shifting of assets between security hold- 
ers—the retiring’ preferred stockholder receives less than he would 
have received upon immediate liquidation of the company, and what 
he has relinquished accrues to the common stockholder and to the 
remaining senior security holders.°” 

The repurchase of bonds at prices less than those the bondholder 
would obtain upon immediate liquidation of the company effects a 
similar redistribution of the assets of the company—what the retiring 
bondholder has sacrificed in asset values accrues to the junior securi- 
ties or to the remaining bondholders. If the repurchase at a discount 
from asset value "7 is made at a time when the bonds are “under water”, 


573 See the Commission’s Report on the Study and Investigation of the Work, Activities, 
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see also Graham and Dodd, Security Analysis (1934), pp. 224-7. 
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must be applied first to making up the preferred stock deficit. 

7 By the “asset value’ of a bond is meant the amount the holder would receive upon 
immediate liquidation of the company; i. e., the liquidation figure specified in the indenture 
if the company’s assets are adequate or the precise amount distributable to the bondholder 
in the case where the bonds are “under water.” 

The term “asset coverage’ is identical with “asset value’’ only in the case where the bonds 
are not fully covered, since under such circumstances the bondholder on liquidation would 
receive distribution to the precise extent of the asset coverage. When the bonds are fully 
covered “asset coverage” refers to the extent of the cushion for the bonds above the specified 
liquidating value. 
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the “profit” will increase the asset value of the remaining bonds; if at 
a time when the bonds are fully covered, the “profit” will make up the 
deficit in the preferred stock, if such exists, or increase the asset value 
of the common stock. 

The strains upon management due to the presence of bonds or de- 
bentures in the capital structure is greater than the pressure due to 
preferred shares. Ordinarily, even if the assets of a company are 
inadequate to fully liquidate the preferred stock at its par or specified 
value (the preferred stock being “under water”) or the dividends are 
not paid, the company has committed no breach of agreement in re- 
spect to the preferred stockholders entitling the preferred stock to 
demand a liquidation of the company. But the failure on the part of 
the company to maintain a specified minimum cushion of assets above 
the face amount of the bonds or the failure to pay the required interest 
generally constitutes a breach of a vital covenant of the bond indenture 
and may result in the enforced liquidation of the company. 

The main object of the so-called “touch-off” provision is to enable 
the bondholder, when the company has infringed upon the specified 
margin of safety, to obtain the principal amount of his bond (or all 
the net assets if these assets are not sufficient to pay the full amount) 
by a liquidation of the company. If, when the “touch-off” point is 
reached, the company, instead of taking steps to liquidate outstand- 
ing bonds at their principal amount or at least at full current asset 
value, proceeds to repurchase the bonds at below asset value, the com- 
pany is rendering nugatory the assurances to the bondholders in the 
“touch-off” provision. The bondholder desirous of disposing of his 
holding would naturally not be inclined to accept the market price or 
discount prices tendered him by the company, if the company and the 
trustee were helping him to secure the higher liquidation value which 
he would get through the enforcement of the “touch-off” provision. 

Many investment companies from 1931 through 1935 reacquired large 
blocks of their bonds, either just. before or after the “touch-off” point 
had been reached, at prices far below what the holders would have 
received had there occurred a formal liquidation provided for in the 
indenture. The repurchase programs conducted by International Se- 
curities Corporation of America, Second International Securities Cor- 
poration, and United States & British International Company, Ltd., 
members of the United Founders Corporation group of investment 
companies, and the reacquisition activities of Eastern Utilities Invest- 
ing Corporation are illustrative of this practice. 


(1) INTERNATIONAL SECURITIES CORPORATION OF AMERICA, SEC- 
OND INTERNATIONAL SECURITIES CORPORATION AND UNITED © 
STATES & BRITISH INTERNATIONAL COMPANY, LTD. 


International Securities Corporation of America, Second Interna- 
tional Securities Corporation and United States & British Interna- 
tional Company, Ltd., three of the investment companies in the United 
Founders Corporation group, had aggregate assets of $115,000,000 at 
the close of 1929. Each company had outstanding debentures, pre- 
ferred stock and common stock issues.°? Each of the indentures under 
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which the debentures were issued had “touch-off” clauses requiring 
the maintenance of an asset coverage of 125% of the principal amount 
of the debentures outstanding, and providing that, in the event this 
coverage was not maintained, the trustee might in its discretion serve 
notice of default on the debtor company and demand payment of the 
face amount of the debentures and, upon demand of a prescribed per- 
centage of the debenture holders, was obligated to do so.5” 

In 1931 the assets of both International Securities Corporation and 
United States & British International Company, Ltd. fell below the 
125% coverage requirement for debentures outstanding and in the fol- 
lowing year there was a similar deficiency in the asset coverage for 
Second International Securities Corporation. When the approach of 
the “touch-off” point threatened, these three investment companies 
entered upon a program of purchasing their outstanding debentures. 
The amounts paid to the debenture holders were not only less than 
the principal amount of the debentures but less than the current 
“asset value” of the debentures; that is, less than the amount which 
the debenture holders would have received upon a liquidation of the 
company at the time of the repurchases. The intended objective of 
the repurchase programs was to regain the prescribed asset coverage 
of 125% for the bondholders who did not retire by applying to the 
remaining outstanding bonds profits made by the company at the ex- 
pee of the bondholders who surrendered their bonds below ‘asset 
value.*®° 

From May 31 to November 30, 1981, International Securities 
Corporation of America repurchased $2,918,000 face amount of its 
bonds at a total price of $1,779,992. The asset coverage for the 
bonds was 142% on May 31, 1931, the beginning of the 6-month 
period, and 105% on November 30, 1931, the end of the period. The 
point of “touch-off” had therefore been substantially passed. How- 
ever, throughout this period the company was possessed of sufficient 
assets to pay the full principal amount to the holder of every bond. 
Nevertheless, the holder whose bond was repurchased in this period — 
received an average price of only $61 per $100 face amount of the 
bond. Yet the holder who, unable to secure liquidation of his hold- 
ing at its asset value, sold his bond at an average price of $61 in this 
six-month period, received more than the bondholder whose security 
was repurchased by the company in the next six months. Between 
November 30, 1931 and May 31, 1932, the company repurchased 
$12,571,000 face amount of bonds at an average price of $53.58 As 
has been indicated, at the beginning of the period the “asset cover-— 

age” of the bonds was 105%. At the end of the period, when the 
assets of the company were at their lowest recorded point, the com- 
pany still had sufficient assets to liquidate $100 face amount of bonds — 
at $77. Thus the holders who were retired during this period re- 
ceived between $47 and $24 per $100 face amount less than the 
“asset value” of their bonds. 

Although during the succeeding year (May 31, 1932 to May 31, 
1933) the asset coverage of the remaining bonds rose to and beyond 
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the face value, due in part to the influence of the prior repurchases. 
of the company at an asset profit to it, the holders whose bonds were 
repurchased by the company in that year received an even lower 
average price—$41 in the first half of the year and $42 in the latter 
half. Throughout the period from May 31, 1930 to May 31, 1933, 
the company repurchased in the aggregate $17,399,000 face amount 
of debentures at an average discount from asset value of approxi- 
mately $39 and at a discount from face amount of $43.>%? 

Table 33 shows that bondholders, instead of receiving the face 
amount of their bonds, once the “touch-off” point had been reached, 
as was the implied assurance of the “touch-off” provision,°**? received 
less than the face amount when the bonds were fully covered and 
substantially less than the asset value when the bonds were “under 
water.” 

The debenture issues had been entirely distributed by Harris, 
Forbes & Company, an investment banking firm, with the exception 
of slightly over $900,000 face amount, which was a residue of a much 
larger issue which had been distributed by International Securities 
Trust prior to its incorporation. 


TABLE 33.—Repurchases and retirement of 5% debentures of International Secu- 
rities Corporation of America, May 31, 1980 to May 31, 1933 


A Arithmetic 
Face amount -verage | mean of asset Approximat 
Fe of de- Total amount} Pree baid Coverage at Donat e 
6 months ending— entares paid per $100 beginains from asset 
ace and at end of 
repurchased ranerreat period value @ 
(percent) 
INOVo SO) WORD. cobs cose ses sees aee $483, 000 $381, 084 $79 171 $101, 916 
May 311030 sees ee aon ee 1, 195, 000 885, 184 74 150 309, 816 
INO 7s 6) IMB. owe s23 Ss ohceseeces 2 2, 918, 000 1, 779, 992 61 124 1, 138, 008 
MiayasilanlO32=a— == saes ae eee aaa es 12, 571, G00 6, 703, 732 53 91 4, 735, 878 
Nowa30 919325 eee eee 113, 000 46, 096 41 87 52, 300 
Minyrole O33 ees 0 ee oes eee ee 119, 000 49, 787 42 104 69, 213 
May 31, 1930 to May 31, 1933_- 17, 399, 000 9, 845, 875 OTe | Steen ee Se 6, 407, 131 


« When the debentures were fully covered the discount is the difference between the total amount paid 
during the period and the face value of the debentures repurchased. When the debentures were ‘‘under 
water’ during the period, the discount is the difference between total amount paid during the period and 
the aggregate asset value of that amount of bonds based on the arithmetic mean of the asset coverage at the 
beginning and at the end of the period. 


The Company, when it decided to take steps “in order to secure the 
ratio of assets [125%] to the face value of the debentures,” proceeded 
to make offers either directly or through Harris, Forbes & Company 
“by which the debenture holders could surrender their debentures 
to the Company to be purchased at a fixed price.” As has been noted, 
the prices offered and at which the debentures were repurchased 
were uniformly far below their asset value. The debentures were not, 
apparently, readily forthcoming in response to offers at these low 


582 Op. cit. supra, note 578, Commission’s Exhibit No. 3401 (F-4 to 10). See Table 83. 

583 Section 39 (‘‘touch-off” provision) and Section 17 (redemption—at the election of the 
company) of the Indenture (id., Commission’s Exhibit No. 3401 (Exhibit D)). 

584 Op. cit. supra, note 578, Commission’s Exhibits Nos. 3402 (p. 6), No. 8407 (p. 122), 
and No. 3409 (p. 96). 
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prices. As was stated, “it took considerable work to go out and get 
them in, work and time and expense” and the Company paid Harris 
Forbes & Company a commission of close to 6% for gathering in 
these bonds.°* 

Mr. Granbery, who represented Harris Forbes & Company on 
the board of directors of the investment company, testified: °°° 


Q. Isn’t that rather a high commission, Mr. Granbery, to obtain these 
securities? * * * 

A. * * * JT believe you will find those International Securities bonds were 
sold in very small amounts all over the country, and it took considerable work 
to go out and get them in, work, and time and expense. 

Q. Do you recall whether the Commission you got for buying in these 
bonds was larger than the underwriting commission you got for putting them 
out? 

A. The percentage was; yes, Sir. 


At the time when the impingement upon the “touch-off” point was 
becoming imminent, the Company could have increased the asset 
coverage of the outstanding debentures and yet preserved the asset 
value to the bondholders who were to be retired, by invoking the 
method of reacquisition of debentures described in the Indenture." 
The Indenture provided that the Company had the absolute right 
to redeem or buy up all or any part of a particular series by pub- 
lishing a notice to the effect that it had elected to so redeem at the 
prices specified in the debentures themselves.™ The redemption 
prices specified ranged from 103% of the principal sum (up _ to 
June 1, 1930) to 100% (after June 1, 1945), the premium declining 
progressively between the two dates.*° However, this procedure 
was not invoked but the debentures were reacquired by purchase at 
discounts. The result of this repurchase program was, therefore, 
that the bondholders who held on to their bonds until 1936 “received 
400 cents on the dollar for their bonds and 5% interest while they 
were outstanding,” °° while the bondholder who was prevailed upon 
by the distributing banker and the management of the company to 
surrender his bond, relinquished to the other security holders a sub- 
stantial part of the asset value of his bond.” 

Harris, Forbes & Company, which had sold the debentures of 
the Company, had placed a representative, E. C. Granbery, on the 
board of directors to look after the interests of the debenture holders. 
In addition to this role, Mr. Granbery represented the interests of 


585 1d., at 25327-8 and 25335-6. 
se Tq. at 253836. Mr. Granbery expressed the opinion that, in the matter of disposing of 
his securities, the average investor relies largely on the advice of the banker who sold him 
the securities (id., at 25339) : 
X think you will find that the average private investor does not make a deep study 


eft the securities, but relies to a considerable extent on the recommendation of the house 
-with whom he does business. 


“881 While the asset coverage is higher than the redemption price, reacquisition at the 
‘redemption figure will increase the asset coverage of the nouretired debentures. 

588 Op, cit. supra, note 578, Commission’s Exhibit No. 3401 (Exhibit D, Secs. 17 and 24). 

889 Thid. 

69 Tqd., at 25328. 

501 A considerable proportion of the preferred stock and the common stock of the Company. 
was at this time in the hands of American Founders Corporation, the parent company, and 
thus the shift of assets effected by the repurchase program redounded, in a substantial 
degree, to the favor of the management interests (id., Commission’s Hxhibit No. X8405 


{p. 111]). 
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Harris, Forbes & Company and was a stockholder and a director 
of United Founders Corporation and American Founders Corpo- 
ration,®? which owned the major part of the junior securities of 
International Securities Corporation of America.*°? The enforce- 
ment of the “touch-off” provision, i. e., compulsory liquidation of the 
debentures, would have resulted in the sacrifice or destruction of these 
equity interests.°* When the assets of the Company fell below the 
125% level, Mr. Granbery decided that “it was better business for 
everybody concerned not to force that default clause and let the Com- 
pany ride through.” The alternative adopted by the Company, in 
which Mr. Granbery acquiesced, was the program of gathering in 
the debentures at an asset loss to the retiring debenture holders and 
a resulting asset gain to the junior securities. Mr. Granbery conceded 
that it was to the interest of the junior security holders not to have 
the debentures foreclosed.*” 

Q. Now, the interest of the equity holders, I suppose, was not to have the 
debentures foreclosed? 

A. Right. 

* * * * * * * 

Q. And you think you could protect the American founders, whose interests 
were entirely conflicting with the debenture holders? 

A. Yes, sir. 

cd * * * % * * 

Q. As a stockholder of United Founders, you were interested, naturally, in 
seeing that those companies did not foreclose or enforce the debentures? 

A. That thought did not enter my head at all. 

Q. I am quite prepared to believe it did not, but I am thinking about the 
position of a person with less mental fortitude, shall we say, being in that 
situation where he had to represent himself, American Founders, and the 
equity holders, and also look after the interest of the bondholders. Do you 
think that could be done without any difficulty? 

A. I am perfectly willing to agree with you that the value of my United 
Founders stock would be affected if the subsidiary trusts were wiped out of 
existence. From that standpoint, I was financially interested. 


The program of gathering in debentures, at prices far below 
the asset value of the debentures was followed in the case of 
two other companies of the Founders group: Second International 
Securities Corporation and United States & British International 
Company, Ltd. Tables 34 and 35 disclose the discrepancies between 
the average prices paid to the holders of the debentures and the mean 
asset coverages during the time of the repurchases. 

From May 1930 through May 1933, all three investment companies 
repurchased an aggregate of $24,188,000 face amount of their de- 
bentures at a discount from face amount of 48% and at a discount 
from current asset value of approximately 41% (Tables 33, 34, and 


35). 


527q., at 25323-4. Harris, Forbes & Company was also represented on the board of 
directors of International Securities Corporation of America by Don C. Wheaton. 

698 Jq., Commission’s Exhibit No. X8405 (p. 111). 

54 Td., at 25334. 

55 Td., at 253824-5 and 25333-4. 
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Taste 34.—Repurchases and retirement of 5% debentures of United States & 
British International Co., Ltd., May 81, 1930 to May 381, 1933 


Arithmetic 
mean of asset : 
5 SYMP si amount ot | , Total, | price para | coverage at |" Escount. 
STO RUAS CH CINE debentures maid per $100 face at a atk from asset 
purchased amount of period value 2 
(percent) 

IN|OW/5. G0; AED eS ne ee EL $149, 000 $117, 755 $79 231 $31, 245 
May’ 3s 19dlesrecd. 3. 328 2 eeet ee 159, 500 118, 080 74 182 41, 420 
INOW SO; OS) Re eee 425, 500 297, 195 70 1389 128, 305 
IMIG Bil, WORMS ose cee eeeees 2 2, 615, 500 1, 406, 092 54 102 1, 209, 408 
INO 7s SO; WEY) obese aces seeeooeeeeed 94, 000 40, 920 44 96 49, 320 
Miaysdlh losses eeee es seen see one 70, 500 31, 062 44 106 39, 438 
May 31,1930 to May 31, 1933_- 38, 514, 000 2, O11, 104 EYyRN baker Se ee a J, 499, 136 


a When the debentures were fully covered the discount is the difference between the total amount paid 


during the period and the face value of the debentures repurchased. When the debentures were ‘‘under 
water’? during the period, the discount is the difference between total amount paid during the period and 
the aggregate asset value of that amount of bonds based on the arithmetic mean of the asset coverage at 
the beginning and at the end of the period. 


Taste 35.—Repurchases and retirement of 5% debentures of Second Interna- 


tional Securities Corporation, May 31, 1930 to Nov. 30, 1982 


" Arithmetic 
Face amount .verage | mean of as- | 4 yproximate 
P of deben- |Total amount| PECE paid | set coverage discount 
6 months ending— i = per $100 | at beginning 
tures pur paid f d from asset 
chased ace and at en TAS © 
amount of period 
(percent) 
INOW BU) IWEU ee es cee cecceess $100, 000 $80, 140 $80 277 $19, 860 
IMIBKY Billy OBL beeen see teeeebce 196, 000 147, 608 75 225 48, 392 
INOve oO mLOSIE Seana aoe oe 199, 000 127, 070 64 177 71, 930 
Mision 932 meas ae ee eee oe eee 2, 569, 000 1, 358, 755 53 125 1, 210, 245 
INOvs cON932 See eee BEC eS 161, 000 76, 171 47 118 84, 829 
May 31, 1930 to Nov. 30, 1932_ 8, 225, 000 1, 789, 744 ey ee oe Oe 1, 435, 256 


2 Since the debentures were fully covered throughout the period, these figures represent the difference 
between the total amount paid during the period and the face value of the debentures repurchased. 


(2) EASTERN UTILITIES INVESTING CORPORATION *° 


In March 1939 Eastern Utilities Investing Corporation, which had 
been a public utility holding company from 1924 to 1927, at which 
latter date it had been allegedly turned into an investment company, 
issued $35,000,000 5% gold debentures. From 1925 to 1936, when 
Eastern Utilities Investing Corporation was placed in reorganization 
under Section 77B of the Bankruptcy Act, the corporation was com- 
pletely dominated by the Associated Gas & Electric System, which 
was under the control of H. C. Hopson and J. I. Mange. 

Beginning with September 1925 when Associated Gas and Electric 
Corporation first purchased control of Eastern Utilities Investing 


596 Hor a detailed discussion of the history of Hastern Utilities Investing Corporation and 
a brief outline of the Associated Gas & Hlectric System, see Ch. II of this part of the report, 
pp. 624-776, and Appendixes G and H, p. 790 et seq. 


INVESTMENT TRUSTS AND INVESTMENT COMPANIES 1851 


Corporation, the latter served as an instrumentality for supplying 
financial resources to the Associated Gas and Electric Company sys- 
tem and as a receptacle for the securities of Associated Gas and 
Electric Company and its affiliated companies. By means of the 
debenture issue, Eastern Utilities Investing Corporation secured 
$35,000,000 from the public, not for the purpose of investment in the 
diversified securities of public utilities and allied enterprises, as pro- 
claimed, but to be turned over intact to Associated Gas and Electric 
Company in exchange for blocks of securities of companies in the 
system. In fact, the $32,812,500 of cash proceeds received from the 
sale of the debentures was immediately turned over by Eastern Utili- 
ties Investing Corporation to Associated Gas and Electric Company 
in exchange for securities of Associated Gas and Electric Company 
and securities of its subsidiaries.°%7 

A substantial part of the funds secured by Associated Gas and 
Electric Company through the Eastern Utilities Investing Corpora- 
tion bond issue was used by Associated Gas and Electric Company 
in acquiring stock of General Gas & Electric Corporation. Mr. Stix, 
comptroller of Association Gas and Electric Company and familiar 
with these transactions, conceded it would not have been desirable for 
Associated Gas and Electric Company to issue its own debentures, 
which would have had to carry at least 5% interest, to buy the stock 
of General Gas and Electric Corporation which was paying only 
about 2% cash dividends. Hence, Associated Gas and Electric Com- 
pany had Eastern Utilities Investing Corporation issue debentures 
and used the money contributed by the public for the purchase of the 
General Gas & Electric Corporation stock. Mr. Stix conceded that 
Associated Gas and Electric Company had Eastern Utilities Investing 
Corporation raise money from the public with the intent of using 
that money in a manner which would not have been justifiable with 
the proceeds of a debenture issue of its own.5® 

Part of the cash proceeds of the debentures sold by Eastern Utilities 
Investing Corporation was used by Associated Gas and Electric 


587 Public Examination, Eastern Utilities Investing Corporation, Commission’s Exhibit No. 
3772, Item 4. Mr. Stix was unable to state specifically who made up the list of securities 
transferred to Hastern Utilities Investing Corporation: “Actually, I don’t think we paid 
much attention to it; at least we did not give it any serious import because one of the pur- 
poses of the financing was to help raise money for Associated Gas and Electric Company”’ 
(id., at 25019). 

598 21A Proceedings In the matter of Eastern Utilities Investing Corporation. United 
States District Court for the District of Delaware, pp. 1115-7. 


A. I would say that the net cost of the money to Associated was probably somewhere 
between 434 and 5%. 

Q. And had you raised that money through debenture issue, it would have made 
your acquisition of General Gas unprofitable? 

A, J think that is right, and perhaps impossible. 

Q. That is impossible, I take it, because you think it would have been bad business 
judgment to have invested the money which cost 5% in a situation which at the most 
would have paid a return of 4% or 444% or something? 

A. That is correct. 

Q. And those circumstances necessarily led you to explore every possibility of acquiring 
capital interest? 

. No; we had explored them already, and we were in the way of raising this money 
through Class A stock. 
. Was there not one source which you had not tapped, to wit, Eastern Utilities 
Investing Corporation ? 
Yes. 
* % * * * * * 


Q. And did you sometime in the early part of 1929 decide upon utilizing the Eastern 
Utilities Investing Corporation as a means of obtaining additional funds from the public 
through oe sale of Eastern Utilities Investing Corporation debentures? 

A. We did. 


153373—41—pt. 3——68 
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Securities Company to conduct market operations in the Class A stock 
of Associated Gas and Electric Company.*®® Subsequently Associated 
Gas and Electric Securities Company, Inc., sold a substantial block 
of this stock to Eastern Utilities Investing Corporation at the inflated 
prices.®°° 

The effect of the control of Eastern Utilities Investing Corporation 
by the Associated Gas & Electric System is shown by the fact that 
whereas in 1929 the equity assets in Associated Gas and Electric 
Company were only 134 times its funded debt as compared with the 
equity in Eastern Utilities Investing Corporation of 214 times its 
funded debt, at the end of 1936 Eastern Utilities Investing Corpora- 
tion was in reorganization proceedings under Section 77B of the 
Bankruptcy Act (at the direction of Associated Gas and Electric 
Company), while Associated Gas and Electric Company was still a 
going concern.®** 

The degree to which the interests of Eastern Utilities Investing 
Corporation, and that of the bond-holding public which had entrusted 
$35,000,000 to be used for diversified investment by Eastern Utilities 
Investing Corporation, were subordinated to the plans of the controll- 
ing personalities of the Associated system may be gauged by the fact 
that from 1925 to October 1936 Eastern Utilities Investing Corpora- 
tion did not enter into a single substantial transaction involving 
purchase, sale, or exchange of securities except with some Associated 
Gas & Electric System company.®? Mr. Stix frankly asserted that 
“the Associated companies got all the benefit from Eastern Utilities 
Investing Corporation’s financing.” °° 

Before the end of 1931 the condition of the bonds had already be- 
come very precarious. In a letter to the holders of prior preferred 
stock, dated November 12, 1931, the Company referred to the possi- 
bility of default under the 125% asset coverage provision (the “touch- 
off” clause for the bonds). From the date of the original sale of the 
issue to the public, considerable amounts of the bonds had kept coming 
back on the market which the underwriting syndicate kept buying 
and reselling through its sales organization. H.C. Hopson, the dom- 
inating influence in the Associated Gas & Electric System, apparently 
backed up the underwriters in maintaining the market in the deben- 
tures until about May 1931 when he grew “tired of trying to keep 
the market in line by purchasing bonds,” and conceived the idea of 
promoting exchanges which would “take off the market substantial 
amount of bonds.” ** 

The new program of “taking the bonds off the market” by exchanges 
was actually a form of reacquisition in order to avoid the possible 
taking effect of the touch-off contained in the bond debenture. By 


599 Op. cit. supra, note 597, at 24710, 24727, and Commission’s Exhibit No. 3771 (Pt. VII, 
Table 32). 

On April 3, 1929, 77,500 shares of Associated Gas and Hlectric Company Class A stock 
which had been bought by Associated Gas and Hlectric Securities Company, Inc., from its 
parent, the issuer, at a price of $35.00 per share was sold to Eastern Utilities Investing Cor- 
poration at $57.00 per share (id., Commission’s Exhibit No. 3811). Later in the same month 
Eastern Utilities Investing Corporation bought an additional 121,500 shares. 

600 Tpid. 

%17q., at 25120-1, and Commission’s Exhibit No. 3783. 

621d. at 23563, 25779-80 (Mr. Stix), and 24326-9 (Mr. Bowman). 

603 Td., at 24779. 

60: T4,, Commission’s Exhibit No. 8843, Items 26 and 27. 
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this clause the Company covenanted that it would at all times main- 
tain a ratio of assets to funded debt of at least 125% and that if at 
any time the ratio should fall below 125%, the Trustee (The New 
York Trust Company) in its discretion or upon the demand of the 
holders of 15% of the face amount of debentures could declare the 
debentures in default.°°° 

Operation of such “touch-off” clauses was in many instances sought 
to be avoided by the direct repurchase and retirement of some of 
the bonds.°°* In taking bonds of Eastern Utilities Investing Corpora- 
tion out of the hands of the public by the exchange program, the 
management which dominated both the Associated Gas & Electric 
System and Eastern Utilities Investing Corporation contemplated 
securing an increase of coverage for the remaining debentures similar 
to that effected by direct repurchases. At the same time, the Associ- 
ated Gas & Electric System secured other advantages. First, instead 
of paying cash to the holders of the Eastern Utilities Investing Cor- 
poration bonds, Associated Gas and Electric Company and General 
Finance Corporation, an affiliate of Associated Gas and Electric 
Company, gave them securities of the System. Second, instead of 
reacquiring the bonds directly from the public, Eastern Utilities 
Investing Corporation reacquired the bonds from its affiliates, paying 
for them with portfolio securities on a basis higher than the outside 
holders of bonds could obtain. Third, instead of retiring the bonds 
so reacquired, Eastern Utilities Investing Corporation had them trans- 
ferred to a dummy corporation, thereby putting itself in a position 
to contend that these bonds should be regarded as eliminated in 
calculating asset coverage but should be considered outstanding in 
calculating the amount of the debentures required to compel the 
trustee to act. 

In June 1931 Associated Gas and Electric Company and several 
of its subsidiaries, particularly Associated Gas and Electric Securi- 
ties Company, Inc., and General Finance Corporation, made the first 
of a series of offers to the holders of the debentures of Eastern 
Utilities Investing Corporation to transfer to them securities of other 
members of the Associated Gas & Electric System in exchange for 
their Eastern Utilities Investing Corporation bonds.*” 

The bond reacquisition program may be divided into two periods 
on the basis of a difference in primary objectives. Through 1931 and 
the first part of 1932 the main objective was “to decrease the amount 
of outstanding debentures in a greater ratio than the decrease in 
assets,” and the maintenance of the minimum asset coverage required 
by the “touch-off” provision. However, in June 1932 the Trustee 
notified the Company of its default in the matter of asset coverage 
for the bonds. Thereafter the objective of the reacquisition program 
was the mustering of enough debentures to vote amendments to the 
trust indenture eliminating the “touch-off” provision. 


65 That the Trustee was not equipped with real power to secure compliance with the 
“touch-off’ provision nor to enforce remedies available upon a default and that the Trustee 
did not utilize any discretionary power which he might have had, in favor of the debenture 
holders, is discussed at greater length in Ch. II of this part of the report, pp. 624-776. 

#6 Phe repurchase and retirement of a bond at a cost to the company of less than the 
existing coverage would have the effect of increasing the coverage of the remaining bonds. 

607 A simultaneous campaign was carried on for the reacquisition cf the preferred stock of 
Eastern Utilities Investing Corporation. A discussion of these activities will be found in 
Ch. II of this part of the report, pp. 624-776. 


1854 SECURITIES AND EXCHANGE COMMISSION 


The intensity of the program to reacquire the debentures of Eastern 
Utilities Investing Corporation is indicated by the fact that during 
the last half of 1931 Associated Gas and Electric Securities Company, 
Inc. sent six different offering letters. No disclosure was made that 
either Associated Gas and Electric Securities Company, Inc. or Gen- 
eral Finance Corporation was a subsidiary of Associated Gas and 
Electric Company, nor that both of these companies were part of the 
same system with Eastern Utilities Investing Corporation.°°° The 
bankers, Harris, Forbes & Company and Halsey, Stuart & Co., Inc., 
who had marketed the debenture issue, urged the acceptance of the 
1931 exchange offers.°°? 

Kastern Utilities Investing Corporation itself urged the acceptance 
of the offers.°*° In fact, Eastern Utilities Investing Corporation per- 
sisted in holding itself out as a diversified investment company by 
attributing the decline in the market price of its bonds “to the fact 
that investment companies’ securities, such as those of Eastern Utili- 
ties Investing Corporation, are not in favor with the investing public, 
who seemingly fear for the safety of income and principal in the face 
of the continued decline in security prices.” Eastern Utilities. 
Investing Corporation urged the acceptance, in exchange, of the se- 
curities of Associated Gas and Electric Company on the theory that 
they were materially different from the securities of Eastern Utilities 
Investing Corporation, when as a matter of fact the portfolio of East- 
ern Utilities Investing Corporation itself consisted at the time prin- 
cipally of securities of Associated Gas and Electric Company. 

The Trustee (The New York Trust Company) declined to advise 
individuals on the merits of the exchanges or vouchsafe information 
on the asset value of the portfolio, and referred inquirers to Eastern 
Utilities Investing Corporation itself.*2 To the holders of the de- 
bentures neither the corporation nor the Trustee intimated the im- 
minent infringement upon the “touch-off” clause although that possi- 
bility was disclosed to the holders of the preferred stock for the 
purpose of persuading the latter to accept exchanges.“ Many de- 
benture holders sought the advice of brokers, security dealers, and 
investment houses, and the advice from these sources may not have 
been entirely unbiased as the Associated Gas & Electric System paid 
commissions to bankers who recommended the acceptance of these 
exchange offers.°!4 

The debenture holder was faced with the difficult problem, which 
frequently confronts the holders of the securities of multiple-security 
companies, of ascertaining not only the merit of the particular security 
which he held but the comparative merit of the other securities which 
he was offered in exchange.*® 

By December 1931 the Associated Gas & Electric System had 
accumulated in Associated Utilities Corporation, a subsidiary of Asso- 
ciated Gas and Electric Company, $18,398,000 principal amount of 


68 Op. cit. Supra, note 597, Commission’s Exhibit No. 3772. 
609 Ibid. 

610 Td., Commission’s Exhibit No. 3772, Item 389. 

61 Td., Commission’s Exhibit No. 3772, Item 89 (p. 5). 

62 1d., at 23787-8. 

613 Td., Commission’s Hxbibit No. 3772, Item 40. 

614 Td., at 26002-3. 

615 See discussion supra, pp. 1674-1707. 
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Eastern Utilities Investing Corporation debentures. The System had 
transferred to the former holders of the debentures $672,329 in cash 
and the following amounts of Associated Gas and Electric Company 
securities : 
$16,705,000 principal amount of Associated Gas and Electric Company 414% 
Convertible Gold Debentures, due 1949; 
$221,000 principal amount of Associated Gas and Electric Company 444% Gold 
Debentures, Bond, Consolidated Refunding Series, due 1958; 
$489,000 principal amount of Associated Gas and Electric Company 5% 
Convertible Certificates.™* 


In December 1932 Eastern Utilities Investing Corporation pro- 
ceeded to effect a transfer to itself of the $18,000,000 of debentures 
held by Associated Gas and Electric Company in exchange for securi- 
ties contained in the portfolio of Eastern Utilities Investing Corpo- 
ration. This transaction was consummated in the form of a general 
exchange offer, thus purporting to give the outside holder of Eastern 
Utilities Investing Corporation bonds the same opportunity as Asso- 
ciated Gas and Electric Company. Actually, all the debenture hold- 
ings of Associated Utilities Investing Corporation, the subsidiary 
of Associated Gas and Electric Company, were acquired by Eastern 
Utilities Investing Corporation at par, while only an insignificant 
amount of the publicly held debentures was reacquired, and that at: 
a discount.®27 

The form of this exchange offer was unusual. Instead of offering 
the holders of its debentures a specific amount of portfolio securities 
in consideration for the surrender of the debentures, Eastern Utilities 
Investing Corporation asked the debenture holders to make tenders. 
Kastern Utilities Investing Corporation accepted the tender by Asso- 
ciated Gas and Electric Company of all of the $18,354,000 principal 
amount of debentures held by the latter; very few of the publicly 
held debentures were tendered and these were accepted on a lower 
exchange basis.°1® 

The $18,354,000 face amount of debentures were not directly reac- 
quired by Eastern Utilities Investing Corporation but were trans- 
ferred to a hitherto totally inactive subsidiary of Eastern Utilities 
Investing Corporation.“ By this time a question as to whether 
Kastern Utilities Investing Corporation was in a status of compli- 
ance with the “touch-off” provision had been raised from a number 
of sources. The management feared that the holders of 15% of the 
face amount of the indentures might be assembled to coerce the 


616 Op. cit. supra, note 597, Commission’s Exhibit No. 3772, Item 19: Commission’s Ex- 
hibit No. 3775 ; and the Annual Report of Associated Gas and Electric Company, p. 35. 

617 Op. cit. supra, note 597, Commission’s Exhibit No. 3882. 

“Ss Halsey, Stuart & Co., Inc., one of the two banking firms that had distributed the 
debentures originally, advised its clients to ignore the exchange offer (id., at 25989-90). 
An inter-office communication of Halsey, Stuart & Co., Inc., read in part as follows: 

Think our only course is to insert bulletin notice that we favor ignoring the exchange 
offer due to the fact that the company will not disclose its portfolio and that the 
biggest holder, the Associated Company, refuses to state at what price it is going to 
turn its debentures in and what it will take in exchange * * *, Weare only con- 
cerned with the fact that Hopson is not presenting the matter fairly to the Eastern 
Utilities Investing Corporation debenture holders. Stuart (id., Commission’s Exhibit 
No. 3848, Item 39). 

819 'Tax Proceedings In the matter of Hastern Utilities Investing Corporation, United 
States District Court of Delaware, No. 1247, p. 237. 
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Trustee into action. If the $18,000,000 in debentures were retired a 
smaller number would be sufficient to constitute the required per- 
centage. On April 12, 1982, the Utility Accountants and Tax Con- 
sultants certified that as of December 31, 1931, there were only $16,- 
506,000 principal amount of debentures outstanding and that the 
amount of the coverage of the debentures, using this basis, was 150%. 
The asset coverage arrived at. by this method of computation showed 
a compliance with the “touch-off” provisions (125%) and with the 
prerequisite (150%) for the payment of dividends. However, on the 
records of The New York Trust Company, since the $18,000,000 of 
debentures had not been placed in the treasury of Eastern Utilities 
Investing Corporation itself, nor retired, $35,000,000 of debentures 
were still listed as outstanding.®° 

Thus the accountants were enabled to compute asset coverage under 
the theory that there were only $16,506,000 principal amount of de- 
bentures outstanding but the Trustee was put in a position to demand 
the instruction of 15% of the full $35,000,000 principal amount of 
debentures before taking action.°*t Mr. Stix frankly admitted that 
the purpose of taking up the bonds in the name of a dummy corpora- 
tion was “to straddle these two provisions in the indenture”—on the 
one hand to enable the accountants to present a colorable picture of 
compliance with the asset-coverage provisions of the indenture and 
to obstruct the debenture holders’ right to call on the Trustee to en- 
force the covenants of the indenture should the violation become 
clear.°?? 

As its own records showed $35,000,000 of debentures outstanding, 
the Trustee questioned the debt certificate issued by the Utility Ac- 
countants and Tax Consultants (which asserted that only $16,506,000 
of debentures were outstanding) and demanded a new certificate.®** 
No amended certificate was filed by the Company and the Trustee took 


no further action in connection with the asset coverage as of December 
31, 1931. 


6% Utility Accountants and Tax Consultants which had charge of filing annual certificate 
as to amount of the Company’s debt was a Hopson service company (op. cit. supra, note 
597, at 24763, and Commission’s Exhibit No. 8782, Items 16, 17, 28, and 43). 

621 Op. cit. supra, note 619, pp. 233-8, 240-1, 456-8. Mr. Stix testified : 


There was a definition in the indenture in the sections which had to do with 150% 
and 125%, which defined outstanding bonds, and my understanding of those definitions 
was that as to the 125% and 150% covenants it applied to outstanding bonds which 
were not held in the treasury of Eastern Utilities Investing Corporation or in the 
treasury of a subsidiary company of Eastern Utilities Investing Corporation. 

As to the fifteen percent provision which had to do with action on the part of the 
trustee when requested by fifteen percent of the bondholders there was no such defini- 
tion, and therefore there was a question as to whether or not fifteen percent meant 
fifteen percent of the thirty-five million which the Trustee had authenticated or whether 
it meant fifteen percent of the bonds outstanding either on the books of Eastern 
Utilities Investing Corporation, if that happened to be less than thirty-five million, or 
on a consolidated basis of Eastern Utilities Investing Corporation and a subsidiary. 

We took the position that in the absence of a definition we could seriously contend 
the fifteen percent applied to the thirty-five million that the Trustee had authenticated. 

1 * * * % * 

Well, in outlining the plan in the first instance that was the premise I started on, 
that they would find such a corporation and make it a subsidiary of Bastern Utilitics 
Investing Corporation before they handled the transactions with respect to the ex- 
changes. The sole purpose being to straddle these two provisions in the indenture 
or three provisions in the indenture. 


622 1d., pp. 233-8, 240-1. 
®3 Op. cit. supra, note 597, Commission’s Exhibit No. 3782, Item 66. 
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Not until June 15, 1932, did the Trustee, upon the advice of its 
counsel, call the attention of Eastern Utilities Investing Corporation 
to an “apparent” default under Section 14 of Article 3 of the inden- 
true, which required an asset coverage of 125% for the debentures.°* 
The Trustee failed, altogether, to advert to another breach of the 
indenture which had undeniably taken place prior to this time, even 
if the $18,000,000 of debentures were not to be regarded as outstand- 
ing, namely, the payment of dividends on the preferred stock while the 
asset coverage was below 150% .°?® 

Thereafter Eastern Utilities Investing Corporation proceeded with 
its debenture reacquisition program; but now the objective changed 
to the accumulation of enough debentures to remove from that instru- 
ment all provisions giving the debenture holders the right to call a 
default and effect a liquidation of the corporation upon any ground 
except non-payment of principal or interest. By May 12, 1933, the 
Associated system had reacquired enough debentures to be able to vote 
85% of the total outstanding debentures even if the $18,795,000 of 
debentures held by the dummy subsidiary of Eastern Utilities Invest- 
ment Corporation were disqualified.°*® From August 1932 to May 
1933 General Finance Corporation, a subsidiary of Associated Gas 
and Electric Company, had been used as the agency to make the 
exchange offers. (General Finance Corporation offered the Eastern 
Utilities Investing Corporation debenture holders the debentures of 
Associated Gas and Electric Company in exchange.°?7 Throughout 
this period the officers, the bankers, and Eastern Utilities Investing 
Corporation itself, implied that the “touch-off” point had not been 
reached by asserting that : 98 


The unprecedented decline in security values has made it apparent that an 
upturn in quoted values would be necessary to avoid such default. 
* * * a % * * 


We feel that the best interest of the debenture holders would be served by 
avoiding the default and its eventualities. 


On May 12, 1933, the Associated Gas & Electric System having by 
that time reacquired enough bonds to assure the change in the inden- 
ture, Eastern Utilities Investing Corporation for the first time pub- 
licly announced the proposed amendments and in connection therewith 
baldly revealed that if the company had te be liquidated the holder 
of a $1,000 face amount of debenture would receive securities having 
a market value of only $85.28.°?9 


64 Td., at 23821—3 ; Commission’s Exhibit No. 3782, Item 58. 
65 Td., at 23825. A. M. Cooper, who was in charge of the indenture for the trustee, 
testified : 
Q. But you know that even on the basis of Eastern Utilities Investing Corporation’s 
suggestion [via that $18,494,900 of the debentures were not to be Genie Gutstoadinet 
a default would exist with respect to the requirement that 150% of assets be main- 


tained ? 
A. Well, yes; it was only, I believe, with reference to the payment of dividends. 


626 Td., Commission’s Hxhibit No. 3772, Item 39. 

“7Td., Commission’s Exhibit No. 3826, and Commission’s Exhibit No. 3772, Item 39. 
68 JTd., Commission’s Hxhibit No. 3772, Item 39. 

629 Tbid. 
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Eastern Utilities Investing Corporation at this time had available 
for distribution to its debenture holders only securities of Associated 
Gas and Electric Company and its subsidiaries.**° The character of 
some of the exchange offers by which the Associated Gas & Electric 
System had reacquired debentures of Eastern Utilities Investing 
Corporation is indicated by the fact that, included in the package of 
securities, of an aggregate market value of $85, which the holders of 
the $1,000 debenture would receive in liquidation, was $1,112.18 
principal amount of Associated Gas and Electric Company 5% con- 
vertible obligations.*** Only several months earlier General Finance 
Corporation had pressed upon the Eastern Utilities Investing Cor- 
poration bondholders a par for par exchange of $1,000 face amount 
of Associated Gas and Electric Company 5% convertible obligations 
for $1,000 Eastern Utilities Investing Corporation debentures.**2 

On May 12, 1933, Eastern Utilities Investing Corporation asked 
the Trustee to call a meeting of debenture holders for the purpose of 
amending the indenture in order to remove from it all provisions 
giving the Trustee or the debenture holders the right to call a de- 
fault of such debentures upon any ground except non-payment of 
principal and interest.°*? The Trustee, who for more than a year 
had failed to take any action in connection with known breaches of 
the covenants of the indenture and had consistently declined to extend 
or vouchsafe information to the bondholders,®** complied, forthwith, 
with the management’s request and fixed the earliest possible date 
for the meeting.°?5 

On June 22, 1933, the proposed amendments to the indenture were 
carried by a slight margin above the 85% vote required.**® The 
$18,795,000 in principal amount of debentures held by Southwestern 
Utilities General Corporation, the subsidiary of Eastern Utilities In- 
vesting Corporation, was disqualified from voting. But the deben- 
tures held by the Associated Gas & Electric System, upon which the 
management depended to carry the amendments, were permitted. to 
vote in the face of a protest by the Tradesmen’s National Bank and 
Trust Company of Philadelphia, a holder of $25,000 face amount of 
debentures, based on the provisions of the indenture disqualifying 
debentures held for the benefit of the issuer.**? The inspectors of the 
votes, appointed by the ‘Trustee, supported by the opinion of counsel 


680 Hastern Utilities Investing Corporation announced on May 12, 1933, that the holder 
of a $1,000 debenture would receive upon immediate liquidation the following securities 
having an aggregate market value of $85: 


7 shares General Gas and Electric Corporation Class A common stock; 4.9 shares 
Associated Gas and Hlectrie Company $5 dividend series Pfd. Stk. 

9.4 shares Associated Gas and Electric Company $4.00 Cum. Pfd. Stk. 

5 shares Associated Gas and Blectric Company $6.50 Cum. Pfd. Stk. 


pute principal amount Associated Gas and Blectric Company 5% Cony. obii- 
gations. 


$13.90 principal amount Associated Gas and Wlectric Company 7% interest bearing 
scrip due February 15, 1939 (ibid.). 

631 Op. cit. supra, note 597, Commission’s Exhibit No. 3772, Item 39. 

62 Td., at 25998-9. 

63 Td., at 23852-7, and Commission’s Exhibit No. 3782, Item 94. 

S41d., at 23747, 23753, and Commission’s Exhibit No. 3782, Items 50, 52, 55, 58, 59. 

686 Td., Commission’s Exhibit No. 3771, Exhibit G, Art. XII, Sec. 2 (p. 68). 

6 The actual vote in favor of the amendments was $13,803,000 in principal amount of 
debentures, or slightly in excess of 85% (id., at 23384—5). 

7 Id., at 23388, and Commission’s Exhibit No. 83782, Item 8. 
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for the trustee, rejected the protest.**® The protesting bank did not 
have the benefit of an insider’s knowledge of the affairs of the system 
nor the benefit of an examination of the books and records of Eastern 
Utilities Investing Corporation nor of the books of affiliated com- 
panies to trace the reacquisition of these bonds.**° In the last analysis 
it was the reacquisition program prosecuted by the Associated Gas 
& Electric system which enabled the “System” to effect the ultimate 
elimination of practically all of the safeguards originally contained 
in the indenture. 

In October 1936 Eastern Utilities Investing Corporation went into 
reorganization proceedings under Section 77B of the Bankruptcy 
Act.°*° The reorganization plan, which apparently contemplated a 
liquidation of the company by means of an offer to minority security 
holders to exchange their securities for securities of Associated Gas 
and Electric Company was ultimately approved by the Court.°*1 

The history of the $35,000,000 debenture issue of Eastern Utilities 
Investing Corporation shows that the fate of bond issues—allegedly 
the most conservative and best protected of the various types of 
senior securities distributed by the multiple-security investment com- 
pany—may be almost wholly at the mercy of the management, which 
may succeed in reacquiring the securities from the hands of the 
holder on the basis of almost any exchange which it chooses to pro- 
mote and can easily restrain the holder from exercising the contingent 
privileges granted to him. 


c. Issuance of Additional Bonds and Notes and the Contracting of 
Bank Debts * 


One of the major weaknesses of present safeguards for investment 
trust bondholders is the opportunity frequently afforded an unprin- 
cipled or improvident management to issue additional bonds and 
notes or contract bank debts taking precedence over the right of 
existing debentures or receiving an equal priority with the existing 
debentures. 

Many debenture issues have, no doubt, been sold under representa- 
tion, true when made, that the particular issue has an exclusive first 
claim on the assets of the company. However, of 48 investment 
company and investment trust indentures, examined,*** 15 had no 
specific limitation upon the amount of funded indebtedness that 
might be outstanding at any one time, while 33 indentures specified 
a maximum indebtedness that might be created under the particular 


638 Td., at 3380. 
689 Mr. Cooper testified (id., at 23887): 

Q. In order to obtain ample evidence to determine whether or not the debentures 
held within the Associated Gas & Electric system were held for the benefit of Eastern 
Utilities Investing Corporation, or held by or for the benefit of a subsidiary of Eastern 
Utilities Investing Corporation, it would have been necessary, would it not, to examine 
various books of account and other records of system companies? And to examine 
witnesses as to the beneficial ownership of certain securities? Isn't that right? 

A. Yes, sir. 

«0 Td,, Commission’s Exhibit No. 3783. 

61 Tbid., and Wall Street Journal, August 4, 1939. 

#2 See supra, pp. 1775-89. 

“3 Upon examination of the answers to the questionnaire submitted by 180 investment 
companies, it was found that 33 of these companies had issued bonds or debentures and that 
these 83 companies had issued in all 48 separate issues of bonds and debentures. 
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funded issue.**# Of the 33 investment trusts and investment com- 
panies which were found to have issued bonds or debentures, 29 
executed such indentures as permitted the issuance of subsequent 
debentures provided a certain ratio of assets to indentures existed 
after the issuance of the additional debentures, while the indentures 
of four companies failed even to contain a negative pledge clause, that 
is, 2 provision requiring the presence of a certain ratio of assets for 
the issuance of additional debentures.*** The holder of a debenture 
of an investment company, which is secured by a pledge of property 
only in the minority of cases, is thus generally unprotected against 
the future issue of bonds, notes, and current debts that can be placed 
ahead of his debenture. Short-term loans may be contracted or new 
debentures issued with an earlier date of maturity so that the later 
obligation of the company will become entitled to payment before 
the first issue of debentures; or by reason of a default in payment of 
interest on subsequent debentures, these debentures may cause a 
liquidation of the company when the original debenture holders are 
not in favor of liquidation. 

Tf an investment company encounters financial difficulties, caused 
either by a period of declining security values or by the activities of 
inexpert managements, the company may resort either to the issuance 
of additional securities or borrowings from banks in order to realize 
additional cash to extricate itself from its predicament. 

The issuance of additional bonds or debentures has not been so 
prolific a source of injury to the debenture holders as the contracting 


644 The limitations upon the amount of funded indebtedness that might be created under 
the specified issues were as follows: 


American General Corporation (International Securities Trust of 
America) 


2 be Pb te RESID A otek. WES eee BR ee, 1 kd Bb See ERS $40, 000, 000 
Adams Express Co., The: 

Now eee LOU EITES: © Ser Pe ee ee ee 24, 000, 000 

NOW One ee SS a ee ee ee 12, 000, 000 
Aldred Investment Trust: 

INOS eee PR ae ee, De eee eee Ae 5, 000, 000 

NOt Oe ae a ee eres ae Pe ee ee A 5, 000, 000 
American European Securities Co. : 

INO, | Wen See oe Se Sr Se SSS SRE SSS SSS 2, 000, 000 

ENO eee See ere AAS ER ES Oe See en ee 2, 000, 000 
American International Corporation__-_---~------------~---------- 25, 000, 000 
Capital Administration Company, Ltd__--~~---~--~-~--.----~--------- 20, 000, 000 
Carriers and General Corporation________------- D ey 4S Bs =) ee ee 5, 000, 000 
Continental Securities Corporation__________----------------~----- 5, 000, 000 
Domestic & Foreign Investors Corporation__-__-~-~----~----------- 2, 500, 000 
General American Investors Co., Inc__--------------------------~---- 7, 500, 000 
General Investment Corporation =—_--=-—_____=-__--=-___ == ___ 6, 091, 200 
Investors Equity Company, Inc. : 

IN Oxy pilates eb aiten) Ge, Serene gute helen pie Bs oh ae cree ee Pars _& 20, 000, 000 

INO mee epee ee eS = ee eee 20, 000, 000 
New York & Foreign Investing Corporation_____--_____--~----------- 6, 000, 000 
Niagara Share Corporation of Maryland—-----~----~--~~-~---------- 15, 000, 000 
North American Investment Corporation___—_~-_~---_-~-~_---------- 5, 000, 000 
Overseas Seeities @6., lin@ se eee Sa Se He SS SSS SS 8, 500, 000 
PublicUtilitiesm COnDORa tl Ol= === ee 600, 000 
Railway and Light Securities Company : 

ING? eileen. ok ee es et et Se ee ee Se 500, 000 

INO ee ee een ed sores Bier Al eee years 1, 009, 000 

NOs 3 Bota gers oer ete Te anne sod ts Bry eerenens Ye elses 1, 000, 000 

NOs be 225 Oe ees See eee Sees ee 8, 000, 000 

INO ee on ee eh oa eee 4, 000, 000 
Reynolds Investing Company, Inc.: 

INV Cpe egies oe mS 10, 000, 000 

IN@, Pseeses ERE EEC) rete Dee Seine 2 > Tae See ee 10, 000, 000 
Standard Investing Corporation : 

IN Gane as Se el ofa te pen es ee SE OE ee 4, 500, 000 

INGA See ee Se 2 ee ee eee 5, 000, 000 
Ti-CombinentalmCocpokaviOne=s === = sen =) ee ee 20, 000, 000 
Western Reserve Investing Cornoration-_____-~-__-~----~-----~~~----- 3, 000, 000 


615 These four companies were Old Colony Investment Trust, Old Colony Trust Associates, 
Tri-Continental Corporation, and Union American Investing Company. 
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of “short term” or “temporary” liabilities which are not included 
within the modicum of protection furnished by the fairly common 
“negative pledge clause” in connection with the issuance of additional 
debentures. Among the 48 indentures of investment trusts and in- 
vestment companies examined, no instance was noted of a specified 
pecuniary maximum for temporary indebtedness. In several in- 
stances the indenture contained a minimum asset ratio for all indebt- 
ness—a provision that the contracting of teniporary indebtedness be 
limited to a specified percentage of the net resources or that a speci- 
fied margin of assets above all indebtedness be constantly main- 
tained.*#° Several indentures provided that the company would not 
mortgage or pledge or create any lien on any of its assets as security 
for temporary indebtedness unless the “current resources” of the com- 
pany exceeded the funded indebtedness by a specified percentage.** 
One of the most important phases of the general problem of inade- 
quate safeguards for senior securities concerns the absence of restric- 
tions upon the pledging of assets for temporary indebtedness and for 
bank borrowings on the part of the investment trust or company 
entailing the hypothecation by the company with the bank of the 
most desirable or marketable of its portfolio securities in order that 
the joan be consummated.** 

The indebtedness which American Bondholders & Share Corpora- 
tion contracted is an example of bank borrowing prejudicial to the 
holders of the outstanding debentures of that company. 


(1) AMERICAN BONDHOLDERS & SHARE CORPORATION 


American Bondholders & Share Corporation, a closed-end: manage- 
ment investing company, was organized on September 12, 1927, under 
the laws of Delaware under the principal sponsorship of Myron S. 
Hall & Co., members of the New York Stock Exchange.“ The 
capital stock of this company consisted solely of 10,000 shares of 
common stock of no par value, issued to the sponsors at $5 per share 


616 Wor example, the indenture for the 5% gold debentures of International Securities 
Corporation of America provided both that no temporary indebtedness be created, if upon the 
creation thereof the total outstanding temporary indebtedness would exceed 10% of the 
company’s current resources (Public Examination, American General Corporation et al., 
Commission's Exhibit No. 3401, Indenture, Sec. 31), and that the current resources of the 
company should at all times be equal to at least 125% of the principal amount of all indebted- 
ness, funded and temporary (id., Sec. 39). 

The indenture for the 5% series B debentures of Investors Equity Company, Inc., provided 
that the net assets should at all times be equal to at least 140% of all funded indebtedness 
and 110% of all indebtedness. 

647 Hor example, the indenture for the 5% gold debentures of International Securities 
Corporation of America provided that the company should not mortgage, pledge, or create 
a lien on any of its assets as security for any temporary indebtedness unless the current 
resources of the company equaled at least 200% of the aggregate funded indebtedness 
(Public Examipation, American General Corporation et al., Commission’s Exhibit No. 3401, 
Indenture, Sec. 31). 

#8 An example of the jeopardizing of the preferred stockholder’s position through the 
contraction of an indebtedness to banks which was given a prior lien on the assets of the 
company is to be fcund in the story of The Equity Corporation bank loans. given, supra, 
pp. 1775-9. 

649 Moody’s Manual of Investments, Banks, etc. (1929), p. 2810. Participating in the 
sponsorship of this investment company was the investment banking and brokerage firm of 
O’Brian, oPtter & Stafford, of Buffalo, New York (ibid.). 

6509 Derived from supplementary information supplied the Commission for American Bond- 


holders & Share Corporation. 
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for a total of $50,000.°° The public’s contribution was obtained 
through the issuance of debentures in the principal amount of 
$1,000,000.% Absolute control of $1,000,000 of the public’s funds was 
obtained by the insiders with an investment of $50,000. Contrasted 
with the public’s funds, the sponsor’s contribution was relatively 
insignificant and provided a very small cushion for the senior securi- 
ties. To a limited extent the debentures were accorded participation 
in earnings and surplus profits of the company.®? The maturity 
date of the debentures was in the year 2027, a hundred years from the 
date of issue.%*? 

The absence of protective features marked this issue of senior 
securities. The debentures were unsecured, had no “touch-off” clause, 
and had no requirement that the debentures be equally and ratably 
secured if any assets of the company be pledged to secure other in- 
debtedness.** The only restriction with respect to incurring addi- 
tional indebtedness was a covenant that the company would not 
create an issue of funded debt (defined as a liability created through 
the sale of securities maturing in more than one year), unless asset 
coverage for all liabilities exceeded 105%. 

The investment company was not unsuccessful in its early years. 
As at December 31, 1929, despite the market break of that year, the 
debentures were fully covered and a slight excess in asset cover- 
age existed. Thereafter, the decline in the value of the company’s 
portfolio securities continued relentlessly. During this period, the 
investment company borrowed cash from banks upon the pledge of 
portfolio securities in order to purchase additional securities at the 
current low market levels apparently with the view of hedging its 
unrealized depreciation losses. These loans reached a maximum of 
$240,000 during 1931.°° The pledging of the portfolio assets for the 
company’s borrowings constituted the lending banks secured creditors 
to whom the debenture holders, unsecured as they were, were sub- 
ordinated. Moreover, since the continued decline of the market value 
of the collateral necessitated the submission of additional collateral, 
more and more of the assets of the company were removed from the 
first claim of the debenture holders and subjected to the secured claim 
of the banks. At December 31, 1930, the market value of the invest- 
ment company’s portfolio securities was approximately $818,000. Of 
these, securities with a market value of $307,000 were pledged as 
collateral to secure bank loans aggregating $210,000.°* One year 
later, December 31, 1931, the company’s total investments had a mar- 
ket value of only $320,000 and securities worth $262,000 were pledged 
to secure loans of $185,000.°°7 Thus, the percentage of the market 


651 Thid. 

82 In addition to a fixed-interest rate of 414% the debentures had certain participating 
rights. Hach $1,000 face-amount debenture carried 10 nondetachable security receipts. 
Coupons applicable to these receipts entitled the debenture holder to cumulative interest up 
to 144% if earned prior to payment of dividends on the common stock and, in addition, if 
common-stock dividends exceeded $1 per share, a sum equal to 150% of such dividends. 
At maturity the debenture holder was entitled to receive three-fifths of the book value of a 
share of common stock for each security receipt. (Moody’s Manual of Investments, Banks, 
etc. (1929), p. 2810.) 

653 Thid. 

4 Op. cit. supra, note 650. 

655 Thid. 

6 Tbid. 

®7 Reply to the Commission’s questionnaire for American Bondholders & Share Corporation 
and supplementary information. 
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value of the portfolio securities pledged to secure the loans increased 
from 387% to 82% in the space of a year. 

The course pursued by the directors of the investment company, 
in effect the purchase of stock on margin, proved to be disastrous. 
While the volume of portfolio holdings of the company increased 
steadily from 1930 to the end of 1931, the market price of these invest- 
ments steadily depreciated. During the year 1982, when market 
prices were still falling, the bank loans were called and the pledged 
securities were sold. The management had expésed the company’s 
capital to hazards, and the results of the unsuccessful speculation 
now redounded to the injury of the debenture holders. The invest- 
ment company sustained a comparatively enormous realized loss—over 
$980,000. The investment company was left with only $42,575 total 
assets at the end of 1932. The bulk of the loss, of course, was borne 
by the debenture holders. In January 1933, when it was decided to 
liquidate the assets of the company, the holder of each $1,000 deben- 
ture was offered $41 in cash or a share of common stock in a new 
corporation organized under the laws of New York and sponsored by 
Cohn Brothers, the successor of Myron S. Hall & Co. Two-thirds 
of the debenture holders accepted the cash offerings—96% less than 
the face amount of their debentures.*** 


d. Diversification in Portfolio 


Perhaps the most significant characteristics of management invest- 
ment companies are that their assets, to a far greater extent than 
those of other types of companies, are liquid or readily marketable 
and that the broadest powers of investment are conferred upon man- 
agement. The nature of the investments can vary greatly and can 
be shifted rapidly. The company’s funds may be invested in com- 
paratively small blocks of diversified securities of various classes in 
various industries or may be invested in concentrated blocks giving 
a position of control or influence in a variety of industries. The 
funds of the company may be and have been employed in under- 
writings, commodity purchases, in loans to others, foreign exchange 
or other investment companies, or to promote a variety of business 
enterprises. The funds may be employed in long-term investments 
or speculative trading activities. Since the exercise of these broad 
powers by a reckless or self-serving management may constitute an 
obvious threat to the interest of the bondholders, investment com- 
panies have, although very infrequently, purported to extend to the 
bondholders protection against excesses of such a nature by including 
in the indenture covenants limiting the scope of the management’s 
discretion. 

Covenants of this nature, like the “touch-off” provision and other 
alleged safeguards extended bondholders, have not been immune from 
circumvention by the management. Bondholders, as a class, gen- 
erally receive no participation in the management; hence the admin- 
istrators of the investment company may be ready to accept specious 
reasoning and tenuous interpretations of these protective provisions 


68 Derived from supplementary information supplied the Commission for American Bond- 
holders & Share Corporation. The dissolution of the company and the distribution to de- 
benture holders was consummated in March 1933 (Moody’s Manual of Investments, Banks, 
étc. (1933), p. 1595). : 
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in order to eliminate obstacles to a course of action favorable to 
management interests or to the other classes of securities. The 
trustee may fail to take any action, of its own motion, to secure com- 
pliance with the covenants, and rarely can the requisite proportion 
of bondholders be assembled to compel the insistent and continuous 
action on the part of the trustee which is necessary to enforce a 
default or breach of covenant. 


(1) PACIFIC SOUTHERN INVESTORS, INC. 


Illustrative of the circumvention or possible violation of a provi- 
sion in an indenture restricting the scope of management discretion, 
and of the failure of the trustee to take any action in regard thereto, 
is Pacific Southern Investors, Inc. 

Pacific Southern Investors, Inc. was a member of the group of four 
management investment companies so closely related in sponsorship 
and interownership of stock that they have ordinarily been identified 
by the name of the company which at the time appeared to be the 
most significant one in the group—first_ known as the American 
Capital Group and subsequently as the Pacific Investors Group.** 
Two members of the group, Pacific Investing Corporation and Ameri- 
can Capital Corporation, were organized in 1927 and 1928, respec- 
tively, by a group of Los Angeles businessmen headed by Henry S. 
McKee, at the time president of Barker Bros.; °°° the other two, The 
Investment Company of America and Southern Bond & Share Corpo- 
ration, were sponsored in 1926 and 1928, respectively, by E. E. Mac- 
Crone & Co., a brokerage firm in Detroit.° Jonathan B. Lovelace, 
a partner in EK. E. MacCrone & Co., and thus involved in the organ- 
ization of the MacCrone companies, participated also in the formation 
of American Capital Corporation.*” 

In 1930, as a result of an exchange program and some cash pur- 
chases of stock, American Capital Corporation acquired 85.7% of 
the common stock of Pacific Investing Corporation and, as that stock 
had the sole voting power, secured absolute voting control of the latter 
company? In April 1932 American Capital Corporation brought 
about the merger of Southern Bond & Share Corporation, which had 
been organized by the MacCrone group, with Pacific Investing Cor- 
poration into a new investment company which was called Pacific 
Southern Investors, Inc.% Later in 19382 the Los Angeles group, 
headed by Henry S. McKee, as noted above, and Jonathan B. Love- 
lace, who had had some friction with Mr. MacCrone °° and had played 
a progressively larger part in the affairs of the Pacific Coast com- 
panies, consummated a plan pursuant to which KE. E. MacCrone & Co. 
yielded up its control of The Investment Company of America to Mr. 
McKee and Jonathan B. Lovelace and their associates, and The In- 
vestment Company of America acquired the control block of stock of 


659 Reply to the Commission’s questionnaire for Pacific Southern Investors, Inc., Pt. IV, 
Item 21. 

660 Pyblic Examination, American Capital Group, at 7046, 7060, 7080-1, and 7103, 

si Td., at 6995, 7001-2, 7040, 7042-3, and Commission’s Exhibit No. 667. 

62 Td., at 7062. 

63 Td, at 7356 and 7360. 

64 Tq. at 7310, 7362, and Commission’s Exhibit No. 686. 

685 Td. at 7263, 7285, 7293 and 7329. Mr. Lovelace left the firm of E. E. MacCrone & Co. 
in September 1929 (id., at 7329 and 7320). 
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American Capital Corporation.°% Thus, by August 1932 Henry S. 
McKee and Jonathan B. Lovelace and their associates controlled all 
four of the investment companies: The Investment Company of Amer- 
ica, which was a Michigan business trust,°°7 under the terms of the 
organic instrument; American Capital Corporation, through The In- 
vestment Company of America; and Pacific Southern Investors, Inc. 
(the product of the merger of Pacific Investing Corporation and 
Southern Bond & Share Corporation), through American Capital 
Corporation.®® 

Although now vested with the control of the three other companies, 
the new management of The Investment Company of America was 
faced with the absence of any provision for compensation to manage- 
ment in the existing structure of The Investment Company of Amer- 
ica, which was not a corporation but a Michigan business trust.‘? 
A capital readjustment was thereupon effectuated pursuant to which 
a new corporation of the same name (The Investment Company of 
America) was organized to take over the assets of the Michigan 
trust.°7° The new corporation entered into a contract with a manage- 
ment concern headed by Jonathan B. Lovelace and his associates,°” 
and Pacific Southern Investors, Inc., furnished $946,350 of new capita! 
by buying 45,000 shares, equivalent to 45.8%, of the common stock of 
the new corporation.’ At this time Pacific Southern Investors, Inc., 
had $3,480,000 of 5% debentures outstanding.®* These debentures 
had been originally issued under an indenture dated January 1, 1928,°" 
by Pacific Investing Corporation, a predecessor of Pacific Southern 
Investors, Inc., in the face amount of $5,000,000.°° Prior to the 
merger of Pacific Investing Corporation into Pacific Southern In- 
vestors, Inc., in 1982 °° the predecessor company had purchased and 
retired $1,520,000 face amount of debentures of Pacific Southern In- 
vestors, Inc., assumed the remaining $8,480,000," and subsequently 
repurchased $76,000 of the debentures, thus leaving $3,404,000 out- 
standing in the hands of the public and $76,000 in the company’s treas- 
ury by June 30, 1933.°8 

The indenture under which the debentures were issued carried a 
number of covenants restricting investment of the corporation’s 
funds.* The indenture provided that the corporation make no in- 
vestment: (a) in real estate; (b) which involved promotion or man- 
agement on the part of the corporation of other enterprises; (¢) in 
any corporate stock or other security which represented participation 
in the business risk of any new and unproved enterprise; (d) in any 
security about which reliable information was not available with 


666 Tq., at 7275, 7291, 7366-7, and 7381. 

eT Id., at 7381. 

668 Tbid. 

ee Td., at 7001. 

670 Op. cit. supra, note 659, Pt. IV, Item 21. 

671 Op. cit. supra, note 660, at 7403. 

672 Td., at 7389 and op. cit. supra, note 659, Pt. IV, Item 21. 
618 Op. cit. supra, note 659, Pt. I, Exhibit V. 
o74 Td., Pt. I, Bxhibit KK. 

675 Thid. 

66 Td., Exhibit A—Joint Agreement of Merger. 
em Jd., Pt. I, Exhibit S. 

678 Tq., Pt. I, Exhibit T. 

67 Td., Pt. I, Exhibit KK (pp. 34-5). 
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respect to history, management, earnings, and income of the govern- 
mental authority, corporation, or organization issuing the same. The 
indenture also contained a categorical prohibition against the invest- 
ment of more than 5% of the assets of the company in the securities 
of any one corporation or other organization.*®° The Company cove- 
nanted that it would make no investment: 

(e) If the investment would cause more than five percent (5%) of the assets 
of the Company as it exists at the time of the investment to be invested in the 
securities of any one corporation or other organization. 


The $946,350 which Pacific Southern Investors, Inc., invested in 
The Investment Company of America in 1933 to assist the latter in 
effecting its plan of capital readjustment represented approximately 
15% of the assets of Pacific Southern Investors, Inc. at that time.®* 

Inquiry had been made of Dykema, Jones & Wheat, a law firm, 
which the president of the company characterized as “independent 
counsel,” whether the investment would violate the provision of the 
indenture forbidding the investment of more than 5% of the com- 
pany’s assets in the securities of any one corporation or any other 
organization.®*? Counsel advised, in effect, that if the prohibition 
were to be construed in the light of its purposes, namely, to assure 
distribution of risks, then the investment of 15% of the company’s 
assets in another general management investment company whose 
charter prescribed similar investment limitations would not be held 
to violate the prohibition; but if, on the other hand, the prohibition 
were strictly and literally construed, a contrary conclusion might be 
reached.*8* The opinion emphasized, moreover, the difficulties of se- 
curing joint action from the required proportion of debenture holders, 
and suggested that the difficulties and delay involved in getting the 
trustee to act, even if the transaction constituted a violation, would 
allow the company “an extended period in which to withdraw the 
investment, with resulting probable ability to so withdraw without 
loss to your shareholders.” “4 The opinion of counsel constitutes an 


680 Td,, Pt. I, Exhibit KK (pp. 30 and 34-5). 

881 Op. cit. supra, note 660, at 7394. 

688 Thid.,; and Federal Trade Commission, Docket Section, File 2—948-3, telegram of 
Henry S. McKee, president, Pacific Southern Investors, Inc., dated July 5, 1934. 

683 Mederal Trade Commission, Docket Section, File 2—948-8, Correspondence—copy of 
letter of Dykema, Jones & Wheat to Pacific Southern Investors, Inc., dated September 30, 
1933. 

684 Tbid.; counsel’s opinion reads in part as follows: 


The Company, which is the subject of the intended investment, is an investment trust 
of the general Management type. Its Charter contains a series of investment restric- 
tions generally similar to the restrictions in your Debenture Agreement. 

Its investments are now, and have always been, widely diversified. Therefore, dis- 
regarding the fact that your interest in the subject company’s assets will be indirect, 
your investment will actually place at risk in any single item held by the subject 
company only a very small percentage of your total assets. 

Under the agreement of Purchase, three of a Board of seven directors of the subject 
company are to be named by your company, in addition to Mr. Lovelace, who is already 
a director of both. This majority representation will apparently continue and involves 
definite assurance of your ability to influence investment policy of the subject com- 
pany. Therefore. in addition to a present wide distribution of the actval risks per- 
taining to your investment, there is assurance of continued wide distribution of such 
risks in the future. 

The purpose of the five-percent restriction is plainly to gain for debenture holders 
tbe protection which results from distribution of risk over a number of investments. 
If the restriction is to be interpreted and applied in the light of its purpose, then, in 
view of the assured distribution of actual risks of the present investment, it should be 
held not to violate the restriction. If, on the other hand, the restrictive language is 
to be strictly and literally construed. a contrary conclusion would be reached, because 
your investment will be made through the medium of a purchase of stock on “one cor- 
poration.” The question, then, is squarely whether the provision is to be construed 
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excellent exposition of the difficulties in the way of procuring com- 
pliance with covenants in indentures and in the way of securing action 
in case of defaults on the part of the company. 

Counsel argued that the management was justified in making the § 
investment in the light of its belief that the debenture holders would 
share its views of the beneficial character of the investment.%> It ! 
should be noted that the indenture specifically provided for a contin- i 


primarily with reference to its purpose, or with reference only to the exact and literal 
meaning of the language. 


& s s & e e € 
cent of debentures request the Trustce to give notice of defauit, it becomes the Trustee’s 


| 

i 

We turn now to the question of an attacking party’s remedy. If holders of ten per- i 
i 

f 


duty to do so. Agreement and unity of action by holders of ten percent of debentures 
is required. Passing any question of the difficulties of any interested debenture 
holders bringing the facts to the attention of others, it seems to us extremely unlikely 
that any group large enongh to hold ten percent (assuming individual ownerships in 
customary amounts) could be brought into agreement upon the impropriety of the ‘ 
purchase in question. It is extremely improbable that any notice would be issued by if 
the Trustee without opportunity to you to discuss the matter with complaining parties. i 
If they were advised of your reasoning in favor of the investment and of the fact of 
additional capital, exceeding the amount involved in the purchase, being placed behind 
their debentures through the merger, it is unlikely that anyone would persist in com- 
plaint except, possibly, for some person of trouble-making type. 

If, however, our estimate of the view of the average debenture holder proved inecor- 
rect and ten percent did join in complaint, the following language would then come 
into play, namely : 


“The Trustee may, and upon the request in writing of thirty percent 
(30%) of the principal amount of the debentures * * * ghall * ¥* * 
declanew ee a * 5%. 


the debentures to be due and payable. You will observe that after the first step, based 
upon action of ten percent of the debenture holders, the Trustee is authorized, but not 
required. to take the second step upon request by holders of thirty percent. It ig a 
reasonably safe conclusion that a Trustee requested for action upon the basis of a 
more or less technical default, which is neither substantial nor violative of a principal 
protective provision of the document, will demand the stipulated thirty percent. In 
other words, it is hardly conceivable that a Trustee would act on its own motion 
except where the default is plain and substantial. If there is any ground whatever 
for our view expressed above, that no group holding ten percent could be induced to 
act unanimously on this proposition, it would seem quite certain that no group repre- 
senting thirty percent would ever so act. Again, we are not referring to the difficulties 
of bringing the facts to the attention of seattered debenture holders, but to the sup- 
posed views of a group of reasonable individuals after the facts were presented. 

If the view with respect to thirty percent should prove incorrect and an adverse dec- 
laration of the Trustee occurred, and if the necessary indemnity against costs were pro- 
vided to the Trustee, it might bring suit. At any time prior to final judgment in such 
a suit the default can be cured under the language at the end of Section 46. This 
alleged default could be cured by sale of the particular investment. It follows from 
this fact that the attacking parties would be carrying the burden and expense of their 
proceedings with no possible victory except to force sale of the particular investment 
if you decided upon such sale at any time during the extended period which would be 
consumed in preliminary proceedings and litigation. Again, the probabilities of the 
matter register strongly in our minds. {It is hardly conceivable that any group of 
debenture holders would wish to carry on a somewhat elaborate proceeding against 
you on the basis of so unsubstantial a complaint, and so uncertain and inconsequential 
a result to be gained by victory. 

In calling attention at some length to the remedies of debenture holders, we do not 
imply that the management’s observance of obligations is to be controlled by Gifficulties 
which may stand in the way of debenture holders enforcing their rights. You are 
entitled. however, to take note of the fact that the provisions of the Debenture Agree- 
ment which deal with a default of this character, allow for discussion before change of 
the debtor’s position, and for curing of default at any time before final decision by a 
court. We can see no reason why, in final decision upon your course, you should not 
take note of the opportunity of persuading any objecting debenture holders to your 
view and, failing this, of the opportunity of withdrawing from the investment. 

To summarize our views we say, First, that there is strong probability that the five- 
percent restriction would be construed in the light of its purposes with a resulting hold- 
ing that the proposed investment is no violation thereof. In reaching this opinion we 
do not deny force to a counter argument based upon a strict and literal construction 
of the language nor the possibility that it would prevail. Second, you are justified, in 
the light of your own informed opinion that the investment is beneficial fo the fund 
and consistent with the protection designed to be afforded debenture holders, to make 
the investment in the belief that debenture holders would share your views, and. Third, 
that the necessary course of proceedings, in the event some large group of debenture 
holders held a view contrary to your own, is such as to allow you an extended period 
within which to withdraw from the investment, with resulting probable ability to so 
withdraw without loss to your shareholders. 

9 


*s§ Wederal Trade Commission, Docket Section, File 2-948-3. Opinion of Counse}, 
15338738—41 69 
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gency where the restrictions might stand in the way of operations 
beneficial to the company as a whole. Article VI, Section 53, of the 
debenture provided as follows: °° 

Except as otherwise expressly provided herein, the holders of 75% in principal 
amount of all debentures issued and outstanding under this Agreement may, 
at any time, with the consent of the Company, for whatever reasons to them may 
seem sufficient for the purpose of further securing the payment of such debentures 
or for the purpose of assisting the Company in the conduct of its pusiness, or for 
such other purpose as may be deemed by such holders sufficient, alter or modify 
any provision, term, condition, agreement, or covenant of this Agreement, * * *. 

Such action shall be taken by the holders of debentures by the affirmative 
vote of the holders of 75% in amount of all debentures issued and outstanding 
hereunder at a meeting of the debenture holders ealled for that purpose as 
hereinafter provided, or by an instrument or instruments in writing as herein- 
after provided. 

Debentures owned by the Company, or by a nominee of the Company, shall 
not be deemed to be issued and outstanding for any purposes of this Article, 


It may thus be seen that provision was obviously made for a method of 
ascertaining whether the debenture holders approved a departure from 
the restrictive provisions of the indenture. 

The circular advertising the 5% debentures, published in January 
1928, drew the attention of prospective purchasers to the fact that the 
Certificate of Incorporation provided that not more than 57% of the 
corporation’s assets might be placed in any one security, firm, or 
corporation. The Joint Agreement of Merger, dated March 21, 1982, 
preserved the 5% limitation intact. However, in April 1933, severa! 
months prior to the transaction with The Investment Company of 
America, the Joint Agreement of Merger was amended to read as 
follows: °° 


Not more than five percent (5%) in value of the assets of the corporation 
shall be invested in any one stock or other security, or in securities issued by 
any one corporation, syndicate, association, trust, firm, or individual, except that 
an amount not exceeding twenty percent (20%) of the value of the assets of the 
corporation may be invested in the security or securities of one or more financial 
companies or investment trusts—the term “financial companies” to include 
holding, trading and/or underwriting companies and other similar businesses, 
and the term “investment trust” to include corporations and/or trusts organized 
to conduct the business of a general investment trust. 


The exception introduced by the amendment seems calculated to fore- 
shadow just such a transaction as the investment of more than 5% of 
the company’s assets in The Investment Company of America. This 
attempt at enlargement of the management’s discretion was not ad- 
verted to in the reply of counsil, due, undoubtedly, to the recognition 
by counsel that the contractual obligations of the company to the 
debenture holders could not be diminished by amendment of merger 
agreements or certificates of incorporation not formally asquiesced 
in by the requisite proportion of debenture holders. 

No question concerning the conflict of this investment with the 
terms of the indenture was raised at any time by the Merchants 


686 Op, cit. supra, note 659, Pt. I, Exhibit KK (pp. 51-2). 
687 Jq., Pt. I, Mxhibit A (p. 8). 
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National Trust and Savings Bank of Los Angeles,°** the trustee under 
the indenture, nor by the bankers, Bonbright & Co. and Blyth & Co., 
who had floated the corporation’s 5% bonds.**® As far as has been 
ascertained, no issue was made of this transaction until, in June 1984, 
Pacific Southern Investors, Inc., sought to register with the Federal 
Trade Commission (which at that time administered the Securities 
Act of 1933) its preferred shares, Class A common, Class B common, 
and warrants which Pacific Investors, Inc., a newly formed holding 
company, proposed to purchase from American Capital Corpora- 
tion.*°° In connection with this registration statement, the Federal 
Trade Commission drew the attention of the company to the fact 
thatees 

Your purchase of forty-six percent interest in the stock of Investment Com- 
pany of America may have been contrary to the provisions of the debenture 
agreement underlying your present outstanding debentures. You are requested 
to advise the Commission fully concerning this matter; and if you have secured 
counsel’s opinion in regard to such transactions, to furnish the Commission with 


«a copy of such opinion. 


The Securities Division of the Federal Trade Commission found 
that the opinion itself indicated a doubt as to whether the investment 
did not constitute a violation of the terms of the debenture agree- 
ment, and that under the circumstances “it would appear to be a 
material omission not to reveal this fact in the prospectus.” The 
Commission suggested that “the prospectus be amended to include a 
discussion of this matter, prior to its use in the solicitation of sub- 
scriptions.” °°? The registrant thereupon filed an amendment to the 
prospectus incorporating information in connection with the invest- 
ment in the securities of The Investment Company of America.®®? 


68), J. Nolan, director of Pacific Southern Investors, Inc., was president of Merchants 
National Trust and Savings Bank of Los Angeles when Pacific Investing Corporation issued 
the bonds in 1928. 

689 Op. cit. supra, note 660, at 7395. 

60 Federal Trade Commission, Docket Section, File 2—948—3. 

61 Td., correspondence—letter dated July 5, 1934. 

692 Td., correspondence—letter dated July 12, 1934. 

“8 Td., correspondence—letter of Bureau of Securities Division, dated July 16, 1934. The 
characterization of the firm of Dykema, Jones & Wheat as independent counsel (Public 
Hxamination, American Capital Group, at 7394) was perhaps not wholly justified, Dykema, 
Jones & Wheat, while not regular counsel for Pacific Southern Investors, Inc., had been 
counsel for The Investment Company of America from the inception of that company (id.,. 
at 7394). Moreover, the firm had rendered legal services to The Investment Company of 
America in connection with the plan or recapitalization which involved the very invest- 
ment of $946,350 by Pacific Southern Investors, Ine. (id., at 7395). In addition, Mr. 
’ Dykema of that firm served as a trustee for The Investment Company of America (id., at 
7250, 7394, 7395). J. B. Lovelace testified (id., at 7394-5): 

‘ Q. I think that you said that that was the opinion of independent counsel, at the 
rae Mr. McKee referred to it as independent counsel. 

ee eee was the Detroit firm of whom Mr. Dykema was a former trustee? 

Q. So that while they were independent in the sense that perhaps they weren't 
house counsel, they were very intimately connected with the picture, were they not 
and had been for years? ; 3 


A, They were interested in The Investment Company of America. 
ok ok ok * * * * 


i ve they do the other legal work in connection with the plan of recapitalization * 
A. Yes. 
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In addition to the complexities and conflicts, generated by bonds in 
the structures of investment companies which have already been 
described, the existence of bonds or debentures in the capitalization 
of open-end companies creates problems which flow from the char- 
acteristic feature of this type of company—the right of one or more 
classes of security holders to compel the company at any time to 
redeem their securities at their approximate asset value.®* 

In this type of company the difficulty of the bondholders’ position 
is accentuated by the fact that the company’s investments are pre- 
dominantly made in listed common stocks because of the necessity 
for liquidity to meet redemptions and because of the sales appeal of 
a common stock portfolio.®® Moreover, where the open-end company 
has also issued bonds, a portfolio of common stocks will accelerate 
the leverage in the common stocks issued by the open-end company.°** 
In other words, the nature of the portfolio of the open-end company, 
since it rarely includes securities of relatively stable values such as 
bonds and preferred stocks, gives a minimum of security to the bond- 
holders against extreme fluctuations in the value of the corporate 
assets. 

As a consequence of these characteristics of open-end companies, 
unless their debentures contain adequate “touch-off” clauses and other 
protective provisions, the position of the bondholders may readily 
become precarious because the “cushion” for the debenture holders, 
that is, the value of the corporate assets over and above the face value 
of the company’s outstanding debentures, may be entirely eliminated 
by redemptions of the common stockholders. When market values 
of portfolio securities are declining, redemptions will be likely. Re- 
demptions by common stockholders may be accelerated by the pro- 
portionately greater decline, as compared with the decline in general 
market values of securities, in the asset values of the common stock 
caused by the leverage induced by the presence of bonds in the capital 
structure. In other words, the existence of the bonds themselves will 
contribute to a more rapid elimination of the “cushion” of equity 
assets which previously existed for such bonds. 

If, in addition to the absence of adequate “touch-off” provisions 
the bondholders are denied a right to redemption, their problems may 
become extremely complex. In a period of falling market values for 
portfolio securities, a wholesale liquidation of the company’s assets 
may be required in order to derive funds to meet redemption by the 


4 For a detailed discussion of the open-end company, see Ch. III of this part of the 
report, pp. 799 et seq. 

695 Thid. 

66 A circular issued by Affiliated Fund, Inc., one of the few open-end companies with bonds 
in its capital structure, states (Reply to the Commission’s questionnaire for Affiliated 
ioaVG|, IGTGs, JER, 11)) 8 


We believe it is right to recognize frankly that the purchaser-of ACHES, the common 
stock of Affiliated Funds, Inc., is primarily interested in price action rather than in 
any of the other investment factors. The investor turns to the straight mutual fund 
for income and for appreciaticn possibilities that reflect the general market trend. He 
turns to ACHS for action. By and large, leverage means faster movement, whether 
in rising and falling markets. If it is truly an American trait to want faster move- 
ment, the American investor will respond to the suggestion of having a block of ACES 
in his security holdings. 
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common stockholders. The most readily salable portfolio securities 
will presumably be liquidated first. As a result, the assets remaining 
to satisfy the claims of the bondholders may consist of the least 
marketable portfolio securities, and these assets may ultimately prove 
insufficient to meet the claims of bondholders. The security holder 
of the category which has invested on the basis of securing preferred 
position and safety will then be left with recourse only to a question- 
able right of recovery of assets from a large and geographically 
widely dispersed group of common stockholders who have had their 
shares redeemed. 

Kiven where the bondholders as well as the stockholders have a 
right to compel redemption of their securities, similar difficulties may 
arise.°* With a decline in the value of the corporate assets a race 
for redemption may ensue. Those bondholders and stockholders who 
are most alert and who redeem first will receive the value of their 
securities out of the most liquid and easily salable portfolio securi- 
ties. As a consequence, the claims of the remaining bondholders will 
be redeemable only against portfolio securities of more doubtful | 
value and least marketability. Again, if the remaining assets of the i 
company ultimately become insufficient to meet the claims of unre- 
deemed bonds, the bondholder will be relegated to a very doubtful 
right of a recovery of this loss from the other bondholders, who in 
effect had obtained preferential treatment, and the stockholders who 
have redeemed their shares, 

Furthermore, the construction of sound protective provisions which 
effectively secure the interest of bondholders in an open-end company 
and are at the same time consonant with the right of common stock- 
holders to redeem their securities is difficult.*°® For example, at the 
point of incidence of a “touch-off” clause the protection of the bond- 
holder may require a cessation of the redemption privilege of the 
common stockholder or a complicated and cumbersome process of 
attempting to decrease the amount of outstanding bonds as redemp- 
tions of common stocks occur, in order to maintain the required ratio 
of total assets to the face value of outstanding bonds. Even in this 
latter case, full protection for the bondholder may require a most 
accurate forecast of the future trend of market values for portfolio 
securities by the individual charged with the duty of determining the 
value of the corporate assets. 

Perhaps because of the foregoing considerations, the employment 
of bonds in the capital structures of open-end investment companies 
is comparatively rare. In the case of Affiliated Fund, Inc., one of the 
few such companies which have issued debentures, the complexities 
created have led at least one member of the company’s management 
to question the advisability of bonds in the company’s capital 


structure.®? 


67 Where, as in the case of Affiliated Fund, Inc., discussed infra (pp. 1872-8), the 
bondholders may on redemption prior to maturity of the bonds obtain only a sum less than | 
the face value of their debentures, redemption of such debentures will actually increase the 
asset value of the common stock. 

698 See the discussion of the protective provisions of the bonds of Affiliated Fund, Inc, 


infra, pp. 1872-3. 
68 Public Examination, Affiliated Fund, Inc., at 18386. 
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Affiliated Fund, Inc., an open-end management investment com- 
pany, was authorized by its charter to issue common stock and 10-year 
5% convertible debentures.”° At the end of 1936, there were $855,000 
of debentures outstanding and the common stock equity totaled ap- 
proximately $2,100,000.7" The holders of the common stock had the 
privilege of tendering their stock at any time to the company, which 
undertook to repurchase it at the current asset value.” 

With respect to the debentures, the company covenanted that it 
would at all times maintain assets up to at least 125% of all deben 
tures and other funded obligations of the corporation outstanding 
and in the event of the failure of the company to do so the trustee 


was obliged to redeem by lot and retire such principal amount of 
debentures as might be necessary in order to fulfill the requirements 
of that provision.” The debentures might also be surrendered at the 
option of the holder at 95% of face amount during the first two years 
after issuance. Thereafter the redemption price increased by 14% 
each year until the date of the maturity of the debentures. 

George D. Cherry, Trust Officer of the First National Bank of 
Jersey City, New Jersey, the trustee under the indenture,* testified 
that the open-end provision in favor of the common stock was para- 
mount and hence the company would have to repurchase the common 
stock tendered even though the consequent reduction of the company’s 
assets would bring the asset coverage for the debentures below the 
“touch-off” point : 7% 


Q. * * * suppose the assets amount to $125,000 and suppose your Ceben- 
tures amount to $100,000, which brings that right to the touch-off point, just 
over the line; let us assume that the market is stable and you do not have to 
consider any further market shrinkage, so as to make the thing more simple. 
Now, a stockholder comes in, we will say, with $1,000 worth of stock in the 
Fund, and either directly through you or through the corporation surrenders his 
$1,000 at its liquidating value for redemption. Would you mind describing just 
what would be involved and what action you would thereupon take? 

A. We would take this action: After following the procedure required by the 
trust agreement for the redemption of this stock, we would at the significant 
time, which I am assuming is the time that you mentioned, we would complete 
that transaction. That would immediately put it below the 125% mark. Then 
we would immediately proceed in the usual course to sell, to bring it up above 
that mark, because our bank as trustee has always contemplated the various 
functions of this trust as a separate and distinct function, and the fact that 
one particular or phase of the set-up is, we may say, bordering on the border 


70 Affiliated Fund, Inc., was incorporated in May 1934 by Thomas F, Lee and several 
associates who had been previously affiliated with North American Trust Shares, a fixed 
trust. In October 1984 Lord, Abbett & Co., Inc., which had been engaged in the distribution 
of fixed trust shares, took over the sponsorship of Affiliated Fund, Inc. (Public Examination, 
Affiliated Fund, Inc., at 18272, 18275-6, and Commission’s Exhibit No. 2046). 

w1Td., at 18273-5. 

702 Tq., Commission’s Hxhibit No. 2046 (Paragraph “Fourth (4)”). 

73 T@., Commission’s Wxhibit No. 2049. 

704 Tbid. 

75 Under the somewhat unusual indenture the trustee administered the redemption of the 
eommon stock as well as the incidents of the debentures (id., Commission’s Exhibit No. 
2049). 

708 Td., at 183389-40. 
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line which might cause us to do other duties, nevertheless that should not affect 
in any way the privilege which is accorded to other individuals in regard to 
their holdings. It comes down to a very practical operation under the circum- 
stances as we view it. 

Q. * * * In other words no matter what the status, what the actual status 
of the Fund is as far as assets are concerned, when a stockholder comes in and 
asks for his funds for redemption, he is bound to receive whatever liquidating 
yalue his share are worth irrespective of all other considerations? 

A, That is the attitude we seek to maintain. 


The witness testified that, upon being compelled to reduce its assets 
below the “touch-off” point, the company (or trustee) would proceed 
to sell portfolio securities, obtain cash and liquidate enough deben- 
tures to bring the coverage up to the required ratio.”°7 

Q. * * * You would sell the securities first and then be forced to do some- 
thing else? 

A. We would call the debentures, the mechanics of which are set up in the 
instrument; but that is not the prime emergency; the prime emergency is 
obtaining the cash available to pay them and maintain the ratio. They may be 
called in later. Some of the people may be in California or in other States. 


Tt was pointed out that under the given conditions the trustee would 
have to liquidate debentures of four times the value of the amount of 
common stock redeemed with the result that there would be an 
extremely rapid diminution of the fund.7°° 

It may be noted that a precipitous decline in portfolio values when 
the 125% coverage has already been impaired by redemption of com- 
mon stock may render it impossible for the company to redeem deben- 
tures at the full liquidating value.” While bound by a covenant to 
common stockholders the compliance with which might result in low- 
ering the asset coverage for debenture holders below 125%, the com- 
pany nevertheless categorically agreed to maintain the asset coverage 
at 125%. The paramount covenant to common stockholders may sub- 
ject the company to the unavoidable necessity of violating, even if 
only transiently, its pledge to debenture holders to maintain the 
minimum asset coverage of 125%. 

Andrew J. Lord, the president of Affiliated Fund, Inc., in a letter 
dated May 26, 1937, to one of the directors, expressed some uncertainty 
as to the continuing advantages of bonds in the capital structure of 
the company : “° 


Ti seems to me fundamental that unless we have a strong conviction that the 
trend of the stock market is upward for the next two or three years, we have 
no moral right to continue Affiliated Fund on its present set-up. We are borrow- 
ing money at a high rate of interest in the expectation of being able to use that 
money to advantage in the stock market. If this premise is wrong, then our 
whole basis of operation is wrong. But at this stage of our industrial recovery 
we will find few people who will argue against the position of the upward trend 
for a long time. 

* ok cS * % * % 


707 ¥d., at 18337-8. 

78 Td., at 18341-2. 

70 The same difficulty may arise when a substantial part of the assets of the company are 
not immediately liquidable. 

720 Op, cit. supra, note 700, at 18386—7. 


1874 SECURITIES AND EXCHANGE COMMISSION 


In fact, I think you know it is my thought that at some time within the next 
two or three years we should voluntarily call all outstanding debentures, even 
though such action will result in a substantial loss of management fees. 


VI. DEVICES OF CONTROL AND RELATED PROBLEMS 


The control of large pools of public funds possessed by investment 
companies as heretofore discussed in this chapter was made possible 
to sponsors, managers, and other insiders through the device of a 
variety of multiple security capital structures. Furthermore, the 
control afforded through the ownership of one investment company by 
another in pyramided corporate systems or through cross or circular 
ownerships, 1s specifically treated in another chapter of this part of 
the report. The devices of control considered in this section were 
employed by the sponsors of investment companies to secure control 
without the necessity for majority beneficial ownership of the prin- 
cipal voting security issues.? These devices of control either were 
vested in the management groups through the positions of control 
normally occupied by them or were created by the sponsors at the 
time of organization of the investment companies when these sponsors 
had absolute and uncontrolled discretion. 

Of primary importance to the investor is his opportunity to sup- 
plant the management of his investment company when the conduct 
of those representatives no longer meets with his approval. The 
divorcement of control over management from the ownership of the 
investment company almost invariably presents vital problems. The 
problems are most acute where the insulation of management from 
ownership is complete—where the beneficial owners of the fund are 
deprived of any voice in the conduct of the management. The devices 
of control discussed in this section so limited and circumscribed or 
even entirely negated the voting privilege as to be ineffectual except 
in instances of flagrant misconduct on the part of the management 
group. 

Nor is the contention, often advanced by controlling insiders who 
have made no investment or only a small investment in an investment 
company, that the investor may withdraw from an investment com- 
pany by the sale or other disposition of his interest in the company 
if he is dissatisfied with the management, a justification for the sep- 
aration of ownership from control. In closed-end investment com- 
panies, where the shareholder does not have the right to compel 
redemption of his shares at asset value, the investor must dispose of 
his securities in the open market, and when performance is indifferent 
these securities may be selling at substantial discounts from their 
asset values. In any case, the shareholders own the entire proprietary 
interests in these investment organizations, to participate in which 
they paid substantial sums including spreads or sales loads on the 
securities distributed. These investors are, therefore, entitled to have 


1See Ch. VII of this part of the report which deals with management of assets. 

®§ Managements and affiliated interests owned 50% or less of the voting stock of 106 out of 
186 management investment companies proper and investment-holding companies at the end 
of 1935 (Pt. Two [House Doc. No. 70, 76th Cong.], Ch. V, Tables 119 and 120). 
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these companies honestly and competently managed as continuing 
enterprises and should not be compelled by such considerations to 
dispose of their investments at times which may be unpropitious. The 
power to dispose of one’s interest in an investment company is not 
equivalent to the privilege of remaining an investor in an enterprise 
managed by individuals subject to the ultimate control of the bene- 
ficial owners. 


A. Control Through Sponsorship 


The control of an investment trust or investment company is exer- 
cised through a board of managers, known as trustees in the case of a 
trust and as the directors in the case of a corporation. While this 
section is concerned with some of the methods employed by sponsor- 
ing groups to appoint and maintain their representatives upon these 
boards of managers, there are certain advantages inherent in the offices 
themselves which tend to perpetuate the tenure of the incumbents. 
These advantages possessed by incumbent managers to maintain them- 
selves in office constitute a constant factor in the control of all invest- 
ment companies regardless of any other device also employed.’ 


I. “PRACTICAL” VOTING CONTROL 


The sponsors of investment companies have invariably controlled 
the selection of the members of the initial boards of directors at the 
time of organization. These members have been selected for the 
boards prior to the distribution of the voting or other securities to 
the public. One method of assuring the maintenance of this control 
is for the management to continue to retain the ownership of majority 
voting control. In 1985 affiliated interests of about one-fifth of all 
management investment companies proper, with assets of $500,000 or 
more, beneficially owned the majority voting power of these com- 
panies.* This ownership, of course, does not imply that as much as 
half the capital of these investment companies was subscribed by 
these insiders. In fact, such majority voting control was usually 
limited to investment companies which restricted voting power to one 
of two or more classes of their outstanding securities.® 

Asa rule less than two-thirds of the outstanding voting shares have 
been represented, either in person or by proxy, at annual stockholders’ 
meetings.® It is thus apparent that 30% stock ownership would 
constitute a degree of control which would ordinarily be invulnerable 
to attack by any outside group. In many cases, as little as 10% stock 
ownership constituted working or practical control. In 1935, affili- 
ated interests in approximately 40% of the number of management 
investment companies proper beneficially owned at least 30% of the 
outstanding voting stock and in approximately 60% of management 
investment companies proper these interests owned at least 10% of 
the outstanding voting shares.*| The voting power of the security 


* See discussion, Pt. Two (House Doc. No. 70, 76th Cong.), Ch. V, pp. 898-403. 

41d., pp. 409-12, and Table 121, 

5Id., pp. 899-402, For a discussion of limited voting powers, see supra, pp. 1582-3. 
° Op. cit. supra, note 3, pp. 399-402. 

7Iq., pp. 409-12, and Table 121. 
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holdings of affiliated interests was, therefore, a primary factor in the 
control of investment companies of the corporate type.® 


2. CONTROL OF PROXY MACHINERY 


The control over the proxy machinery of an investment company 
which is possessed by the board of directors, itself provides a forml- 
dable defense against threats to their continued tenure of office. This 
machinery consists of ready access to stockholders’ lists ® and to cor- 
porate funds for the solicitation of proxies.t° Furthermore, the po- 
sition of familiar authority occupied by the officers and directors of 
an investment company, as the ones who have managed its affairs 
in the past and who have published its condition in periodic state- 
ments, gives them a decided advantage over unknown outside share- 
holders who would have solicited proxies for what might prove an 
expensive and doubtful struggle" An opposing group, even if it 
made out a strong case for a change of management, would be con- 
fronted with the task of overcoming the inertia of the usually apa- 
thetic stockholder in its effort to accumulate the required voting 
power. Such a showing to a small investor might well serve only 
to persuade him to liquidate his holdings and to invest the proceeds 
in some other organization. A factor which has emphasized this 
condition has been the increase in number of small stockholders,” a 
condition which has resulted from wide distribution, sometimes delib- 
erately effected, and the tendency to larger investment companies.* 

Another factor strengthening the entrenchment of the incumbent 
management is the cooperation afforded by affiliated banks and 
brokers in securing proxies from independent shareholders in the 
event of a proxy fight. Thomas E. Brittingham, discussing his ex- 
perience when he sought to secure a change in the management of 
Fourth National Investors Corporation, testified : 4 


Q. What is your opinion as to how this board was able to perpetuate itself 
so well? 

A. If you have ever had any experience in a proxy fight in an investment 
trust, it is rather enlightening. In the first place, the management in power 
distributes their brokerage rather effectively, so that when it comes to a Stock- 
holders’ fight, brokers that have had favors in the past are expected, and do, 
get out and solicit proxies. That puts the stockholders’ committee at quite a 


8 Hor an illustration of “practical” voting control, see Standard Investing Corporation, 
infra, p. 1888. Sponsors frequently obtained such voting stock in exchange for unmarket- 
able property and securities or for property and securities at inflated prices, (See Ch. VII 
of this part of the report which deals with management of assets) and sometimes for dis- 
tribution and management services. (See also the discussion of Italian Superpower Cor- 
poration, supra, pp. 1621-3.) 

®9The right to inspect stockholders’ lists is usually preserved by statute, e. g., General 
Corporation Law of Delaware (Revised Code of 1935, as amended), Art. 1, Sec. 29. 

10 Hall v. Trans-Luce Daylight Picture Screen Oorp. et al., 20 Del., Ch. 78, 171. A. 226 
(1934). 

1 See Ch. IV of this part of the report, pp. 1017 et seq. 

? For a statistical analysis of the predominance of small stockholders, see Pt. Two (House 
Doc. No. 70, 76th Cong.), Ch. V, pp. 879-88. 

13 See Pt. One (House Doc. No. 707, 75th Cong.), Ch. III, pp. 57-62. Investment com- 
panies having assets in excess of $10,000,000 possessed well over 70% of the aggregate 
resources invested in that industry at the end of 1935 (Pt. Two, Ch. II, Table 23). 

14 Public Examination, National Investors Corporation, at 4480-1. 
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disadvantage, because it gives the brokers with oflices all over the country 
personal contact that is rather hard to beat. 

Q. Do you think that that situation was enhanced by the fact that National 
itself had originally been privately created through banks in order that they 
might assist in the distribution of the subsequent trusts? 

A. That had a tremendous amount to do with it, particularly in Detroit. 
The bunkers there, with the exception of Detroit Trust Company, used their 
influence to get their customers and trust accounts that were left with them 
to favor the management, and while it is true that several of those banks, I 
guess most of them, have been reorganized, still through personal contact and 
other means the interest is there, so it is sort of a repercussion of having 
given a lot of warrants out to the bankers. It was hard in talking with the 
stockholders—['They] would say, “Well, I am going down to see my friend 
Banker so and so.’ The banker, having an interest in National Investors, 
naturally told him where to give his proxy. 

Q. You really ran across those cases? 

A. Quite a few of them; yes. 

Q. You were not able to overcome the advice the banker gave? 

A. No, sir. I spent several days out in Detroit in two different years, and 
the results are practically negligible. 


This study has disclosed that, in almost every case where the origi- 
nal sponsors placed their representatives in positions of control over 
investment companies, this control. except where voluntarily sur- 
rendered, has continued and js still exercised.% In many instances 
where transfers of control have been effected some < special considera- 
tion has been accorded to the retiring management, in the form of a 
premium payment for the sponsors holdings or by way of some spe- 
cial bonus, commission, or business patronage. That special treat- 
ment of this kind has been considered necess sary, even when the man- 
agement has not possessed voting control,’” is itself evidence of the 
importance of control over the proxy machinery. 


a. Transfers of Control of Boards of Directors Through Seriatim 
Resignations and Elections of Directors 


The corporation laws of the various states usually permit the boards 
of directors of corporations to fill vacancies in their memberships be- 
tween annual meetings.** ‘This power not only has provided the man- 
agement groups with the means of perpetuating their control, by the 
process of fillmg vacancies with their own nominees who then possess 
the advantages ‘of other incumbents at annual elections, but has also 
afforded a device for substituting new groups into control merely at 
the approval of the old directors.?® 


16 See Ch. IV of this part of the report, pp. 1017 et seq. 

16 Tbid. 

For example, see the discussion of Sterling Securities Corporation, supra, pp. 1624-31. 

18 This power is specifically accorded by the General Corporation Laws of Delaware (Re- 
vised Code of 1935), Ch. 65, Art. 1, sec. 30, and may be written into the by-laws under the 
Stoek Corporation Laws of New York (sec. 55, as amended by L. 1929, ch. 600; sec. 5, and 
L. 1930, ch. 239) and under the annotated Code of Maryland (art. 23, secs. 12, 15). 

18 Of 159 investment companies studied, 81 recited this power in the charters or by-laws; 
72 others distributed the power variously between the stockholders and the directors, while 
the remaining six relied upon the statutory provisions of their states of incorporation. 
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The managers of investment companies, desiring to transfer control 
and purporting to act under this type of provision, have indulged in 
the practice of seriatim resignations of members of the old board and 
elections of new members to fill such vacancies by the remaining mem- 
bers of the board.”° Thus, an old member of the board would resign 
and a new member would be elected by the remaining members of the 
board, then immediately another old member of the board would re- 
sign and another new member be elected, until a new majority of 
directors or an entire new board was elected. By this method, not 
only was an immediate passage of control effected without the neces- 
sity of waiting for the annual meeting or calling a special meeting of 
stockholders, but the other security holders were kept in ignorance of 
the change in control effected.? 

The use of the scheme of seriatim resignations and elections of di- 
rectors, particularly when arranged by insiders who do not own the 
requisite amount of voting shares necessary to effect a change in man- 
agement at an annual or special meeting, raises the question whether 
this plan is not a flagrant circumvention of the basic right of the stock- 
holders to select their directors. It may also be questioned whether 
this provision relating to the filling of vacancies is not merely applic- 
able to vacancies created by conditions not subject to the control of the 
dominant personalities such as illness, death, and uncontrolled spo- 
radic resignations, and not to controlled resignations effected with the 


preconceived intent to transfer the entire or a majority of the director- 
ships to a new group.?? 


° Formeriy, no obligation rested upon the controlling stockholder to reveal to the minority 
stockholders his intent to, or the fact of, a transfer of his control to others. By Section 
16(a) of the Securities Hxchange Act of 1934, the beneficial owners of 10% or more of the 
equity securities of corporations which are registered on national securities exchanges are 
required to report any changes in the ownership of their holdings of such equity securities 
to the Commission and to the exchange on which the securities are listed within 10 days 
after the close of the calendar month in which such change in ownership occurs. These 
changes in ownership are published monthly by the Commission. However, Section 16(a) of 
the Securities Exchange Act does not require the revelation of the price paid for the trans- 
fer of any of these listed equity securities, a fact which is clearly of importance to other 
stockholders who thereafter may be solicited by the purchaser of the controlling block of 
securities to exchange or sell their shares to him at a price less than that paid for the 
controlling block of shares. Furthermore, the provisions of Section 16(a) of the Act do not 
apply to the transfer of beneficial ownership of securities which are not listed on national 
securities exchanges. The great majority of existing investment companies do not have 
securities listed on national securities exchanges. (See Pt. Two [House Doc. No. 70, 76th 
Cong.], Ch. IV. Table 86.) Finally Section 16 (a) does not apply to a transfer of control 
which is based not on stock ownership but on other devices, such as management contracts. 

21This method of substituting directors by infiltration for the purposes of transferring con- 
trol was employed by Wallace Groves in the acquisition of Interstate Equities Corporation, 
Chain & General Equities, Inc., Yosemite Holding Corporation, and Granger Trading Corpora- 
tion (see Ch. II of this part of the report, pp. 181-227) ; by the Northern Fiscal Group in 
the acquisition of Burceo, inc., Insuranshares Corporation of Delaware, and Bond and Share 
Trading Corporation (see Ch. II, pp. 437-496) ; by the Fiscal Management Group in the 
acquisition of Continental Securities Corporation, First Income Trading Corporation, and 
Reynolds Investing Company, Inc. (see Ch. II, pp. 354-437) : by Ernest B. Warriner in the 
acquisition of Generali Investment Corporation (see Ch. II, pp. 584-623); by the Thomas 
Watson Group in the acquisition of Oils & Industries, Inc. (see Ch. II, pp. 94-115); by 
Messrs. Cohen and Barnes in the acquisition of North and South American Corporation and 
Insuranshares Corporation of Delaware (see Ch. IV of this part of the report, pp. 1179-92) ; 
by David Milton in the acquisition of Atlantic and Pacific International Corporation (see Ch. 
IV, pp. 1120-37) ; and by Floyd B. Odlum in the acquisition of National Securities Invest- 
ment Company (see Ch. IV, pp. 1094-1119). 

22 A controlling stockholder may transfer his shares to others at will, and even against 
the wishes of the minority stockholders, so long ag the transfer is not part of a scheme to 
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This procedure was adopted by Carroll E. Gray, Jr., president of 
Burr & Company, Inc., in transferring control of Burco, Inc., an in- 
vestment company operating as a trading corporation.2* Without 
notice to the other security holders, including the preferred stock- 
holders whose shares were partly under water,” this sponsor sold his 
and his associates’ holdings, amounting to 40% of the common stock 
outstanding, at $9 a share under a contract dated February 28, 1938,25 
although the peak market price therefor in the last quarter of 1937 
was never over $1.50 a share.” Mr. Gray, when examined as to the 
substitution of members of the purchasing group for the old members. 
of the board of directors, testified : 27 


Q. Now, a new Board of Directors could not be—the old Board could not be 
put out by the stockholders and a new Board put on except in an annual meeting ; 
is not that so? 

A. Unless directors resigned. 

q@. Unless directors resigned and that “unless directors resigned,” Mr. Gray, 
was to cover the contingency if a vacancy occurred through sickness or resigna- 
tion, ete.; is not that so? 

A. Or unless they did not wish in their own disposition to resign. 

Q. And do you honestly assert that it was really intended to cover a situation 
that the directors were going to bodily pass over control to somebody else, and 
just took the form of one resigning, electing a new one, and another one resign- 
ing, electing a new one, a third one resigning, and electing a new one? 

A. I think that is a general practice. 

Q. That is a general practice and that is what you thought it meant, articles 
of incorporation or bylaws meant when they said if there is a vacancy the Board 
ean fill the vacancy; is that right? 

A. I was guided by my attorneys in that action, as I was when I bought the 
stock originally. 


This substitution of directors occurred but a few months after the 
stockholders had, at an annual meeting, voted the continuation of the 
old management in control over the affairs of the investment company 
for another year.”® 

Similarly, in the case of Continental Securities Corporation, control 
of the board of directors was transferred by the device of seriatim 
resignations. Allen W. Dulles, counsel for J. Henry Schroder Bank- 
ing Corporation, the interests who transferred control, testified : 2° 


defraud minority stockholders. (See 13 Fletcher, Cyclopedia of Corporations, § 5805; Cf. 
Barnes vy. Brown, 80 N. Y. 527 [1880].) However, contracts by which directors or minority 
stockholders, and possibly even majority stockholders (Fennessy v. Ross, 5 App. Div. 342, 
39 N. Y. Supp. 328 [1st Dept. 1896]), expressly agree as an incident to the sale of their 
shares or otherwise, to transfer the offices and directorships of a corporation to others, that 
is, to “barter away” the offices of the companies and representations on their boards of 
directors are illegal as against public policy (Fennessy v. Ross, 90 Hun. 298, 85 N. Y. Supp. 
868 [Gen. T. Ist Dept. 1895] ; cf. McClure v. Law, 161 N. Y. 78, 55 N. E. 388 [18991). 

°3 Public Examination, Paine, Webber & Co. et al., at 884, 888. 

+Td., at 876, 879. 

2 Td., at 859-60, 869, and Commission’s Exhibit No. 91. 

*°Td., at 865. 30,000 of these 36,000 shares cost the sponsors originally $4 a share (id., 
at 890). 

27 Op. cit. supra, note 28, at 886—7. 

21d, at 886. 

* Public Examination, First Income Trading Corporation, at 1657-61. 
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Q. Were you the one that suggested the mechanics that one director resign and 
another be elected, that another director resign and a new director be elected, 
and so on? Who suggested that scheme? 

A. That is a very normal procedure at a closing. I suppose I have done that 
myself in connection with the changes of management companies a dozen times. 
That is the usual machinery. 

Q. That is the usual machinery for that? 

A. Correct. 

Q. By usual you do not mean justifiable, do you, or sanctionable, do you? 

A. Certainly. Yes. If you change managements that is the way, because 
you have to keep a quorum. The only way to retain your quorum is to have one 
resign at a time as new directors come in. j 

Q. I understand that, but as I understand the articles of incorporation of 
Continental Securities Corporation, the power to elect a new board of directors 
was vested in the stockholders, wasn’t it? 

A. Well, they could, but the new directors also could be elected by the board 
itself. 

Q. Yes; but those provisions in the articles of incorporation or the bylaws 
which say that a board of directors can fill a vacancy, did you conceive that that 
was intended to mean that you could avail yourselves of that provision and com- 
pletely turn out the old board and put in a new board? 

A. That has been done a great many times. 

Q. I understand that. You knew that this device of one resigning and another 
being elected ultimately resulted in the complete wiping out of the old board and 
the complete new board coming in? 

A. That is right. 

Q. And you also knew that in a normal situation where you elected a new 
board of directors it was to have the stockholders do that, wasn’t that so? 

A. I should say that both situations were quite usual. 

Q. By “quite usual’ you say both were done. Let me ask you: If it was a 
question of electing a new board of directors do you dispute that that was the in- 
alienable right of the stockholders to select their entire new board to manage 
their funds? 

A. They had the right to do it. They did not have the exclusive right. 

Q. They could do it if the controlling interests did not indulge in some device 
which would deprive them of that right to do that; isn’t that so? They could 
do it, as I understand it, if the controlling interests would let them do it; but, 
as I understand it, it was intentionally and deliberately done in order not. to 
submit it to the stockholders—when one resigned and another was elected, and 
then another member resigned and someone was elected in his place, and so on? 

A. The majority could, however, have elected the new board in a few weeks 
under the regular procedure, under the Maryland law. 

Q. Or it could be done at the regular annual meeting? 

A. With notice, yes. 

Q. But if a special meeting was called it was necessary to put in the notice 
that the purpose was to clean out the old board and put in a new board? 

A. That is so. 

Q. And although that might have been managed from the point of view of 
voting power, because the controlling block was in the hands of the people who 
were selling the interest, you could not anticipate what legal steps the stock- 
holders would take under the circumstances to possibly protect their interests; 
isn’t that so? 

A. Correct. 


INVESTMENT TRUSTS AND INVESTMENT COMPANTES 1881 


Q. So that this device of, shall we say “ring-around-the-rosy’—one going off 
and another going on, one going off and another going on, another going off and 
another going on, had as an ultimate end, did it not, to substitute a complete new 
board of directors? 

A. That was the case. 

Q. It was not a case where one fellcw became sick and could not fulfill his 
duties as a director, an exigency existed, a vacancy was created and where some- 
body had to be substituted, was it? 

No. 

They were all in perfectly good health? 
Perfectly good health. 

And all compos mentis, too? 

Al compos mentis. 


PoOoPOo> 


b. Perpetuation of Control Through Stagger System of Electing 
Directors 


Another variation in the procedure of electing directors is to 
segregate them into groups or classes with only one group or class 
to stand for election at an annual meeting.*® Obviously, by this 
method threats to control may be discouraged by reason of the fact 
that more than one special or annual meeting may be required to 
effect a change in a majority of the board.** 

This system of electing directors prevailed in Oils & Industries, 
Ine., an investment company organized under the laws of the State 
of Maryland on February 19, 1928, under the name of Oil Shares In- 
corporated. Article II of the bylaws of this company, as effective 
on December 31, 1935, provided in part as follows: ® 


Section 1. The Board of Directors of the Corporation is hereby divided into 
five classes. Hach class shall consist of one-fifth of the entire membership of 
the Board as nearly aS may be. In case the number of directors is inereased or 
decreased by action of the Board, the Board shall re-classify the members 
thereof among the five classes herein provided for, but by affecting the tenure 
of office of each director as little as may be. It is the intent that at all times 
the Board of Directors shall be divided into five classes, each class having the 


3% Annotated Code of Maryland, 1924, Art. 23, sec. 14, provided : 


Every corporation may, by its bylaws, divide its directors into classes and prescribe 
the tenure of office of the several classes; but no class shall be elected for a period 
shorter than that from the time of the election following the division into classes 
until the next annual meeting and thereafter for a period shorter than the interval 
between annual meetings or for a longer period than five years, and the term of office 
of at least one class shall expire each year. 


* A similar problem was presented in the stagger system of the election of members of 
the Board of Governors of the New York Stock Exchange. The Commission, in its Report 
on the Government of Securities Exchanges (House Doc. No. 85, 74th Cong., ist Session), 
discussing this method of election, stated: 


The fact that only one-quarter of the governors are elected in any one year seems 
also to contribute to the perpetuation of control and to make changes of policy difficult 
to effectuate in any reasonable period. The requirements of other exchanges generaily 
eall for the election of one-third of the governors each year. Continuity of policy 
through experienced governers is, of course, to be desired, but the annual turnover in 
the governing committee should not be so small as to prevent the ready response of 
the government of the exchange to new desires and fresh aims. 


* Reply to the Commission’s questionnaire for Oils & Industries, Inc., Pt. I. These bylaws 
also provided that a majority of the remaining board of directors could fill vacancies in its 
membership (including vacancies through an increase in size) although they constituted 
less than a quorum (ibid.). 
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same number as nearly as possible. The tenure of office of each director elected 
by the stockholders after the first annual meeting shall be for five years and 
until his successor is duly elected and qualified. At each annual or general 
election directors shall be elected only to fill the vacancies caused by the 
expiration of the terms of office of the directors whose terms have expired or 
are about to expire. It is the intent that continuity in management may thus 
be had by electing only one-fifth of the Board each year. Of the fifteen 
persons named as directors in the amended Certificate of Incorporation of the 
Corporation, the first three named shall have tenure of office expiring in five 
years, the next three in four years, the next three in three years, the next three 
in two years and the last three in one year. 


Thus it will be observed that the directors held office for a term of 
five years and the same management was assured of continued control 
for at least three years. 

A similar provision was contained in the bylaws of Tri-Continental 
Corporation ** and the board of directors could decrease or increase 
the size of its membership and fill the vacancies thereby provided.** 

Earl Bailie admitted that this stagger system of electing directors 
was a means of perpetuating the control of the sponsors, when he 
testified : *° 


Q. The staggering of directors prevented a sudden change, is that right? 
A. Exactly. 


Q. By a new person acquiring the stock of Tri-Continental and kicking out 
all the directors? 


A. The purpose of that transaction was to make it unattractive to the person 
acquiring it. 


The Commission adopted and published revised proxy rules, effec- 
tive October 1, 1938.°° ‘These rules apply only to securities registered 
on national securities exchanges ** and provide primarily for a full 
disclosure of the matters to be voted upon, in the form of a proxy 
statement. An important requirement of the rules is that the secur- 
ity holder who is being solicited must be given the opportunity to 
direct how his vote shall be cast upon each of the items under con- 
sideration.®® 


33 Reply to the Commission’s questionnaire for Tri-Continental Corporation, Prt. I. 

34 Thid. 

* Public Examination, Tri-Continental Corporation, at 18646—7. 

3¢ Proxy rules designated as Regulation X14 were adopted by the Securities and Ex. 
change Commission pursuant to authority conferred upon it by the Securities Exchange 
Act of 1934, particularly Secs. 14 (a) and 23 (a) thereof. These rules were extensively 
amended as of February 15, 1940. 

37 Of 491 investment companies at the end of 1936, 82 had a total of 130 security issues 
listed on the various security exchanges (Pt. Two [House Doc. No. 70, 76th Cong.}, Ch. 
IV, Tabies 84 and 87). 

88 Schedule 14A of the rules, consisting of information to be contained in proxy state- 
ments, provides in part for the publication of the offices to be filled at the meeting and 
the persons nominated therefor; the remuneration paid, directly and indirectly, to the three 
principal persons so nominated, during the preceding year; the interests of such persons 
in property acquired (in two years) or proposed to be acquired by the corporation, the cost 
thereof and the date of acquisition by such persons; the holdings of such persons in the 
corporation, both of record and beneficial; the affiliations of such persons for the past five 
years with the principal underwriter of the securities of the corporation; and like informa- 


tion concerning the persons primarily responsible for the original nomination of such 
persons. 
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(1) STANDARD INVESTING CORPORATION 


Standard Investing Corporation illustrates both the substantial 
control afforded by the ownership of a block constituting something 
less than half of the outstanding voting stock, as well as the voting 
power provided by control over the proxy machinery.** ‘This invest- 
ment company was organized on January 31, 1927, under the sponsor- 
ship of Brown Brothers & Company and Stone & Webster and Blod- 
get, Inc., investment bankers.*® The total net contributed capital of 
the investment company ** was $14,553,874 which was received from 
the sale of two 10-year debenture issues and two issues of preferred 
stock, while the common stock was issued under warrants, by conver- 
sion of senior issues, as a bonus with preferred stock, and as a gift to 
Brown Brothers & Company.’ 

Although the common and preferred stocks each possessed one vote 
a share,*® the voting power was essentially in the common stock. 
Brown Brothers & Company received 25,000 common shares at the 
time of the original distribution as a promotion fee, while a maxi- 
mum of 15,000 additional common shares and 15,000 preferred shares 
were outstanding and entitled to vote.** The remaining 45,000 shares 
issued were deposited with a trustee for the benefit of debenture 
holders under warrants exercisable after March 1, 1930. <Accord- 
ingly, in the beginning, this sponsor held substantial voting control 
without any investment. 

Standard Investing Corporation was managed from 1927 through 
1986 by Brown Brothers & Company and its successor, Brown 
Brothers Harriman & Company. This control was effected by a board 
of directors consisting entirely of members of that firm with the 
exception of one representative of Stone & Webster and Blodget, Inc., 
and a member of the law firm of Sullivan & Cromwell. With the 
increase of outstanding common stock to 394,591 shares by December 
31, 1935, this control came to depend almost entirely upon the proxy 
machinery.*® The leverage structure afforded by increased debenture 
issues, accounting for a total of $9,120,000 of the paid-in assets,‘ 
accentuated the vulnerability of the management control upon the 
declining markets following the market crash of 1929, by reason of 
the decreasing capital represented by the voting shares. Neverthe- 
less, the directors selected by Brown Brothers Harriman & Company 
were elected annually, without opposition,*® until 1986 when Phoenix 
Securities Corporation, an investment company operated by Wallace 
Groves, appeared as the owner of 120,000 common shares, equivalent 


39 See Pt. Two, Ch. V, pp. 899-402. 

40 Reply to the Commission’s questionnaire for Standard Investing Corporation, Pit. I. 

41 During the period ending December 31, 1935, the investment company repurchased 
debentures and preferred shares at a cost of $3,891,139, representing a capital gain to the 
company (or loss to retiring investors) of $1,546,061, and at that date the net assets of the 
investment company had a market value of approximately $8,840,000 (Public Examination,. 
General Investment Corporation, Commission’s Exhibit No. 1578). 

42 Public Examination, General Investment Corporation, Commission’s Exbibit No. 1578. 

48 Op. cit. supra, note 40, Pt. I (Exhibits 3, a, b). 

4 Op. cit. supra, note 42, at 15241, and Commission’s Exhibit No. 1578. 

45Jd., Commission’s Exhibit No. 1578. 

46 Tbid. 

4 Toid. 

481d., at 15242, 
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to about 30% of the total common shares outstanding, and demanded 
control of the investment company.*® Brown Brothers Harriman & 
Company refused to turn over control.°° 

Both factions then engaged in a campaign to secure the proxies of 
stockholders to be voted at the next annual meeting to be held in 
March 1986.°! In spite of the relatively small holdings of the manage- 
ment group, consisting of the aforementioned 25,000 common shares 
plus some 3,000 or 4,000 additional shares owned by the families of 
individual partners,®? stockholders gave sufficient proxies to the old 
and familiar management to provide them with a plurality of about 
40,000 votes.°? 

Phoenix Securities Corporation constantly increased its holdings 
until it controlled 163,000 shares,** an increase of more than the plu- 
rality in voting strength enjoyed by the management group at the 
last annual meeting. At the end of 1936, less than a year after Brown 
Brothers Harriman & Company had asked stockholders to sustain its 
management, that firm acceded to the sale by Phoenix Securities Cor- 
poration of control of Standard Investing Corporation to General 
Investment Corporation.®® 


(2) AMERICAN INTERNATIONAL CORPORATION 


American International Corporation is illustrative of an investment 
company which experienced shifts in management practices by reason 
of changes in the personnel of the board of directors. This company 
was organized on November 23, 1915, under the laws of the State of 
New York * by Frank A. Vanderlip, president of The National City 
Bank of New York, to supplement the foreign financing already con- 
ducted by that bank.*’ Stockholders of The National City Bank of 
New York were given an opportunity to subscribe to the stock of the 
company in proportion to their holdings in the bank,®* and the re- 
mainder of the $49,000,000 common stock and $1,000,000 preferred 
stock comprising the original offering was subscribed to by Mr. Van- 
derlip and his associates.° The original management was as 
follows: °° 

Frank A. Vanderlip was the chairman of the board and Charles A. 
Stone was president. The directors included J. Ogden Armour, of 
Armour & Company; Charles A. Coffin, of General Electric Company ; 
William E. Carey, of Midvale Steel & Ordnance Company; Robert 
Dollar, of Robert Dollar Company; Joseph P. Grace, of W. R. Grace 
& Company; Pierre S. du Pont, of E. I. du Pont de Nemours & Com- 


#97d., at 15246-7. 

50Td., at 15248. 

‘I Td., at 15242. 

e21d., at 15241. 

381d., at 15249, 15261. 

547d, at 15249, 15270-2. 

3 3d., at 15253-5. For details of sale of control of Standard Investing Corporation to 
General Investment Corporation see Ch. IT of this part of the report, pp. 613-17. 

56 Public Examination, American International Corporation, at 6688, and Commission’s 
Pxhibit No. 614. 

57 Td., Commission’s Exhibit No. 616. 

58 Tbid. 

8Td., at 6692. 

© Td., at 6694-5, and Commission's Exhibits Nos. 616 and 617. 
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pany; Robert F. Herrick, a Boston lawyer; Otto H. Kahn, of Kuhn, 
Loeb & Company; Robert S. Lovett, of Union Pacific Railroad Com- 

any; Ambrose Monell, of International Nickel Company; Henry S. 
Pritchett, of Carnegie Foundation; Percy A. Rockefeller; John D. 
Ryan, of Anaconda Copper Company; William L. Saunders, of Inger- 
soll-Rand Company; James A. Stillman, of The National City Bank 
of New York; Charles A. Stone, of Stone & Webster; Guy E. Tripp, 
of Westinghouse Electric & Mfg. Company; Theodore N. Vail, of 
American Telephone & Telegraph Company; Frank A. Vanderlip, of 
The National City Bank of New York; Edwin 8. Webster, of Stone & 
Webster; Albert H. Wiggin, of Chase National Bank; Beekman Win- 
throp, of Robert Winthrop & Company; and Wiiham Woodward, of 
Hanover National Bank. 

American International Corporation operated as an organization 
for foreign investments under the domination of Mr. Vanderlip and 
Mr. Stone until 1923. These operations ultimately proved so un- 
profitable that Mr. Vanderlip and Mr. Stone ° withdrew from their 
respective offices and Mathew C. Brush, a director and senior vice 
president, was elected president. Thereafter American Interna- 
tional Corporation evolved into a diversified investment company.” 
Mer. Brush remained president until November 1933, when he became 
chairman of the board and Harry A. Arthur, who had been with the 
company and its subsidiaries almost from the very beginning, was 
elevated from the vice presidency to the presidency.” 

During this entire period there were frequent shifts in the per- 
sonnel of the board of directors of American International Corpo- 
ration, resulting in a constant ebb and flow of the influence of the 
affiliated groups. While some of these groups were backed by sub- 
stantial stock ownership, their control was apparently effected pri- 
marily by the personal influence of a few directors who represented 
them upon the board. 

Thus, Blair & Co., Inc., secured three directorships upon the board 
of American International Corporation in April 1925, one of whom 
retired April 6, 1927, and the other two remained until January 12, 
1928.6° These directorships were accorded to Blair & Co., Inc., by 
reason of its trading operations in the shares of American Interna- 
tional Corporation during the years 1924-27, which resulted in the 
acquisition of 36,667 shares (out of 490,000 shares outstanding) by 
that. banking house on July 15, 1926.°° These holdings were liqui- 
dated at a profit during 1927.°° 

Similarly, Scott & Stringfellow, investment bankers and brokers of 
Richmond, Virginia, acquired some 10,000 shares of the common stock 


*Td., at 6698-6703 and 6712. 

“2 Mr, Stone remained as a director, retiring in 1928 (id., Commission’s Exhibit No. 617). 

8 Op, cit. supra, note 56, at 6707, 6714, and Commission’s Exhibit No. 617. 

6iId., at 6814-15. 

6 [Td., at 6687, 6691. In January 1935 Mr. Brush resigned as chairman of the beard but 
remained a director. 

® Op. cit. supra, note 56, at 6741. These directors, in the order of their retirement, were 
Hdward R. Tinker, Harry Brawner, and Hlisha Walker (ibid.). 

67 Td., Commission's Wxhibit No. 617. 

*Tqd., Commissicn’s Exhibit No. 621. 

6 Jhid. Blair & Co., Inc., realized total profits of $1,423,597.57 trom such operations 
during the 1924-1927 period (ibid.). 


1886 SECURITIES AND EXCHANGE COMMISSION 


of American International Corporation in the early part of 1927, and 
on April 5, 1937, two members of that firm were elected to the board 
of directors.”? These directorships were retained until 1936, although 
their total voting power never exceeded 30,000 shares out of 1,019,757 
shares outstanding at the end of 1929, and were substantially scaled 
down thereafter.” 

Also in April 1927, the brokerage and banking house of Lazard 
Frares secured representation upon the board of directors of Amer- 
ican International Corporation, presumably by virtue of the owner- 
ship by that firm of 10,000 shares of the capital stock of the investment 
company.” The voting strength of Lazard Fréres reached a peak at 
September 30, 1928, of 38,588 shares out of 490,000 shares outstanding, 
and by the end of 1930 the holdings had been substantially liquidated.” 
Nevertheless, this representation was retained until 1935." 

In December 1928 Arthur Lehman, of Lehman Brothers, invest- 
ment bankers and brokers, was elected to the board of directors of 
American International Corporation,” at which time the stockhold- 
ings of that firm in the investment company reached a total of 12,540 
shares out of 490,000 shares outstanding.* This investment was sub- 
stantially reduced at the end of 1929 and completely sold out at the 
end of 1930.7 Nevertheless, Mr. Lehman remained upon the board 
until his death in 1936.” 

Thereafter, three investment companies became interested im the 
shares of American International Corporation. Solvay American 
Investment Corporation (changed to Solvay American Corporation 
on May 15, 1987) began to acquire shares of American International 
Corporation in 1929 and its holdings increased from 19,185 shares at 
March 31, 1930 to 105,000 shares on March 381, 1937.79 Requesting 
representation by virtue of these holdings, Solvay American Invest- 
ment Corporation was allotted one directorship in 1929 and two more 
by 1936.8° Similarly, Sterling Securities Corporation held 18,800 
shares of American International Corporation in its portfolio at the 
end of 1931, which increased to 22,000 shares at the end of 1935." 
Although at October 31, 1937, after the merger of Sterling Securities 
Corporation with Atlas Corporation, no such holdings appeared in 


7 Op. cit. supra, note 56, Commission’s Exhibit No. 625. The directors were Buford Scott 
and Frederic W. Scott (id., Commission’s Exhibit No. 617). 

71 Td., Commission’s Exhibit No. 625, and reply to Commission’s questionnaire for American 
International Corporation, Pt. II. Such sales were generally made at a loss (ibid.). 

72 Op. cit. supra, note 56, Commission’s Exhibit No. 624. This director was Frank Altschul 
(id., Commission’s Exhibits Nos. 617 and 626). 

731d. Commission’s Exhibit No. 624. Lazard Fréres realized total net profits of 
$3,125,628.28 from these investments (ibid.). 

4 1d., Commission’s Exhibit No. 617. 

™1d., at 6802. 

78 ¥d., Commission’s Exhibit No. 6286. 

7 During the period 1927-1932 the holdings of American International Corporation com- 
mon stock by General American Investors Co., Inc. (and its predecessors), sponsored by 
Lehman Brothers and Lazard Freres, never exceeded 6,000 shares (Reply to the Com- 
mission’s questionnaire for General American Investors Co., Inc., Pt. III). 

78 Op. cit. supra, note 56, Commission’s Exhibits Nos. 617 and 626. 

*® Derived from supplementary information supplied the Commission for Solvay American 
Investment Corporation, and Poor’s Fiscal Volume, 1988. p 

80 Op. cit. supra, note 56, Commission’s Exhibits Nos. 617 and 627. Felix E. Notebaert 
pai. a director in 1929 and Clinton Lutking and Donald Duncan were added by 1936 
ibid.). i 

51 Reply to the Commission’s questionnaire for Sterling Securities Corporation, Pt. III, 
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the consolidated portfolio, Hugh R. Johnston, who was elected to the 
board of American International Corporation in 1986 while president 
of Sterling Securities Corporation, was still a director of American. 
International Corporation at December 31, 1937." 

The third investment company to appear as a substantial stock- 
holder of American International Corporation was The Adams Ex- 
press Company, whose holdings increased steadily from 31,3800 shares 
at the end of 1932 to 256.800 shares on December 31, 1987.%* ‘These 
holdings inspired the election of two members of Hayden Stone & Co., 
which firm dominated the management of The Adams Express Com- 
pany,** as directors of American International Corporation m 
November 1933.%° 

The influence exerted by these various management groups may be 
appraised by their direct and indirect dealings with the investment 
company. Brokerage was paid to connected interests in only small 
amounts until April 1927, when Lazard Fréres obtained representa- 
tion upon the board of directors. From 1927 to 1934, inclusive, that 
firm received $427,704 of brokerage commissions.*° Next brokerage 
firm to obtain representation upon the board of directors, in December 
1928, was Lehman Brothers, which received $72,565 of brokerage com- 
missions from 1929 to 1935, inclusive.®’ Finally, Hayden Stone & 
Co., which was first represented upon the board of directors in No- 
vember 1983, received an aggregate of $63,360 of brokerage com- 
missions to December 31, 1935.°8 

On January 18, 1929, Lazard Fréres and Lehman Brothers under- 
wrote an issue by American International Corporation of $25,000,000, 
95-year, 514% debentures, due January 1, 1949. The underwriting 
commission upon this offering was $1,000,000.°° In 1932, Lazard 
Freres resold $370,000 of these debentures to American International 
Corporation two or three points above the market.” 

Six of the seven major investments made by American !nier- 
national Corporation at a cost of $10,257,652.25, were substantially 
extant in its portfolio at December 31, 1935, at which date they had 
depreciated approximately 60 percent.®? An investment of $2,604,- 
842.97 in the securities of The Chase National Bank of the City of 
New York was admittedly influenced by Albert Wiggin, while the 
largest single investment, of $2,710,857.36 in the shares of The Texas 
and Pacific Railway Company, was made at the suggestion of Lazard 
Freres and Mathew C. Brush. Similarly, an investment of $539,156.48 
in the shares of Purity Bakeries Corporation was recommended by 


82 Poors Fiscal Volume, 1937 and 1988. Hugh R. Johnston way not listed among the 
officers and directors of the consolidated Atlas Corporation (ibid.). 

83 Reply to the Commission’s questionnaire for The Adams Express Company, Pt. III, and 
Poo0;’s Fiscal Volume, 1988. 

% See infra, pp. 1891-4. 

& Op. cit. supra, note 56, at 6809, and Commission’s Exhibit No. 617. These directors 
were Charles Hayden and Steele Mitchell (ibid.). 

86 ¥q., Commission’s Hxhibit No. 628. 

&7 Tid. 

8 Tbid. 

8 Reply to the Commission’s questionnaire for American International Corporation, Pt. I. 


* Op. cit. supra, note 56, at 6804-5. Prior to this offering the $1,000,000 of preferred 
stock outstanding was retired (id., at 6809). 

1 7q@., at 6807. 

#2 Op. cit. supra, note 89, Pt. III. 


} 
i 
f 
5 
t 


1888 SECURITIES AND EXCHANGE COMMISSION 


Lazard Fréres while $986,113.13 was invested in the shares of The 
Lehman Corporation, an investment company sponsored by Lehman 
Brothers.*° 

Five direct portfolio transactions, involving a total of $607,875, 
were negotiated by American International Corporation with Lehman 
Brothers, one also participated in by Lazard Fréres,°* from 1929 to 
1935, inclusive. The largest single transaction of this kind, involv- 
ing the sale of 2,000 shares of common stock of W. T. Grant Company 
to American International Corporation for $264,000, was effected at 
a price in excess of the bid market price and resulted in a loss to the 
investment company.*® Lehman Brothers was connected with W. T. 
Grant Company, as well as with two other companies whose shares 
were involved in such transactions, as underwriter and by director 
representation. Hayden Stone & Co. did not engage in such direct 
sales to the investment company as a matter of policy.” 


B. Control Through Type or Form of Organization 


The sponsors or organizers of investment trusts or investment com- 
panies completely controlled the form and details of organization. 
As a consequence, the organic form of some investment companies 
was in no small measure dictated by a desire to control large pools 
of funds without the necessity for any substantial investment by the 
managers. One method of securing this control was to adopt an 
organic form, such as the Massachusetts or business trust’or the New 
York joint stock company, in which the voting powers of share- 
holders could be restricted or eliminated. 


1. MASSACHUSETTS TRUSTS 


Lhe Massachusetts or business trust was often employed instead 
of the corporate form of organization in the Boston area. It is 
characteristic of this device that complete control is vested in the 
trustees, who usually are self-perpetuating, without the necessity of 
investing any personal funds in the enterprise. Of 152 management 
investment companies proper in existence at the end of 1936, 20 were 
of the Massachusetts trust type of which 12 were closed-end and 8 
open-end companies.°* Such Massachusetts trusts held about 17% 
of the assets of the management investment companies proper in- 
cluded in the group at the end of 1927 but only 5% to 6% from 1929 
to 1982, thereafter rapidly increasing to 12% at the end of 1936. The 
increase in their assets reflects chiefly the increase in the assets of 


%8 Thid., and derived from supplementary information supplied the Commission for Ameri- 
can International Corporation. 


* Half of the W. T. Grant Company stock sold was provided by Lazard Freres (op. cit. 
supra, note 56, at 6804-5). 

%® Op. cit. supra, note 89, Pt. VII. 

96 Thid. 

*T Op. cit. supra, note 56, at 6807-8. 

Hor the detailed break-down for the years 1927-19386 of investment companies proper 
by form of organization, see Pt. Two (House Doc. No. 70, 76th Cong.), Ch. Il, Table 26; 
see also Ch. III of this part of the report, p. 808. 
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Massachusetts Investors Trust as the combined result of sales of its 
securities and some market appreciation of its portfolio.°° 
Business trusts have been known to business and commerce 1n 
England for many years. Similarly, it has been the practice in 
Massachusetts for a number of years*' for persons to combine their 
capital in business trusts for the purpose of conducting almost any 
kind of business with limited personal liability and at the same 
time to avoid the use of the corporate form of organization. Due to 
their early American origin in Massachusetts they have come to be 
referred to in this country as “Massachusetts Trusts.” In recent 
years, however, business trusts have been created and operated in a 
number of states and their validity is now extensively recognized.” 
Business trusts are still largely the creatures of common law although 
in some states they have formed the subject of specific statutory 


enactment.1°* 
The Supreme Court of the United States defined the business trust 


Age He 


a form of business organization * * * consisting essentially of an arrange- 
ment whereby property iS conveyed to trustees, in accordance with the terms 


9 Pt. Two (House Doc. No. 70, 76th Cong.), Ch. II, pp. 59-60. Massachusetts Investors 
Trust is the largest investment trust of the open-end type, with net worth of $128,107,000 
at the end of 1936 (derived from supplementary information supplied the Commission for 
Massachusetts Investors Trust). Whe beneficiaries of Massachusetts Investors Trust have 
not had any voice in the selection of the trustees, these being designated for the life of the 
trust and possessing the power to fill vacancies in their number (reply to the Commission’s 
questionnaire for Massachusetts Investors Trust, Pt. I). 

190 See Sears, John H., Trust Estates as Business Companies, 2nd ed. (1981) Ch. II, Secs. 
16-19, and Ch. VITI, Sec. 58 et seq.; Dunn, William C., Trusts for Business Purposes (1922), 
Ch. II, Sec. 21, and Ch. V, Sees. 57-58 ; Walburn vy. Ingilby, 1 Myl. & K. 61, 39 Eng. Reprint, 
604 (1888). 

101 As early as 1854 such trusts received judicial consideration in Massachusetts. See 
Attorney General v. Federal Street Meetinghouse, 3 Gray (Mass.) 1, 46 (1854) ; 16 Pletcher, 
Cyc. Corp., sec. 8227. 

12 Crocker V. Malley (1919), 249 U. S. 223, 63 L. Ed. 573; Spotswood v. Morris (1906), 
12 Idaho 360, 85 P. 1094,6 L. R. A. (N. S.) 665; Hart v. Seymour (1898), 147 Ill. 598, 35 
N. E. 246; Gardiner v. Gardiner (1912), 212 Mass. 508, 99 N. EB. 171; Frost v. Thompson 
(1914), 219 Mass. 860, 106 N. E. 1009; Merchants Nat. Bank v. Wehrmann (1903), 69 Ohio 
St. 160, 68 N. E. 1004; Pittsburgh Wagon Works Estate (1903), 204 Pa. 482, 54 A. 316; 
Betts v. Hackathorn (1923), 159 Ark. 621, 252 S. W. 602; Goldwater v. Oltman (1930), 
210 Cal. 408, 292 P. 624; Schumann-Heink v. Folsom (1927). 828 Jil. 321. 159 N. EH. 250; 
Darling Vv. Buddy (1927), 318 Mo. 784, 1 S. W. (2d) 163; Brown v. Bedel} (1934), 263 
N. Y. 177, 188 N. EH. 641; Byrnes v. Chase Nat. Bank (1928), 232 N. Y. Supp. 224, 225 
App. Div. 102; Rhode Island Hospital Trust Co. v. Copeland (1916), 39 R. I. 193, 98 A. 273; 
Narragansett Mut. Fire Ins. Co. v. Burnham (1931), 51 R. I. 871, 154 A. 909; Reilly v. 
Olyne (1925), 27 Ariz. 432, 234 P. 35; State v. Cosgrove (1922), 36 Idaho 278, 210 P. 398; 
Roberts v. Aberdeen-Southern Pines Syndicate (1980), 198 N. C. 881, 151 S. E. 865; Simson 
et al. V. Klipstein (D. C., N. J., 1920), 262 F. 823; Marchulonis v. Adams (1924), 97 W. Va. 
517, 125 8. E. 340; Hayes Motor Truck Wheel Co. v. Wolff (1925), 175 Wis. 501, 185 N. W. 
512; Okla. Statutes (1931), Ch. 65, Art. 5, sec. 118238. For a complete compilation of cases 
dealing with the subject of business trusts see notes in 7 A. L. R. 612; 10 A. L. R. 887; 31 
A. L. R. 851; 35 A. L. R. 502; 46 A. L. R. 169; 58 A. L. BR. 518; 71 A. L. R. 890. 

8 Mass. Gen. Laws (1921), Vol. 2, Ch. 182, p. 2077; Okla. Statutes (1931), Ch. 62, Art. 
5, sees. 11820-38; Wis. St. (1981), Ch. 226, Sec. 14. 

10: Hect v. Malley (1923), 265 U. 8. 144, 147, 148, 68 L. Ed. 949, 953; other definitions 
will be found in the following caseS: Goldwater v. Oltman (19380), 210 Cal. 408, 292 P. 624; 
Kimball v. Whitney (1919), 283 Mass. 321, 123 N. E. 665; Attorney General v. Federal 
Street Meetinghouse, 8 Gray (Mass.), 1. 
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of an instrument of trust to be held and managed for the benefit of such 
persons as may, from time to time, be the holders of transferable certificates 
issued by the trustees, showing the shares into which the beneficial interest in 
the property is divided. These certificates which resemble certificates for shares 
of stock in a corporation and are issued and transferred in like manner, entitle 
the holders to share ratably in the income of the property and, upon termination 
of the trust, in the procceds. 


The ostensible purpose in selecting the trust form was to secure the 
advantages, privileges, and immunities of corporations, to limit the 
hability “of its contributors, and at the same time to esc ape the re- 

uirements of corporation statutes. However, the investors or bene- 
ficlaries or cestuis que trustent, in the absence of a specific grant of 
voting power, have-no voice in the selection or change in the» trustees 
or ma anagement. The freedom thus achieved by the trustees from 
control by the investor is, from the standpoint of the management, a 
most advantageous effect ‘of this type of organization. 

It has been held that the absence of personal liability on the part of 
shareholders beyond the amount of their subscription, which is char- 
acteristic of corporations, is conditioned upon this absence of control 
by shareholders in a Massachusetts trust. Thus, if these contribu- 
tors are given a binding voice in the determination of the policies, 
they may be considered partners in a joint venture and, as such, jointly 
and severally liable for the obligations of the enterprise. 

Managers have cemented their control with the plea that to extend 
a voice in management to the beneficial owners would result in a loss 
of the legal attr ‘ibutes of the venture as a trust, and impose undesir- 
able personal lability on the shareholders.'°® However, some invest- 
ment trusts org anized as Massachusetts trusts have given their share- 
holders varying voting rights. Thus, Aldred Investment Trust gave 
holders of 25% of the common shares the right to call a meeting 
for the purpose of substituting, reelecting or filling vacancies in the 
trustees.7 In Consolidated Investment Trust the agreement and 
declaration of trust provided substantially the same voting privileges 


for the election of trustees at annual meetings, etc., as are accorded | 


to stockholders by the ordinary corporate charter.1% 


1c See Liquid Carbonic Co. v. Sullivan (1924), 103 Okla. 78, 229 P. 561; Simson et al. v. 
Klipstein (1920), 262 Fed. 823. See also Flint v. Oodman (1924), 247 Mass. 463; 142 N. H. 
256; Neville v. Gifford (1923), 242 Mass. 124, 1386 N. B. 160; Howe v. Chmielinski (1921), 
237 Mass. 532, 180 N. HE. 56; Horgan v. Morgan (1919), 283 Mass. 881, 124 N. E. 82; 
Sleeper v. Park (1919), 232 Mass. 292, 122 N. E. 315; Dana v. Treasurer, etc, (1917), 227 
Mass. 562, 116 N. EH. 941; Guwtelius v. Stanfon (1929), 39 Fed. (2d) 621; Goubeaua y. 


Krickenberger (1933), 126 Ohio St. 302, 185 N. EH. 201; Ittelson v. Anderson (1933), 67 F. | 


(2d) 328; Bernescn V. Fish (19388), 185 Cal. App. 588, 28 P. (2d) 67. 
10% Merrill Griswold, chairman and one of the trustees of Massachusetts Investors Trust, 
Tae (Public Examination, Massachusetts Investors Trust, at 2320-1): 
And as respects Massachusetts law, this trust is a true trust in that regard? 


in I would like to point out there—we are getting legal—that associations organized 
under a trust indenture can either be a Strict trust or it can be a partnership. There 


are various federal and state cases holding that certain of these organizations are | 


partnerships. This particular trust is not a partnership, but it is a trust. The dis- 
tinction is extremely important, becauSe in a partnership the shareholders or members 
are liable for the debts of the concern, and if we were a partnership our shareholders 
would be subject to an additional liability. 

* * * * * % e 


Some mention was made of stockholders’ meetings. The test between a partnership 
and a trust is whether the stockholders can control the actions of the trustees. If 
they can control they are considered as members of a partnership. 


167 See infra, pp. 1899-1901. 
168 Reply to the Commission’s questionnaire for Consolidated Investment Trust, Pt. I. 
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In the Massachusetts type of trust where the shareholders are not 
given the right to vote, they are relegated, in the event of wrongful 
conduct by the trustees, to an equity action to remove the trustees. 
The trustee may only be removed by the courts upon the petition of 
a party beneficially interested and a showing “that such removal is 
for the interest of the beneficiaries of the trust; or if he has become 
insane or otherwise Incapable or is unsuitable therefor.” *°° 


2. JOINT STOCK COMPANIES 


A joint-stock company is essentially a form of organization, which, 
although neither a partnership nor a corporation, possesses many of 
the attributes of both. A joint-stock company resembles a partner- 
ship in that the shareholders are subject to unlimited personal lia- 
bility for the obligations of the company and resembles a corporation 
in that for most purposes it is a legal entity independent of the share- 
holders. A joint-stock company resembles a Massachusetts type of 
trust in that there may be a substantial separation of the ownership 


of the fund from its control.”° 
a. The Adams Express Company 


The only investment company which is a joint-stock association in 
form is The Adams Express Company, organized in New York in 
1854 to conduct the business of express forwarding. Under the laws 
of New York the organizers of joint-stock associations are given 
large latitude in the determination of the contents of the articles of 
association with reference to the election of the management person- 
nel of the company. The articles of association of The Adams 
Express Company provided with respect to management that the 


io Gh, 208, Sec. 12, of the General Laws of Massachusetts. Merrill Griswold, of Massa- 
chusetts Investors Trust, testified (Public Examination, Massachusetts Investors Trust, at 


2473-4) : 

Q. And certainly under the laws of a great many states, in the case of dereliction 
of duty on the part of a director, they don’t have to wait for the next annual meet- 
ing. They can go to a court of equity. But it is difficult to this extent, that they 
have something to say as to who shali succeed him, and in your situation they cannot 


say as to the successor. 
A. Our trust is based—as are all the investment trusts in Massachusetts—upon the 


old trust idea, in all trusts as distinguished from corporations, that is, testamentary 
trusts or living trusts or trusts of this character, that the trusts are continued subject 
to good behavior, and following that analogy rather than the corporate analogy. 

FE. Winchester Denio, a trustee of Old Colony Investment Trust, testified that he favored 
the trust form because of the broad powers which could be accorded to the permanent 
management (Public Examination, Old Colony Investment Trust, at 6111-2): 

In the first place, you have rather broader powers, which we thought were desir- 
able, because our pbilosopby of an investment trust was what you were buying pri- 
marily was the integrity and judgment of management in which you had confidence, 
and our general theory is that if you have that confidence, you can generally pretty 
safely trust them with any powers that they wish to give themselves * * *. 

110 Justice O’Brien, of the Court of Appeals of New York, in Hibbs v. Brown, 190 N. Y. 
167, 82 N. B. 1108 (1907), discussing The Adams Express Company, stated (190 N. Y. 
186) : 

A joint stock company, whatever else may be said about it, is certainly, for most, if 
not all, practical purposes, a legal entity, capable in law of acting and assuming legal 
obligations quite independent of the shareholders. ; 

11'The New York General Association Law provides that the articles of association may 
prescribe the number of directors, not less than three, to have “sole management” of the 
company’s affairs and may contain any other provisions for management not inconsistent 
with law. The statute does not require annual election of directors (Cahill’s Consolidated 
Laws of New York [1930], Ch. 20, § 8). 
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original board of managers of the company would continue in office 

“until displaced according to the articles.” The only method of dis- 
placement provided was ‘by means of a special meeting which could 
only be called by stockholders holding one-third of the outstanding 
shares. At any meeting so called, however, the concurrence of the 
holders of two-thirds of the outstanding shares was necessary to re- 
move directors. Furthermore the majority of the board of managers 
could fill vacancies in its membership until the next meeting of the 
stockholders.” 

The complexity of the procedure required to displace the manage- 
ment of The Adams Express Company, coupled with the difficulty of 
uniting widely dispersed holders of the voting securities of the com- 
pany to take action to remove the d irectors, clearly would tend to 
perpetuate the management of the company. In fact, between 1854 
and 1930 no stockholders’ meetings were held and the board of man- 
agers itself elected all new members of the board to fill the vacancies 
which occurred“? Not until October 24, 1929 were amendments 
made to the articles of association to provide for annual elections of 
the company’s directors on the vote of a specified percentage of its 
stockholders.14 

Nevertheless, between 1854 and 1930 substantial changes in the na- 
ture of the business, management, management policies and the capital 
structure of The Adams Express Company occurred—changes which 
were of profound significance to the company’s common stockholders 
who were legally Hable without limit for all of the company’s debts 
by the nature of its organization.1*> However, in the effectuation 
of these changes, the substantially disfranchised common stockholders 
of the company had little voice. 

Although The Adams Express Company prospered prior to 1890, 
the express business thereafter became increasingly less profitable, 
particularly after the advent of the parcel post system in 1912.21 
Unal the latter part of 1918 the entire express forwarding business 
of the country had been more or less divided among three companies: 
The Adams Express Company, American Express Company, and 
Wells Fargo and Company." After the entrance of the United 
States into the World W ar, the Government caused the formation of 
American Railway Express Company, which by Government order 
took over the express business of the three companies.'** The stock 
of the newly organized company was distributed in approximately 
equal thirds to each of the old express companies in consideration. of 
the cession of their express business to the new company.!” 

As a result of this transaction, The Adams Express Company be- 
came an investment-holding company, its largest single asset being the 
block of about one-third of the outstanding § stock oe American Rail- 
way Express Company.'*® In addition it owned a 30-story building 


12 Reply to the Commission's questionnaire for The Adams Express Company, Pt. 1. 
18 Public Hxamination, The Adams Express Company, at 6850. 

14 Op. cit. supra, note 112, Pt. I. 

45 Op. cit. supra, note 113, at 6828. 

u6 Td., at 6831. 

17 Td., at 6830-1. 

8 Td., at 6831. 

119 Td., at 6832. 

120Td., at 6838, 
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at 61 Broadway, New York City, known as The Adams Building, and 
a large amount of marketable securities, most of which were pledged 
as collateral for its outstanding bonds (then aggregating $17,000,000 
to $18,000,000) 124 which had been distributed originally to stockhold- 
ers in the form of a bond dividend. In 1918 and 1919 commercial 
bankers and investment banking firms began to be represented in the 
management of The Adams Express Company. Albert H. Wiggin, 
president of The Chase National Bank of the City of New York, and 
Charles Hayden, a member of Hayden, Stone & Co., investment bank- 
ers and brokers, were invited to the board of The Adams Express 
Company, the former by reason of the banking connection and the 
latter by reason of the stock holdings of clients of the firm.’?? Sub- 
sequent to that time, The Adams Express Company developed rapidly 
into an investment company of the management type and, except for 
a period from 1927 to 1929, the firm of Hayden, Stone & Co. domi- 
nated its management.'”° 

From 1919 to 1927, however, the management occupied itself 
largely with retiring the collateral trust bonds of the investment 
company with funds received through the liquidation of securities 
and the sale of The Adams Building.“* Although The Adams 
Express Company did not actively represent itself to be an invest- 
ment company during these years, it did maintain and manage a 
securities portfolio composed mainly of preferred stocks. At the 
end of 1927, the company had total assets at market of over 
$30,000,000.22° Its management policy during this period was appar- 
ently a conservative one designed to protect the interests of the com- 
mon-stock holders who, as has been stated, were unlimitedly liable for 
the company’s debts, and The Adams Express Company was trans- 
formed without difficulty into a diversified management investment 
company. 

In 1927 a group of individuals, Eugene W. Leake, Martin J. Alger, 
Adrian R. Allen, and William T. Hoops, acquired by purchases in 
the open market close to 50% of the outstanding common stock of The 
Adams Express Company and demanded and received a substantial 
representation on the board of managers.”* The primary interest of 
this group, apparently, was so to conduct the affairs of the company 
as to effect as rapid an increase as possible in the market value of 
the common stock which it had purchased.2*7 With this object in 
view, the group ceased retiring the company’s bonded indebtedness 
and thus retained leverage for the common stock with comparatively 
low senior charges. They further modified the previous conservative 
investment policy of the company to embrace the purchase of com- 
mon stocks, thus achieving, in addition, leverage through the securities 


in the portfolio.” 


=11d., at 6832. 


127d,, at 6825-6. 
13 7q.. at 6826-7. Assets increased, largely through mergers and further stock offerings, 


to a high of $71,105,800 at the end of 1929, while the subsequent low was $17,108,966 at 
the end of 1932 (op. cit. supra, note 112, Pt. II). 

14 By 1927 the original bonded indebtedness of The Adams Express Company had been 
reduced by $8,000,000 to approximately $10,000,000 (op. cit. supra, note 113, at 6838). 

125 Op, cit. supra, note 112, Pts. I and II. 

1% Op. cit. supra, note 113, at 6840. 

171d. at 6842. 

28 Td., at 6842-8, 
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Concerning this change of policy by the group, Steele Mitchell, a 
member of the board of managers since October 1927 and president 
of The Adams Express Company since 1937, testified : 2° 


A. As they expressed it to me, they felt that The Adams Express Company 
was pursuing the wrong policy in selling its assets and retiring its debt, that 
the 4-percent bonds gave great leverage to the common shares, and if The Adams 
[Express] Company would purchase common stocks, due to the leverage of the 
bonds, instead of owning bonds which had no appreciation possibilities, that very 
substantial amounts of money could be made for the common-stock holders. 


Q. So that they saw in this situation a possibility of turning this into a 
leverage investment trust? 
A. Precisely. 


Although the common stockholders of The Adams Express Com- 
pany obviously had a deep concern in this change of investment pol- 
icy, they were not consulted with respect to its adoption. However, 
a plan was worked out whereby the common stockholders were per- 
mitted to exchange their shares for a preferred stock guaranteed 
against unlimited liability for the debts of the company by the 
remaining common stockholders.%° This exchange also served to 
increase the leverage factor, as desired by the new group. Mr. 
Mitchell testified concerning this exchange: ™ 


Q. I have also figured out that not all of the common stockholders took 
advantage of that, that the common stock by this exchange was reduced from 
100,000 shares to 66,209. 

A. That is right. 

Q. And the effect of that was to increase the leverage ratio of the common 
stock from 2.5 to 4.5. Have you figured that out? 

A. I haven’t figured out those ratios, but the effect was to increase the 
leverage. : 

Q. Your capital structure was at that time $10,000,000 of bonds, $5,500,000 of 
preferred and $6,700,000 of common? 

A. That is right. 


By the early part of 1929 the members of this group had sold out 
the greater portion of their holdings of The Adams Express Com- 
pany **? and the company continued to operate as a general manage- 
ment investment company. Inthe latter part of 1929 The Adams 
Express Company absorbed American Railway Express Company, 
which by that time had turned into an investment company, and 
Haygart Corporation, another investment company, by issuing com- 
mon stock in exchange for the $32,100,000 of net assets which these 
mergers added to the company.**? At the end of 1986 The Adams 
Express Company had net assets, at market, of approximately 
$50,500,000.254 


IB Td. at 6842. 

136 Tbid. 

BiTd., at 6847. 

1827d., at 6852. 

133 Td., at 6878 and Commission’s Exhibits Nos. 631, 632, and 633. MHaygart Corporation 
was organized and dominated by the investment banking firms of Hallgarten & Co. and 
Hayden, Stone & Co. (ibid.). 

484 Op. cit. supra, note 113, at 6989-90. 
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Although The Adams Express Company was organized as an 
express company the successive managements made no effort to alter 
its form of organization when it assumed the characteristics of an 
investment company. It must therefore be assumed that these man- 
agers considered the joint-stock association to be a satisfactory vehicle 
for their needs. Furthermore, the successive managements gained 
and retained control without the necessity for the ownership of the 
majority of the common stock while the common stockholders were 
subjected to unlimited liability for the obligations of the organization. 


C. Control Through Voting Potentialities 
1. OPTION WARRANTS 


A device sometimes employed by the sponsors of investment com- 
panies to insure the perpetuation of their control was to cause the 
companies to issue to the sponsors option warrants for the purchase of 
large blocks of voting shares. These warrants were issued in ex- 
change for management services, as underwriting commissions, for 
cash, or gratis.%> In most instances the acquisition of these option 
warrants required little or no initial cash outlay by the sponsors. 
Thus, from the outset the sponsor group was fortified against any 
threat to its control since it could always exercise sufficient of these 
warrants to insure adequate voting power. In fact, the mere owner- 
ship of these option warrants served to forestall any attempt to oust 
the sponsor group from control. 

When examined on this use of option warrants as a means of 
strengthening a position of control of investment companies, Louis 
G. Bissell, a member of the law firm of Chadbourne, Stanchfield and 
Levy, which acted as counsel for Haygart Corporation, an investment 
company, testified : 1*° 


Q. Well, now, how about in this particular case, what does your business 
experience tell you of the desirability of a continuing 40% option for manage- 
ment compensation, of this nature? What do you see as the advantages and 
what do you see as the disadvantages? 

A. * * * it wasn’t offered as a bonus stock, but these gentlemen organ- 
ized this company and they candidly stated that, and therefore they were spon- 
soring this particular organization. 

Now, it was desirable that the organization should continue to have them 
available to it, and inasmuch as they had gone to the effort of organizing it, 
it was desirable for them to keep some contact with it, and these options 
did give them the opportunity to have 40% of the stock throughout its life, if 
they wanted it, and I assume that as practical matter, 40% of the stock would 
have been tantamount to control. 


In Second General American Investors Company, Inc., its sponsors, 
Lazard Fréres and Lehman Brothers, although possessing complete 
voting control from the outset, nevertheless had the investment com- 
pany issue to themselves a large block of 25-year option warrants, 
135 Of 204 investment companies 58 gave option warrants and 5 gave stock to management 
without payment in cash or property (Pt. Two [House Doc. No. 70, 76th Cong.], Ch. III, 
pp. 203-6). ° 

188 Op. cit. supra, note 113, at 6901. 
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apparently as an additional precaution. Raymond D. McGrath, a 
partner in Lazard Fréres and an officer and director in General 
American Investors Company, Inc., testified : 187 


Now, the 25 years grew out of the following line of thought: we had issued 
securities like those preferred stocks and bonds in the first company. They 
were long-term obligations. We were responsible for the management of this 
company. We said long warrants, because we said as long as those warrants 
are outstanding in the hands of Lazard and Lehman there is no danger of any- 
body getting control of this company. It insures the control. That is why we 
wanted that length of time. 


These 25-year option warrants, which were never intended for 
public distribution and which were not exercised,!** may be contrasted 
with 5-year option warrants issued as a sweetening with senior securi- 
ties sold to the public.**® 

While option warrants of investment trusts and investment com- 
panies at one time enjoyed a market price well in excess of the dif- 
ference between the prices at which they could have been exercised and 
the asset values of the common shares obtainable, sponsor interests 
appeared reluctant to surrender this insurance against loss of control. 
Such option warrants represented a constant threat of dilution to 
existing stockholders during the periods that the exercise price was 
less than the asset values of the common shares obtainable, while they 
served to impede recapitalizations and mergers when they repre- 
sented no equity value. 


a. National Investors Corporation 


Option warrants played an important part in the pyramiding of 
the investment companies comprising the National Investors Corpora- 
tion group. On June 16, 1927, Fred Y. Presley organized National 
Investors Corporation. The plan of operation was that this company 
would be owned substantially by Guardian Detroit Company, Inc. 
of Detroit, Michigan, and its banking contacts, and that the company 
would operate as the sponsor and manager of a series of subsidiary 
investment. companies to be formed thereafter.1” 

The principal control device employed was the issuance of option 
warrants to sponsor interests. National Investors Corporation issued 
40,000 units at $110 a unit, each comprised of one share of 514% 
cumulative preferred stock, one share of common stock, and a 10-year 
option warrant to purchase 114 shares of common stock at prices raneg- 
ing from $10 to $20 a share. Similar option warrants for 100,000 
shares of common stock were received by Guardian Detroit Company, 
Inc. as underwriting compensation.“ These option warrants ac- 
quired by the sponsor, representing the potential power to acquire 
50% of the investment company’s voting stock without necessitating 
any lnmediate investment by the sponsor, were apparently sufficient 
to curb any effort to displace the sponsor from contro! at that time. 


187 Public Examination, General American Investors Company, Inc., at 5714, 5749. 

187d... at 5750, 5774. 

489 Hor further details, see Ch. III of this part of the report, pp. 942-52. 

40 Wor further details see supra, pp. 1608-14 and Ch. III of this part of the report, 
pp. 887-91. 

441 Public Examination, National Investors Corporation, at 4263. 
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Thereafter, Guardian Detroit Company, Inc. reallocated half of 
its option warrants to persons and organizations who had aided in 
the sale of the units of National Investors Cor poration or were to go 
on the board of directors.“? However, Guardian Detroit Company, 
Tne. retained the potential control represented by these option war- 
rants by agreements granting this sponsor a first call upon the options 
for 30 days should the recipients decide to dispose of them and by 
the reservation of the right to exercise full voting power of any stock 
issued under the options. 

Mr. Presley testified as to this arrangement as follows: *** 

Q. Just what was the string that Guardian Detroit had upon all these option: 
warrants which were distributed to organizers? 

A. First, organizers were required to offer their options to Guardian, i think 
for a period of 30 days, and if Guardian did not exercise its rights to purchase 
those options, they could then be sold by the holders of the options, 

Q. At the market, generally? 

A. Yes; and, second, in the event any of these organizers options were con- 
verted into stock, that Guardian would have the right to vote that stock. 

Q. Was there a voting trust agreement set up to take care of that contingency ? 

A. No; I think it was just written across the face of the certificates. 

Q@. So that it really was a hedge on the negotiability of the certificates? 

A. Yes. 

Q. What was the purpose of restricting the voting rights of the stock, assuming 
the warrants were exercised, to Guardian Detroit? 

A. I think Guardian felt it was to the best interest of the company to continue 
in control during the formative period. 


By this device Guardian Detroit Company, Inc. apparently vy 
protected against any threat to its control without the necessity to: 
any immediate investment by it in the investment company. 

The formation of three subsidiary investment companies with total 
paid-in assets of $48,200,000, namely, Second National Investors Cor- 
poration, Third National Investors Corporation and Fourth National 
Investors Corporation, in which the use of option warrants became 
of increasing importance to the sponsor as the device of control, fol- 
lowed in rapid succession upon the organization of National Investors 
Corporation, the parent company in “the group. National Investors 
Corporation ‘contributed $1,000,000 to Second National Investors Cor- 
poration for which it received 100 000 shares (or one-third) of the com- 
mon stock and all of the option warrants for 200,000 common shares 
exercisable for 15 years at $25 a share. The public distribution con- 
sisted of 100,000 preferred shares and 200,000 common shares. An- 
other $1,000, 000 was invested in Third National Investors Corporation 
in payment for 20,000 common shares (out of 220,000 common shares 
issued) and all of the option warrants to purchase 130,000 common 
shares, which were exercisable for 10 years at $60 a share. Twenty- 
eight thousand of these warrants were redistributed to members of the 
selling group as an inducement for greater sales efforts. Finally, $3,- 
000,000 was invested in Fourth N ational Investors Cor poration for 
10-year option warrants to purchase 750,000 shares at $60 a share, 


427d, at 4268-9. 
M87q., at 4344. 
141d. at 4344-5. 


j 


while the public subscribed to 500,000 common shares and 250,000 
option warrants.” 

Two significant facts characterized the investment policy of the 
parent company. First, National Investors Corporation at all times 
owned or held under option sufficient shares to assure its effective con- 
trol over each subsidiary company, although it possessed no capital 
with which to exercise the option warrants should the need have arisen. 
Second, the amount of common stock investment diminished with 
each new company until the investment of National Investors Cor- 
poration in Fourth National Investors Corporation was in the option 
warrants alone.‘ In addition, National Investors Corporation en- 
tered into 5-year management agreements terminable upon one year’s 
notice with its various subsidiaries.47 These agreements, which pro- 
vided another tie with the parent company, were terminated on 
December 31, 193424 

With the decline in security values, these option warrants no longer 
represented a practical safeguard to control. Atlas Corporation in its 
program of acquisition of control of other investment companies 
began to acquire over the period 1931-1933 large blocks of the stock 
of National Investors Corporation and affiliated companies with the 
apparent purpose of absorbing the National Investors Corporation 
group of investment companies.**® When the management of Na- 
tional Investors Corporation refused its cooperation in the contem- 
plated exchange offers,*° Atlas Corporation allowed its holdings in 
Second National Investors Corporation and Third National Investors 
Corporation to be repurchased by those companies and transferred its 
interest of 145,000 shares in National Investors Corporation to Hay- 
den, Stone & Co., which brought the holdings of that firm to some 
160,000 shares.** Asa result, Hayden, Stone & Co. was able to obtain 
representation on the board of National Investors Corporation 
through its nomination of a nonaffiliated director.1*? . 

Since 1930, consideration had been given to the possibility of merg- 
ing the various companies comprising the National Investors Cor- 
poration group to form a single, open-end investment company."* 
While the correlation of the various common stocks may have pre- 
sented some technical problems, a real difficulty arose from the exist- 
ence of the option warrants which possessed only a most speculative 
value based upon the possible increase in the value of the common 
shares above the prices at which the warrants were exercisable.1°* 
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145 Op. cit. supra, note 140. 

46 A similar structure and investment by the parent company was planned in a projected 
Fifth National Investors Corporation (op. cit. supra, note 141, at 4326-7). ‘This venture 
was abandoned because of unfavorable market conditions in the fall of 1929 (id., at 4328). 

147 Op. cit. supra, note 141, at 4304, 4819, and Commission’s Exhibit No. 425. 

48 Td., Commission’s Exhibit No. 425, and replies to the Commission’s questionnaire for 
Third National Investors Corporation, Pt. I and Fourth National Investors Corporation, 
wir Ue 

149 Op. cit. supra, note 141, at 4515-29. 

10 Td., at 4527-8. 

1 ¥d., at 4730-45 and Ch. III of this part of the report, pp. 997-9. 

*2Yoid. However, the effort of other stockholders to secure representation on the board 
of Mourth National Investors Corporation was effectively blocked by the management (op. 
cit. supra, note 141, at 4480-1). 

153 Op. cit. supra, note 141, at 4439, 

341d. at 4447, 
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Thus, while these option warrants constituted no substantial source 
of new capital, they did offer serious impediments to the consumma- 
tion of the merger plans. 

A plan of merger, which would have required preferred stockhold- 
ers of Second National Investors Corporation to surrender a part of 
their asset. value of the common shareholders who in turn were to give 
up a portion of their asset values in order to create a value for the 
warrants 7° was finally blocked by the shareholders of Fourth Na- 
tional Investors ‘°° on the ground that too liberal an allowance had 
been made for the warrants owned by the parent company.'°’ Merger 
arrangements were finally reached in 1937 under which the warrants 
were accorded some participation and by virtue of which their exist- 
ence as a threat to control was removed.158 


2. CONVERTIBLE SECURITIES 


The issuance of senior securities with the right of conversion into 
voting shares was another device, somewhat akin to the use of option 
warrants, by which sponsors of investment companies could assure 
themselves of sufficient potential voting power against the contingency 
of any threat to their control position. This conversion privilege 
was usually attached to bonds and preferred stock and in no small 
measure was designed to assist in the marketing of these senior issues, 
The sales appeal of this conversion privilege consisted in offering to 
the investor in addition to a senior position, the opportunity of an 
equity participation above the usual fixed interest or dividend rates 
of the senior securities.'* However, the conversion privilege consti- 
tuted a means by which sponsors could obtain a senior position which 
at the same time would safeguard their control. As stated by one 
author : 1% 


The literature of finance abounds with instances in which convertible bonds are 
authorized and issued by a corporation for the purpose of insuring a potential 
increase of stock interest by certain individuals * * * a concentrated and 
coordinated minority interest, in control of a corporation may, by buying and 
holding convertible bonds, insure the perpetuation of the control without the loss 
of interest involved in holding a block of non-dividend-paying common stock. 


155 Td., at 4443-54. 

w6Td., at 4455, 4464. 

57 Td., at 4475-6. 

#88 Derived from supplementary information supplied the Commission for National Investors 
Corporation. For discussion of earlier merger plans see op. cit. supra, note 141, at 4489 et 
seq. See also Ch. IV of this part of the report, pp. 1458-98, 

6° Tt has been held that the issuance of convertible securities violates stockholders’ pre- 
emptive rights. See Wail v. Utah Coffee Co. (1905), 70 N. N. Eq. 17, 62 A 5338. 

160 “* %*  * with few exceptions * * * the convertible security is created in order 
to meet the public demand for an investment combining apparent safety of principal with 
speculative opportunity for enhancement in price. Its value is therefore the resultant of 
two distinct and incommensurable factors—certainty and chance of appreciation. One repre- 
sents the value of the security by reason of its inherent strength as a direct obligation of the 
corporation. * * * The other element represents the value attaching to the privilege 
of convertibility” (Dewing, Arthur Stone, A Study of Corporation Securities (1934), 
p. 412). 

161 Dewing, Arthur Stone, A Study of Corporation Securities (1934), pp. 385-6. 
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Of the 33 management investment companies analyzed which issued 
bonds or debentures, nine of these companies had bond or debenture 
issues which carried the conversion privilege exercisable at the option 
of the holder. Similarly, 30 management investment companies au- 
thorized the issuance of preferred stock convertible into common 
stock.1? 


qa. Aldred Investment Trust 


The potentialities of contro] through the conversion of sponsor- 
held senior securities is illustrated by Aldred Investment ‘Trust, or- 
ganized in November 1927 as a Massachusetts trust by Aldred & Co., 
snvestment bankers.1® As a result of subscription to the investment 
company’s initial issues, the public held $5,000,000 in debentures with 
50,000 shares of nonseverable common stock, while the sponsor at a 
cost to it of $1,125,000, held 10,000 shares of preferred and 50,000 
shares of common stock.1%¢ Thus at the inception of the trust, the 
power to elect and perpetuate the trustees was equally divided between 
the public and the sponsor, Aldred & Con 

Under the terms of the Agreement and Declaration of Trust which 
governed the operation of Aldred Investment Trust, voting privileges 
were denied to the senior securities but awarded to the holders of the 
common stock. Vacancies among the trustees were to be filled by the 
remaining trustees, provided, however, that the holders of not less than 
25% of the common shares then entitled to vote could call a meeting of 
the holders of the common shares and by vote of the holders of a 
majority of the outstanding common shares the trustees or any of 
them could be superseded or reelected or a new trustee or trusteces 
elected to fill any vacancy that may have existed.**° 

Tn May 1928, when Aldred Investment Trust contemplated the issu- 
ance of an additional $5,000,000 in debentures to be sold in units of 
one debenture and ten shares of common stock,'®’ the device of con- 
version was utilized by Aldred & Co. The sponsor-held preferred 
stock was not convertible as originally issued. A resolution, adopted 
by the trustees providing for the convertibility of this preferred stock 
into common stock, was then submitted to the common stockholders 
for approval, dominant among which stockholders was the sponsor by 
virtue of its large block of common shares.‘ ‘This conversion had 
the effect of increasing the holdings of Aldred & Co. in the investment 
company’s common stock from 50,000 to 112,500 shares or to more than 
50% of the total voting stock outstanding. 


162 It was frequently the practice to authorize the issuance of preferred shares in series 
and to allow the board of directors to determine the conversion and other privilege which 
should attach to each issue. 

163 Reply to the Commission’s questionnaire for Aldred Investment Trust, Pt. I. 

164 Public Examination, Aldred Investment Trust, at 19118-9, 19124, and 19126. 

165 Td., at 19124. 

166 Op. cit., supra, note 163, Pt. I (Agreement and Declaration of Trust, at 3). 

187 Op, cit. supra, note 164, at 19125, 19127. 

168 Op. cit. supra, note 163, Pt. I, and op. cit. supra, note 164, at 19125. 

169 Op. cit. supra, note 164, at 19125. 

179 Td., at 19093, 19125-6. 

w717d., at 19127-32. These 112,500 shares had an asset value at the time of $1,535,000 as 
compared with $1,125,000 in actual cost to the sponsor (ibid.). 
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3. UNIT SALES AND PART-PAID SECURITIES 


The distribution of securities of investment companies in units— 
offering senior securities and junior securities, either as a package or 
as an allotment certificate—was another device employed by sponsors 
to secure control of these organizations. 

While the practice of offering securities in units was essentially a 
selling device,” the combination of junior with senior securities tisu- 
ally assured a wide distribution of the junior issues in the first instance 
and served to “freeze” this wide distribution until the units became 
severable. ‘Thus, any outsider seeking to obtain control of the invest- 
ment conipany by acquiring the necessary junior voting stock would 
have also to purchase the senior securities tied up in the units. The 
sponsors, however, sometimes issued the junior voting shares to them- 
selves free from this unit tie-up.’ The sponsors were thereby af- 
forded a period of time between the issuance of the units and the date 
these units were declared severable during which the sponsors could 
entrench themselves in control. 

Much the same advantage is obtainable by issuing the shares of the 
investment companies upon a part-paid basis, provided the voting 
powers of these shares are denied to their holders during the period 
that they are not fully paid for. By this method voting securities. 
can be sold to the public with installments payable at certain fixed 
dates or at the discretion of the board of directors. The sponsors 
may thus be accorded the opportunity to cement their control during 
the early existence of their investment companies. 


4. ELIMINATION OF STOCKHOLDERS’ PREEMPTIVE 
RIGHTS 


Unless adequately circumscribed in the interest of stockholders, the 
power of managements to issue additional shares of the voting securi- 
ties of investment companies may be a source of substantial loss to 
the stockholder as well as a device to perpetuate the control of the 
management.“ An unrestricted power of the management to issue 


1 See Ch. III of this part of the report, pp. 909-11. 

v3 At the formation of Central-Ilinois Securities Corporation, in October 1929, sponsors: 
purchased 600,000 shares of voting common stock at $5.00 per share, and the publie pur- 
chased 400,000 shares of voting preferred stock in units with. 400,000 shares of voting com- 
mon stock at a price of $31.50 per unit. These units were represented by allotment certifi- 
cates convertible into stock of the company on and after November 1, 1931. While the 
sponsors’ holdings, which represented 48% of the total voting power of the company, un- 
doubtedly constituted practical control, nevertheless the resulting wide distribution of the: 
publiciy held stock and the average cost of $15.75 per vote to the public as compared with 
a cost of $5.00 per vote to the sponsors served as an added assurance to the latter’s eontrol.. 
(See Ch. II of this part of the report, pp. 142-181.) 

“4 The courts have held, irrespective of the existence or nonexistence of a preemptive right 
in the stockholders to be given the first opportunity to subseribe to all subsequent issues of 
ihe company’s stock, that directors, as the fiduciaries of the stockholders, may not issue 
steck to themselves, particularly at unfair prices, Solely for the purpose of perpetuating 
their control. 11 Fletcher, Cyclopedia Corporations (1982), sees. 5315 and 5160; Duniay v. 
Avenue M. Garage & Repair Co. Inc., 253 N. Y. 274, 170' N. ©. 917 (1930). A similar 
vsult has been reached by the courts where a controlling stock has been sold to interests 
frievdly to some cr all of the directors. Luther v. ©. J. Luther Co., 118 Wis. 112, 94 N. w. 
69 (1903) ; bat ef. Wildes v. Rural Homestead Co., 54 N. J. Eq. 668, 85 Atl. 896 (1896). 
However, for the stockholder to secure relief against activities of this type upon. the part 
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additional shares would vest in the management the ability to transfer 
control of the corporate assets to others—a power over the corporate 
assets of substantial consequence to the stockholders. The manage- 
ment could sell shares to insiders and other friendly persons at prices 
substantially less than the asset and market value of such shares,*” 
thus causing a dilution in the asset values of the existing shares and 
possibly a decline in the market value of the existing shares because 
of the increased supply of the stock made available for sale in the 
market. In addition, the issuance of further shares having voting 
power would dilute the proportionate voting power of the existing 
stockholders and to that extent weaken their ultimate control over the 
management and property of the corporation. In sum, it would be 
possible for the management, by selling shares to persons other than 
the original stockholders or their successors, not only to dilute the 
asset participation and voting power of such stockholders but to de- 
prive them of an opportunity to invest additional funds at attractive 
prices in a prosperous enterprise founded with their money and in 
which they assumed the initial risk of loss.’° 

These possibilities of overreaching inherent in an unrestrained 
power in managements to dispose of additional shares of the corpora- 
dion stock induced the courts, comparatively early in the history of 
corporate law, to place some restrictions thereon. The courts have 
ruled that in certain circumstances existing stockholders must be given 
the first opportunity to purchase additional issues of the corporation’s 
stocks, a privilege commonly referred to as the preemptive right of 
stockholders.!*7 This doctrine has also been implemented by the gen- 
eral principle of equity that, apart from the existence or nonexistence 
of a pre-emptive right in given situations, directors and dominant 
stockholders may not use this power to issue additional stock to their 
own advantage or to the advantage of their associates and to the 
detriment of the stockholders.*” 


of the management requires first the ascertainment of the fact of the sale of additional con- 
trolling blocks of stock to the directors or to allied interests for such purposes and second, 
to resort to the courts, a procedure which may be so expensive as to be beyond the means of 
the stockholders. 

175 “It should be noted also that one of the ways by which a corporate management secures 
additional power for itself is by inserting in the constitutive corporate documents clauses 
‘waiving’ or contracting away the preemptive right. Stock bought under such charters is 
apt to be worth less and to increase in value less swiftly, than stock issued under charters 
giving the holder his full preemptive right. If the management is able to give to its asso- 
ciates or to outsiders the right to invest new capital at a demonstrated high rate of return, 
they have in their power an instrument of considerable value’ (Berle, A. A., Cases and 
Materials in the Law of Corporation Finance [1930], p. 810). 

176 In Hammond v. Edison Illuminating Company of Detroit, 131 Mich. 79, 90 N. W. 1040 
(1902), the court, in holding that existing stockholders had a preemptive right to subscribe 
for newly authorized capital stock at its par value and not, as the directors contended, at its 
higher market value, stated at p. 85: 

It would seem from these authorities that the right to subscribe for any increase of 
stock at par if he desires to do so, or to sell that right if he does not desire to exercise 
it himself, is one of the rights acquired by the stockholder when he becomes a sub- 
seriber to the stock. If the business is profitable the stock may be worth much more 
than par. If it is, it becomes so because of the investment and use of the money put 
into the business by the original stockholders, and we can see no hardship done to 
anyone when this fact is recognized. 

177'This doctrine was evolved as early as 1807 by the Massachusetts Supreme Court in 
Gray v. President, Directors & Company of Portland Bank (1807), 3 Mass. 363. 

178 See the authorities cited in note 174, supra, and 11 Fletcher, Cyclopedia Corporations 
(1982), secs. 5185 and 5150. 
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To invoke the general principles of equity the stockholders must seek 
judicial relief and assume the perhaps difficult burden of proving a 
breach of fiduciary duties upon the part of the management. How- 
ever, the existence of a pre-emptive right.imposes an affirmative duty 
upon the management to offer additional shares to stockholders. To 
recover for a breach of this right the stockholders need only prove the 
issuance of additional shares and the failure to grant the pre-emptive 
right. The pre-emptive right is thus a relatively effective weapon for 
the protection of the stockholder against dilution of his proportionate 
ownership and voting interest in his company.’ But such right has 
usually been held to apply only when an increase in the capital stock 
would effect a dilution in the voting rights and asset participations of 
existing common stock and of existing preferred stock which has full 
voting power and a participating interest beyond its fixed preferences 
in the corporation’s assets and earnings.1®° 

The preemptive right clearly applies to issues consisting of a newly 
authorized increase in capital stock,'** but a divergence of opinion 
exists among the courts as to whether or not the right applies to 
previously authorized but unissued stock.**? If the right is held to 
be nonexistent in such cases the rule can be evaded by managements 
with ease simply by authorizing more capital stock than it is con- 
templated to issue immediately. However, the recent tendency of 
the courts seems to be to permit the preemptive right as to authorized 
but unissued stock which is held in reserve to meet the needs of 
future expansion of the corporate business but not as to authorized 
but unissued stock which it is planned will be sold within a reason- 
able time to raise the contemplated initial capital of the corpora- 
tion.*** It is thus probable, where the preemptive right has not 


17 The rationale of the courts in evolving the preemptive right has been grounded on the 
possible diluting effect of additional issues of shares on the asset participation and voting 
rights of existing stockholders. Little attention has been paid by the courts to the possible 
economic justification for permitting stockholders who have assumed the initial capital risks 
in the enterprise to subscribe to additional stock having attractive investment possibilities 
when the corporation has become successful irrespective of any possible diluting effects on 
their existing stock as the result of the issuance of more shares. (See Berle, A. A., Cases 
and Materials in the Law of Corporation Finance (1930), pp. 309-310.) 

1801] Fletcher, Cyclopedia Corporations (1982), Sec. 5135-6. Yoakum v. Providence Bilt- 
more Hotel Co., 34 F. (2d) 533 (D. C. R. I. 1929) ; General Investment Co. v. \Bethlehem 
Steel Corporation, 88 N. J. Eq. 237, 102 A. 252 (1917) ; Jones v. Concord and Montreal R. 
Co., 67 N. H. 119, 30 A. 614 (1892) ; id., 67 N. H. 234, 38 A. 120 (1892); Thomas Branch & 
Co. v. Riverside & Dan River Cotton Mills, 1389 Va. 291, 123 S. E. 542 (1924). In the 
Yoakum case, supra, it was said that the preemptive right has never been extended to non- 
participating preferred stocks having a special and limited voting right. It has been held 
(see Bethlehem Steel Corporation case, supra, that a preferred stockholder had no 
preemptive right to purchase his pro rata share of an additional issue of preferred stock 
alike in all respects to the existing preferred stock except that the new preferred stock (which 
had no right to vote) was preferred as to dividends over the existing preferred stock and 
was convertible into nonvoting equity securities. See also, Berle and Means, The Modern 
Corporation and Private Property, p. 176. 

18111 Fletcher, Cyclopedia Corporations (1982), secs. 5135-6. See also Wiles v. Safe 
Deposit & Trust Company, 259 U. S. 252, 66 L. Ed. 926; Stokes v. Continental Trust 
Company, 187 N. Y. 287, 78 N. BE, 1090. 

182 11 Fletcher, Cyclopedia Corporations (1982), sec. 5160. 

783 Thid., and Dunlay v. Avenue M Garage & Repair Oo., 253 N. Y. 274, 170 N. B. 917 (1980), 
in which the court said: 

In respect to the balance of shares constituting the initial authorized issue, as dis- 
tinguished from new shares, the case is different. The subscribers ordinarily take such 


shares with the clear understanding that the subscription shall be completed before they 
rely on the preservation of their proportional status. The understanding may, how- 
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been waived by charter provisions, that such right would attach to 
authorized but unissued shares of an investment company which 
announced by a prospectus offering its securities or otherwise that it 
proposed to inaugurate its existence by the sale of a fixed number of 
shares less than the number authorized.*** 

The preemptive right as it exists at common law, however, has 
been generally held not to apply to the reissuance of treasury stock, 
that is, stock which has been previously issued and reacquired by 
the corporation but not retired. It is apparent that the existence 
of this exception can be abused by corporate managements.’ In 
fact, the courts have required that treasury stock must be disposed 
of at a price which will not result in a dilution of the asset partici- 
pations of existing stockholders.'** 

It is also commonly stated that the preemptive right is not avail- 
able where additional stock is issued for other than a cash consider- 
ation, that is, for property, although no large body of persuasive 
legal authority exists for this view.'s’ In support of this position 
it is urged that a requirement for offering additional stock to the 
stockholders to raise cash to purchase property for corporate pur- 
poses will often hamper the management in acquiring desirable assets 


ever, be otherwise. The issued stock may be related to the unissued stock as stock for 
immediate issue to stock for future expansion. In such case the preemptive right 
might not be denied. It has been too loosely stated that a corporation may use its 
original unissued capital stock for any legitimate or lawful purpose it sees fit. 

184 For example, The Goldman Sachs Trading Corporation, with an authorized capital 
of 2,500,000 shares, offered 1,000,000 of such shares to the public in December 1928, the 
prospectus stating that “the corporation will commence business with $1,000,000 in cash 
arising from the sale of 1,000,000 shares of its capital stock’ (Public Examination, The 
Goldman Sachs Trading Corporation, Commission’s Mxhibit No. 1656). Under the doctrine 
of the Dunlay case it would seem that, unless the charter eliminated the preemptive right, 
the preemptive right would attach to the remaining 1,500,000 shares of the authorized but 
unissued capital stock of the corporation. The certificate of incorporation of The Goldman 
Sachs Trading Corporation, however, eliminated the preemptive right (id., Commission’s 
Exhibit No. 1652, at 6). Nevertheless, as a condition to the listing of the 1,000,000 shares 
of its stock on the New York Curb Exchange, the management of The Goldman Sachs 
Trading Corporation was required to grant a preemptive right to the stockholders ‘where 
feasible.’ Notwithstanding this fact, The Goldman Sachs Trading Corporation, through 
the facilities of the exchange, sold an additional 125,000 shares of its stock to the public 
at market prices higher than the price at which the original 1,000,000 shares had been 
offered to the public without first offering such shares to its existing stockholders. By 
depriving the original stockholders of their preemptive right, the corporation thus deprived 
its original stockholders of the possibilities of a personal market profit which they might 
have obtained if the preemptive right had been awarded to them. (See Ch. III of this part 
of the report, pp. 917-27.) 

18 An example of the possible injurious effect upon stockholders of this power of the 
management to reissue treasury shares without first offering them to existing stockholders 
is afforded by Aviation Securities Corporation, discussed infra, p. 1910. 

18 Borg v. International Silver Co., 11 F. (2d) 147, C. C. A. (2d) 1925; Hammen wv. 
Werner, 239 App. Div. 88, 265, N. Y. Supp. 172 (2d Dept. 1933). The reasoning of the 
courts in denying the preemptive right to treasury stock is apparent from the following 
statement in the Borg case, supra, at 151: 

When a person buys into a company with an authorized capital, he accepts that 
proportion of the voting rights which his purchase bears to the whole. This applies 
certainly so far as the other shares are issued at the same time, and perhaps, also, 
though they are issued much later. But treasury shares have by hypothesis once been 
issued and have diluted, as it were, the shareholders’ voting power ab initio. {He 
eannot properly complain that he is given no right to buy them when they are resold, 
because that merely restores the status he originally accepted. All he can demand is 
that they shall bring to the corporate treasury their existing value. If they do, his 
proportion in any surplus is not affected. 

1st See Berle, A. A., Cases and Material on the Law of Corporation Finanue (1980), 
pp. 344-5; Berle and Means, The Modern Corporation and Private Property (19385), pp. 
145-6, 
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where the opportunity must be quickly exercised. However, this rule 
opens an easy avenue for evasion of the salutary effects of the pre- 
emptive right in preventing dilution of the assets and voting par- 
ticipation of the existing stockholders.8* For example, this rule 
may not prevent the common management of two investment com- 
panies from causing one company to acquire the assets of the other 
company, on favorable terms for the management’s holdings of the 
securities of the acquired corporation, but on terms which will dilute 
the asset participation of the stockholders of the purchasing cor* 
oration.1* 

With respect to the price which may be fixed for the issuance of 
additional shares to which the preemptive right attaches, the courts 
have stated that the management or the majority stockholders may 
fix a reasonable price in relation to existing market and other 
values.°° However, the ability to fix the price of new issues gives 
the management a power completely to negate the preemptive right 
for purposes of its own.” 


188 See Berle and Means, The Modern Corporation and Private Property, p. 145. 

189 Compare the exchange offer made in 1930 by General Investment Corporation for the 
securities of United States and Overseas Corporation described in detail in Ch. II of this 
part of the report, pp. 497-623, and Ch. IV, pp. 1410 et seq. However, although the pre- 
emptive right may not apply to issuances of stock for property, on general principles of 
equity stockholders may have a remedy against managements which derive a personal 
advantage as a result of the issuance of stock for property. See the authorities cited in 
note 174, supra. 

199 In Hammond v. Hdison Illuminating Co., note 176, supra, the court held that the 
stockholders were entitled to subscribe to new stock at its par value and not at the existing 
market value which was fixed by the shareholders, although the market value was higher 
than the par value. In Stokes v. Continental Trust Co., 186 N. Y. 285, 78 N. E. 1090 
(1906), in upholding the plaintiff's right as a stockholder to subscribe to a proportionate 
share of an increase in defendant’s capital stock, the court stated: 

The new stock belonged to the stockholders as an inherent right by virtue of their 
being stockholders, to be shared in proportion upon paying its par value or the value 
per share fixed by vote of a majority of the stockholders, or ascertained by a sale at 
public auction. 

Although the court did not define a reasonable price, the stock involved was offered at a 
price above both its par and asset values but at less than its then market value. However, 
in Scheirich v. Otis-Hidden Company, 204 Ky. 289, 264 S. W. 755 (1924), the court held 
the new stock may be offered at its par value to existing stockholders even though the asset 
value was substantially higher than the par value of the stock, and even though stockhold- 
ers who were unable to exercise their preemptive rights would suffer a dilution in asset value 
as a result of the new issues. The court stated, however, that a stockholder might be com- 
pensated for all or part of his loss in asset value by the sale of his right to subscribe for 
the new stock. For various terms and conditions which may be attached to the exercise 
of the preemptive right, sec. 11 Fletcher Cyc. Corp., sec. 5138. 

191 An example of the harm which may result to stockholders as the result of the use of 
this power by managements is afforded by the case of Chain & General Equities, Inc., a 
leverage investment company sponsored in 1929 by Childs, Jeffries & Co., Inc., of Boston. 
By September of 1931, the investment company had suffered substantial losses and its com- 
mon stock. had no asset value, and only a nominal market value ranging from $1 to $1.75 
per share. At that time Wallace Groves entered into negotiations for the acquisition of 
control of Chain & General Equities, Inc., with William B. Nichols & Co., the successor 
firm to Childs, Jeffries & Co., Inc. This firm apparently had no controlling stock interest 
in the investment company. However, on the agreement of Mr. Groves to compensate the 
firm for its services in transferring control of the investment company to Mr. Groves by a 
cash payment, the purchase of the firm’s worthless option warrants to purchase common 
stock of Chain & General Equities, Inc., and the grant to the firm of a management contract 
with Chain & General Equities, Inc., after control passed to Mr. Groves, William B. Nichols 
& Co. agreed to cause Chain & General Equities, Inc., to issue a controlling block of newly 
authcrized stock to Mr. Groves. However, the stcckholders of Chain & General Equities, 
Inc., under the common law principles which have been stated, had a preemptive right to 
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Nevertheless, the preemptive right as it exists at common law, 
although perhaps imperfect. from the viewpoint of stockholders, af- 
forded them at least some protection. However, at common law the 
preemptive right can be waived by provisions inserted in the cor- 
porate charter prior to the public sale of the corporation’s securities. 
The recent tendency has also been for states with so-called “liberal” 
incorporation laws expressly to authorize by statute the elimination 
of the preemptive right by provisions in corporate charters. 
Stockholders are presumed to be aware of these provisions and to 
accept them by becoming stockholders.!?? In fact, however, the 
stockholders may be unaware of such a provision since few stock- 
holders actually read corporate charters and even if they are aware 
of such a provision they may not understand its significance. 


purchase new issues of the corporation’s stock, as this right had not been eliminated in 
the company’s charter. Accordingly, the agreement between Mr. Groves and Chain & Gen- 
eral Equities, Inc., provided that the authorized number of shares of common stock of 
Chain & General Equities, Inc., was to be increased and that 470,400 of the increased num- 
ber of shares were to be offered to the company’s common stockholders at $2 a share. Mr. 
Groves undertook to purchase on November 4, 1931, at this price all unsubscribed shares 
plus any additional shares necessary to give him 51% of the total outstanding voting 
power. However, this right of the stockholders to subscribe was an illusory one. Inasmuch 
as the common stock of Chain & General Equities, Inc., then had no asset value, and its 
market price at that time was $1 bid, $1.75 asked, it was probably surmised that the gtock- 
holders would not exercise their subscription rights and that Mr. Groves would be permitted 
to purchase all of the newly issued stock. In fact, only 2,462 shares of the new issue of 
common stock were purchased by the stockholders of Chain & General Equities, Inc., and 
Mr. Groves was therefore enabled to purchase 467,938 shares of such stock, or approxi- 
mately 72% of the voting power of Chain & General Equities, Inc. With this control Mr. 
Groves was enabled by self-dealing with the assets of Chain & General Equitics, Inc., to 
derive substantial personal profits at the expense of the preferred and minority common 
stockholders of the company, who eventually suffered substantial losses on their investment 
in the company. (See Ch. II of this part of the report, pp. 181—227.) : 

18 Delaware Revised Code (1935), c. 65 § 5 (10). For example, in 1927 the Delaware 
legislature, at the suggestion of New York corporation attorneys representing investment 
bankers and the managements of large corporations, adopted among other amendments, an 
amendment to. its corporation law authorizing the inclusion of provisions in the certificates 
of incorporation to limit or deny to the stockholders the preemptive right to subscribe to any 
or all additional issues of stock of the corporation of any or all classes. (Berle, 
Investors and the Revised Delaware Corporation Act [1929] 29 Col. L. Rev. 563-4). 

193 A comprehensive charter provision waiving the preemptive right is the following: 

No stockholder shall be entitled as a matter of right to subscribe for, purchase, or 
receive any shares of the stock or any rights or options of the * * * Corporation 
which it may issue or sell, whether out of the number of shares authorized by this 
[charter] or by amendment thereof or out of the shares of the stock of the * * * 
Corporation acquired by it after the issuance thereof, nor shal! any stockholder be 
entitled as a matter of right to purchase or subscribe for or receive any bonds, de- 
bentures, or other obligations which the * * * Corporation may issue or sell that 
shall be convertible into or exchangeable for stock or to which shall be attached or 
appertain any warrant or warrants or other instrument or instruments that shall confer 
upon the holder or owner of such obligation the right to subscribe for or purchase from 
the * * * Corporation any shares of its capital stock. But all such additional 
issues of stock, rights, options, or of bonds, debentures, or other obligations convortible 
into or exchangeable for stock or to which warrants shall be attached or apnpertain or 
which shall confer upon the holder the right to subscribe for or purchase any shares of 
stock may (to the extent permitted by law) be issued and disposed of by the Board of 
Directors to such persons and upon such terms as in their absolute discretion thoy may 
deem advisable. 

194 See also op. cit. supra, note 188, p. 138, where it is stated: 


The charter actually contemplates that every stockholder will be bound by it and by 
any modification of it and by the general incorporation act, and by every modification 
of that. Such stockholders are, in large measure. about to be drawn from the general 
investing public, who are not represented when the charter is drawn: while the incor- 
porating group is likely to represent the interests of those who intend to maintain 
control of the corporation when formed. the respective rights and powers of esch will. 
in large measure, be defined by this charter ; the result being that a so-e9Ne4 “eantraet” 
intended to govern the rights of two sets of parties is drawn exclusively bv ono party 
who naturally considers his own interest. The other party not only does ot nar- 
ticipate in the negotiations but in practice never even sees the document. This nat- 
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It has been said that, because of the vastly increased complexity of 
the modern corporate stock structure with its multiplicity of classes 
of stock with varying voting and participating rights, the existence 
of preemptive rights might result in litigation and other difficulties 
because of the impossibility of measuring accurately the extent to 
which participating and voting interests of existing stockholders 
may be affected by additional issues of shares of varying classes.1% 
In other words, complex capital structures, the validity of which, at 
least in the case of investment companies, may be questioned on 
numerous other grounds,'’® have in effect been made to justify a 
power of management, restrained only by general principles of 
equity, to dilute the voting and other participating interests of exist- 
ing stockholders by additional issues of stock. And where common 
stockholders in a leverage investment company may have been in- 
duced to purchase their ‘shares on the basis of “leverage” and have 
assumed the risks of “leverage” it would seem difficult to justify the 
withholding of a pr eemptive right to such stockholders to purchase 
additional issues of common stock after the company has become 
successful. Moreover, it is significant that managements holding a 
Class B “control” stock of a lever age investment company may fre- 
quently preserve the preemptive right on further issues of the “con- 
trol” stock.’ Certainly this alleged justification can, by its terms, 
have no application to nonleverage i investment companies, the charters 
of which also frequently eliminate the preemptive right. 

It has also been urged that, since the voting power of stocks has 
become of less importance because of the existence of various devices 
for control in the management (such as voting trusts, management 
stocks with special voting privileges, nonvoting common stocks and 
the management’s domination of the proxy machinery), the protec- 
tion of the stockholders’ voting interest against dilution, as the 
result of additional issues of stock, is of small significance. In other 

vords, the fact that other avenues for diminishing the importance 
of voting rights exist is thought to constitute a reason to permit a 
further attenuation of the voting privilege by managements by abol- 
ishing the preemptive right. Finally, it is argued that the offering 
of new shares to stockholders is a cumbersome - procedure which may 
hamper managements when funds must be raised quickly for cor- 
porate purposes. However, it may be questioned whether or not 
this necessity is of greater importance than the interests of stock- 
holders in the preservation of their asset and voting interests in the 
corporation.?°* Furthermore, these supposed justifications for the 


urally leads to the result that the management will have as complete latitude and as 
little liabijity as possible; as large a power to arrange and rearrange participations in 
its own interests as can be secured; and that the prospective shareholder will have as 
little power and as few enforceable rights as can conveniently be arranged. 

1% See 11 Fletcher, Cyclopedia Corporations (1932), Sec. 5136; Frey, Shareholders’ Pre- 
emptive Rights (1929), 38 Yale Law Journal 563; Drinker, The Preemptive Right of Share- 
holders to Subscribe to New Shares (1930), 43 Harvard Law Review 586. 

186 See the discussion supra, pp. 1624-31. 

“7 See Sterling Securities Corporation, discussed supra, pp. 1624-31, and Ch. IV of this 
part of the report, pp. 1162-78. 

198 Since one of the peculiar characteristics of open-end investment companics, which 
usually have only one class of stock, is to issue new shares of their stock at their approxi- 
mate asset values, existing stockholders usually will suffer no dilution in the asset value 
of their shares, even if no preemptive right exists. However, the new issues of stock may 
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elimination of the preemptive right give little heed to the economic 
claims of stockholders, who have originally staked their funds upon 
the success of an investment company, to a first opportunity to pur- 
chase additional securities of the company after it has become suc- 
cessful and its securities offer attractive investment possibilities.1% 
The charters of most investment companies contain provisions 
eliminating the preemptive right. Of 161 investment companies 
analyzed only one expressly granted the preemptive right to its 
stockholders, while 98 companies, a substantial number “of which 
were nonleverage companies, denied to their stockholders any pre- 
emptive rights. Five investment companies denied preferred stock- 
holders any preemptive rights and granted common stockholders a 
preemptive right only when it was ~ proposed to sell hew common 
stock for cash, and 29 companies granted a limited or conditioned 
preemptive right to one or more classes of stock. The charters of 
the remaining companies were silent on the subject of preemptive 
rights so that presumably the common-law rules would apply. It 
thus may be assumed that in most investment companies today all 
of the abuses which the common-law preemptive right was designed 


dilute the voting rights, if any, of existing stockholders, a dilution which they will be 
unable to prevent, since no preemptive right may well exist. In the case of closed-end 
investment companies, however, the statutes of states having “‘liberal’’ corporation laws 
empower the directors to issue no-par stock, both preferred and common, from time to 
time for any consideration which they may fix unless in the certificate of incorporation the 
power to fix the consideration has been reserved to the stockholders (Delaware Revised 
Code (1935), Ch. 65, Sec. 14). Since the drafting of the charter is in the hands of the 
sponsors of investment companies it is unlikely that any power to fix the price of new 
issues of no-par stock will be placed in the stockholders. Thus, in states such as Delaware, 
managements of investment companies will be enabled to dilute the asset participations of 
existing stockholders by fixing a price for new shares at an amount less than the asset 
value of existing shares. Of 161 management investment ccmpanies analyzed ihe charters 
of 68 give their managements complete discretion in determining the consideration to be 
received by the corporation on issuance of no-par-value shares. (See also Ripley, Wm. Z., 
Main Street and Wall Street, pp. 38-43.) 
199 Note the following: 


Economically the preemptive right is the legal recognition of the * * * right to 
invest capital. This right becomes valuable when the enterprise has demonstrated 
that it will earn a higher rate of return on the capital than the stockholder can get 
on that capital were he {o reinvest it in the open market. Thus if the ruling rate of 
return on capital is 6 percent and he can invest it in a business which will yield 12 
percent, the right to invest capital in the enterprise prccisely doubles the useful value 
of his capital. 

Corporations which can continually use additional capital and have demonstrated their 
ability to earn a high rate of return on it are likely to be constantly seeking additional 
capital for investment. A notable instance is the American Telephone & Telegraph 
Co., which calls for roughly two hundred millions of additional capital every two years 
and is able to earn approximately 12 percent therein. A share of stock in that com- 
pany, representing a contribution of $100 of capital, will often sell at once for $200 
and better, depending on market conditions. The right to subscribe for such a share 
is thus extremely valuable and is one of the recognized profitable features of that stock. 
The same factor appears in successful investment trusts (Berle, Cases and Materials 
in the Law of Corporation Finance (1930), pp. 8309-10). 


Some investment company officials have taken a similar position. Mr. Gayer Dominick, 


president of National Bond & Share Corporation, testified (Public Hxamination, National 
Bond & Share Corporation, at 2199) : 


t seems to me that when you offer rights to stockholders that you usually are going 
to offer those shares of stock at a price which perhaps is a discount under the market. 
If you have a successful underwriting, it is in the nature almost of an extra dividend to 
the stockholders if you offer it to them. Itisa privilege. It is a way of compensating 
the stockholder for loyalty to you. It seems to me a perfectly human, proper function 


to handle it that way. 

See also the testimony of Robert BH. McConnell, president of Mayflower Associates, Inc., 
to the effect that as a matter of “common morality” and “good business practice” it is 
desirable to extend preemptive rights to the stockholders of investment companies (Public 
Bixamination, Mayflower Associates, Inc. at 3703). 
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to protect, such as the power of management by additional issues of 
stock to convey control to others and to offer to favored persons 
stock upon terms prejudicial to the asset and voting participation 
of existing stockholders, are permissible. 

Incidents in the history of Sterling Securities Corporation, Avia- 
tion Securities Corporation, and General Empire Corporation illus- 
trate the consequences to stockholders which may follow the denial 
of a preemptive right, whether on common-law principles or by 
charter provisions. 


a. Sterling Securities Corporation 


In May of 1929 Sterling Securities Corporation had derived ap- 
proximately $16,000,000 from the issuance of 500,000 shares of pref- 
erence stock, 500,000 shares of Class A common stock, and 223,297 
shares of Class B common stock. The Class A common stock, which 
had been sold to the public, had one vote per share and a preference 
in assets upon liquidation of $12 a share and thereafter to 75% of 
the remaining assets of the corporation. The charter expressly denied 
a preemptive right to the Class A common stockholder to purchase 
further issues of such stock. On the other hand the management of 
the investment company had purchased all of the Class B common 
stock, which was a control stock because of its cumulative voting 
privileges, for a total consideration of $111,648.50. The Class B 
common stockholders were expressly granted a preemptive right to 
purchase all subsequent issues of that class of stock, by the invest- 
ment company’s charter. 

In May of 1929 the management of Sterling Securities Corpora- 
tion caused it to issue to Hayden, Stone & Co. 100,000 shares of au- 
thorized but unissued Class A common stock at $12 a share and 
25,000 shares of Class B common stock at 50 cents a share for pros- 
pective services in floating an issue of first preferred stock of the 
investment company and in procuring the listing of the company’s 
shares on the New York Stock Exchange. The Class A common 
stock at this time had an asset value of $15 a share and a market 
value of $25 a share. In other words, the effect of the sale was to 
dilute the asset participation of the existing Class A common stock- 
holders by $250,000 and to deny to them the opportunity of deriving 
the profit of $1,300,000 which would accrue to them if they had been 
given the right to purchase such stock at $12 a share and had im- 
mediately resold the same in the market at $25 a share. It was the 
understanding of the directors that these shares were taken by Hay- 
den, Stone & Co. as a permanent investment. However, Hayden, 
Stone & Co., within one month after its purchase of the Class A 
common stock, sold such stock for a profit of $470,000.2” 

This sale of stock by Sterling Securities Corporation to Hayden, 
Stone & Co. was not without significance from the point of view of 
the preferred stockholders of Sterling Securities Corporation. In 
July of 1931 Hayden, Stone & Co. was instrumental in the transfer 
of control of Sterling Securities Corporation to Atlas Corporation. 


200 Hayden, Stone & Co. also derived a profit of $101,050 on the sale in 1929 of a portion 
of its Class B common stock of Sterling Securities Corporation. 
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Atlas Corporation thereafter purchased or exchanged its shares for 
the various security issues of Sterling Securities Corporation. These 
exchanges and purchases by Atlas Corporation involved substantial 
losses in asset value to the preferred stockholders who sold their 
stock to Atlas Corporation or exchanged it for Atlas Corporation 
stock.?°* 


b. Aviation Securities Corporation 


In January of 1931 Aviation Securities Corporation, a nonleverage 
investment company, held in its treasury 20,000 shares of its own 
stock which had been issued and reacquired in the open market. At 
that time, the asset value of the investment company’s stock was 
$18.62 a share while its market value was $12 a share. Without first 
offering these 20,000 shares of treasury stock to shareholders *” they 
were sold to Atlas Corporation by the board of directors of the com- 
pany, several of whom had sold to Atlas Corporation, at an attractive 
price though possessing no immediate value, their personal holdings 
of option warrants to purchase additional common stock of Aviation 
Securities Corporation. In fact the purchase of these warrants was 
apparently made by Atlas Corporation to induce the directors to 
issue the treasury stock to Atlas Corporation. 

The purchase of the treasury stock by Atlas Corporation gave it 
a 15% voting interest in Aviation Securities Corporation and served 
as a nucleus for further purchases of the stock in the open market. 
Ultimately, Atlas Corporation acquired control of Aviation Secur- 
ities Corporation 7°? and, by means of purchases and exchange offers 
of its own securities, acquired all of the stock of Aviation Securities 
Corporation for a total consideration in cash and exchanged secur- 
ities of substantially less than the asset value of such shares.?” 


c. General Empire Corporation 


In May of 1931 General Empire Corporation, a nonleverage invest- 
ment company the charter of which denied any preemptive rights to 
its stockholders,?° had outstanding 89,000 shares of capital stock 
of which 10,000 shares, or 11% of the outstanding stock, were held 
by Hemphill, Noyes & Co., the sponsors of the investment company. 
That firm also held option warrants, which then were of no imme- 
diate value, to purchase common stock of General Empire Corpo- 
ration and pursuant to the terms of a stock purchase contract dated 
July 22, 1929, the firm was entitled to receive additional option war 
rants to purchase common stock of General Empire Corporation 
equivalent to one-half of all subsequent issues of stock by General 
Empire Corporation. 

201 Hor a detailed discussion of the history of Sterling Securities Corporation, together 
‘with citations to the record, see supra, pp. 1624-81, and Ch. IV of this part of the report, 
pp. 1162-78, 

22 Tf the treasury stock had been retired instead of being sold to Atlas Corporation, the 
asset value of the remaining shares of the investment company’s capital stock would have 
been increased by $132,000. 

23 At the time of the sale of the treasury stock, however, the management of Aviation 
Securities Corporation was unaware of the fact that it was the intention of Atlas Corpora- 
tion .to acquire control of and ultimately to liquidate Aviation Securities Corporation. 

24 Wor details of Aviation Securities Corporation together with citations to the record, 
see Ch. IV of this part of the report, pp. 1270-77. 

205 Public Examination, Atlas Corporation, Commission’s Exhibit No. 1975. 
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At this time, Atlas Corporation entered into negotiations for the 
acquisition of control of General Empire Corporation which was to 
be accomplished by the issuance by the management, without a first 
offering to shareholders, of authorized but as yet unissued stock. 
It was accordingly agreed that a controlling block of this stock of 
General Empire Corporation was to be issued at asset value for all 
of the assets of Power and Light Securities Trust, an investment 
trust 95% owned by Atlas Corporation. Atlas Corporation agreed 
to purchase the common stock of General Empire Corporation held 
by Hemphill, Noyes & Co. at its market value and also agreed to 
purchase for $302,500 the option warrants then held by Hemphill, 
Noyes & Co. and the warrants which it would receive pursuant to 
its contract on the issuance of the new stock of General Empire 
Corporation. 

The primary purpose of this arrangement was not to raise addi- 
tional capital for General Empire Corporation but to transfer con- 
trol of the investment company to Atlas Corporation. Thereafter 
Atlas Corporation dissolved General Empire Corporation after ac- 
quiring, by cash purchase or exchange offers for Atlas Corporation 
securities, virtually all of the stock of General Empire Corporation 
at a substantial discount from the asset value of such shares. Thus, 
the ultimate purpose of Atlas Corporation was to dissolve General 
Empire Corporation and to absorb its asset on a profitable basis to 
Atlas Corporation. Mr. Odlum, the president of Atlas Corporation, 
testified : 2° 


Q. But ordinarily, Mr. Odlum, you don’t issue stock to raise capital to imme- 
diately liquidate the trust, do you? 

A. No, sir; and that wasn’t the purpose either. 

Q. Well, the ultimate purpose was to liquidate the trust. It wasn’t a case 
where the officers and directors of the General Empire Corporation felt they 
needed more capital and this was a medium of raising more capital. This is 
Just a device whereby the control of General Empire was transferred—and I 
am not Saying it wasn’t in their best judgment. But this transaction was just 
the mechanics that was used to turn over control of General Empire to Atlas? 

A. To turn over the management; yes. 

Q. And that was effected without consulting the stockholders of General 
Empire, isn’t that so? 

A. I believe so. I was not on that side of the trade. 


Thus, as a result of the absence of a preemptive right to purchase 
the new shares of General Empire Corporation, its existing stock- 
holders were without power to prevent an integral step in the acqui- 
sition program of Atlas Corporation.2% 


206 Td., at 17903-10. 

27 Wor a detailed history of the transfer of control of General Empire Corporation to 
Atlas Corporation and the terms of the exchange offers of Atlas Corporation securities sub- 
sequently made for the stock of General Empire Corporation, see Ch. IV of this part of 
the report, pp. 1258-70. A similar incident occurred in the case of Granger Trading Cor- 
poration, a nonleverage investment company whose certificate of incorporation denied a pre- 
emptive right to its stockholders. Wallace Groves, through the purchase of a valueless man- 
agement contract held by the sponsor of Granger Trading Corporation, induced the sponsor 
to cause Granger Trading Corporation to issue a controlling block of its stock to Yosemite 
Holding Corporation, an investment company controlled by Mr. Groves. Once in control, 
Mr. Groves caused Granger Trading Corporation to sell all of its assets to Yosemite Holding 
Corporation on terms which resulted virtually in a destruction of the entire asset value 
of the stock of the minority stockholders of Granger Trading Corporation CGid., pp. 1302-3). 
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While a form of organization might be adopted for mvestment 
trusts and investment companies which would insure complete and 
continuing control to sponsor interests, various considerations some- 
times made it expedient to employ other means of acquiring control 
without substantial investment. Sponsors may have been dissuaded 
from employing the Massachusetts or business trust because this type 
of organization was not generally known outside of the Boston area 
and frequently did not enjoy legal sanction.?°° Similarly, a public 
offering of securities carrying little or no voting power might meet 
with definite sales resistance by the public. 

Voting trusts, which when employed were usually created prior to 
the public distribution of the securities of the investment company, 
are not unlike the Massachusetts trust form of organization except that 
the divorcement of ownership and control is even more apparent to 
investors. As a consequence, voting trusts probably did not have the 
requisite sales appeal and were seldom employed in investment com- 
panies. Management agreements, on the other hand, have proven a 
simple and less obvious device of control, frequently employed in com- 
bination with other control devices but adequate of themselves to 
thwart management opposition. 


1. VOTING TRUST AGREEMENTS 


A voting trust agreement is an agreement which assembles in the 
hands of a person or group of persons the shares of several owners of 
stock, in trust giving the trustee or trustees the power of voting them 
and thereby of controlling corporate business and affairs. The agree- 
ment ordinarily confers upon the voting trustees the right to vote the 
stock transferred to them for such purpose irrevocably and for a 
definite period. The voting stock, itself, is transferred to the trustees 
who issue voting trust certificates to the stockholders as evidence of 
their beneficial ownership of the stock. 

The avowed purpose of the voting trust is to disfranchise the stock- 
holders. The pecuniary incidents of stock ownership, such as cash 
dividends and rights on dissolution, are usually reserved to the certifi- 
cate holders by the voting trust.?°? Although originally held illegal 
by the courts,?"° voting trusts have in a number of states been legalized 


2088 Perhaps because of the absence of governmental supervision of the organization and 
activities of business trusts, some courts have exhibited a marked tendency to hold such 
trusts to be limited partnerships and therefore violative of statutes which forbid partnerships 
consisting solely of partners who have only a limited liability for the partnership debts (see 
Thompson v. Schmitt, 115 Tex. 53, 274 S. W. 554 [1925]) or to find such trusts ‘illegal’ as 
being, in effect, corporations which have not been validly chartered in accordance with State 
law. (See Weber Engine Co. v. Alier, 120 Kan. 557, 245 Pac. 143 [1926]; see also supra, 
pp. 1888-91.) 

209 Thus, the voting trust agreements which existed for the voting stock of 9 investment 
companies (out of 150 companies examined) between 1927 and 1935 all provided that cash 
dividends were to be received by the certificate holders. However, stock dividends having 
voting power were reserved to the voting trustees in 8 out of 9 cases so as to prevent a 
possible dilution of the voting power in the yoting trust. 

710 See Berle and Means, The Modern Corporation and Private Property (1935), pp. 77-8. 
The attitude of the courts may be gleaned from the following statement in the Shepaug 
Voting Trust cases, 60 Conn. 558, 24 Atl. 32 (1890) : 


It is the policy of our law that ownership of stock shall control the property and the 
management of the corporation and this cannot be accomplished, and this good policy 
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by statute. These statutes, however, usually limit the duration of 
voting trusts to a period of 10 years, in one instance permitting renewal 
of the trust for an additional 10 years.?" 

The voting trust offers to promoters the opportunity for autocratic 
control without any persona! investment. It thus constitutes a means 
by which the sponsors of investment companies may allocate to them- 
selves all the emoluments of control such as salaries, management, fees, 
underwriting, and brokerage business and other advantages without 
any financial loss if their management of the company is unsuccessful. 
The voting trust agreement usually is prepared by the organizers of 
the corporation prior to any public offering of its securities and all of 
the voting stock may be deposited with the voting trustees so that the 
public is offered only voting trust certificates.21? By this means, the 
selection of the personnel of the voting trustees and the scope and 
latitude of the powers placed in voting trustees usually is vested in 
the corporate promoters. This method is obviously more effective than 
the formation of voting trusts after the stock has been distributed 
to the public since it avoids the difficulties of persuading a widely scat- 
tered group of stockholders to deposit their shares with the trustees. 

The sponsoring group having selected the initial trustees, the voting 
trust agreement usually empowers such trustees to fill vacancies in their 
membership. For example, in only one voting trust agreement of an 
investment company coming to the attention of this Commission were 
the stockholders empowered to elect the successors of resigning 
trustees.?"* 

In addition to the power of the voting trustee to elect directors and 
officers and to appoint managers in the case of investment companies, 
they normally have the power to vote for sales of the entire corporate 
assets, for mergers and consolidations with other corporations, to ef- 
fect reductions of capital and other corporate activities of vital con- 


is defeated, if stockholders are permifted to surrender all their discretion and will in 
the important matter of voting and suffer themselves to be mere passive instruments 
in the hands of some agent, who has no interest in the stock, equitable or legal, and 
no interest in the general prosperity of the corporation. In addition there is 
the duty that one stockholder in a corporation owes to his fellow stockholder and he 
cannot be allowed to disburden himself of it in this way. He may shirk it, perhaps, 
by refusing to attend stockholders’ meetings or by declining to vote when called upon 
but the law will not allow him to strip himself of the power to perform his duty and 
to this extent, at least, a stockholder stands in a fiduciary relation to his fellow 
stockholders. 

Some courts influenced by the management’s power to continue in control in any event 
because of the wide geographical dispersion of small stockholders and the management’s 
control of the proxy machinery have held that the importance of the vote has diminished 
to such an extent in modern corporations that voting trusts may be justified. See Mackin 
y. Nicollet Hotel, 25 F. (2d) 783 (C. C. A. 8th, 1928), cert. den. 278 U. S. 618. However, 
in the absence of a voting trust the power is latent in the stockholders to discharge an 
unsatisfactory management. This power would not exist in the case of holders of voting 
trust certificates. 

2117), g., Delaware Revised Code (1935) Chapter 65, Section 18. A voting trust created 
for a period in excess of that prescribed by this statute is wholly invalid and is not merely 
void as to the period of time beyond that prescribed by the statute (Perry v. Missouri-Kansas 
Pipe Line Oo., 191 Atl. 823 [Del. Ch. 1937]). 

2122In 8 of the 9 investment companies (out of 150 companies examined) which possessed 
voting trusts in their voting stocks between 1927 and 1935, the voting trust was created 
prior to the financing of the investment company and the public was offered only voting 
trust certificates. In all the 9 cases the trusts were revocable during the period of their 
existence only by the trustees. 

213 Reply to the Commission’s questionnaire for American Electric Securities Corporation, 


WARS 1 
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sequence to shareholders.” The voting trustees have the power in the 
case of investment companies without the concurrence of, or even the 
necessity of informing the certificate holders, to change radically the 
announced investment policies of the corporation. It may be doubted 
that voting trust certificate holders read or are fully aware of the 
scope of the usual provisions of voting trust agreements which they 
are in law presumed to accept by purchasing a voting trust certificate. 

Despite the broad powers of voting trustees over their controlled 
investment company, the voting trust agreements contain provisions 
designed to relieve them from any responsibility. In many cases the 
voting trustees are expressly empowered to deal freely with the in- 
vestment company and its assets and usually are exculpated from all 
hability except for willful malfeasance.?” 

The sponsors of Incorporated Investors, organized under the laws of 
Massachusetts on November 23, 1925, were among the first to employ 
the device of the voting trust with reference to the stock of an invest- 
ment company. In this case the voting shares were deposited with the 
voting trust from the very beginning and only voting trust certificates 
were offered to the public.?*® Such certificates were sold to December 
31, 1936, for an estimated total of $103,261,000 at which date the in- 
vestment company possessed assets of $77,000,000.217 The control of 
such considerable funds was thereby vested in a few individuals who 
were not required to make any substantial investment in the enter- 
prise and who were absolved under the voting trust agreement from 
the consequences of their acts and omissions except for their “willful 
malfeasance.”?"* The sponsors, who were the voting trustees and the 
officers and directors of the investment company, allotted to them- 
selves contracts for management and distribution services and derived 
total net profits from their affiliation of some $1,900,000 to December 
Bil, BF 

The desirability of such an unrestrained control of the highly liquid 
and easily negotiable assets of investment companies may be ques- 
tioned. It is significant that in some jurisdictions voting trusts of 
the stock of analogous financial institutions such as banking corpora- 
tions, are forbidden or regulated by statute.2?? The common justifica- 


214 Of the 9 investment companies (out of 150 companies examined) possessing voting 
trust agreements between 1927 and 1935, only 3 required the concurrence of the certificate 
holders in connection with a proposed reorganization, merger, consolidation, recapitaliza- 
tion, dissolution, or sale of the assets of the investment company. Of the 3 agreements, 2 
required the vote of a majority of the certificate holders to validate any of these procedures 
and 1 required the vote of two-thirds of the certificate holders. 

216 This was true in all 9 investment companies (out of 150 investment companies ex- 
amined) possessing voting trust agreements at some time during the 1927-1935 period. 
Three of the agreements further stated that the voting trustees were to be indemnified 
against all losses and liabilities sustained under the respective agreements. Requirements 
with respect to the financial responsibility of the voting trustees have generally not been 
provided. In fact, the voting trust agreement of 1 of these 9 investment companies expressly 
provided that under no conditions were the trustees to be required to furnish a bond for 
the faithful performance of their duties. 

6 Public Examination, Incorporated Investors, at 2547-8 and 2695-6, and reply to Com- 
mission’s questionnaire for Incorporated Investors, Pt. I. 

2 Derived from supplementary information supplied the Commission for Incorporated 
Investors. 

218 Public Examination, Incorporated Investors, at 2688-9 and Commission's Exhibit 
No. 294. 

"9 Td., at 2532, and Commission’s Exhibits Nos. 295, 296, 297. These contracts were 
signed on behalf of both parties by various of the said interested sponsors (ibid.). 

220. g.. New York Stock Corporation Law, Sec. 50. 
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tion of voting trusts is that it assures a continuity of management to 
the enterprise. However, as has been stated, most voting trusts make 
it possible for the trustees to resign seriatim and for the remaining 
trustees to elect their successors. That this power in the voting trustees 
to surrender their trust may be of serious consequence to the disfran- 
chised stockholders is illustrated by the case of Universal Shares, Ltd. 


a. Universal Shares, Ltd. 


In June of 1936 Universal Shares, Ltd., a company which had been 
organized in Delaware in 1933 for the purpose of owning and control- 
ling various investment trusts and companies, held all of the com- 
mon stocks of United Sponsors, Inc., and of United Standard Oilshares 
Corporation. These latter companies, by virtue of management and 
distribution contracts, held effective control of Investors Fund of 
America, Inc., and of United Standard Oilfund of America, Inc., both 
of which were management investment companies. The total assets 
of these two investment companies totaled approximately $3,200,- 
000.24 

Universal Shares, Ltd. had outstanding 481,433 shares of 10 cents 
par value capital stock at June 10, 1936. A majority, or 251,400 of 
these shares, were held in a voting trust of which Gen. John F. O’Ryan, 
Murray Spies, and Lucian A. Eddy were voting trustees. The voting 
trust at this time had appreximately eight years to run and apparently 
the trustees were empowered to appoint their successors in the event 
of their resignation. Mr, Spies held none of the shares of Universal 
Shares, Ltd., or its subsidiaries. The record does not indicate the 
holdings, if any, of Mr. Eddy or Gen. O’Ryan. Harold A. Espey, one 
of the organizers of Universal Shares, Ltd., held 127,500 of the out- 
standing voting trust certificates. Messrs. Spies, Eddy, and Espey 
and Gen. O’Ryan were directors and officers of Universal Shares, Ltd., 
and its subsidiaries. Mr. Eddy was also president of both Investors 
Fund of America, Inc. and United Standard Oilfund of America, 
Ine. 

On May 8, 1936 Donald P. Kenyon, who was then actively engaged 
in purchasing control of investment companies with the purpose of 
converting their funds to his own use, acquired for the sum of $20,000 
all of Mr. Espey’s holdings of the voting trust certificates of Universal 
Shares, Ltd. Mr. Espey agreed to sever his connections with Universal 
Shares, Ltd., and to use his best efforts to obtain the resignation of 
the voting trustees. Since the asset value of Mr. Espey’s stock did not 
exceed $12,750, Mr. Espey received from Mr. Kenyon approximately 
$7,000 in excess of the actual value of the shares. 

Mr. Kenyon himself, in June 1936, approached the voting trustees 
who were, by virtue of the voting trust, in actual control of the Uni- 
versal Shares group of companies, in an effort to secure their resigna- 
tions. The first of the voting trustees approached by Mr. Kenyon was 
Gen. O’Ryan, who was induced by Mr. Kenyon to resign as a voting 
trustee. 

On June 10, 1936, Mr. Kenyon reached an agreement with Murray 
Spies. Mr. Spies agreed that he would resign as a voting trustee, that 


™ or full details and documentation see Ch. II, pp. 309-49, and Ch. IV, of this part 
of the report, pp. 1316-23. 
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he also would secure the resignation of Mr. Eddy as a voting trustee, 
and that he would secure the appointment of Mr. Kenyon and his 
nominees as voting trustees. Mr. Spies further agreed to resign as 
an officer and director of Universal Shares, Ltd., and its subsidiaries. 
In return for these undertakings on the part of Mr. Spies, Mr. Kenyon 
agreed to pay Mr. Spies $40,000, of which Mr. Spies paid Mr. Eddy 
$2,000. Mr. Eddy testified that the payment of $40,000 was made to 
reimburse Mr. Spies and Mr. Eddy for back salary, legal fees, and 
other unpaid claims which they held against Universal Shares, Ltd., 
and its subsidiaries. Nevertheless, the agreement between Mr. Spies 
and Mr. Kenyon indicates that the payment of $40,000 was intended, 
in part at least, to compensate Mr. Spies for his future acquiescence in 
the plans of Mr. Kenyon. The agreement provided further that Mr. 
Spies would not interfere with Mr. Kenyon’s acts in his operations of 
Universal Shares, Ltd., and its subsidiaries and that he would not rep- 
resent stockholders of any of the companies in any action against Mr. 
Kenyon. 

Thus, for a pecuniary consideration, Mr. Spies and Mr. Eddy, who 
owned few, if any, of the shares of Universal Shares, Ltd. and its sub- 
sidiary investment companies, turned over the voting trust and man- 
agement control of these companies to Mr. Kenyon. Stockholders, who 
held the real stake in these enterprises, were never consulted or in- 
formed of the passage of control of their companies to Mr. Kenyon 
until after the event. In addition, Mr. Spies vacated his position as a 
fiduciary of the stockholders under an agreement not to oppose any of 
Mr. Kenyon’s future acts. 

Between June and November of 1936, when their activities became 
the subject of state and federal investigations, Mr. Kenyon and his 
associates succeeded in converting to their own uses in excess of 3409,009 
of the funds and assets of Universal Shares, Ltd. and its subsidiaries.?”? 


b. Bankers Securities Corporation 


Voting trust agreements were favorite control devices with the spon- 
sor of Bankers Securities Corporation, which was organized on April 
3, 1928, in the State of Pennsylvania under the sponsorship of Bankers 
Trust Company of Philadelphia.??? The capital structure of Bankers 
Securities Corporation consisted of one class of common stock, having 
the entire voting rights, and one class of preferred stock, for both of 
which stocks it received an aggregate net capital of $24,000,000.*** The 
announced purpose of this enterprise was to serve as a regular securi- 
ties affiliate of the bank but it operated largely as an investment com- 
pany.” The promoter and moving spirit of both the bank and Bank- 
ers Securities Corporation was Albert M. Greenfield, of Philadelphia, 
Pennsylvania. 


222 Donald P. Kenyon died on December 27, 1938. On November 22, 1939, various asso- 
ciates of Mr. Kenyon and others were convicted in the United States District Court for the 
Southern District of New York, as participants in a conspiracy involving the use of the 
mails to defraud Universal Shares, Ltd., and its affiliated companies. (See Ch. II of this 
part of the report, pp. 309-49.) 

223 Reply to the Commission’s questionnaire for Bankers Securities Corporation, Pt. I. 

224 7d., Pts. I and II. 

225 Op. cit. supra, note 223, Pts. I and III. 
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The Bankers Trust Company of Philadelphia and the Bankers Se- 
curities Corporation became pivotal units in an involved chain of cor- 
porations, the details of which are not pertinent here. At one time 
or another during the period from 1928 to 1935, inclusive, there were 
five separate voting trust agreements operating 1n connection with 
the various units in this system, of each of which trusts Mr. Green- 
field was one of the voting trustees. Two of these voting trusts con- 
trolled the Bankers Securities Corporation, one applied to the stock 
of the City Stores Company,” the largest subsidiary of Bankers 
Securities Corporation, and two voting trusts controlled two of the 
other corporations in the system.?7 Particular reference is made to 
the voting trusts which controlled Bankers Securities Corporation. 

On January 2, 1929, a voting trust of the common stock of Bankers 
Securities Corporation was set up with the Bankers Trust Company, 
Mr. Greenfield, and William Fox as the voting trustees.°** ‘This trust 

yas limited to the 15,375 shares of common stock and 30,750 shares of 
preferred stock which the bank owned and which it wished to offer 
to its shareholders without surrendering the 25% voting power this 
common stock represented. The accomplishment of this maneuver 
realized for the bank a profit of $1,383,750, on an investment made but 
a few weeks before, without loss of the voting power.?*? This agree- 
ment ran for five years to January 2, 1934, and was subject to auto- 
matic renewal for another five years to January 2, 1939.?%° 

On October 1, 1932, another voting trust was created with Mr. Green- 
field as the sole trustee. This agreement, which operated concur- 
rently with the first agreement, ran for five years to October 1, 1937, 
and was subject to automatic renewal for another five years to October 
1, 1942.°° The purpose of this agreement was to bring a greater 
number of common shares under the control of the management group. 
All other shareholders were therefore invited to place their shares 
under this voting trust and at the end of 1935, 23,275 shares or 38.8% 
of the voting stock of Bankers Securities Corporation had been so 
deposited. By these two trusts approximately 65.9% of the voting 
stock of Bankers Securities Corporation came under control of the 
management group.7?* 

By virtue of the fact that the Bankers Trust Company resigned as 
voting trustee after its failure in December 1930 and Mr. Fox became 
practically inactive, Mr. Greenfield personally controlled Bankers 
Securities Corporation through the two voting trusts.?*? 


226 Derived from supplementary information supplied the Commission for Bankers Securi- 
ties Corporation. 

27 Tbid. These latter two affiliated companies were Albert M. Greenfield & Co. and Union 
Building Company. 

228 Tbid. 

29 Tbid. From this profit may be deducted any premium over $60 a share paid in acquir- 
ing the preferred stock and $125,000 paid to an underwriting syndicate organized by Mr. 
Greenfield and Mr. Fox (ibid.). 

230 Op. cit. supra, hote 223, Pt. I. 

231 Tpid. 

222Td., Pt. V. A total of 60,000 common shares were outstanding at December 31, 1935 
(Gil. Itt, IO). 

233 Op. cit. supra, note 226. At the end cf 1935 Mr. Greenfield personally owned 8,383 
shares of preferred stock and 5,049 shares of common stock (op. cit. supra, note 223, Pt. V). 
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2, MANAGEMENT CONTRACTS 


The management contract is a device of control which is par- 
ticularly applicable to investment companies. Investment companies 
have generally been represented as essentially vehicles for the man- 
agement of the funds of the public by those who hold themselves 
out as skilled in investment. Usually, the management of a cor- 
poration is vested in its directors and officers who are elected an- 
nually by its stockholders or their representatives. In the case of 
investment companies, however, the power of management conferred 
on the officers and directors by the stockholders, In a great many 
instances, has been “delegated” by the directors and officers to other 
individuals or corporations (which may include other investment 
companies) under agreements by which such individuals or cor- 
porations are vested either with power to invest and reinvest the 

funds of the investment company or with power to suggest invest- 

ments subject to the approval of the board of directors or to the 
representative body of the shareholders.?** However, the sponsors, 
who usually acted as managers, customarily selected the members 
for the board of directors so that disapproval of the investment. 
suggestions would be unlikely.*** In the instances where the man- 
agers were selected by the directors presumably on the basis of 
expertness, it is also unlikely that the directors would disapprove 
the managers’ suggestions. 

In practice, the individuals holding management contracts have 
a dominating influence over the assets and investment policies of an 
investment company so long as the contract endures. Action by the 
corporation or stockholders to terminate the contract before the con- 
tractual date of its termination, in the absence of nonperformance or 
willful malfeasance upon the part of the holders of the contract, 
may require the payment of damages to such holder. These dam- 
ages, in the case of a long-term contract, may be very substantial 
and place an undue burden upon the corporation. In other words, 
it is difficult to displace the holder of a management contract even 
if the performance of the investment company has been wnsuccess- 


24'The abdication of the directors’ function may be of doubtful validity. See West 
vy. Camden (1890), 1385 U. 8. 507; Sherman & Ellis v. Indiana Mutual Casuaity Co., 
41 F. (2d) 588 (C. C. A. 7th, 1930). In the Sherman & Hillis case, supra, the board of 
directors of a casualty insurance company agreed to permit a management company io 
manage the affairs of the casualty company for a period of 20 years and to appoint the 
underwriting manager and “executive head” of the casualty company. The court held the 
coniract unenforceable as against public policy, stating: 
If there existed a conflict of opinion between the board and appsHant [the manage- 
ment company] whose voice under this contract would control? Obviously appellant’s. 
The length of time during which the agreement was to operate likewise indicated that 
not only managerial powers were delegated, but the entire policy of the casualty 
company’s business was to be fixed and determined by appellant. No other conclusion 
can be drawn from this agreement and the evidence than that the casualty company 
was to be merely an instrumentality through which appellant was to conduct a general 
casualty insurance business in the state of Indians. The agreement which accom- 
plished this result transcends the spirit and theory upon which corporate franchises 
are based and is void. 
235 or example, the sponsor of Oils & Industries, Inc., who obtained a management contract 
for 10 years at the inception of the company, also selected the company’s entire board of 
directors. (See Ch. II of this part of the report, pp. 94-115.) 
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ful.2*° The control of the management contract holder can be fur- 
ther strengthened by provisions in the contract empowering the 
manager to nominate several or all of the directors and officers of 
the investment company,”*? or requiring approval by the manager of 
the directors elected by the stockholders.?** 


236 Thus, Walter F. Stafford, a former president of Iroquois Share Corporation, testified 
(Public Examination, Iroquois Share Corporation, at 14027-8) : 


Q. Now you can see, Mr. Stafford, how vital the problem of management contracts 
on the part of the stockholder was, because if the sponsors organized the trust and 
gave themselves a fifteen or twenty year contract; it means that the stockholders 
couldn’t dispose of the investment trust unless they took care of the sponsors, isn’t 
that so? 

A. That is so. 

Q. And that would be true even if the sponsors * * * didn’t invest a nickel 
in the investment trust, isn’t that so? ? 

A. If they had the contract, absolutely. 

Q. And the usual situation was that the sponsors gave themselves the contract before 
the publie distribution of the securities took place, isn’t that so? 

A. Well now, I can’t sneak for the otber trusts. 

Q. But that is what happened here, isn’t it? 

A. That is so. 

Q. Well, do you know what particular harm would be done to the investors if 
provision was made that no management contracts should last more than a year and 
that the renewals should be subject to the approval of stockholders? In this particular 
ease [Iroquois Share Corporation] Mr. Stafford no matter what your performance Was 
as Jone as you were honest the stockholders would have to keep you there, isn’t that so? 

es. 


The difficulties confronting stockholders who may attempt to eliminate the holders of a 
management contract were described as follows by Joseph Meyer, Jr., who with another 
individual controlled Petroleum Research Corporation which held a 10-year management 
eontract with Oils & Industries, Inc. (Public Examination, Oils & Industries, Ine., at 
14147-8) : 


Q. No person was going to make a substantial investment in that situation [Oils & 
Industries, Inc.] with a management contract outstanding whereby you [the manage- 
ment] were going to get payments and participate in the earning of the trust, isn’t 
that so? 

A. Oh, probably not. 

Q. Isn’t that right? 

A. Of course, that depends upon the temper of the group. 

Q. So that at least in any negotiations which looked to extrication of the stock- 
holders from their predicament involving a change in management, your management 
contracts at least was an impediment to that transfer of control or change in 
management. 

A. Certainly any group would have to give it serious consideration. 

Q. That is right and this management contract was signed, in force and effect before 
the units were sold to the public. Now you said to the stockholders “you will take it 
this way or you can’t come in’? 

A. Yes; correct. 

Q. But if you did come in, and if the situation did arise where it was to the best 
interests of stockkolders that there be a change of management, they could do nothing 
about it if the new interests desired to oust the Petroleum Research Corporation unless 
the new interests took care of the Petroleum Research Corporation, isn’t that so? 

Still, of course, it is like any other contract. If the service was not performed, 
they could sue for canceliation. 


For a detailed history of Oils & Industries, Inc., and the consequences to its stockholders 
of the sale of the management contract held by its sponsors to an irresponsible group of 
individuals, see Ch. II, pp. 94-115, and Ch. IV of this part of the report, pp. 1293-5. 

237 See the contract between J. & W. Seligman & Co. and Tri-Continental Corporation, 
discussed infra, pp. 1927-82. The management contract between the brokerage firm of 
Dominick & Dominick and National Bond & Share Corporation provided: “It is contem- 
plated that the Board of Divectors of the Corporation will consist only of partners (gen- 
eral and special) in the firm (Dominick & Dominick) and that its officers may be, in 
whole or in part, members or employees of the firm’ (Reply to the Commission’s ques- 
tionnaire for National Bond & Share Corporation, Pt. I). A similar provision was con- 
tained in the management contract which existed from 1928 to 1933 between Goldman, 
Sachs & Co. and The Goldman Sachs Trading Corporation (Public Examination, The 
Goldman Sachs Trading Corporation, Commission’s Exhibit No. 1654). 

233 For example, an examination of the replies to the Commission’s questionnaire for 205 
management investment companies (Pt. I) revealed that provisions empowering the man- 
agement contract holder to terminate the contract if a director is elected wibout his 
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Moreover, from the viewpoint of the sponsors of mvestment com- 
panies, the management contract may be more advantageous than 
other control devices. Like voting trusts, management contracts can 
ereate control without the necessity for any financial stake in the 
enterprise by the managers and serve as a means of discouraging 
others who might attempt to acquire sufficient voting stock to de- 
pose sponsors who have little or no stock interest in the investment 
company.”*® Management contracts not only can create control 
without the necessity for investment in the enterprise but may even 
‘insure revenue to the holder of the contract irrespective of the per- 
formance of the investment company. Furthermore, the manage- 
ment contract form of control avoids the necessity for offering to the 
public non-voting stocks or voting trust certificates which, in view 
of the obvious disfranchisement involved, may be difficult to sell. 
In addition, the period of duration and right of renewal of such 
contracts, are not at present regulated by statute. Finally, the 
standard of conduct required of the holder of the management con- 
tract can, by provisions in the contract, be set at a lower level than 
that which would be required by the courts of managing directors.**° 

These contracts are usually drafted and accepted by the sponsors 
themselves, or by directors of their own choosing, at the inception 
of the investment company and prior to the issuance of the com- 
pany’s securities to the public. In other words, the contracts are 
obtained in a self-dealing transaction in which no one represents 
the prospective shareholders of the investment company. In fact, 
the existence of a management contract was often not revealed to 
the stockholders in the prospectus offering the investment company’s 
securities to the public or in its periodic reports to stockholders.?* 

Of 205 management investment companies analyzed, 105 had en- 
tered into management contracts at some time during the period 
1927-1935 and at December 31, 1935, management contracts existed 
for 68 of such investment companies. These management contracts 


approval appeared in seven of 68 management contracts in existence at December 31, 1935. 
The contract between Goldman, Sachs & Co. and The Goldman Sachs Trading Corporation 
which was terminated in 1933 also contained such a provision (Public Examination, The 
Goldman Sachs Trading Corporation, Commission’s Exhibit No. 1654). 

289 See discussion of Tri-Continental Corporation, infra, pp. 1927-81. 

240 Thus, directors of a corporation, as fiduciaries of the stockholders, are liable to the 
stockholders for negligence. See Hun v. Cary (1880), 82 N. Y. 65, 37 Am. Rep. 546; 
Kavanaugh v. Gould, 223 N. Y. 103, 119 N. E. 237 (1918); O’Connor vy. First National 
Investors Corporation, 163 Va. 908, 177 S. E. 852 (1935). However, those who stand in 
a contractual relationship with corporations, such as the holders of management contracts, 
although they are liable as fiduciaries for wilful mishandling of the corporate assets (Cf. 
Field v. Western Life Indemnity Co., 166 Fed. 607 [N. D. Ill. 1908] aff'd sub. nom. 
Moulton v. Field, 179 Fed. 673 [C. C. A. Tth (1910)]) may be permitted by the courts to 
insert provisions in their agreements absolving them from liability for their negligence. 
See Hazzard v. Chase National Bank, 159 Misc. 57, 287 N. Y. Supp. 541 (1986) ; Green v. 
Title Guarantee & Trust Company, 223 App. Div. 12, 227 N. Y. Supp. 252 (1928) ; Restate- 
ment of the Law of Trusts (American Law Institute 1935), Sec. 174 (d) ; 222. However, 
it can be argued that the confidence placed in the holders of management contracts by 
stoekholders and their absolute control of the management of the corporate assets may 
result in a refusal by the courts to permit such individuals to contract for a lesser standard 
of liability than would be imposed on managing directors. 

241 Of 68 investment companies which possessed management contracts at December 31. 
1935, 22 companies reported that their management contracts had never been formally 
revealed to the Stockholders in prospectuses or annual reports. Compare the case of Fed- 
erated Capital Corporation discussed infra, pp. 1984-6. 
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provided for a variety of management powers, duties, services, and 
accommodations. However, contractual limitations with reference 
to the services to be performed by the managers were at times mini- 
mized by the fact that persons ostensibly employed to provide ad- 
visory investment services have used loosely phrased provisions as 
bases upon which to assume all of the management functions. This 
was particularly true where the persons providing management also 
served as officers and directors, by reason of the difficulty of segre- 
gating their functions.?* 

Of primary importance from the point of view of the control 
afforded by management contracts, are the provisions relating to 
their duration, renewal, and termination. Obviously, the longer the 
duration of such contracts the more secure will be the control ac- 
quired by the holders of such contracts. Management contracts of 
43 out of 68 investment companies at December 31, 1935, possessed 
specified periods of duration varying from one to 20 years, the usual 
provision being 10 years. The average duration of all of the con- 
tracts was six years and five months. Moreover, contracts of 27 
of these 43 investment companies provided for automatic renewal at 
the dates of their termination. Of these 27 contracts, 15 were auto- 
matically renewable for five-year periods and 12 were renewable 
from year to year. The seven investment companies in this group 
which in form of organization were Massachusetts or business trusts 
possessed management contracts which endured for the lives of the 
trusts.?** 

Termination provisions appeared in 60 of the 68 management 
contracts in existence at December 31, 1935. Of these 60 contracts, 
20 provided that the company or its stockholders had no privilege 
to terminate at any time before the prescribed duration of such con- 
tracts or before the renewal dates thereof. And of these 20 manage- 
ment contracts, six required, in addition to the assent of directors, 
the approval of the stockholders to prevent the automatic renewal 
of the contract on the specified date of its expiration. Of the 40 
management contracts which provided a method of termination by 
the investment company prior to the contractual date of expiration, 
eight required the concurrence of a majority or more of the stock- 
holders. Although the remaining 32 contracts required only the 
vote of the directors for a termination of the contract at any time, 
such provisions may not have been of particular effectiveness to the 
investment company since quite commonly the holder of the man- 
agement contract had played an important part in the selection of 
the directors. Contract provisions permitting a prescribed number 
of stockholders to terminate the management contract normally 
would be of little practical value to stockholders seeking to depose 


242’ Three investment companies with management contracts at December 31, 1935, pos- 
sessed assistant managers, while the managers of three other investment companies also 
acted as depositaries. None of the 68 contracts in effect at December 31, 1935, called for 
the exclusive services of the managers, while three managers were expressly permitted to 
provide like services to others. Only 21 management contracts contained a provision as to 
retention of control of management by the board of directors, and only 16 gave directors 
authority to require reports on the affairs of the investment company being managed. 

83 Usually the indenture creating the Massachusetts or business trust form of investment 
company provided that the trust was to endure for the lives of the trustees and 21 years 
thereafter. 
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the holder of the management contract. Ordinarily only a com- 
paratively wealthy stockholder would be able to afford to organize 
and obtain the vote of the required number of stockholders for the 
termination of the contract.?** 

The compensation to the managers provided for in the manage- 
ment contracts usually was fixed to produce revenue to such managers 
irrespective of the success or nonsuccess of their management. The 
majority of management contracts provided for fixed compensation 
irrespective of performance. Usually, brokers who held manage- 
ment contracts received the brokerage business of the investment 
company in addition to the prescribed fee for management. A 
stated percentage of the assets of the investment company, normally 
one-half of 1%, was ordinarily fixed as the annual compensation 
for management. In some cases a percentage of earnings was the 
basis of compensation, while other contracts provided for a fixed 
sum as compensation.**® Of the 68 investment companies having 
management contracts in existence at December 31, 1935, 37 com- 
puted compensation on a percentage of assets, 11 ‘computed com- 
pensation on a percentage of earnings ranging from 6% to 25% 
of earnings and averaging 1314% of earnings, while 9 fixed a stated 
sum, usually in the neighborhood of $20, 000 a year, as compensation. 
The definition of “assets” rested largely with the sponsors who 
drafted the management contracts. In one case **° assets was de- 
fined to include borrowed funds so that the manager had an incen- 
tive not only to increase ‘‘assets” by borrowing but also to speculate 
with borrowed funds in the hope of increasing “assets.” 

In two cases as at December 31, 1935, management was compen- 
sated solely by the issuance of option warrants to purchase the 
common stock of the investment companies involved.*47 The desira- 
bility of this method of management compensation may be ques- 


“Wor example, from 1928 to April 1933, Goldman, Sachs & Co., which held only 4% of 
the voting stock of The Goldman Sachs Trading Corporation, was in control of that cor- 
poration by virtue of a management contract under the terms of which all of the partners 
of the firm had become directors of the investment company and which also empowered the 
firm to resign as manager if it did not approve of directors by the stockholders. The 
management contract provided that it could be terminated at any time on the vote of a 
majority of the investment company’s stockholders. From 1929 to 1938 the assets of The 
Goldman Sachs Trading Corporation declined from a market value of approximately $326,- 
000,000 in 1929 to approximately $32,000,000 in 1933. Despite the performance of the 
company in this period, no stockholders made any organized attempt to terminate the man- 
agement of the company by Goldman, Sachs & Co. However, by April 1933, Atlas Corpora- 
tion had acquired in the market and from large holders 40% of the voting stock of The 
Goldman Sachs Trading Corporation and possessed the financial means to continue its 
purchases until it had acquired a majority of such stock. In April of 1933, Goldman, Sachs 
& Co. agreed to terminate their management contract and to turn over the management of 
The Goldman Sachs Trading Corporation to Atlas Corporation as the holder of the largest 
sing!e block of the stock of The Goldman Sachs Trading Corporation. At a stockholders’ 
meeting held in April 1933, the resignation of Goldman, Sachs & Co. as managers of The 
Goldman Sachs Trading Corporation and the election of nominees of Atlas Corporation to 
the board of directors of The Goldman Sachs Trading Corporation was approved (Public 
Examination, Atlas Corporation, Commission’s Exhibit No. 2001). 

245 Of the 105 investment companies possessing management contracts at some time during 
the 1927-1935 period, 46 computed compensation as a percentage of assets, 17 computed 
compensation as a percentage of earnings, and 13 employed a stated sum. 

246 Wederated Capital Corporation. See Ch. IV of this part of the report, pp. 1278-1303, 

247 Of the 105 management contracts in existence for investment companies at some time 
from 1927 to 1935, 6 provided for compensation in the form of option warrants. 
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tioned. In the first place, option warrants in themselves are a device 
for control,”* and if the company were unsuccessful, the warrants 
were salable to others who desired control for purposes perhaps in- 
imical to the interests of stockholders.*4® Second, the tendency will 
be for the manager to “watch the market” in the stock of the invest- 
ment company and to sell his warrants as early as possible at a 
profit.°° The result may be that the investment company will be 
managed by individuals with no further pecuniary interest in its 
success.** Third, the exercise of the warrants might involve a dilu- 
tion of the equity of the stockholders to an extent which cannot be 
estimated at the date of the contract. As a consequence the exact 
amount of compensation which their managers might derive at their 
expense cannot be accurately forecast by the stockholders and, being 


248 See supra, pp. 1895-9. 

249 For instances of the purchase of warrants by individuals or corporations who desired 
control for reasons possibly opposed to the interests of stockholders, see Ch. IV of this part 
of the report. 

259 Public Examination, Yosemite Holding Corporation, at 1436. 

1 Wor example, Hayden, Stone & Co. and Hallgarten & Co., on the formation of Haygart 
Corporation in 1929, received option warrants as advance and permanent compensation for 
their management of the investment company. Within a year the sponsors sold their options 
for a profit of $2,800,000, and at the close of approximately one year of operation of the 
investment company caused it to be merged with The Adams Express Company (Publie 
Examination, The Adams Express Company, at 6878-84, 6912-3 and Commission’s Exhibit 
No. 638). Thus, as testified by Steele Mitchell, of Hayden, Stone & Co., the management 
of Haygart Corporation had received a large profit before “the actual work had been done” 
(id., at 6924-5). Similarly, the original sponsors of Chain Store Stocks, Inc., E. Naumberg 
& Co., F. S. Smithers & Co., and Shields & Co. received option warrants as permanent com- 
pensation for management. Within a year, E. Naumberg & Co. and F. 8. Smithers & Cor 
who had sold the securities of Chain Store Stocks, Inc., to their customers, who presumably 
relied upon the permanence of connection of these firms with the management of the cor- 
poration, sold their option warrants to Shields & Co. at a profit of $300,000 and severed their 
connections with the corporation. Paul V. Shields, of Shiclds & Co., testified with res: ect 
to the propriety of warrants as management compensation (Public Examination, Chain 
Store Stocks, Inc., at 15614, et seq.) : 


Q. The option warrants were to constitute compensation to the management. There 
was no management agreement ? 

* * * * * * * 

A. That is right. 

Q. Now the option warrant to purchase stock at the issue price for a period of five 
years has a fairly substantial value. A warrant like that is worth anywhere from $5 
to $10 if there is any success in the company ; isn’t that right? 

A. That is what we hoped. 

Q. Now just one thought about that, Mr. Shields; there was no formal agreement 
requiring the sponsor * * * to retain their warrants as long as they were with 
the investment trust, was there? 

A. No; there was no agreement. 

Q. So that there was no legal * ¥* = *, 

A. That is right, no written agreement. There was a definite understanding, natu- 
rally, that that was compensation for their contribution to the management. 

Q. But there was no legal disability or contractual disability on the part of any of 
these sponsors from taking and selling their warrants the very next day. 

A. No; that is right. 

Q. So that the situation was that the compensation which was supposed to cover the 
management's services rendered throughout at least the entire period these people were 
to be associated with the investment trust could have been disposed of the following day. 

A. That is right. 

Q. Which would have left the investment trust in this position: that these people 
had received their full compensation from the management the next day by selling the 
warrants and therefore they would have no pecuniary interest in the success or man- 
agement of the investment trust; isn’t that so? 

A. That is right. 

* * * * * * * 

Q. * * * Do you think, looking back in retrospect, Mr. Shields, that that is 
the best way of compensating management of an investment trust, namely, through 
the issuance of option warrants and management stock ? 

A. No; it was fashionable then, that was a sort of smart thing to do, but as it works 
out there is no question it is not the sound thing to do. 
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dependent upon market quotations, may far outstrip asset value as a 
measure of performance.” 

Responsibilities commensurate with the control and emoluments 
which are derived by management contracts were rarely assumed by 
the holders of such contracts. Provisions exculpating the manage- 
ment contract holder from all liability to the corporation and its 
stockholders other than for wilful malfeasance or bad faith appeared 
in 22 of the 68 management contracts in existence at the end of 1935. 
Further, provisions in the management contracts frequently permitted 
the managers to deal personally as principals with the investment 
companies by purchasing from or selling securities to the investment 
companies. Of the 68 management contracts in existence at the end 
of 1935, 11 contained such provisions. Usually the contract provided 
that the manager was permitted to deal with the investment company 
without any accountability whatsoever to stockholders for profits or 
losses resulting from such transaction if such transaction was “reason- 
able” and considered fair by the directors.”* In the frequent cases 
where the directors had been selected by the management contract 
holder or were otherwise friendly to him, no independent judgment as 


22 On this aspect of management compensation by means of option warrants, Paul V. 
Shields, a director of Chain Store Stocks, Inc., which issued option warrants as compensa- 
tion to management, testified (Public Examination, Chain Store Stocks, Inc., at 15618, 
et seq.) : 


Q. Suppose the trust is very successful and the asset value of the stock approached 
$50 to $100. Then the sponsor by exercising their option warrants would only have 
to eontribute $37.50 [the exercise price of the warrants of Chain Store Stocks, Ine., 
held by its managers] and immediately their stock was worth one-third of the differ- 
ence between $37.50 and $100; isn’t that so? 

A. That is right. 

we pul that would come out of the funds of the stockholders; isn’t that so? 

. Yes. 

Q. So that a stockholder could never know in a company where the form of com- 
pensation was option warrants what his management was going to cost him; isn’t 
that so? 

A. Well, of course, opposing that ig that the s‘ockholders benefit by the rise in 
value theoretically due to management, so that * * *. 

Q. I understand that, Mr. Shields, but you take the circumstance where the asset 
value goes up to $100. You exercise your option warrants and you get a stock which 
has a greater asset value and then you sell your stock ; isn’t that so? 

A. That ig right. 

Q. And then after that, if the management was unsuccessful, and the price declined, 
you didn’t have to contribute back the difference that the trust lost by virtue of the 
decline? 

A. No. 

Q. You say you're clear in your own mind that you think that this in an undesirable 
way of compensating management, looking back in retrospect? 

A. Yes; I think it is one of the undesirable ways, I don’t know whether I can offer a 
desirable way, but I don’t think this is good. 


238 See note 240, supra. Typical exculpatory provisions were as follows: 


We shall expect of you [the managers] your best judgment in rendering these 
services to us [the investment company] and we agree as an inducement to your 
undertaking the same that you shall not be liable hereunder for any mistake of 
judgment or in any other way whatsoever except for lack of good faith. 

Neither the management company nor any of its directors, officers, agents or 
employees shall be personally liable or accountable to the Fund or its stockholders for 
errors of judgment in connection with purchases, holdings, or sale of securities or 
otherwise in managing the investment of the assets of the fund or rendering any 
services to the fund, or for any loss arising out of any investment or other transaction 
or for act or omission to act performed or omitted hy the management company 9r 
any of its employees or for anything wiatsoever except for its own individual wilful 
misfeasance. 


254 A typical provision of this character is as follows: 


Neither the firm [the managers] nor any member or employee thereof shall be 
liable to the corporation or any stockholder or creditor thereot or to any other person 
by reason of such contract or transaction [between the manager and the investment 
company] or for any loss occurring therefrom, provided that such contract or trans- 
action shall, at the time at which it was entered into, have been a reasonable one to 
have been entered into. and sball have been on terms that at the time were deemed 
fair by the Board of Directors of the corporation. 
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to the reasonableness and fairness of a self-dealing transaction from 
the viewpoint of the stockholders was obtainable. ] 

The “control” value of management contracts may be illustrated by 
the cases of the Calvin Bullock and Tri-Continental Corporation 
groups of investment companies, Iroquois, Share Corporation, and 
Federated Capital Corporation, which are discussed below. 


a. Calvin Bullock Group 


The Calvin Bullock group illustrated the ease with which invest- 
ment companies can be controlled through management contracts by 
individuals who have no substantial investment in any of the com- 
panies. Calvin Bullock, a New York joint stock association which 
was primarily a selling organization, acted as promoter, underwriter, 
distributor, and manager of 12 management investment companies. 
The greatest source of revenue of Calvin Bullock from its distributing 
contracts was due largely to the public demand for the different types 
of shares of investment companies that Calvin Bullock organized 
and sponsored.2* Although recently management has been receiv- 
ing greater emphasis as a source of income, distribution is still of 
primary importance to the Bullock organization if it is to continue 
on its present scale of operation.°° 

In no instance did Calvin Bullock hold actual or working voting 
control of any of the companies in its group.*? Control by Calvin 
Bullock was exercised and maintained through common and inter- 
locking boards of directors, through management contracts, and 
through control of proxy machinery. At the year-end 1935, Calvin 
Bullock held management contracts with all the investment companies 
of the group. All of these contracts were entered into at the time the 
companies were organized, with the exception of the contracts with 
Dividend Shares, Inc., and Nation-Wide Securities Company.?** 

Calvin Bullock management contracts were of three types. One 
type used in the case of International Superpower Corporation and 
Carriers and General Corporation, was for the management of closed- 
end mvestment companies specializing in certain types of investment. 
The management fee in both of these cases equaled one-half of 1% 


255 See Ch. III of this part of the report, pp. 829-32. 

28 Public Examination, Calvin Bullock Trusts, at 4222-3. At tke year-end 1935, there 
were six management companies in the Calvin Bullock group. as follows (replies to Com- 
mission’s questionnaires for the respective companies, Pt. I): 


Name of company: Date of organization 
CarrierspandaG eneral€ Org Ola ul One Aug. 6, 1929 
DividendeSharcsteylin cesta Sess ie eee ee ras ee July 238, 19382 
BO Ceuta ogre (0 see es ee oe ee ee Jan. 26, 1932 
Nation-Wide Securities Co. (Maryland) _._______-___________-- June 8, 1932 
Canachienn limrasinmente 1winGl, Wil Nov. 16, 1932 
United States Hlectric Light & Power Shares, Inc____________ June 8, 19382 


It will be observed that all of these companies, with the exception of Carriers and 
General Corporation, were organized in 1932 and were of the open-end variety. Bullock 
Fund, Ltd., represented a consolidation of Bullock Fund, Ltd. (a predecessor corporation), 
and International Superpower Corporation, organized September 27, 1928 (Replies to 
Commission’s questionnaire fer the resnective companies, Pt. I). 

27 Replies to the Commission’s questionnaire for the respective companies, Pt. V. Such 
management agreements as may have been executed by United States Hlectric Light & 
Power Shares, Inc., were not supplied to this Commission, and hence the affairs of this 
company have been eliminated from the following discussion. 

*8 Replies to the Commission’s questionnaire for the respective companies, Pt. I. 
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of the average net worth of the corporation per annum, and these 
contracts were made for definite periods of 10 years each. The Inter- 
national Superpower Corporation contract provided as follows with 
respect to the functions of Calvin Bullock as manager: *°° 


It is understood that you are to have complete and exclusive authority to 
develop and handle for us any business of this type which you may consider 
advantageous for us, provided, however, that the final decision with respect to 
the purchase or sale of any security or the conclusion of any other transaction 
shall rest with our Board of Directors, except to the extent that our Board may 
specifically from time to time delegate authority in this respect to you. You will 
attend to such clerical and accounting work for us as we may specify and also 
furnish us with such statistical information with respect to the securities which 
we may hold or contemplate purchasing as we may request. 

In consideration of your services hereunder, you will receive a quarterly fee 
of one-eighth of one percent (4% of 1%) of the average net worth of the corpora- 
tion during the preceding quarter, such fee to be paid on the 1st days of February, 
May, August, and November in each year. 

This Agreement shall continue in effect for a period of ten (10) years from the 
date hereof. 


The second type of contract used by Calvin Bullock was employed 
in all of the open-end investment companies organized by this firm in 
1932, with the exception of Canadian Investment Fund, Ltd. These 
contracts carried fees of one-fourth of 1% per annum ‘of net t assets, 
computed quarterly, except Dividend Shares, Inc., which was at 
the rate of one-half of 1% per annum of net assets. These contracts 
were for definite terms from one to five years, and then were auto- 
matically renewable on a yearly basis. 

The third type of management contract, the sole example of which 
was the contract of Canadian Investment Fund, Ltd., differed from 
the second type in that the fee was computed on income rather than 
on assets. From the operations of Canadian Investment Fund, Ltd., 
Calvin Bullock was to receive an annual fee of 714% of the adjusted 
net profits of the corporation.?°° 

The total net assets possessed by the management investment com- 
panies in the Calvin Bullock group amounted to in excess of $45,000,- 
000 at December 31, 1935, at which time the stock holding of Calvin 
Bullock and associates represented approximately $120,000 thereof.?** 
Total gross management income received by Calvin Bullock from the 
various management companies ageregated $565,000 for the period 
1928 to 1935, inclusive.?* Jn the year "1935, Calvin Bullock received 


259 Reply to the Commission’s questionnaire for International Superpower Corporation, 
V24e5 1 

260 Adjusted net profits were defined to mean all income, including realized profits, after 
expenses, including income taxes, management compensation and directors’ compensation, 
and after the deduction of unrealized depreciation (Reply to Commission’s questionnaire 
for Canadian Investment Fund, Ltd., Pt. I). It should be pointed out that the by-laws for 
Canadian Investment Fund, Ltd., required that a sum equal to the amount payable under 
the management contract, based on adiusted net profits, be paid to those members of the 
board of directors who were not affiliated with Calvin Bullock. In addition, the original 
management contract provided that compensation of outside directors should not be less 
than a minimum of $1,200 to each director annually (ibid.). 

261 Op. cit. supra, note 258, Pts. II, IV, and V. 

22 Public Hxamination, Calvin Bullock Trusts, at 3757. From the point of view of the 
investor, the payment of management fees, covering only certain items of expense may be 
confusing. The prospectus of Dividend Shares, Inc., for instance, stated that the manage- 
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total gross income from management amounting to approximately 
$151,000 and expended $125,000 as the cost of managing, showing a 
net profit of $26,000 for the year. However, of the $125,000 of ex- 
pense, over 50% was accounted for by salaries. ‘The management 
expenses were not allocated to individual trusts, the management fees 
being placed into the “general pot.” °* 

The management contracts between Calvin Bullock and the various 
companies of the group apparently constituted an effective means of 
control. In this connection, Calvin Bullock, im addition to being the 
investment manager, was also the sponsor, and the distributor of the 
security issues of these investment companies. The mechanics em- 
ployed by Calvin Bullock, as the original sponsor, was to elect repre- 
sentatives of Calvin Bullock to the board of directors,?®* which in 
turn would appoint Calvin Bullock as distributing agent and enter 
into the management contract with Calvin Bullock. Thus, the invest- 
ment conipanies commenced operations under the control of Calvin 
Builock which firm was in a position to perpetuate its position 
through control of the proxy machinery and through the manage- 
ment. contracts. 


b. Tri-Continental Corporation 


The case of Tri-Continental Corporation illustrates the effective- 
hess of management contracts, not only to perpetuate a dominant 
influence in that investment company, but also as a means of pyra- 
miding control of several investment companies without the necessity 
of any substantial steck ownership either in the parent or the subsid- 
lary companies. On January 1, 1930, Tri-Continental Corporation 
was incorporated under the laws of Maryland, as a consolidation of 
a former Tri-Continental Corporation and Tri-Continental Allied 
Company, Inc., both organized successively in 1929 by J. & W. Selig- 


man & Co., New York investment bankers.2°° At the time of con- 
solidation, the combined assets of the new Tri-Continental Corpora- 


tion amounted to $75,302,000.2°%7 The new Tri-Continental Corpora- 


ment fee was to be one-half of 1% of net assets per annum, computed quarterly (Reply to 
Commission’s questionnaire for Dividend Shares, Inc., Pt. I). The impression of the in- 
vestor may have been that this fee, if it did not cover all the expenses of the corporation, 
at least covered the major part. In reality, in the years 1984 and 1935 for example, the 
total operating expenses of Dividend Shares, Inc., amounted to 18.5% of total ordinary 
income, of which management fees represented 7.8% and other expenses, 10.7% (id., Pt. 
II). This general ratio is also found in other companies, so that actual operating expenses, 
other than management fees, were at least 114 to 2% times as great as the management 
fees (Replies to the Commission’s questionnaire for the respective companies, Pt. ITI). 
These various companies did not pay fees or salaries to the officers and directors of Calvin 
Bullock. They were presumably covered by the management fees paid to Calvin Bullock. 

*63 Public Examination, Calvin Bullock Trusts, at 3767. 

*aTd., at 3772. 

26° Calvin Bullock controlled the entire boards of directors in all companies in the group 
except Carriers and General Corporation and Canadian Investment Fund. Ltd. 

26 Summary statement filed with the Commission for Tri-Continental Corporation and 
Tri-Continental Allied Company, Ine. 

207 Public Examination, Tri-Continental Corporation, at 18551. Additional mergers were 
effected with Wedgewood Investing Corporation in February 1931, with Investors Equity 
Company, Inc., in May 1932, and with Graymur Corporation in January 19338. In this 
way Tri-Continental Corporation sought to counteract the declining market value of its 
portfolio (Reply to the Commission’s questionnaire for Tri-Contincntal Corporation, Pt. I). 
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tion was managed by J. & W. Seligman & Co., who did not have 
controlling stock ownership in the company.”** 

A management contract between J. & W. Seligman & Co. and 
Tri-Continental Corporation was not executed until October 9, 1931, 
or two years after the formation of the consolidated corporation. 
This contract was apparently merely written evidence of the relation- 
ship which had always existed between the corporation and its broker 
sponsor.*°® Earle Bailie, chairman of the board of directors of Tri- 
Continental Corporation, when examined as to the considerations 
which motivated the reduction of this relationship to a written man- 
agement contract testified :°7° 


Q. * * * Why was the first management contract between Tri-Continental 
and Seligman initiated two years after the corporations were started? That 
was in 1931, wasn’t it? 

A. Yes. The reason was, at that time, aS you will remember from looking at 
the market prices of the securities and as you will remember from the general 
market conditions, investment company equity securities were selling at very 
low prices, and there were several groups of capitalists or investors, describe 
them as you will, who were busily acquiring the equity securities of investment 
companies in order to take over their managements and in order to build up 
other companies. With the interest we had in Tri Continental because of our 
sponsorship and with the feeling of responsibility we had, we wished to ask the 
stockholders whether or not they wanted to have a definite management con- 
tract with us, which would prevent that happening to the Tri-Continental. We 
submitted the management contract and it was approved. 


Under this contract, the sponsor was to “supervise and assi-t in the 
management and usual business affairs of the corporation” and was 
to “nominate and provide” at lease six persons to serve as directors 
and members of the executive committee of Tri-Continental Corpora- 
tion. Of these six persons (out of a board numbering 16 at Decem- 
ber 81, 1935) at least. three were to be members of the firm of J. & W. 
Seligman & Co., and of these three, one was to serve as chairman of 
the board of directors and as president of Tri-Continental Corporation 
and the other two were to serve as vice presidents of the investment 
company. In return Tri-Continental Corporation was required to use 
J. & W. Seligman & Co. as its broker at the customary and usual 
charges and to use its best efforts to cause “any and all other corpora- 
tions owned, controlled, and managed by it” to use J. & W. Seligman 
& Co. as their broker.? 

The management contract was not terminable by either J. & W. 
Seligman & Co. or Tri-Continental Corporation without the consent 


268 At December 31, 1935, affiliated interests owned less than 7% of the voting stock of 
Tri-Continental Corporation. (See Pt. Two [House Dee. No. 70, 76th Cong.] Ch. V, p. 
422.) 

269 ‘Public Examination, Tri-Continental Corporation, at 18647-52 and Commission’s 
I’xhibit No. 2084. 

270 Td., at 18645-6. 

271 Td., Commission’s Exhibit No. 2084. An additional safeguard was inaugurated in con- 
junction with the written management contract in order to restrict the possibilities of 
the management losing its control (id., at 18646—-7). This was, in brief, a reclassification 
of the board of directors from one which had been elected annually into a board of directors 
consisting of five groups, one-fifth of which was to retire at each annual meeting with suc- 
cessors elected at that time. (See supra, p. 1882.) 
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of the other party prior to January 1, 1934. After that date either 
arty could cancel the contract on 90 days’ netice—such action by 
Tri-Continental Corporation to be pursuant to a majority vote of 
thoce directors not nominated by J. & W. Seligman & Co. and ap- 
proved by an affirmative vote of the holders of a majority of the 
shares of each class of stock, at a special meeting of the stockholders 
called for the purpose. Unless the agreement was terminated by 
notice of cancelation from J. & W. Seligman & Co, or Tri-Conti- 
nental Corporation, it was to continue in force until December 31, 
1947. Thereafter the agreement was to be automatically renewed for 
five-year periods, subject to six months’ notice of termination.?? 

This management contract had a definite contro! value to J. & W. 
Sehgman & Co.?" despite the fact that the latter was not receiving 
any supervisory or management fees other than brokerage commis- 
sions.?* By providing six members of the board of directors and the 
executive committee, and three of the principal officers of the invest- 
ment company, J. & W. Seligman & Co., virtually without any stock 
ownership, had in effect a substantial voice in the management of 
Tri-Continental Corporation and, therefore, of its various subsidiaries 
and affiliates. 

During the period 1931 to 1935, inclusive, Tri-Continental Corpora- 
tion acquired control over several investment companies, one invest- 
ment management company, and one fire insurance company. This 
control was also facilitated in several instances by management 
contracts. 

In May 1931 Tri-Continental Corporation purchased stock repre- 
senting approximately 25% of the voting power in Selected Indus- 
tries, Inc.,"° and acquired as part of this deal a management contract 
previding for a fee at the annual rate of one-half of 1% of the 
average ageregate value of the gross assets as well as options cover- 
ing 200.000 shares of the common stock of Selected Industries, Inc., 
exercisable at any time during the life of the management contract 
at $15 a share.2"© The nomination of two directors, to serve as chair- 
man and president of Selected Industries, Inc., and the naming of up 


272 Op. cit. supra,, note 269, Commission’s Hxhibit No. 2084. 

273 J. & W. Seligman & Co., Inc., at no time possessed voting control over Tri-Continental 
Corporation (Reply to the Commission’s questionnaire for Tri-Continental Corporation, Pt. 
VIII, Item 77). 

24 Prior to January 1, 1934, J. & W. Seligman & Co. was not to receive any fee for services 
under the agreement, nor were the persons provided by the sponsor as directors and cfficers 
to receive any salaries. In order that salaries could be paid after January 1, 1984, approval 
was required by a majority of the independent directors and by the stockholders of the 
corporation. Such salaries had not been paid up to the year-end of 1936. However, with 
the formation of Union Securities Corporation by Tri-Continental Corporation and Selected 
Industries, Inc., in October 1988, it was contemplated that partners of J. & W. Seligman 
& Co. who were also officers or directors of the investment companies would serve as 
executive officers of the new Corporation and might be compensated after December 31, 
1988, on a salary or profit-sharing basis. J. & W. Seligman & Co. was to cease to engage in 
the investment banking business so long as its members were executive officers of the new 
corporation but would continue its brokerage, investment counsel and other businesses 
(Derived from supplementary information supplied the Commission for Tri-Continental 
Corporation). 

275 Repiy to the Commission’s questionnaire for Tri-Continental Corporation, Pt. VIIT 
(Item 78). 

276 Op. cit. supra, note 269, at 18559-60, and the reply to the Commission’s questionnaire 
for Selected Industries, Ine., Pt. I. 
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to three vice presidents, were reserved to Tri-Continental Corpora- 
tion." The agreement was to continue to December 31, 1934, and 
was renewable automatically from year to year thereafter. Either 
party could terminate the agreement at any year-end upon six months’ 
written notice.?"® 

In June 1932, Tri-Continental Corporation purchased 64% voting 
control of the Broad Street Management Corporation,?” the prin- 
cipal assets of which consisted of a controlling interest in Capital 
Administration Co., Ltd., a closed-end investment company, a 
smailer interest in The Broad Street Investing Company, Inc., an 
open-end investment company, and management contracts with both 
of these companies.*? Tri-Continental Corporation, by the terms of 
a management contract entered into with Broad Street Manage- 
ment Corporation,“ was to furnish investment advisory services 
and to suggest four persons to serve as members of the board of 
directors and as the executive committee, as well as four persons 
(who could be the same suggested as directors) to serve as the prin- 
cipal officers of Broad Street Management Corporation, Capital Ad- 
ministration Company, Ltd., and The Broad Street Investing Com- 
pany, Inc. In return, Tri-Continental Corporation was to receive 
one-half of the gross service fees which Broad Street Management 
Corporation received through its management contracts from Capi- 
tal Administration Company, Ltd. and The Broad Street Investing 
Company, Inc.**? Broad Street Management Corporation was to 
pay its own business expenses, excluding the expenses Tri-Contin- 
ental Corporation incurred in the performance of its duties under 
the contract. Actually, Tri-Continental Corporation furnished all 
but two of the principal officers of Capital Administration Company, 
Ltd., The Broad Street Investing Company, Inc., and Broad Street 
Management Corporation. These officers served without compensa- 
tion from those companies for their services as such officers. 

Through an investment of approximately $302,000 (later increased 
to $482,000) in Broad Street Management Corporation, Tri-Con- 
tental Corporation gained control over, or the supervision of more 
than $6,000,000 of assets consisting of cash and securities. As of 
September 30, 1939 these funds had increased to about $11,600,000.?5* 


“7 In connection with this, it may be pointed out that, at the year-end 1935, of the 13 
directors of Selected Industries, Inc., four represented Tri-Continental Corporation and 
J. & W. Seligman & Co. interests and four represented original sponsors of Selected Indus- 
tries, Inc. (Reply to the Commission’s questionnaire for Selected Industries, Inc., Pt. VII). 

778 As a result of this contract Tri-Continental Corporation received service fees totaling 
$520,190 for the three-year period 1932 to 1935, inclusive (Reply to the Commission's 
questionnaire for Selected Industries, Inc., Pt. VI). 

*9 Op. cit. supra, note 275, Pt. VIII (Item 78). 

290 Replies to the Commission’s questionnaire for Capital Administration Co., Ltd., and 
The Broad Street Investing Company, Inc., Pts. I and VIII, and derived from supplementary 
information supplied the Commission for Tri-Continental Corporation. 

2S: Derived from supplementary information supplied the Commission for Tri-Continental 
Corporation. 

*? Inasmuch as Tri-Continental Corporation held 64% of the stock of Broad Street Man- 
agement Corporation, 64% of the remaining earnings of Broad Street Management Cor- 
poration after the payment of expenses would accrue to Tri-Continental Corporation. 

*3 Op. cit. supra, note 269, at 18583—4, and op. cit. supra, note 281, 

24 Derived from supplementary information supplied the Commission for The Broad 
Street Investing Company, Inc., and Capital Administration Company, Ltd. 
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Thus, the situation was presented whereby an investment banking 
and brokerage house managed an investment company, which in turn 
managed a management company, which in turn managed two in- 
vestmment companies. During 1936 when Broad Street Management 
Corporation became Broad Street Sales Corporation, the manage- 
ment contracts of The Broad Street Investing Company, Inc. and 
Capital Administration Company, Ltd., were assigned to Tri-Con- 
tinental Corporation.?*° 

In addition, on November 14, 1935, a group consisting of Tri-Con- 
tinental Corporation, Selected Industries, Inc., and three other com- 
panies purchased an aggregate 80% interest in Blue Ridge Corpora- 
tion, an investment company, from Shenandoah Corporation, an- 
other investment company.* Tri-Continental Corporation acquired 
approximately 23% voting control, and Selected Industries, Inc. ac- 
quired 77%.°*' ‘Tri-Continental Corporation purchased 1,877,519 
shares of Blue Ridge Corporation common stock.288 Tri-Continental 
Corporation and other members of the purchase group set aside cer- 
tain of these shares for resale at a specific price. The number of 
shares set aside by Tri-Continental Corporation for this purpose to- 
taled 646,750. To carry these shares until they could be resold Tri- 
Continental Corporation borrowed over $2,000,000 from the Guaranty 
Trust Company of New York for six months at 1% interest.28° Se- 
lected Industries, Inc. also borrowed a proportionate amount on the 
same terms in order to carry those shares which it held for resale. 
In addition, both Tri-Continental Corporation and Selected Indus- 
tries, Inc. were compelled to sell certain of their portfolio securities 
to provide cash for this investment.?°° 

Pursuant to an understanding had at about the time of purchase of 
the Blue Ridge Corporation stock, Tri-Continental Corporation and 
Northern Shares Company, Inc., a New York corporation affiliated 
with the Harrison Williams group of companies, subsequently en- 
tered into a management contract with Blue Ridge Corporation 
which was approved by the latter’s stockholders. The management 
contract ** provided that Tri-Continental Corporation and Northern 
Shares Company, Inc., should jointly or separately furnish invest- 
ment advice and service to Blue Ridge Corporation and its wholly 
owned subsidiaries and Tri-Continental Corporation and Northern 
Shares Company, Inc. were to divide equally the management fee 
of four-tenths of 1% per annum of the assets of Blue Ridge Corpora- 
tion. The contract was to continue in effect until the year-end 
1937 and automatically from year to year thereafter. Either Tri- 
Continental Corporation or Northern Shares Company, Inc. or Blue 


#5 Derived from supplementary information supplied the Commission for The Broad 
Street Investing Company, Inc., and Capital Administration Company, Ltd. (1986 annual 
reports). 

286 Op. cit. supra, note 281. 

**7 Replies to the Commission’s questionaire for Tri-Continental Corporation and Selected 
industries, Ine., Pt. VIII. 

288 Op. cit. supra, note 275, Pt. VIII. 

289 Op. cit. supra, note 281. 

290 Thid. 

*1 Reply to Commission’s questionnaire for Blue Ridge Corporation, Pt, I, 

222 Op. cit. supra, note 281. 
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Ridge Corporation could terminate the contract on December 31, 
1937, or at any year-end thereafter upon 90 days’ notice. 

At December 31, 1936, J. & W. Seligman & Co., primarily by 
means of management contracts, had control over or a substantial in- 
fluence in the investment of assets totaling over $170,000,000.7°* 


ce. Iroquois Share Corporation 


The management contract of Iroquois Share Corporation sought 
to broaden the powers of the management and had to be reckoned 
with in working out an exchange offer with Atlas Corporation. 
Iroquois Share Corporation was organized under the laws of New 
York on January 14, 1929, by its sponsors, O’Brian, Potter & Staf- 
ford, members of the New York Stock Exchange. On April 6, 1981, 
it was acquired by Atlas Corporation and was dissolved on 
November 80, 1931. The original subscribed capital amounted to 
$3,707,694.294 

During the period of sponsorship by O’Brian, Potter & Stafford 
and Walter F. Stafford, it operated under two management agree- 
ments. The first contract, which was to run for 10 years, was entered 
into on January 238, 1929, between the investment company and 
O'Brian, Potter & Stafford, prior to the public offering and before 
the election of outside directors to the board. Under this manage- 
ment contract 2% the sponsors were to receive compensation at the 
rate of one-half of 1% of the net worth of the investment company 
annually. Additional compensation for the management was pro- 
vided by three-year option warrants granted to the sponsors for the 
purchase of 50,000 shares of the capital stock at $20 a share.°°° 

While the articles of incorporation of the investment company con- 
tained no provision permitting self-dealing and the prospectus never 
informed the public of any intention to engage in self-dealing, the 
management contract provided in very broad terms complete im- 
munity to the sponsors, officers, and directors of the trust for any 
contract or transaction made with the companies in which they might 
be directly or indirectly interested.” 

Because of the extended (10-year) period of the management con- 
tract, the stockholders had either to endure the management, no 
matter how unsuccessful, or to buy their way out. This was con- 
ceded by Walter F. Stafford, president of Iroquois Share Corpora- 
tion, when he testified : °° 


Q. And also had this ten-year contract, so that if any steps were desired 
to be taken by the stockholders, they would have to deal with O’Brian, Potter 
and Stafford with relation to that management contract? 

A. It would work out that way; yes, Sir. 

On July 28, 1930, a deal was worked out with O’Brian, Potter 


& Stafford, the sponsors and managers, whereby they agreed to 
cancel their management contract if the investment company would 


293 Op. cit. supra, note 269, at 18539—40. 

24 Wor full details see Ch. II of this part of the report, pp. 51-76. 

2% Public Examination, Iroquois Share Corporation, Commission’s Exhibit No. 1393. 
26 Td., at 19858-9. 

27 Td., at 13953-4, 

28 Td., at 13952. 
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purchase from that firm an unfinished office building, known as 17 
Court Street, for $318,616.29 This was done, and eventually the 
investment company suffered a loss of its entire investment in this 
office building. On July 28, 1930, a second, five-year, management 
contract effective September 15, 1930, was entered into with Walter 
I’. Stafford personally after he had resigned from the firm of O’Brian, 
Potter & Stafford.2°? The basis of compensation under the new 
management contract was changed from a percentage of the net worth 
to a flat sum of $25,000 per annum plus a bonus of 5% above net 
earnings of $1 per share per year on all stock of Iroquois Share 
Corporation issued and outstanding. This annual fixed compensa- 
tion substantially exceeded the management compensation which had 
been derived under the original contract even in 1929 before the 
market collapse.*** Despite the cancelation of the first management 
contract, O’Brian, Potter & Stafford retained the option warrants 
received as part of their management compensation.?”” 

Mr. Stafford performed for less than a year under the new manage- 
ment contract when Iroquois Share Corporation found it to be an 
obstruction to a proposed exchange offer by Atlas Corporation of its 
securities for the securities of Iroquois Share Corporation, a propo- 
sition. which in effect was a proposed merger of the two companies. 
Mr. Stafford testified : 3° 


Q. * * * Now, the fact of the matter was in this particular instance, 
although the board of directors decided that it would be to the best interests 
to turn over control to the Atlas Corporation, the problem of your manegement 
contract was not only a regular one but was a very vital one, isn’t that so? 

A. That is true. 

Q. The fact of the matter is, as I recall it, you were in a position, unless 
you could be settled with, you could possibly impede the transfer of the 
investment trust unless they canceled the management contract? 

A. Well, I think that is a legal question, but as a businessman I would say 
that that was so. 


A special committee was appointed to negotiate for a release of the 
management contract of Iroquois Share Corporation with Walter 
F. Stafford, and this committee recommended that Mr. Stafford be 
offered $50,000 in full settlement. This offer was rejected by Mr. 
Stafford, and the investment company was compelled to meet his 
demand for $75,000 in order to effectuate the exchange offer.2°* Mr. 
Stafford had received $11,458 for his services performed under the 
contract during the period July 1930 to April 1931 2° while he and 
the firm of O’Brian, Potter & Co., the successor of O’Brian, Potter & 
Stafford, received Atlas Corporation option warrants, having a mini- 
mum market value of $50,212.50, for their option warrants of Iroquois 
Share Corporation which they had obtained without cost.?° 


9 Td., Commission’s Exhibit No. 1397. For details of this acquisition and the losses 
suffered see Ch. II of this part of the report, pp. 51—76. 

30Op. cit. supra, note 295, Commission’s Exhibit No. 1404. 

201 On the basis of the old compensation the managers would have received only $7,500 
(Reply to the Commission’s questionnaire for Iroquois Share Corporation, Pt. JOD. 

302 Op. cit. supra, note 295, at 14010, and Commission’s Exhibit No. 1397. 

23 Td., at 14021. 

304 Td., Commission’s Exhibit No. 1407. 

305 Td., at 13963. 

306 See Ch. II of this part of the report, pp. 51-76. 


1934 SECURITIES AND EXCHANGE COMMISSION 


The difficulties met by stockholders who may decide to obtain better 
management of their investment company in the face of an existing 
long-term management contract, was described by Mr. Stafford as 
follows: °° 


Q. Well, do you know what particular harm there would be done to the 
investors if provision was made that no management contracts should last 
more than a year and that the renewals should be subject to the approval of 
the stockhoiders? In this particular case, Mr. Stafford, no matter how your 
performance was, aS long as you were honest, the stockholders would have to 
keep you there, isn’t that so? 

A. Yes. 

Q. And if they didn’t want to keep you, they would have to pay you the 
balance of your contract of $25,000 at least, so that if you were incompetent— 
when I say “you” I mean I am talking hypothetically 

A. I understand. 

Q. (Continuing.) And you show the world’s worst performance, but as 
Jong as you don’t put your hand on the “till,” there was nothing they could do 
about it? 

A. Now, that is a legal question again, but I think you are right. 

Q. Now, in this particular case, too, if the trust was losing money and there 
was further shrinkage of assets, you still would be entitled to your $25,000; 
isn’t that so? 

A. Under the contract. 


d. Federated Capital Corporation 


The management contract of Federated Capital Corporation was an 
important feature of the transfer of control of the company to Atlas 
Corporation. On April 7, 1927, Federated Capital Corporation was 
organized under the laws of Delaware by a group headed by William 
J. Thorold.2°* From April 22, 1927, to May 15, 1931 (the date con- 
trol passed to Atlas Corporation), the total paid-in capital aggregated 
$6,122,680, about half in common stock and half in preferred stock.? 

By an exchange of letters dated April 25 and April 28, 1927, a 
management contract was entered into with Federal Debenture Com- 
pany, Inc., a company in which Mr. Thorold had a substantial stock 
interest, without disclosure to the stockholders of the investment 
company. Mr. Thorold testified concerning this contract as 
follows : 1° 


Q. In any event, so far as your reports to stockholders are concerned, as I 
read them, there was no disclosure even that there was a management contract 
in existence? 

A. No; or that anybody got a salary of any kind. 


307 Op. cit. supra, note 295, at 14027. 

308 Reply to the Commission’s questionnaire for Federated Capital Corporation, Pt. I. 
309 Public Hxamination, Federated Capital Corporation, Commission’s Exhibit No. 1476. 
310Td., at 14543. 
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Q. Or that a bonus was paid you? 

A. No. 

Q. Or what the amount of your salary was? 
A. No; it was not customary. 


This contract, which ran for five years, was superseded on Febru- 
ary 25, 1929, by another contract between the investment company and 
Federated Management Company, which was also owned by Mr. 
Thorold. This contract was to extend for 10 years, thus binding 
stockholders to this manager for a long period of time regardless 
of the character of performance.** Mr. Thorold testified regarding 
the duration of the management contract : 31? 


Q. * * * This was a ten-year contract? 

A. Yes, sir. 

Q. That you gave yourself at the very inception of the investment trust? 

A. Yes, sir. 

Q. So that for a period of ten years * * * regardless of what your 


performance was, because your compensation was not predicated upon per- 
formance but upon capital employed? 

A. Yes, sir. 

Q. And regardless of what they thought of your expert management and 
regardless of what the results of the trust was, if you were not guilty of 
fraud and dishonesty, the stockholders would have to keep you as their 
manager, isn’t that so? 

A. Well 

Q. Or else pay you the balance of the term of the contract and tell you 
that they were through? 

A. But on so many occasions we had not insisted upon the letter of the 
contract, and we have “forewent’”—if there is such a word—several moneys, 
and we probably would have canceled it. 


The management compensation payable to Federated Management 
Corporation, in which Mr. Thorold also held virtually all of the 
stock,*"* was fixed at one-half of 1% per annum of the gross amount 
of capital employed by the investment company, payable on the tenth 
day of each month.** In addition, Federated Capital Corporation 
provided the management company with office accommodations and 
a clerical staff and paid a salary to Mr. Thorold for acting as 
president.** In 1929, when the investment company enjoyed a suc- 
cessful year, not only was the salary of Mr. Thorold increased from 


811 Op. cit. supra, note 308, Pt. I. 

312 Op. cit. supra, note 309, at 14491. 

313 Td., at 14466. 

8147Td,, Commission’s Exhibit No. 1474. 

315 Op. cit. supra, note 308, Pts. II and VII. The gross amount of capital employed in- 
cluded borrowed moneys. Thus, the management compensation was computed upon $900,- 
000 borrowed by the investment company in October 1929 (op. cit. supra, note 309, at 


14472-4). 
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$20,000 to $30,000, but he was voted a bonus of $50,000.° Mr. 
Thorold expressed the opinion that from his experience everything 
concerning the reward of management should be published to the 
stockholders, the compensation for management should be made con- 
tingent upon results, and the period covered by management con- 
tracts should not average over three years.*” 

On May 15, 1931, Federated Management Corporation assigned its 
management contract to the Atlas Corporation for $85,000.°% Mr. 
Thorold testified concerning this assignment: *° 


Q. * * * You sold your management contract, didn’t you? 

A. Yes, sir. 

Q. And what did you get for it? 

A. $85,000. I did not personally get it. 

Q. No; the Federated Management Corporation, of which you were the sole 
stockholder, got it? 

A. Yes; but it had been offered $160,000 for it. 


As a part of the transaction wherein Atlas Corporation purchased 
an assignment of the management contract from the sponsor for 
$85,000, the sponsor realized a substantial gain over the market price 
in the sale of his preferred shares in the investment company. In 
addition Federated Management Corporation, substantially owned 
by Mr. Thorold, received $20 a share ($6 in excess of market value 
and $4.50 less than asset value) for their 8,000 shares of preferred 
stock. Atlas Corporation thus paid a premium of $48,000 in excess 
of the market value to the sponsor and his associates for their stock.®?° 
This stock was sold by the sponsor to the Atlas Corporation, and 
the management of Federated Capital Corporation was turned over 
to the Atlas Corporation without apprising the stockholders.**t Sub- 
sequently, Atlas Corporation succeeded in acquiring most of the 
shares of Federated Capital Corporation for a total consideration 
substantially less than the asset value of such securities, either by 
purchase or by exchange offers of its own securities.?” 


316 Op. cit. supra, note 309, at 14484. In the year 1931, when the investment company 
experienced a realized loss of $809,000 and its assets depreciated by $2,000,000, Mr. Thorold’s 
salary was again increased from $30,000 to $36,000 (id., at 14489). 

17 Op. cit. supra, note 309, at 14540. 

818 Td., at 14590. 

39 Td., at 14486. 

820 JTd., at 145914. 

84 Td. at 14599. 

sa2 Hor further details of this acquisition by Atlas Corporation, see Ch. IV of this part 
of the report, pp. 1278-92. 
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APPENDIx I.—Proportion of total capital of four investment companies contrib- 
uted by senior and junior security holders and sponsor’s interest therein 


REYNOLDS INVESTING CoO., INC. 


Securities 


Senior capital 


5% debentures (with warrants for 5 
shares of common stock per $1,000 
debentures at no cost) ________---_-- 

$6 preferred stock (in units with one 
share of common stock)___________-- 


*ROtalisenionca pita leas =s == === 
Junior capital 
Common stock (subscription by spon- 

sors to 100,000 shares for $1,000,000, 
30,000 shares for $10 each in units 
with preferred stock and 25,000 
shares upon exercise of warrants at 
TYO;COS by) een eee i en aes 


Total junior capital._.__________ 


TOU CRON Wan eeeeetonasse 


Relationship of senior and 
junior capital 


Sponsor’s interest 


| 
| 


Sl ea | & ng ro 42 2  Q 
S jee 2 Be) & Bese |e es 
a ie] = ee é Sel a | Sx lak 
ee es | aaaiee |e NESS See Se 
ba we © mf lng a=) hee n 4 a) B 
pe ee | Beer 8 Sal Be oe 
SR ese eaiece! 30 es) 2 yee 2 
_ 2a] a E.G | 5 \AB5d| & Bq |.o8 
w oes 8 Se €| 5 [SQ oy So Iaaee 
on] & oes RB So Pa &aae, 
Shee |Seetee ie = | eae a ie 
ice sa ar eae aes 
| 
$5, 000, 000} - - -- - - None} None None} None} None| None! None 
3, 000, 000). - ---- None; None} None} None] None] None} None 
8, 000, 000) 86. 4] None; None None} None] None! None} None 
| | 
| 
| | 
| 
| 
| | 
| 
| 
1, 300, 000}--_--- 100;  100/$1,000, 000} 76.9) 64.5) 464.5} 64.5 
| ne : 
1,300,000) 14.6; 100) 100| 1,000,000) 76.9) 64.5] 264.5] 64.5 
i = 
9, 300, 000) ----_- \ee aes aaa 1,000,000) 10. 7]--..-- 264.5) 64.5 


a As of Apr. 15, 1929, date at waich warrants attached to debentures and preferred stock were declared 
exercisable; prior to that date control was actually 100% since warrants were nondetachable from deben- 
tures and preferred stock until declaration of dividend on common, redemption of the debentures or pre- 
ferred stock or at option of the company. 
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THE INVESTMENT CO. OF AMERICA 


platonst i cl senioaad Sponsor's interest 
3 S| & | 8a as & | 32 
ra S) 3 on Gis) ro 2 [ors] 
Securities 5 @e | gf | se ® as Sn | Se 
ea Si » R wn A Paral = ® 5, 
B.S Baten iS as o 28 a) 2 Ban 
eS ts) a, > aoe! as ents || (ents) 
a rs) a 3 S 5 AS oS, sg om ac 
° po » pa =] 4s @ » » » 5 
AE | ER [ae | @ lees] Ble jee 
a “- oo 
g Bo See | (Ses) 8 8 ie 
Lol i) o o q orn o oO om 
S) Ay ou Ay <q Ay Ay Ay 4 
Senior capital 
MG COONS... ae scoceccneacoase $4, 850, 000}______ (*) | None] None} None} None} (+) | None 
WU \OROCINE! SHOO 5 socom es cesasonss 2 §,000,000)______ (*) | None} None} None} None} (%) | None 
Total senior capital._......____- |10, 850,000} 77.9] (%) | None} None} Nonej None} (*) | None 
Junior capital 
Common stock (60,000 with preferred 
and 90,000 by rights) .__...__.-_-_-- @ 2,901,483]______ (>) 100} None} None} None} (%) | None 
Warrants (100,000 to public, and 
210: 000iFOISDONSOLS) ==ee eee eee eee ¢ 180, 000|_____- (*) | None}$180, 000 100} 67.7) (*) | None 
Totalyjunioncapitaless=s2ss2se—= 3, 081, 483) 22.1) (°) 100} 180, 000 i, Qsecne (+) | None 
SROCAIRCA Diba = ene TISO3T 4832s oes | eee ee eee 180, 000 Bie 848 (%) |4None 


« The preferred stock is taken here at par value; it had been issued in units with common stock within a 
short period of time at varying prices per unit. 

> The Investment Co. of America was a Michigan business trust, the sponsors serving as the self-perpetu- 
ating trustees. Hence, share ownership was not required for the exercise of control. The only investment 
by the sponsors in the organization was a fund of about $180,000 which the trustees contributed to the trust 
for operating expenses during the first 2 years. This sum represents approximately 1.3% of the total 
proceeds received by the trust from the sale of its securities. 

¢#&. E. MacCrone & Co. paid the expenses of the trust, estimated at not exceeding $180,000, for the first 
2 years of operation. In return for this expenditure and for management services, they received, by the 
terms of the trust indenture, 210,000 warrants. . 

4 The common stock as well as the senior securities was distributed to the public. It appears that the 
objective of the capital set-up of the sponsors in this company was to secure control and the benefits that 
might subsequently be derived from the exercise of warrants. 
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Securities 


Senior capital + 


$5.50 prior preferred 
(with bonus one- 
half/share)B) = s--s 
$3.00 preferred stock 
(with bonus one- 
half share B)__-.____ 
Class A common stock 
(issued in units 3 
shares A and 2 
shares B at $100)___- 


Total senior 
capital aaa 


Junior capital 


‘Class B common stock 
(156,666 shares with 
the prior preferred, 
preferred and Class 
A stocks; 210,000 
shares to directors 


Warrants (525,000 to 
directors, 15,000 to |} 
Bonbright & Co., 
nes) ene nee Soe 


Total junior 
capilalaea 


Total capital____ 


15, 176, 634] 97.5 


AMERICAN CAPITAL CORPORATION 


Relationship of senior and junior 
capital 
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| Percent of voting power 
Percent of participation 
in surplus profits 


(Shared with 


Amount invested 


None 


None; 
None 


None 


|s420, 000 


None 


420, 000 


ment contributed by 
power 


Percent of total invest- 
sponsor 


Percent of total voting 


Percent held 


| 


| 


Sponsor’s interest 


Righ t to participate in 
surplus profits 


None 


None 


(Shared with 
class A 
stock on 
Chebr t avin) 
terms) ¢ 


None 


15, 753, 300) ----- 


1 


on both classes. 


420, 000 


a ele ells ee es 
* The Class A stock is listed under ‘‘senior capital’’ because it possessed a fixed limited priority as to divi- 
dends and distribution on liquidation. 
’ Class A shares and Class B shares each had one vote per share. 
¢ The Class A stock was entitled to a prior dividend of $2. Dividends were then to be distributed to the 
Class B stock to a point where each class had received $4, and thereafter there was to be an equal distribution 
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PACIFIC INVESTING CORPORATION 


Securities 


“Senior capital 


5% debentures (with bonus of 3 shares 
common stock per $1,000 bond) ___-- 
6% first preferred stock (bonus of one- 
halfsharewcommon) sess 
$6 second preferred stock (with vary- 
ing amounts of common) 


Total senior capital 


Junior capital 


Common stock (11,250 with senior 
securities and second preferred) 
Warrants 


Total junior capital 


Total capital 


Relationship of senior and 
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Sponsor’s interest 


junior capital 
1 4 = q | Q 
a) Wee eee! ver 9 te 
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>) rem) ~ pa =| a g ~ rey ood 5 
x” @ S | 88 3 Bee Bo | a |? 
n .) rs) Oo” iS) ook 3) cS) a 
z 5 A | fee) Ba | 2 
eo) Ay Ay Ay < Ay Ay Ay [oa] 
$4, 810, 000]_____- None} None None| None} None} None! None 
55,970,000) _----= None| None None! None} None| None} None 
258815250 | eee None| None} $222, 500 7.7) 8.3] None] None 
13, 661, 250} 98.5} None] None} 222, 500 126 Sees None| None 
28600 eee 100 100; 102, 500 46.9! 16.8] 16.8] 16.8 
(ee 3 eee None| None (@) RC Ree (#) | None} None 
pas | a 
218, 600 iG 100 100} 102, 500 46.9) 16.8] 16.8) 16.8 
SES S5O | eee | aaa Se b 325, 000) Bi sasase 16.8) 16.8 


a The 5 original directors contributed $90,000 for expenses and received 9,000 shares of common stock and 
100,000 warrants or contracts for warrants at organization. 


» For common and second preferred stocks. 
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